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Introduction
Yonghyup Oh
KIEP, Korea

financial crisis and global economic downturn is reshaping
T hetheongoing
global economic and financial architecture. At the center of it
lies the surge of the G-20 countries1) whose summit meetings are becoming
the premier forum as to govern the course of the global economy. Its
agenda is principally in the field of trade, international macroeconomics
and finance. It includes how to coordinate national macroeconomic
policies to recover from the global economic downturn, ways to cope
with global liquidity shortages, finding stable exchange rate systems,
fighting against protectionism in trade and reforming international
financial regulations. The list that is considered to be addressable at the
future G-20 summit forums goes further, reaching subjects like development,
climate changes and so forth.
The surge of the G-20 reflects the shift in actual global governance
from the group of major developed economies represented by the G-7, to
a larger group. This change has a grand potential, to the extent that the
1) This group of 20 countries includes the G-7 countries (Canada, France, Germany,
Italy, Japan, UK, and USA), Russia (G-8), and the following emerging and
developed economies from all the continents. They are 1) South Africa from
Africa, 2) Argentina, Brazil and Mexico from America, 3) China, India, Indonesia,
Korea (Republic of) and Saudi Arabia from Asia, 4) Turkey and the European
Union from Europe, and 5) Australia from Oceania.
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change is sometimes compared with those in the 1930s and in particular
in 1940s when the Bretton Woods system launched. There are differences
between the G-7 and the G-20. For instance the G-20 is more representative
of the world economies as their total GDP accounts for over 85 percent
of the world GDP, whereas the GDP of the G-7 is less than 60 percent
of the world GDP. In terms of economic growth, this feature is more
marked, as the growth engine of the world economy is mainly located in
non-G-7 G-20 nations. The interests of the non-member economies are
likely to be channeled better into the global governance process. This of
course could be a huddle rather than an advantage in the decision
making process.
There were 55 independent representatives in the Pittsburgh G-20
summit meeting. Another difference is that the G-7 forums existed in the
era where the market principle was highly appreciated and widely
accepted, compared to today where seemingly the government role is
empowered. This feature alone puts the G-20 in a position to do a more
important job for global economic governance than the G-7 in the
pre-crisis period.
The situation leading the crisis and major macroeconomic responses
required to overcome the current global economic problems are illustrated
comprehensively in Hyun-Song Shin (Chapter 2) who highlights the
causes of the crisis with fresh look and proposes policy responses to deal
with global imbalances. This is a good starting point for the readers. The
G-20 countries have run finance ministers and central bank governors’
meetings since 1999, but their summit level meeting only began in
November, 2008. The first meeting was held in Washington D.C. and the
second and third in London and Pittsburgh in 2009. In 2010, Canada will
hold the fourth and Korea the fifth, and the first in emerging markets.
The meeting will return to Europe to France in 2011. The first three G-20
summit meetings held so far aimed to make the world economy recover
quickly from the global financial crisis. By September 2009 when the
third meeting was held, the global financial crisis has substantially
calmed down, while the global economic down fall shows little sign of
clear recovery with global trade yet to be restored. Simon J. Evenett

Introduction 3

(Chapter 3) brings about an interesting aspect surfaced as the global
economic entered into a recession. He shows that protectionist measures
have actually increased during the crisis. These measures will be likely
to stay after the crisis is over and the 2010 G-20 forums will have to
address this to find ways to reduce them.
The future of the G-20 summit meetings was under question before
the Pittsburgh meeting, as the world was getting out of the tunnel of
financial crisis and this seemed to fulfill their initial goals. The meeting
is instead now set to be a regular forum. Evolving from an ad-hoc
emergency forum to tackle the global crisis and recession, this forum is
going to deal with issues that will be relevant in the post-crisis era.
Shujiro Urata (Chapter 4) addresses further the issue of free trade, a
continuously important issue for the G-20 forum. His emphasis that the
G-20 should be aware that the FTAs have protectionist characters is a
refreshing idea. His arguments reinforce the importance of multilateral
frameworks that should be respected in any types, including FTAs, of
free trade negotiations. Thorsten Beck (Chapter 5) addresses financial
regulatory reforms, another important agenda in the G-20 process. He
explains major challenges in global financial regulatory reforms in a
comprehensive manner and highlights the roles and challenges emerging
markets could face in the reforming process.
The G-20 system will address mainly global issues, but in so doing
the forum must take into account the regional interests. Seung-Gwan
Baek and Yonghyup Oh (Chapter 6) convey an informative work on the
currency competition which could arise in the Asia-pacific region as the
internationalization of currency is a realistic policy option for a stable
exchange rate system in the region.
The changes brought by the G-20 may be tough ones for some and
welcoming for others. The process is launched and it is difficult to
predict exactly what this forum will eventually become and to what
extent it will handle the global economic issues. One has to question
what the G-20 has achieved from the last three meetings. Without any
enforcement mechanism, the meetings have helped identifying problems
with a hope for the economies to be induced to coordinate on actions of
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macroeconomic recovery and minimize egoistic actions. The large scale
global liquidity injections and fiscal stimulus packages executed by
governments during the peak of the crisis were remarkably well
coordinated in timing. However as Evenett (Chapter 3) points out, there
is a countering evidence that shows a failure in coordination. Now as the
world is recovering from the crisis, early actions of exit strategies are
discouraged. So we will have to wait and see. There are caveats and
clichés with the G-20 developments and debates on a new global economic
architecture. But one can admit that the new architecture should respect
different voices within the G-20 and outside, and that the ultimate goal
is to find a better system in which more people are benefitted with as
little expenses as possible.
This book is an early and timely attempt to provide policy proposals
for policymakers and academia alike on what should be considered as
an important policy agenda for future G-20 forums. The five themes
studied in this book tackle some of the most important economic issues
in the fields of trade, macroeconomics and finance. The initial versions of
the chapters were presented at the CEPR-KIEP seminar.2) In the
following I will briefly summarize major points their discussants.
Hyun-Song Shin (Chapter 2) supports the supply-push view rather
than the theory of savings gluts ― or the demand-pull view ― as the
main cause of the global imbalances. He argues that global imbalances
and twin crises in emerging economies may appear at first sight to be
disparate topics, but in fact both can be understood by reference to the
behavior of the financial intermediary sector. According to him the
distinguishing feature of banks and other financial intermediaries is their
active management of balance sheets that amplify the financial cycle.
During booms, when banks have surplus capital, they expand lending.
The key question is how they finance this increased lending. In other
words, the question is what happens on the liabilities side of the
intermediary sector balance sheet when lending expands. In emerging
economies, the expanding liabilities are short-term foreign currency
2) As indicated before, the seminar was on G-20 issues held in Seoul, Korea, on 20
November, 2009, jointly by CEPR and KIEP.
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borrowing, thereby accumulating vulnerabilities for the economy to a
subsequent sharp pull-back in global funding conditions. In the United
States, the ballooning intermediary balance sheets have also been met by
foreigners, but in the form of US dollar denominated mortgage-backed
securities, and other capital market instruments. Global imbalances thus
mirrors the boom-bust cycle in financial intermediation in the United
States. In this sense, discussion of global imbalances that does not
address the role played by loose US monetary policy in the recent
boom-bust cycle is likely to be incomplete.
Simon J. Evenett (Chapter 3) compares the role of the G-20 with the
World Trade Organization (WTO). He says that the G-20 is chosen by
senior government officials from the leading economic powers as a
non-binding, informal process as opposed to the binding, enforcementrelated machinery of the World Trade Organization through which to
discourage the resort to protectionism. He assesses this G-20-associated
process and argues that the process should temper more idealistic
expectations of what can be accomplished in the future on trade policy
in this particular forum. In the spirit of not making “the perfect the
enemy of the good” a few suggestions are made as to the role that the
G-20 can play under Korea's Chairmanship in 2010. He shows an initial
assessment of the extent to which protectionism appeared during the
crisis. Fighting against protectionism, he says, should be treated in the
2010 G-20 forums as important as, for instance exit strategies.
Thorsten Beck (Chapter 4) argues that the objectives of securing
financial stability and fostering financial deepening and efficiency should
be balanced, especially in emerging markets. This would require
price-based capital and liquidity regulation, rather than restrictions and
prohibitions; it would focus on forcing financial institutions to internalize
the external costs their risk-taking produces rather than suppressing
financial innovation. Beyond changes in the capital and liquidity requirements
and corporate governance structures, this would require an overhaul of
failure resolution systems to better address incentives problems and impose
market discipline, even on large, too-important-to-close financial institutions.
Such an approach is certainly more promising than a regulator-or
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legislator driven restructuring of the financial market structure.
Shujiro Urata (Chapter 5) argues that the ongoing global financial
and economic crisis revealed both the strength and weakness of the
global trading system under the World Trade Organization (WTO). The
presence of the WTO prevented the crisis-ridden countries from adopting
highly protectionist policies like those adopted during the Great
Depression years, thereby contributing to relatively speedy recovery. Having
noted the strength of the WTO, the WTO could not stop the countries
from adopting protectionist measures, which were not outright violation
of the WTO rules but did have trade distorting impacts. Many of these
protectionist measures could have been avoided if the WTO had been
successful in strengthening and improving its rules and their implementation.
Once economic recovery is more or less achieved, these protectionist
measures may be rolled back. If not, litigation on these measures is
likely to be initiated at the WTO. He stresses that one important
“protectionist” measure, which is likely to stay or even increase after the
recovery, is regional preferential trade agreements such as free trade
agreements (FTAs). FTAs started to increase rapidly before the crisis, but
the pace of the increase appears to have accelerated because of the crisis.
Some observers argue that proliferation of FTAs undermines the global
trade system under the WTO, while some others argue that the stalemate
of the WTO’s Doha Round negotiations is a contributing factor to the
proliferation of FTAs. Knowing that FTAs are not the best policy, but
they are likely to stay with us for some time to come, he assesses the
current state of global trading system with a focus on regionalism a la
FTA and proposes the way that FTAs could be transformed into global
trade liberalization, or multilateralism, under the WTO.
Seung-Gwan Baek and Yonghyup Oh (Chapter 6) start with the fact
that internationalization of national currency is considered, during the
crisis, by policymakers a realistic way to diminish the impacts of the
external shocks on domestic economies for many of the Asia-pacific
economies. One of the important objectives of the G-20 is to find
preventive measures against financial crisis, and they argue that competition
among currencies to become an international currency should be an
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agenda to be addressed. The region’s financial markets are less hit than
the developed markets in Europe and the US, but their exchange rate
systems deeply shuffled. They question about the role of the US dollar
as a key international currency and compare the conditions for the
region’s currencies to become more internationally used. Building upon
the fact that certain countries have sought after making their currencies
more internationalized led by China and Korea, they examine the extent
to which the currencies of twelve Asia-Pacific countries meet the
preconditions for international and regional currency status. In sum, they
find that there is no currency that can compete with the US dollar in the
near future. They further acknowledge that a single currency could be an
alternative for the Asia-pacific region.
Eiji Ogawa comments on Shin that he agrees with Shin on the point
that the supply side is more important than the demand side in explaining
the cause of the global imbalances. He agrees with Shin for the
responsibilities of European banks in mediating the oil money into the
US market to aggravate the crisis. Ajay Shah thinks that the role of
financial intermediaries in causing the financial crisis seem to be
overstressed in Shin.
Nakgyoon Choi comments on Evenett that a quantity measure of
protectionism as Evenett has done needs to be complemented with impact
analysis that shows the impacts protectionist actions have caused. He
also stresses that the third party participation should be encouraged in
the dispute settlement system of the WTO. Gianmarco Ottaviano comments
on Evenett that protectionist measures mushroomed during the crisis
period may last after the crisis is over and that it is very hard to identify
the murky protectionism. This may imply, he adds, that indeed we are
living in a world with a higher degree of protection.
Richard Portes comments on Beck that financial market structures
and regulatory failures are more important culprits than incentives that
Beck seems to argue very important. Portes warns that national experiences
dealing with crisis situations should be applied with caution to find
remedies for the current crisis, because international crisis as the current
one are different in nature from international crisis.
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Hee Yul Chae comments on Beck that incentive reforms can help
markets from repeatedly hit by crisis. The current efforts in coordinating
regulatory reforms have limitations as countries have different regulatory
remedies reflecting different regulatory systems. He mentions as examples
that Europe does not make any specific measures to banks, while the
USA excludes investment banks and insurance companies from special
settlement programs, and Korea has plans to extend the settlement
programs to cross border financial firms and very large financial firms.
He further argues that the G-20 should pay attention to cross border
transactions between emerging markets, as regulations affecting these
transactions can be hazardous. Financial crisis was transmitted to foreign
exchange markets in emerging markets, and therefore it is emerging
markets’ interests that the G-20 addresses how emerging markets could
have stable and trustful foreign exchange systems.
Gianmarco Ottaviano emphasizes for Urata that it is important for
the G-20 to react to protectionism, and with respecting the multilateral
negotiation framework. Nakgyoon Choi mentions for Urata that FTAs
can be useful if extended and integrated to achieve free international
trade. He further argues that in so doing different speeds of market
liberalization and rules of origin need to be coordinated.
Ajay Shah believes for Baek and Oh that there is possibility that the
world will need two or three more international currencies. Shah further
argues that the credibility of monetary authorities should be treated more
importantly in accessing the possibility of currency internationalization. Eiji
Ogawa stresses for Baek and Oh that the position of the US dollars is
solid not only in Asia-Pacific, but even in the Euro area. He argues that
a single currency for East Asia could be a potential competitor for the
US dollars for the region.
In complementing these chapters, this book includes a chapter
(Chapter 7) that is a summary of discussions appeared in the round-table
talk at the seminar. The talk was given by Tae Ho Bark, Hee Nam Choi,
Jang Young Lee, Gianmarco Ottaviano, and Ajay Shah, chaired by
Richard Portes. I also included comments raised from the floor.
In concluding this introduction, I would like to quote some of the
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words given by the keynote speakers at the seminar. These words again
may not be the exact words spoken by them, so they are not responsible
for my mistakes. Svein Andresen, director-general of Financial Stability
Board (FSB) expressed his wish that the G-20 forum should support
FSB’s reforms. He also made a remark that a global liquidity standard is
part of the works that the FSB is now preparing. SaKong Il, chair of the
Korea’s G-20 advisory group, stresses that sustainable and balanced
economic growth should be a major objective the future G-20 summit
forums should address. Richard Portes, president of the CEPR, says that
the G-20 is the premier forum whose role and responsibility will be very
different from the G-7/G-8 meetings. Wook Chae, president of the KIEP,
emphasizes the importance of outreaching to the non-members. Vitor
Gaspar of European Commission shares this view and further stresses
the importance of social cohesion as another important economic issue to
be addressed in the G-20 process.

2
Global Imbalances, Twin Crises and
the Financial Stability Role of
Monetary Policy
Hyun-Song Shin
Princeton University, USA and CEPR

1. Introduction
Financial intermediaries often take the back seat in aggregate
macroeconomic models in use at central banks around the world. The
main objective of this paper is to redress the balance and to focus
attention more squarely on the financial intermediary sector. We explore
the extent to which banks and other intermediaries play the role of the
engine of macroeconomic fluctuations through the driving financial booms
and busts that have wider economic impact.
A good place to begin is with the question “what is finance for?”.
The economic rationale of the financial sector is the channel funds from
savers to borrowers. Figure 1 depicts a stylized financial system that we
will use to explain the main ideas. We focus on the credit market, which
channels savings from ultimate creditors ― the household sector and financial
institutions such as mutual funds and pension funds that lend on behalf
of the households ― to the ultimate borrowers, such as non-financial firms
or young households who wish to borrow to buy a house.
The lending can be channeled through two routes. Credit could be
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granted directly. For example, households buy corporate bonds and
equity issued by non-financial firms directly. Alternatively, the credit can
be granted indirectly through the financial intermediary sector, which
borrows from the household sector in order to lend to the ultimate
borrowers.
The main distinguishing feature of banks and other financial intermediaries
is that they manage their balance sheets actively in response to changes
in capital market conditions and the size of equity capital. One way to
formalize the active management is in terms of banks keeping enough
capital to play the role of a buffer against possible losses. When measured
risks are low and when the economy is booming, capital positions are
strong, and banks will look for ways to utilize their surplus capital.
Figure 2 (taken from Adrian and Shin (2007)) illustrates the active
management of balance sheets through the scatter chart of the weighted
average of the quarterly change in assets against the quarterly change in
leverage of the (then) five stand-alone US investment banks.3) The first
striking feature is that leverage is procyclical in the sense that leverage
Figure 1. Stylized financial system

3) Bear Stearns, Goldman Sachs, Lehman Brothers, Merrill Lynch and Morgan
Stanley.
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is high when balance sheets are large, while leverage is low when
balance sheets are small. This is the opposite finding compared to
households, whose leverage is high when balance sheets are small. For
instance, if a household owns a house that is financed by a mortgage,
leverage falls when the house price increases, since the equity of the
household is increasing at a much faster rate than assets.
The example of the US investment banks is a particularly stark
reminder of the active nature of intermediary balance sheets, but as long
as the intermediaries engage in some degree of active management of
their balance sheets, we may expect amplifications of financial shocks.
We illustrate the main effects in Figure 3 by drawing on a discussion
in Adrian and Shin (2009) and Shin (2009b), where banks adjust balance
sheets by reference to shifts in their Value-at-Risk (VaR), although similar
effects will operate with any type of active balance sheet management
policy. Figure 3 illustrates the effect of a positive shock to the price of
assets already held by the banking sector. Suppose that the initial
balance sheet of the banking sector is on the left. Now, suppose that
there is a positive shock to the price of the assets already held by the
banking sector. We envisage an increase in the expected return from the
assets. Since the banks are leveraged, there is a marked-to-market increase
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in the capital position of the banking sector. The middle balance sheet in
Figure 3 shows the effect of an improvement in fundamentals that comes
from an increase in asset values, but before any adjustment in the
portfolio by the banking sector.
Although the liabilities of the banks will also change in value due to
marked-to-market effects of debt, they will be small, and so we approximate
the effect by assuming that there is no change in the debt value. So, the
increase in asset value flows through entirely to an increase in equity.
Any accumulation of profits will have a similar effect in expanding bank
equity. Moreover, since the bank is leveraged, the percentage increase in
the value of equity is much larger than the percentage increase in the
value of assets.
The increase in equity relaxes the capital constraint (for instance by
relaxing the Value-at-Risk constraint), and the leveraged sector can increase
its lending or the holding of risky securities. The new balance sheet has
assets large enough to make the capital constraint bind at the higher
equity level, with a higher fundamental value.
In other words, after the positive shock to asset values, banks’
Figure 3. Increased credit supply from intermediary
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balance sheets have strengthened, in that capital has increased. There is
an erosion of leverage, leading to spare capacity on the balance sheet in
the sense that equity is now larger than is necessary to meet the
Value-at-Risk. In order to utilize the slack in balance sheet capacity, the
banks take on additional debt to purchase additional risky securities. The
demand response is upward-sloping. The right hand side balance sheet
in Figure 3 illustrates the expansion of lending that comes from the
increased capacity on banking sector balance sheets.
The key question is this. What happens on the liabilities side of the
expanding balance sheet? In Figure 3, the question is highlighted by the
circle. The question is how the increased lending is financed. Deposit
funding grows in line with the aggregate size of the household sector
financial portfolio, and so is normally not sufficient to fund the increased
borrowing by the financial intermediaries. Other sources of funding then
figure in the mix of bank funding.
In the scenario painted in Figure 3, note that without the quantity
response from the banking sector, the increase in the balance sheet size
of the banking sector would purely mirror the asset prices in the
economy ― say, due to the prospect of greater real activity in the future.
It is the additional quantity adjustment that sets in motion the amplifying
effect of financial intermediaries. It is in this sense that banks and other
financial intermediaries are the engine that drives the boom-bust cycle.
They are the primary channel for the amplification of real shocks.
We give one illustration here. Figure 4 is taken from Shin (2009a)
and shows the composition of liabilities for Northern Rock bank, the UK
bank that failed in 2007, and which heralded the global financial crisis.
In the nine years from 1998 to 2007, Northern Rock’s lending increased
6.5 times. This increase in lending far outstripped the increase in retail
deposits, with the rest of the gap being made up with wholesale funding.
Northern Rock was an outlier in its use of capital market funding,
but the whole UK banking sector drew increasingly on wholesale funding
(see Shin-2009a-for further discussion). Northern Rock was the most
vulnerable to the deterioration of funding conditions, but was not uniquely
so.
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Crucially, note that Northern Rock was vulnerable even though the
asset side indicators of asset quality (such as non-performing loans) were
good. Also, its Basel Capital ratios were healthy. The problem was the
fragility of the liabilities side of the balance sheet. This observation leads
very naturally on to the topic of twin crises in emerging economies.

Billion pounds

Figure 4. Northern Rock’s liabilities (1998-2007)
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2. Twin crises in emerging countries
Emerging economies have been vulnerable to recurrent bouts of
“twin crises” in which a banking crisis and currency crisis reinforce each
other. The Asian financial crisis of 1997 and the turmoil in global financial
markets in the autumn of 2008 are glaring instances of the vulnerability.
Such crises are particularly dangerous due to the mutually reinforcing
nature of the two crises, and the rapid deterioration of economic fundamentals
caused by the amplification of the crisis.
Although twin crises show many different forms across countries
and across time, the common thread that links all of them is the balance
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sheet mismatch at the aggregate country level arising from excessive
short-term debt denominated in foreign currency.
Take the example of Korea. The aggregate nature of the mismatch is
important in understanding the Korean experience during the financial
crisis of 2008. In the middle years of this decade, Korean banks increased
lending to Korean households and firms rapidly. But the increase in
lending outstripped traditional funding available to banks from retail
deposits. The gap was filled with short-term wholesale funding, especially
from international capital markets denominated in foreign currency.
Although Korean banks also held dollar assets, such assets were
claims on Korean firms. Non-financial firms in Korea had dollar receivables,
such as the receivables of the shipbuilders, and they were long-term
dollar receivables. By hedging the exchange rate risk in these long-term
dollar receivables, the non-financial companies could transfer to the
banking sector the long-term dollar claims, but the banks then could
engage in maturity transformation by borrowing short in dollars. In this
way, although the currency mismatch could be eliminated, there was still
a maturity mismatch.
Figure 5. Hedging by non-financial firm via the banking sector
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In other cases, non-financial corporates might seek foreign exchange
hedges against future dollar depreciation such as through forward contracts
known as KIKO (knock-in knock-out) contracts. At the aggregate country
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level, there were two mismatches: (i) a mismatch between the long-term
assets against short-term liabilities, and (ii) a mismatch between Korean
Won assets and Dollar liabilities. In this respect, the 2008 crisis bears a
striking resemblance to the 1997/8 financial crisis. Figures 5 and 6
illustrate the main features.
In central and eastern Europe and in the Baltic countries, the
aggregate foreign exchange mismatch came not only from the corporate
sector, but also from the foreign currency denominated mortgage lending
that was extended to the household sector directly. In the case of Hungary,
for instance, around 70% of all household mortgages are denominated in
foreign currency, the largest component of which is in Swiss Francs.
The role of foreign-owned banking subsidiaries who operate in the
CEE (central and eastern Europe) and their access to foreign currency
funding from the parent banks in their home countries is one important
factor that explains the prevalence of foreign currency funding. Another
important theme is the long-term aspiration for accession to the European
Union and to the Euro currency zones for many of the countries in the
region. The build-up of foreign currency debt was regarded as a signal
of the commitment to join their western European neighbors. However,
the build-up of currency mismatches played a major role in the financial
distress in the CEE countries following the Lehman bankruptcy, and is
Figure 6. Aggregate currency mismatch
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continuing to exert influence in the region. The fact that much of the
household foreign currency mortgages are long-term (often longer than
10 years) means that the balance sheet mismatches will continue to be an
important factor in policy making for some time.

Figure 7. Aggregate currency mismatch:
Example of foreign currency mortgage lending
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3. Securitization and global imbalances
The global financial crisis of 2007-8 has the distinction of being the
first post-securitization crisis in which the traditional distinctions between
banking and capital markets have been pushed aside. Indeed, capital
market developments have been key to understanding banking sector
distress and the progression of the financial crisis through its various
stages. The balance sheet adjustments that have been set in motion by the
crisis have profound implications for the external adjustment of the major
economies.
Indeed, the playing out of the crisis in the last two years or so have
laid bare some of the underlying mechanisms that led to the build-up of
financial sector imbalances. One key element of the story is the securitization
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Figure 8. Total holdings of US home mortgages
by type of financial institution
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Figure 9. Market based and bank based holding of home mortgages
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of residential mortgages in the United States. Understanding the role of
securitization allows us to understand better the origins of the often
talked-about global imbalances in which emerging countries have been
accumulating US financial assets. It also allows us to understand better
how the global imbalances may unwind in the months ahead.
An important background to the discussion is the growing importance
of the capital market in the supply of credit. Traditionally, banks were
the dominant suppliers of credit, but their role has increasingly been
supplanted by market-based institutions ― especially those involved in
the securitization process.
The increased importance of market-based financial intermediation
can be seen particularly clearly for residential mortgage lending. Figures
8 and 9 charts the key developments. As recently as the early 1980s,
banks were the dominant holders of home mortgages, but bank-based
holdings were overtaken by market-based holders (Figure 8). In Figure 9,
“bank-based holdings” add up the holdings of commercial banks, savings
institutions and credit unions. Market-based holdings are the remainder
― the GSE (Government Sponsored Enterprises) mortgage pools, private
label mortgage pools and the GSE holdings themselves. Market-based
holdings now constitute two thirds of the 11 trillion dollar total of home
mortgages.
With this background, let us return to the chart in Figure 3 that
highlights our key question, which was what happens on the liabilities
side of the intermediary sector as the lending increases. In other words,
how is the increased lending funded?
Evidence from the holders of GSE securities
Since the most important component of increased lending activity in
the United States has been through the issue of new securities, it is
useful to look at the source of funding for the securities. One way is to
examine the identity of the holders of US agency and GSE-backed
securities.
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Figure 10. Holders of GSE-backed securities
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Figure 10 plots the total holding of US agency and GSE-backed
securities broken down according to the identity of the creditor. The data
are from the U.S. Flow of Funds accounts (Table L.210).
Figure 11 plots the total amount of GSE-backed securities held by
foreigners. The total reached a peak of $1.66 trillion in the second
quarter of 2008, but has begun to decline in 2008Q3, falling to $1.60
trillion. As deleveraging progresses in the financial crisis, we expect the
total held by foreigners to decline further. It is this decline that provides
a window on the future course of the unwinding of global imbalances.
Figure 12 is obtained from Figure 10 by showing the percentage
holdings of GSE-backed securities. Of the holders, leveraged financial
institutions include commercial banks, broker dealers, the GSEs themselves
and the securities held in ABS pools. The non-leveraged financial institutions
include mutual funds, insurance companies and pension funds. The
“non-financial sector” includes household, corporate and government
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Figure 11. Foreign holding of GSE-backed securities
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Figure 12. Composition of funding source for GSE-backed securities
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sectors. Finally, the “rest of the world” category indicates foreign creditors,
especially foreign central banks or other official sector holders.
We can see that the foreign holdings increased dramatically in the
run-up to the crisis, even when calculated as a percentage of total
lending by the GSEs.
In exploring the effect of the increased holding of GSE debt by
foreigners on the external balance of the United States, the following
series of charts is illuminating. Figure 13 plots the size of the US
securities sector (the broker-dealer sector) since 1954. Although securities
firms have traditionally engaged in underwriting and market-making
activities in the past, the advent of the market-based financial system
based on securitization and the trading of marketable claims means that the
securities sector has become more important as a financial intermediary
― as part of the broader “shadow banking” system.
The astonishing growth of the securities sector can be seen in Figure
13, which charts the growth of four sectors in the United States: the
Figure 13. Growth of assets of four sectors in the United States
(March 1954 = 1)
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household sector, the non-financial corporate sector, the commercial
banking sector, and the security broker-dealer sector. All series have
been normalized to 1 for March 1954. While the first three sectors had
grown roughly 80-fold since 1954, the securities sector had grown roughly
800-fold before collapsing in the crisis.
Figure 14 contains the same series depicted in Figure 13, but with
the vertical axis expressed in log scale. We see from Figure 14 that the
rapid increase in the securities sector began around 1980, coincident with
the take-off in securitization of residential mortgages.
Figure 15 plots the growth of the securities sector, but measured
against a constant growth path of 2.75% per quarter. The light line gives
the constant growth path. Again, we see that the constant growth path
does a reasonably good job until the 1980s, when the series diverge. The
“excess” growth of the securities sector is measured as the deviation
from the constant growth stock.
Figure 14. Growth of assets of four sectors in the United States
(March 1954 = 1) (Log scale)
1000

Non-financial
corporate
100

Households
Security Broker
Dealers

10
1980Q1

2008Q1
2005Q1
2002Q1
1999Q1
1996Q1
1993Q1
1990Q1
1987Q1
1984Q1
1981Q1
1978Q1
1975Q1
1972Q1
1969Q1
1966Q1
1963Q1
1960Q1
1957Q1
1954Q1

1

Source: Federal Reserve, Flow of Funds.

Commercial
Banks

26 The World Economy with the G-20

Trillion Dollars

Figure 15. “Excess” growth of US financial intermediary sector
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Set against the growth of the US securities sector, in Figure 16, we
plot the US current account deficit. We see that the current account
deficit increased in the 1980s, and then experienced a huge surge in the
years running up to the current crisis, before reducing sharply with the
onset of the worst phase of the crisis at the end of 2008.
Finally, in Figure 17, we plot the “excess” growth of the US securities
sector together with the US current account balance. The effect is quite
striking. We see that the US current account balance closely mirrors the
profile of the build-up (and the subsequent collapse) of the excess growth
of the intermediary sector. Although the intermediary total assets is a
stock, while current account balance is a flow, we should bear in mind
that the assets held by the securities sector are often short-term assets
(such as reverse repos and other collateralized lending), so that the
securities sector assets also have attributes of a flow, also.
The scenario painted here is that the increased lending driven by
growth of US intermediary balance sheets “sucked in” funding from
abroad. The increased funding has originated (at least in part) from
abroad, so that in the final accounting relationship given by the current
account, there is a surge in the current account deficit that coincides
with the increased lending.
Evidence from foreign holding of US debt securities
The foreign holdings of U.S. debt securities in general (rather than
just the GSE-backed securities) can be obtained from the U.S. Treasury
website4) from the annual survey of securities holdings by foreigners.
The survey takes a snapshot of the foreign holdings of securities as
at the end of June each year, and then is published in April of the
following year. Although the survey first started in the 1970s, a breakdown
of the identity of the borrowing sector is available only from 2002.
Figure 18 shows the total holding of U.S. debt securities broken down by
the identity of the borrowing sector of the U.S. economy. As can be seen
in Figure 18, the largest component is the holding of U.S. Treasury
4) http://www.ustreas.gov/tic/.
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securities and Agency debt securities.
The non-financial non-government series aggregates the debt securities
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Figure 17. “Excess” US intermediary growth and
US current account balance
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issued by manufacturing, retail, mining and other non-financial sectors.
We can see that the size of the non-financial, non-government component
is somewhat small. The financial sectors account for the bulk of the
private-sector debt held by non-U.S. holders.
To get a better picture of the relative speeds at which each of these
sectors have grown, Figure 19 charts the normalized series where the
value at 2002 is set equal to 1. The vertical axis is in log scale. The
noteworthy series in Figure 19 is the “capital market” series, which has
increased by a factor close to 30 in the five years from 2002 to 2007.
Such a growth rate is very large compared to the total (which increased
2.6 times). Even other financial sectors, such as the commercial bank
sector saw their foreign debt liabilities increase at a similar pace to the
total (rising 3.14 times in the five year interval from 2002 to 2007). The
“other financials” sector5) saw much more modest increases in foreign
debt liabilities.
Since the GSE-backed securities are included in the “government
and agency” category, the capital market series includes mainly the
liabilities of the private label securitization vehicles. In other words, the
capital market series includes the asset-backed securities issued by the
ABS issuer sector of the economy. The largest component of the assetbacked securities series in recent years before the crisis was the securities
backed by subprime mortgage assets (such as the collateralized debt
obligations-CDOs-based on subprime mortgages).
Financial intermediaries manage their balance sheets actively in
response to shifts in measured risks. The supply of credit is the outcome
of such decisions, and depends sensitively on key attributes of intermediaries'
balance sheets. As balance sheets expand, new borrowers must be found.
When all prime borrowers have a mortgage, but still balance sheets need
to expand, then banks have to lower their lending standards in order to
lend to subprime borrowers. The seeds of the subsequent downturn in
the credit cycle are thus sown.
5) The “other financials sector” consists of debt issued by the insurance sector,
consumer finance sector and the “diversified financial services” sector, which
includes broker dealers.
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When the downturn arrives, the bad loans are either sitting on the
balance sheets of the large financial intermediaries, or they are in special
purpose vehicles (SPVs) that are sponsored by them. This is so, since the
bad loans were taken on precisely in order to utilize the slack on their
balance sheets. Although final investors such as pension funds and
insurance companies will suffer losses, too, the large financial intermediaries
are more exposed in the sense that they face the danger of seeing their
capital wiped out.
Indeed, Greenlaw et al. (2008) report that of the approximately 1.4
trillion dollar total exposure to subprime mortgages, around half of the
potential losses are borne by US leveraged financial institutions, such as
commercial banks, securities firms and hedge funds. When foreign leveraged
institutions are included, the total rises to two thirds. The severity of the
credit crisis of 2007-8 lies precisely in the fact that the bad loans were
not all passed on to final investors. Instead, the “hot potato” sits inside
the financial system, on the balance sheet of the largest, and most
sophisticated financial intermediaries.
According to the picture painted here, the subprime crisis has its
origin in the increased supply of loans ― or equivalently, in the imperative
to find new assets to fill the expanding balance sheets. In this way, it is
Figure 19. Growth of foreign holding of U.S. debt securities
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possible to explain two features of the subprime crisis ― first, why
apparently sophisticated financial intermediaries continued to lend to
borrowers of dubious creditworthiness, and second, why such sophisticated
financial intermediaries held the bad loans on their own balance sheets,
rather than passing them on to other unsuspecting investors. Both facts
are explained by the imperative to use up slack in balance sheet capacity
during an upturn in the credit cycle.
These findings suggest the need to complement the “savings glut”
hypothesis advanced by Bernanke (2005), Caballero et al. (2008) and
others. According to the savings glut view, it is the excess savings of
residents in some emerging market countries and the shortage of high
quality assets in these countries that has increased the demand for US
securities as a vehicle for saving. For both Bernanke and Caballero et al.,
the increased foreign holdings of US debt securities is seen from a
“demand pull” perspective. The greater demand for US securities pulls
US securities out of the US and into foreign hands.
However, we see from Figure 19 that the greatest increase in foreign
holdings of U.S. debt securities has been the asset-backed securities
issued by private label securitization vehicles. As seen already, the bulk
of these securities were asset-backed securities built on subprime mortgages.
It is difficult to see why foreigners in search of high quality assets were
expressing such a strong preference for securities backed by subprime
mortgages ― enough that the “capital market” series in figure 19 increased
almost 30 times in the space of five years.
Instead, our discussion points to the need to complement the “savings
glut” hypothesis with a supply response from US debtors. The “savings
glut” hypothesis is built around an accounting identity, and so does not
do a good job of indicating the underlying economic mechanism that
explains the changes in aggregate quantities. However, the way that the
savings glut hypothesis has been exposited by some commentators is to
portray it as a “demand pull” phenomenon in which the greater demand
for U.S. debt securities by foreigner pull U.S. securities out of the U.S.
and into foreign hands. In the popular press, such an account can easily
turn into a blame game in which foreign investors are blamed for
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causing the asset price bubble in the U.S.6)
Our discussion suggests that the “savings glut” hypothesis for the
global imbalances must be complemented with a supply response on the
part of the debtor sectors in the U.S. Any account of the global imbalances
must account for the fact that largest increase in debt securities held by
foreigners are for securities issued by private label mortgage pools the
bulk of which contain low quality subprime assets. This suggests that an
examination of the causes of global imbalances would be incomplete
without looking into the role of monetary policy in the US and its role
in the housing boom. See Bean (2009) for a discussion of the questions
that deserve further research on this issue.
Indeed, instead of the “demand pull” perspective, there is an alternative
“supply push” perspective in which greater holding of US debt securities
is explained by the momentum of rapidly growing balance sheets in the
residential mortgage sector which searches for funding sources. Under
this alternative story, the US current account deficit is explained by the
US housing boom and the imperative to increase the size of financial
sector assets as a whole. To that extent, the role of loose US monetary
policy in fueling the housing boom is an important part of the overall
discussions surrounding global imbalances.

4. Financial system perspective
In understanding the fluctuations in aggregate lending, we should
take account of shifts in the structure of the financial intermediary sector.
We have seen already that for the United States, securitization and the
advent of the market-based financial system plays an important role. We
now examine some analytical background to how the change in the
intermediary sector affects total lending.
Irrespective of the context, at the aggregate sector level (i.e. once the
6) See for instance, “The Reckoning: Chinese Savings Helped Inflate American
Bubble” New York Times, December 26th 2008, http://www.nytimes.com/2008/
12/26/world/asia/26addiction.html.

Global Imbalances, Twin Crises and the Financial Stability Role of Monetary Policy 33

claims and obligations between financial intermediaries have been netted
out), the lending to ultimate borrowers must be funded either from the
equity of the intermediary sector or by borrowing from creditors outside
the intermediary sector. To see this, consider a simplified balance sheet
of an individual bank, as follows.
Liabilities

Assets
Loans to firms,
households

Liabilities to non-banks
(e.g. deposits)

Claims on other
banks

Liabilities to other banks
Equity

Individual bank

By “bank” we mean any leveraged institution that could be construed
as part of the financial intermediary sector. In the US context, the “banking
system” therefore denotes the whole of the leveraged financial sector,
which includes the traditional commercial banking sector, but also encompasses
leveraged institutions such as investment banks, hedge funds and (in the
US especially) the government sponsored enterprises (GSEs) such as
Fannie Mae and Freddie Mac. When we aggregate across banks, all the
claims and obligations across banks cancel out. So, the aggregate balance
sheet for the banking sector as a whole looks as follows.
Liabilities

Assets

Liabilities to non -banks

Total lending to
Firms and households

( deposits + securitized debt )
Total equity

Banking Sector
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In other words, aggregate lending to end-user borrowers by the
banking system must be financed either by the equity in the banking
system or by borrowing from creditors outside the banking system. For
any fixed profile of equity and leverage across individual banks, the total
supply of credit to ultimate borrowers is larger when the banks borrow
more from creditors outside the banking system. Put differently, the leverage
of the financial sector is increasing as banks increase the proportion of
their funding that comes from creditors outside the banking sector.
Indeed, it is possible to derive a formula based on accounting
identities alone (see Shin (2008)) in which the total lending to ultimate
borrowers can be written as a function of the profile of equity, leverage
and funding source of the individual financial intermediaries. In
particular, when we denote:

yi : lending of bank i to ultimate borrowers, plus holding of real
assets

ei : equity of bank i

λi : leverage of bank i (ratio of total assets to equity)
z i : proportion of bank i’s funding that comes from outside the
banking system
Then, the sum of all yi across all banks (i.e. total lending to
ultimate borrows) can be written as:

∑ y = ∑ e (1 + z (λ
i

i

i

i

i

i

− 1))

(1)

Thus, total lending can increase through a variety of channels.
• An increase in equity resulting from an increase in bank profits
will result in increase in lending, keeping leverage and funding
source constant.
• Conversely, for fixed levels of equity and composition of funding
source, an increase in leverage will increase total supply of credit.
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• Most importantly, for our purposes in this paper, total lending will
increase if the proportion of funding that comes from outside the
banking system were to increase.

In understanding the US mortgage boom, the composition of liabilities
is crucial. In a traditional banking system that intermediates between
retail depositors and ultimate borrowers, the total quantity of deposits
represents the obligation of the banking system to creditors outside the
banking system.
However, securitization opens up potentially new sources of funding
for the banking system by tapping new creditors. The new creditors are
those who buy mortgage-backed securities (MBSs), claims that are written
on MBSs such as collateralized debt obligations (CDOs), and (one step
removed) those who buy the asset-backed commercial paper (ABCP) that
are ultimately backed by CDOs and MBSs. The new creditors who buy
the securitized claims include pension funds, mutual funds and insurance
companies, as well as foreign investors such as foreign central banks.
Foreign central banks have been a particularly important funding source
for residential mortgage lending in the United States.
Although securitization may facilitate greater credit supply to ultimate
borrowers at the aggregate level, the choice to supply credit is taken by
the constituents of the banking system taken as a whole. For a financial
intermediary, its return on equity is magnified by leverage. To the extent
that it wishes to maximize its return on equity, it will attempt to
maintain the highest level of leverage consistent with limits set by
creditors (for instance, through the “haircuts” on repurchase agreements).
As measured risk fluctuates, so will leverage itself. In benign financial
market conditions when measured risks are low, financial intermediaries
expand balance sheets as they increase leverage. Securitization enables
the tapping of new creditors, thereby increasing the proportion of the
banks' funding that comes from creditors outside the banking sector. In
this way, the leverage of the banking sector as a whole increases.
The key series for our purpose is the proportion held by the
ultimate claim holders. The proportion held by the ultimate claim holders
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(the non-leveraged holders) has fluctuated between 40% to 60% over the
years, but the most recent few years from around 2002 shows a very
rapid increase in the series. The holding of GSE-backed securities by U.S.
leveraged institutions have shown a corresponding decrease. At the end
of 2002, U.S. leveraged financial institutions held 48.4% of the total, but
by the end of 2007, that percentage had dropped to 36.7%. Much of this
decrease has been accompanied by the increased holding by the foreign
sector. Notably, the holdings of the “rest of the world” category (which
itself is mostly accounted for by foreign central banks) has more than
tripled from $504 billion at the end of 2001 to $1,540 billion at the end
of 2007. In this sense, foreign creditors have been an increasingly important
funding source for residential mortgage lending in the United States.
The implications for the total supply of credit to the economy as a
whole can be seen from equation (1).
Even if the leverage of the individual financial intermediaries (given
by the λi terms) remains fixed, the total credit to end-user borrowers will
increase when the proportion of funding obtained from outside the
financial intermediary sector (given by the z i terms) increases. What we
see from earlier figures is that the funding from outside the traditional
U.S. leveraged sector has increased rapidly. In turn, much of this
increase is accounted for by the holding of foreign investors.
Another perspective on the issue is to think about the leverage of
the financial intermediary sector as a whole. As argued earlier, the
aggregate balance sheet of the financial intermediary sector as a whole
can be depicted as follows.
Assets
Total lending to
Firms and households

Liabilities
Liabilities to non-banks
( deposits + securitized debt)
Total equity

Banking Sector Balance Sheet
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Thus, the total leverage of the financial intermediary sector can be
expressed as the ratio of the total lending to the ultimate borrowers (the
firms and households) to the total equity of the financial intermediary
sector. From our earlier equation:

∑ y = ∑ e (1 + z (λ
i

i

i

i

i

− 1))

i

We can obtain the following formula for the total leverage L of the
financial system as a whole.

∑y
L=
∑e

i

i

i

i

∑ e z (λ − 1)
= 1+
∑e
i i

i

i

i

i

As the funding source shifts to entities outside the banking system,
the leverage of the financial system itself increases. This is so even if the
leverage of individual institutions were to remain unchanged.
Although the intermediary could increase leverage in other ways ―
for instance, returning equity to shareholders, buying back equity by
issuing long-term debt ― the evidence suggests that they tend to keep
equity intact and adjust the size of total assets. We saw from the scatter
charts in Figure 2 earlier that leverage is adjusted by changes in total
balance sheet size, rather than shifts in equity.7)
As balance sheets expand, new borrowers must be found. When all
prime borrowers have a mortgage, but still balance sheets need to expand,
then banks have to lower their lending standards in order to lend to
subprime borrowers. The seeds of the subsequent downturn in the credit
cycle are thus sown.
When the downturn arrives, the bad loans are either sitting on the
7) Adrian and Shin (2007, 2008) discuss the microfoundations of this feature, and
why it may be a consequence of financial intermediaries that maximize return on
equity subject to the constraints placed by creditors in the capital markets.
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balance sheets of the large financial intermediaries, or they are in special
purpose vehicles (SPVs) that are sponsored by them. This is so, since the
bad loans were taken on precisely in order to utilize the slack on their
balance sheets. Although final investors such as pension funds and insurance
companies will suffer losses, too, the large financial intermediaries are
more exposed in the sense that they face the danger of seeing their
capital wiped out. The severity of the credit crisis of 2007-8 lies precisely
in the fact that the bad loans were not all passed on to final investors.
Instead, the “hot potato” sits inside the financial system, on the balance
sheet of the largest, and most sophisticated financial intermediaries.
Financing of non-financial companies: Japan’s example from the 1980s
Hattori, Shin and Takahashi (2009) has examined the 1980s experience
in Japan in the light of the framework sketched above. As with the
mortgage boom in the United States, the 1980s bubble in Japan is also
linked with the development of securities markets as a funding source.
The corporate bond market had started in the late 1970s, but was
initially off-limits to most firms due to strict qualifying standards.
However, during the 1980s, the corporate bond market became increasingly
accessible.
In 1979, issuing of unsecured bonds and convertible bonds were
permitted, but the criteria were so stringent that only two companies in
Japan qualified (Toyota Auto and Matsushita Electric). However, by 1988,
the number of firms qualifying for unsecured straight bonds increased to
approximately 300, while the number of firms qualifying for convertible
bonds increased to around 500.8) Also, starting in 1987, the issuing of CP
(unsecured short-term liabilities) was permitted for Japanese firms for the
first time.
As a result of the opening up of market-based funding for nonfinancial companies, the relationship between the banking system and
the non-financial company sector underwent a fundamental shift in the
late 1980s. A subset of the non-financial companies ― especially the large
8) Hoshi and Kashyap (2001, p. 229-230).
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manufacturing firms ― ceased to rely on bank financing, and tapped the
capital markets instead.
Even more significantly, the non-financial companies that had good
access to market financing raised surplus funding from the markets, and
then deposited the surplus in the banking system in the form of time
deposits with liberalized interest rates that attracted high rates of
interest. The time deposits with liberalized interest rates were introduced
in the process of financial liberalization in 1985.9) In effect, the nonfinancial companies transformed their roles vis-à-vis the banking system.
They went from being a debtor to the banks to becoming a creditor to the
banks.
The implications for the total supply of credit to the economy as a
whole can be seen from the equation:
n

n

i =1

i =1

∑ yi = ∑ ei (1 + zi (λi − 1))
The non-financial firms in effect became integrated into the financial
system by intermediating between the capital market and the banking
sector. The number of banks in the intermediary sector (given by n)
increased. They borrowed from the capital markets by issuing bonds, or
raised new equity by issuing new stock. Then, they supplied this funding
to the banking system by depositing the proceeds in the banks. Ultimately,
these deposits would be matched by assets on the banks’ balance sheets.
Just as the US mortgage boom relied on high values of zi in the
equation above, the 1980s bubble in Japan rested on the appearance of
new financial intermediaries who funded themselves by tapping the
capital markets, and who supplied funds to the banking sector in the
form of newly liberalized bank deposits. The new funding came ultimately
from non-leveraged institutions such as life insurance companies and
9) The role played by time deposits with liberalized interest rates in the flow of
funds was significant. This was not only because the financial product yielded
competitive market interest rates, but also because it had flexible terms above
the regulated minimum term. We discuss their role in detail in a later section.
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foreign investors.10)
The diagram below illustrates the main structural change. A subset
of non-financial firms (depicted by the colored rectangle in the diagram)
underwent a transformation in its relationship vis-à-vis the financial
intermediary sector. Whereas previously it was a borrower from the
intermediary sector, the firms underwent a reversal of roles, to become
net creditors to the banks, thereby becoming integrated into the financial
intermediary sector.
Just as with the US subprime crisis, the structural change coincided
with financial innovation, especially with the development of the securities
market. Whereas the US subprime crisis was primarily one about debt
financing through securities, the 1980s Japanese experience is also about
equity financing, as well as debt financing.
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The sums raised by Japanese firms in the capital markets rose very
substantially in the late 1980s. For instance, in 1984, newly issued securities
10) It is also notable in the late 1980s that individuals’ preference for time deposits
at banks over postal savings was strong and it led to increases in deposits held
by individuals at banks. This can be captured as a factor increasing zi in the
equation. The related figures are shown in a later section.
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by all listed Japanese firms was around 5.4 trillion yen. That figure had
gone up to 28.4 trillion yen in 1989. In this increase of securities funding
for the Japanese financial system, foreign investors played a key role. For
instance, the proportion of bonds issued outside Japan was 60% of the
total in 1989. The parallel with the US mortgage boom is striking.
Debt financing through bond offerings was not the only source of
capital market financing available to Japanese firms. Listed firms were
able to issue new stock and raised substantial funding through the capital
markets. In 1986 the total stock financing of listed firms in Japan stood
at 0.87 trillion yen. By contrast, in 1989, the total stock financing rose
ten-fold to 8.8 trillion yen
As a result of the increased access of non-financial companies to the
capital markets, the nature of the balance sheets of these companies
began to undergo fundamental changes.
First, in aggregate terms, the role of private non-financial companies
in their relationship with the rest of the economy changed from being
net debtors to net creditors. The change can be seen in the following
figure, obtained from the Flow of Funds Accounts for Japan.
Figure 20. Fundraising by private non-financial corporations (Total)
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Source: Hattori, Shin and Takahashi (2009) from Flow of Funds Accounts,
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We begin with the liabilities side of the corporate balance sheet, and
in particular the flows of new liabilities (Figure 20). A notable difference
between the period before 1987 and the bubble period (say, 1987 to 1989
or 1990) is the funding raised by “shares and other equities” and
“securities other than shares”. Also notable is the large item classified as
“loans”. What is notable is how both market-based and bank-based
funding increased during the bubble period in the late 1980s.
Still on the liabilities side of the corporate balance sheet, a more
detailed breakdown of the “securities” category can be seen in Figure 21,
below. Securities here mean “shares and other equities” and “securities
other than shares” that are a component in Figure 20. Some features are
noticeable.
First, it is notable how the funds raised through the securities
market increased in the late 1980s. This confirms our discussion earlier
on the increased importance of capital market funding for Japanese
companies in the late 1980s.
Note also the emergence of CP as a funding source for companies.
Figure 21. Fundraising by private non-financial corporations (Securities)
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Source: Hattori, Shin and Takahashi (2009) from Flow of Funds Accounts,
Bank of Japan.
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CP was permitted in November of 1987, and saw a rapid adoption by
the corporate sector.
One feature that distinguishes the 1980s bubble in Japan from the
US mortgage boom is the increased use of equity financing. We can see
that the funding raised from “shares and other equities” was very
substantial in the bubble period.
We now turn to the asset side of the balance sheet, and examine
how the firms used the funding that they raised in the capital markets.
The most notable feature is the “carry trade” mentioned above, in which
funds raised in the capital markets were reinvested in the banking
system through deposits. Note in Figure 22 that the inflows into deposits
in 1987 to 1989 were very high.
The deregulation of bank deposit interest rates can be expected to
have played a key role in this development of the “carry trade”. In 1985,
time deposits with liberalized interest rates were introduced. The increase
Figure 22. Financial investments by private non-financial corporations
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in deposits picked up more noticeably later in the decade. The role of
market interest rates and the stance of monetary policy are crucial in
understanding those trends, and we will return to this issue in a later
section.

5. Policies to deal with emerging country twin crises
We now turn to the policy issues raised by our discussion. We return
to the discussion of emerging market twin crises.
In the case where the foreign currency debt is more short-term (such
as in Korea), and the problem is one of short-term liquidity rather than
longer-term mismatch (such as in the CEE countries), there are three
potential ways one might address the vulnerability to twin crises:
• maintain larger holding of foreign exchange reserves
• regulatory restrictions on the banking sector to curb the growth of
banking sector assets
• diversify the funding sources for the banking sector.
However, some of these avenues present difficulties for economic
policy and hold undesirable economic consequences. Not all of these
methods are suitable as part of a long-term strategy for financial sector
resilience. We take each in turn.
Foreign exchange reserves
Foreign exchange reserves held by emerging economies have risen
substantially since the crisis period last autumn in the midst of the
liquidity crisis caused by the failure of Lehman Brothers. Large reserves
are controversial in the context of the debate on “global imbalances”.
Although larger foreign exchange reserves may mitigate the risks of
liquidity crises, maintaining large foreign exchange reserves is not likely
to be feasible in the long-term, nor will they be desirable.
Maintaining large reserves is costly both from the capital losses
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stemming from exchange rate fluctuations, but also from the costs of
sterilization of capital inflows. Large reserves also hinder the smooth
functioning of domestic monetary policy pursued by the central bank,
presenting challenges maintaining domestic commercial bank reserves at
prudent levels. Finally, and not least, there are international political
economy dimensions in which the accumulation of foreign exchange reserves
runs counter to the spirit of global cooperation in addressing the “global
imbalances” in capital flows, recently reaffirmed at the Pittsburgh G-20
Summit.
For all these reasons, maintaining large foreign exchange reserves is
not a feasible or desirable long-term strategy for Asian countries. That
leaves the other two alternatives ― using tools of regulation for the banking
sector, and the development of a more resilient funding model for the
banking sector. We address each in turn.
Quantitative regulation
In the aftermath of the global financial crisis, many regulatory
proposals have been tabled by the official sector drawing on the proposals
that have emanated from the academic debates. Some of the proposals
are actively being considered by the G-20 process through their various
working groups.
For the Asian context, it is important to bear in mind that the
build-up of vulnerabilities are associated with rapid increases in banking
sector assets.
One possible policy measure would be to put restrictions on the rate
of growth of assets to some benchmarks on the liabilities side of the
balance sheet. At the crudest level, restricting the loans to household
deposit ratio would be one such policy. By maintaining an upper bound
to the loan to deposit ratio, the banking authorities can ensure that the
funding source of new lending is the relatively stable household deposit
pool. Since household deposits are slow-moving and relatively sticky,
such a policy would inhibit rapid asset growth.
However, it should be recognized that such a policy also carries
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large costs. By restricting the growth of assets, lending would be limited
to the same rate as the growth of retail deposits. However, for a rapidly
growing economy, such restrictions may impose inefficiently tight restrictions
on loans.
There is also the danger that banks would focus excessively on the
availability of collateral, so that lending is skewed toward residential
real-estate based lending, at the expense of financing for firms. Although
large companies can tap the capital markets, the same is not true of the
small and medium sized enterprises (SMEs) who rely heavily on bank
lending. Therefore, restricting the growth of assets will have potentially
undesirable side-effects of choking off lending to SME firms.
These concerns are magnified by the institutional development in
which banks have to compete to keep their retail deposits in the face of
competition from other providers of deposit-like savings instruments,
such as money market funds (MMFs) provided by securities firms. There
are other quantitative restrictions that can be employed, such as the imposition
of countercyclical required capital ratios, or a simple leverage cap.
The idea of countercyclical capital ratios was proposed in the recent
Geneva Report (Brunnermeier et al, 2009). In both cases, the rationale is
to address the cyclical vulnerability of the banking sector through quantitative
restrictions on balance sheet ratios. The countercyclical capital ratio imposes
a time-varying required capital ratio that depends on recent trends in
asset growth and leverage growth. Although the debate is often phrased
in terms of the building up of capital buffers to meet losses during
crises, an equally important effect is the improved resilience on the
liabilities side of the balance sheet by restricting excessive loan growth.
The cap on leverage has recently been adopted by Switzerland, and
has been in place in the United States for some time. As compared to the
countercyclical capital ratio regulation which uses risk-weighted assets
for regulatory purposes, a simple leverage cap uses unweighted assets.
The differences can be important when securitization and financial
innovation are used to circumvent risk-weights, as happened during the
run-up to the recent financial crisis. For instance, the risk-weighted
capital positions of the large Swiss banks were healthy on paper, but
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their leverage exceeded 50 due to the holding of AAA-rated mortgage
products, which turned to be less than robust to the downturn in the
housing market in the US. Moreover, from a system perspective, even
assets that appear safe from a credit risk perspective may nevertheless
present systemic risks when they figure in a run on the banking system.
Quantitative restrictions through the regulatory system should form
an essential part of the overall strategy for the financial sector, but
relying on it exclusively may entail undesirable costs. Combining such a
policy with a long-term policy for the diversification of bank funding is
important. We turn to this issue now.
Diversifying the funding source for banks through covered bonds
US-style securitization in which loans are sold off to special purpose
vehicles has been shown to be problematic by the current crisis. Securitization
was meant to disperse risks associated with bank lending so that deeppocketed investors who were better able to absorb losses would share
the risks. But in reality, securitization had the perverse effect of concentrating
all the risks in the banking system itself. The severity of the global
financial crisis, especially in the United States, highlights the shortcomings
of US-style securitization and the excessive growth of the securities
industry relative to the real economy.
One promising alternative to US-style securitization is the institution
of covered bonds. Covered bonds have been a familiar feature of many
European countries, especially in Denmark and Germany. Covered bonds
have a history going back to the 1790s. Currently, over twenty countries
in Europe have enacted legislation that govern the issuance of covered
bonds.
Covered bonds are securities issued by a bank and backed by a
dedicated, segregated pool of assets called the cover pool. The bondholders
have two safeguards in their holding of covered bonds. First, the bonds
are backed by the cover pool over which the bondholders have senior
claims in case of bankruptcy. Second, because the covered bonds are the
obligations of the issuing bank, the bondholders have recourse to the
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bank itself if the cover pool is insufficient to meet the bond obligations.
In this second sense, covered bonds differ from the US-style mortgage
backed security, where the loans are taken off the bank’s balance sheet
and placed with a special purpose vehicle (SPV).
Covered bonds offer two main benefits. First, by providing a longterm domestic source of funding for the banking system, the liability structure
of the banking sector is made more resilient. The funding becomes (i)
long-term and (ii) denominated in the domestic currency. For both reasons,
covered bonds guard against twin crises of liquidity crisis and currency
crisis. Second, covered bonds provide a long-term savings vehicle for
households that (in contrast to bank deposits) allow them to hedge against
fluctuations in interest rates.
The legislation required to underpin the operation of a covered bond
system is most developed in the European Union. Outside Europe, the
main hurdle against the widespread introduction of a covered bond
system is the legal hurdle of introducing a class of claimholders for the
cover pool that are senior to the deposit insurance agency, and hence the
general depositors of the bank. The larger is the cover pool for covered
bonds, the smaller is the general pool of assets that are accessible to the
deposit insurance agency. In the United States, the FDIC limits the size
of covered bonds to 4% of total liabilities after issuance.
However, given the large benefits from providing a stable source of
domestic funding and providing a long-term savings vehicle, the development
of the covered bond system deserves greater attention from policymakers.
A possible way to overcome the issue of seniority of depositors is to
establish specialist “narrow” banks whose liabilities are restricted to
covered bonds only, and hence whose liabilities are not insured by the
deposit insurance agency. Danish mortgage banks operate in this way.
Indeed, Denmark provides a good illustration of how resilience of the
financial sector can be combined with active lending for domestic mortgage
borrowers. Denmark’s housing boom was almost as large as that of the
United States. However, Denmark has not seen a similar financial crisis
as in the United States. This contrast is largely due to the difference in
the financial structure and the operation of the covered bond system.
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For Asian economies, the covered bond system in Denmark (but also
in Germany, France, Spain and others) may be worth further study as a
way of bringing the twin advantages of providing a stable source of
long-term domestic funding, and the provision of a long-term savings
vehicle for households.

6. Lessons for monetary policy
What are the implications for monetary policy of our discussion so
far?
Before noting the general lessons to be drawn for monetary policy,
it is worth devoting some time to the specific issue of inflation targeting
in an emerging country where there is currency mismatch on the intermediary
balance sheets. Recall our earlier discussion where the aggregate balance
sheet at the country level is such that the assets are denominated in
domestic currency, while the liabilities are denominated in foreign currency.
In such a setting, the domestic interest rate affects only the asset
side of the balance sheet, not the liabilities side. As such, monetary policy
affects only the asset side of the balance sheet. In the extreme case where
the domestic interest rate cannot influence the price of borrowing, there
is the potential for a feedback loop where tighter monetary policy has
Figure 23. Feedback loop in inflation-targeting with currency mismatch
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the perverse consequence of fueling the booming financial intermediary
sector rather than dampening it.
Imagine the case of a country that is experiencing a property boom
financed with foreign borrowing, and that the country is also pursuing
a policy of inflation targeting where booming property sector developments
are met by a tightening of monetary policy through higher short-term
interest rates.
In this setting, the higher domestic interest rate affects the rate of
return on the asset side of the balance sheet ― say through the lending
to domestic non-financial firms. Also, higher domestic interest rates will
further widen the interest rate differential between loans denominated in
domestic currency and loans denominated in foreign currency ― as in the
example of Hungarian domestic residential mortgages denominated in
Swiss Francs.
For intermediaries that are engaged in the carry trade (of borrowing
in the low interest foreign currency and lending out in the high interest
domestic currency) the increased interest rate gap will further increase
the attractiveness of the carry trade, giving further impetus to lending,
which then fuels the property boom that started off the chain reaction.
General lessons for monetary policy
More generally, there are financial stability implications for the
conduct of monetary policy. The G-20 study group conference has
examined the issues, and Borio (2009) has outlined a useful set of
questions to consider when considering the role of monetary policy in
the crisis.
According to the perspective outlined here, fluctuations in the
supply of credit arise from how much slack there is in financial intermediary
balance sheet capacity. The cost of leverage of market-based intermediaries
is determined by two main variables ― risk, and short term interest rates.
The expected profitability of intermediaries is proxied by spreads such as
the term spread and various credit spreads. Variations in the policy
target determine short term interest rates, and have a direct impact on

Global Imbalances, Twin Crises and the Financial Stability Role of Monetary Policy 51

the profitability of intermediaries. Moreover, for financial intermediaries
who tend to fund long-term assets with short-term liabilities, movements
in the yield curve may also have valuation effects due to the fact that
assets are more sensitive to discount rate changes than liabilities.
Monetary policy actions that affect the risk-taking capacity of the
banks will lead to shifts in the supply of credit. Borio and Zhu (2008)
have coined the term “risk-taking channel” of monetary policy to describe
this set of effects working through the risk appetite of financial intermediaries.
For these reasons, short term interest rates matter directly for monetary
policy. This perspective on the importance of the short rate as a price
variable is in contrast to current monetary thinking, where short term
rates matter only to the extent that they determine long term interest
rates, which are seen as being risk-adjusted expectations of future short
rates. In contrast, our discussion suggests that short-term rates may be
important in their own right. In the run-up to the global financial crisis
of 2007 to 2009, the financial system was said to “awash with liquidity”,
in the sense that credit was easy to obtain. In an earlier study
When asset prices rise, financial intermediaries' balance sheets generally
become stronger, and ― without adjusting asset holdings ― their leverage
becomes eroded. The financial intermediaries then hold surplus capital,
and they will attempt to find ways in which they can employ their
surplus capital. In analogy with manufacturing firms, we may see the
financial system as having “surplus capacity”. For such surplus capacity
to be utilized, the intermediaries must expand their balance sheets. On
the liability side, they take on more debt. On the asset side, they search
for potential borrowers. When the set of potential borrowers is fixed, the
greater willingness to lend leads to an erosion in risk premium from
lending, and spreads become compressed.
There is some empirical support for the risk-taking channel of monetary
policy. Adrian and Shin (2008, 2009) find that the growth in brokerdealer balance sheets helps to explain future real activity, especially for
components of GDP that are sensitive to the supply of credit. However,
they also find that fluctuations in the balance sheet size of security
broker-dealers appear to signal shifts in future real activity better than
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the larger commercial banking sector. Thus, one lesson from our empirical
analysis is that there are important distinctions between different categories
of financial intermediaries. In fact, the evolution of broker-dealer assets
has a time signature that is markedly different from those of commercial
banks. Our results point to key differences between banking as traditionally
conceived and the market-based banking system that has become increasingly
influential in charting the course of economic events.
Broker-dealers have traditionally played market-making and underwriting
roles in securities markets. However, their importance in the supply of
credit has increased dramatically in recent years with the growth of
securitization and the changing nature of the financial system toward
one based on the capital market, rather than one based on the traditional
role of the bank as intermediating between depositors and borrowers.
Although total assets of the broker-dealer sector is smaller than total
asset of the commercial banking sector, our results suggest that brokerdealers provide a better barometer of the funding conditions in the economy,
capturing overall capital market conditions. Perhaps the most important
development in this regard has been the changing nature of housing
finance in the US. The stock of home mortgages in the US is now
dominated by the holdings in market-based institutions, rather than traditional
bank balance sheets. Broker-dealer balance sheets provide a timely window
on this world.
These findings reflect the economics of financial intermediation,
since the business of banking is to borrow short and lend long. For an
off-balance sheet vehicle such as a conduit or SIV (structured investment
vehicle) that finances holdings of mortgage assets by issuing commercial
paper, a difference of a quarter or half percent in the funding cost may
make all the difference between a profitable venture and a loss-making
one. This is because the conduit or SIV, like most financial intermediaries,
is simultaneously both a creditor and a debtor ― it borrows in order to
lend.
In this paper, I have explored the role played by securitization in
increasing the leverage of the financial system as a whole, and the
loosening of credit standards that such a development may generate in
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the face of benign capital market conditions.
In a market-based financial system where the supply of credit is
determined by capital market conditions, the response of monetary policy
emerges as a key consideration. Although there has been a long-running
debate on how far monetary policy should take account of financial
stability goals, the debate has been framed as one about whether the
central bank should be targeting asset prices. The case against central
banks reacting to asset price bubbles is a familiar one, and rests on the
following arguments.
• Identifying a bubble is difficult.
• Even if there were a bubble, monetary policy is not the right
policy tool in addressing the problem. An asset price bubble will
not respond to small changes in interest rates. Only a drastic
increase in interest rates will prick the bubble.
• However, such a drastic increase in interest rates will cause more
harm than good to the economy in terms of future output and
output volatility.
The claim that an asset price bubble will not respond to a small
change in interest rates has mostly been argued in the context of the
stock market, where the proposition is indeed plausible.
However, the stock market is not the best context in which to
discuss the financial stability role of monetary policy, as stocks are held
mostly by unlevered investors. Much more central is the credit market,
especially when backed by residential or commercial real estate. For debt
securities, a difference of a quarter or half percentage in the funding cost
may make all the difference between a profitable venture and a lossmaking one for leveraged financial intermediaries. Indeed, the growth in
off-balance sheet vehicles such as Structure Investment Behicles (SIVs)
and conduits would not have been possible without the low funding
costs associated with very short-term borrowing in terms of asset-backed
commercial paper (ABCP).
As argued in Adrian and Shin (2008), focusing on the conduct of
financial intermediaries is a better way to think about financial stability
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since it helps us to ask the right questions. Concretely, consider the
following pair of questions.
Question 1. Do you know for sure there is a bubble in real estate
prices?
Question 2. Could the current benign funding conditions reverse
abruptly with adverse consequences for the economy?
One can answer “yes” to the second question even if one answers
“no” to the first. This is because we know more about the script
followed by financial intermediaries and how they react to changes in
the economic environment than we do about what the “fundamental”
value of a house is, and whether the current market price exceeds that
value.
In any case, for a policy maker, it is the second question which is
more immediately relevant. Even if a policy maker were convinced that
the higher price of housing is fully justified by long-run secular trends
in population, household size, rising living standards, and so on, policy
intervention would be justified if the policy maker also believed that, if
left unchecked, the virtuous circle of benign funding conditions and
higher housing prices will go too far, and reverse abruptly with adverse
consequences for the economy.
Securitization represents a fundamental innovation to the financial
system that entails greater credit supply to end-user borrowers. Moreover,
since a market-based financial system based on securitization reacts
sensitively to market conditions, the role of monetary policy emerges
even more pivotal in determining overall funding conditions.
In this paper, I have explored an alternative to the “savings glut”
hypothesis for global imbalances that rest on a “demand pull” account of
how U.S. claims are acquired by foreign investors in search of high
quality financial assets that can serve as a vehicle for their savings. The
“supply push” story puts at center stage the imperative of the financial
system to increase leverage, and to fund the increase in leverage by
tapping new sources of funding. Among the new sources of funding will
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be foreign investors.
Whether the “demand pull” or “supply push” mechanism is the
correct one will soon become clear. If the US current account deficit is
indeed accounted for by the housing boom in the US until 2007, then
one prediction is that the US current account deficit will reverse sharply
with the decline in housing activity in the US after 2007. Given the
downward trajectory in US housing activity at the moment, it will soon
be possible to put this prediction to test.
The “supply push” mechanism examined here has the virtue that it
is consistent with the foreigners holding increasing quantities of apparently
lower quality assets built on subprime mortgages. The greater risk-taking
capacity of the shadow banking system leads to an increased demand for
new assets to fill the expanding balance sheets, and an increase in
leverage. The picture is of an inflating balloon which fills up with new
assets. As the balloon expands, the banks search for new assets to fill the
balloon. They look for borrowers that they can lend to. However, once
they have exhausted all the good borrowers, they need to scour for other
borrowers ― even subprime ones. The seeds of the subsequent downturn
in the credit cycle are thus sown.
According to the picture painted here, the subprime crisis has its
origin in the increased supply of loans ― or equivalently, in the imperative
to find new assets to fill the expanding balance sheets. In this way, it is
possible to explain two features of the subprime crisis ― first, why apparently
sophisticated financial intermediaries continued to lend to borrowers of
dubious creditworthiness, and second, why such sophisticated financial
intermediaries held the bad loans on their own balance sheets, rather
than passing them on to other unsuspecting investors. Both facts are
explained by the imperative to use up slack in balance sheet capacity
during an upturn in the credit cycle.
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Crisis-Era Protectionism and the G-20:
Prospect and Retrospect
Simon J. Evenett
University of St. Gallen, Switzerland and CEPR

1. Introduction
The sharp deterioration of the global economy, that began in the
second half of 2008 and continued through to the first half of 2009, has
turned a number of existing ideas and ways of doing business between
governments on their heads. Keynesian economics, written off by many
economists as not having sufficient theoretical foundations and by
policymakers for contributing to stagflation in the 1970s and high budget
deficits ever since, has made a miraculous comeback. As far as institutions
are concerned, the International Monetary Fund (IMF) appears to have
risen ― much like a phoenix ― from the smouldering ashes of the East
Asian financial crisis. With more funds and arguably an expanded
mandate, the IMF has gained a new lease of life.
Are there such comparable developments in the field of commercial
policy? In terms of ideas, arguably not. Russia is the only economy of
any size that has announced it will pursue a radically different trade
policy (in this case, embracing import substitution-based industrialisation).
No other country has openly repudiated openness and integration into
the world economy, even if plenty have taken measures to tilt the
playing field in the direction of their own companies. As for academic
scribblers, the wandering band of appeasers of protectionism appears not
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to have gained any new converts.
But what of the crisis and the institutional development in commercial
policymaking? Interestingly, many of the legal and other structures
erected over the past 20 years for commercial policymaking have been
almost entirely bypassed during the crisis ― or have hardly covered
themselves in glory. With the potential exception of the European Union,
the provisions of few regional trade agreements have been invoked as
part of bilateral or regional initiatives to limit the impact of the crisis
and to shape crisis responses. The suspension of the European Union's
strict rules on State Aids (subsidies) in December 2009 arguably demonstrates
the limits of formal rules when member states simultaneously want to
break them.
As for the World Trade Organization (WTO), having spent just
under a decade in the 1980s and 1990s negotiating a substantial expansion
in the scope and enforcement of multilateral trade disciplines, when
faced with the worst global economic downturn since the Second World
War governments decided they did not want to coordinate their commercial
policy responses in the content of enforceable, binding accords (as the
WTO allows for). Instead a group of WTO members, known as the G-20,
decided to pursue a non-binding, informal alternative. Maybe this decision
has some practical merit but at a minimum it begs questions as to
whether binding accords have been oversold, whether there are circumstances
when non-binding alternatives to binding rules are likely to be more
successful, and how well the non-binding approach has performed.
The purpose of this paper is to examine the form and consequences
of the G-20's activities on commercial policy, partly with an eye to this
group's trade-related potential role in 2010. In addition to being of
practical interest to policymakers, other decision-makers, and analysts,
the subject matter of this paper may be of interest to those pondering the
future of the WTO's negotiating, deliberative, and enforcement functions, to
those interested in the recent expansion in global economic governance to
include the largest emerging markets, and to those fascinated by the
relative importance of domestic and external factors (such as binding and
non-binding inter-governmental accords) on decision-making during
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straightened economic circumstances (such as financial crises). In different
ways this paper will touch on these distinct matters.
The remainder of this paper is organised as follows. In the next
section an overview of the G-20's trade-related activities is presented.
Drawing upon data from the Global Trade Alert (GTA),11) section three
presents information on the discriminatory impact (that is, adverse
effects on foreign commercial interests) of state measures taken since the
first G-20 crisis-related meeting in November 2008. The fourth section
provides an assessment of the G-20's contribution to restraining protectionism
during the past 12 months or so. A discussion of the G-20's potential
future role in trade policymaking in 2010 is discussed in section five.
Some concluding remarks are offered in section six.

2. The G-20, commercial policymaking, and protectionism
That protectionism on the scale of the 1930s has a bad name among
policymakers is without doubt.12) As it became clear in the second half
of 2008 that the frozen financial markets and banking systems in the
11) In the interests of transparency it should be noted that the author is the
coordinator of the GTA initiative.
12) Quite whether cutting-edge research supports all of the contentions one hears
from policymakers about the effects of protectionism in the 1930s is another
matter. My understanding of the relevant literature by economic historians is
that, while the across-the-board protectionist measures taken in the early 1930s
contributed only a little to the subsequent collapse of world trade, the measures
taken substantially distorted the allocation of resources in many economies.
Moreover, many constituencies arose — or were strengthened — because of these
trade barriers and it took several decades before these interventions were
unwound in many countries (see O'Rourke 2009 for a recent statement of this
position.) Of course, a quite different reason to worry about the impact of
protectionism is because of the adverse impact on exports contribution to
national economic recoveries. To summarise, then, there are at least three
reasons why protectionism is harmful in a global economic downturn: trade
collapse, long-term resource misallocation and lower economic welfare, and a
slower economic recovery.
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world's leading economies were restricting the supply of working capital
(including trade finance) to the non-financial private sector, then it
became apparent that the financial crisis would spill over into the rest of
world economy.
Moreover, the very scale of the financing collapse and the
dependence of many manufacturing and service sector firms on outsourcing,
long supply chains, and the like implied that the global economic
downturn was almost certainly going to contract international trade.
Fears arose that governments would resort to protectionism – and, more
precisely, discrimination against foreign commercial interests (trade,
foreign investments, workers, and intellectual property) – and the matter
rose up the public policy agenda. There was also recognition that
existing trade agreements did not cover all of the different forms of
discrimination available to governments and that some of those forms
were particularly opaque or murky, as Richard Baldwin and I put it
earlier this year.13)
Towards the end of 2008 the leaders of the major economic powers
made an important decision not to coordinate their commercial policy
responses through the World Trade Organization (WTO). Instead, commercial
policy and therefore protectionism was incorporated into the deliberations
of a hastily called summit of the so-called G-20 nations that was
scheduled to take place after the U.S. presidential elections. This summit
was attended by heads of government or state, as appropriate. A senior
official process beforehand identified the areas of common agreement
and so it would be wrong to suggest that government leaders negotiated
over much at all at this summit.
In their Declaration issued on 15 November 2008 the G-20 Heads of
State and Government affirmed:
“We underscore the critical importance of rejecting protectionism
and not turning inward in times of financial uncertainty. In this regard,
13) See Baldwin and Evenett (2008) for papers assessing the protectionist threat at
the end of 2008. See also Baldwin and Evenett (2009) for papers on the linkages
between global trade’s collapse in early 2009, protectionism, and potential public
policy responses from G-20 leaders.
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within the next 12 months, we will refrain from raising new barriers to
investment or to trade in goods and services, imposing new export
restrictions, or implementing World Trade Organization (WTO) inconsistent
measures to stimulate exports.”
This statement has been interpreted at the G-20's pledge to eschew
protectionism. Note that the pledge is time bound, in effect lasting for
one year. Note also that the measures covered by the statement are not
defined with any precision. Worse there are some measures, such as
discriminatory subsidies and bailouts, which are not mentioned. Indeed,
observers cannot be sure that the G-20 leaders had a common view of
what measures constituted protectionism and therefore, what they and
their governments were meant to be avoiding and what they could
expect of their trading partners.
Like the other pledges made in this G-20 declaration, those relating
to trade restrictions were non-binding. Moreover no monitoring ― let
alone enforcement ― measures were taken to ensure that the commitment
was to follow. Here there is a striking difference between the specific
steps, reporting requirements, and future decisions that the November
2008 Declaration states for various financial sector matters and their
absence in the case of commercial policy. Perhaps this difference arose
from the fact that the financial sector challenges existed and precise
formulation of policy responses was possible, whereas resort to widespread
protectionism had yet to arise. Or perhaps the attention to detail and its
absence reflects how serious G-20 leaders were about adhering to
different aspects of their Declaration.
At the following G-20 summit in London in April 2009 arguably
more specificity was given to the pledges concerning commercial policy
(see the text in Box 1 below.) Not only was the pledge extended another
year (to 2010), but “financial protectionism” was identified as a particular
concern. Moreover, notification and monitoring steps were introduced
with a specific role given to the World Trade Organization in this
regard. The linkage between trade and trade finance, which by then had
received substantial attention in the press, was acknowledged.
In addition to these above crisis-related aspects of commercial policy
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being identified, at their London Summit G-20 leaders went further and
committed themselves to the completion of a multilateral trade negotiation
that had been underway since 2001; negotiations that had reached their
latest impasse in the summer of 2008. It was asserted that doing so
would provide a US$150 billion boost to the world economy. Although
the Doha Round of multilateral trade negotiations was not a crisisinspired measure14), by making a public statement about this matter the
G-20 joined the well established practice of its predecessor, the G-7.
Whether this particular public statement has any effect on the multilateral
trade negotiations is another matter (there is precious little evidence that
previous G-7 statements helped.)
Box 1. Text from the Global Plan for Recovery and Reform, Declaration
of the G-20 Leaders, London, United Kingdom, 2 April 2009

Resisting protectionism and promoting global trade and investment
22. World trade growth has underpinned rising prosperity for half a
century. But it is now falling for the first time in 25 years. Falling demand
is exacerbated by growing protectionist pressures and a withdrawal of
trade credit. Reinvigorating world trade and investment is essential for
restoring global growth. We will not repeat the historic mistakes of
protectionism of previous eras. To this end:
we reaffirm the commitment made in Washington: to refrain from
raising new barriers to investment or to trade in goods and services,
im posing new export restrictions, or im plem enting W orld Trade

14) Having said this, some have rightly argued that the completion of the Doha
Round now would reduce tariff bindings significantly, thereby limiting the
extent of potential crisis-related backsliding. A related, but distinct, point is that
the counterfactual outcome if the round is not completed may have changed
because of the crisis. No longer could/should analysts assume that the status
quo was the outcome if the Doha Round failed. The impact of the Round's
completion therefore would be the difference between the counterfactual world
when its provisions were implemented and its counterfactual world with
backsliding.
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Box 1. Continued
Organisation (WTO) inconsistent measures to stimulate exports. In addition
we will rectify promptly any such measures. We extend this pledge to the
end of 2010;
we will minimise any negative impact on trade and investment of our
domestic policy actions including fiscal policy and action in support of the
financial sector. We will not retreat into financial protectionism, particularly
measures that constrain worldwide capital flows, especially to developing
countries;
we will notify promptly the WTO of any such measures and we call
on the WTO, together with other international bodies, within their
respective mandates, to monitor and report publicly on our adherence to
these undertakings on a quarterly basis;
we will take, at the same time, whatever steps we can to promote and
facilitate trade and investment; and
we will ensure availability of at least $250 billion over the next two
years to support trade finance through our export credit and investment
agencies and through the MDBs. We also ask our regulators to make use of
available flexibility in capital requirements for trade finance.
23. We remain committed to reaching an ambitious and balanced
conclusion to the Doha Development Round, which is urgently needed.
This could boost the global economy by at least $150 billion per annum. To
achieve this we are committed to building on the progress already made,
including with regard to modalities.
24. We will give renewed focus and political attention to this critical
issue in the coming period and will use our continuing work and all
international meetings that are relevant to drive progress.

In the year after the first G-20 summit a number of progress or
implementation reports were published by the G-20. Very few direct
references to commercial policy are made in those reports. Sometimes
the reference made is indirect and the detail sparse (see Box 2 for an
example.) In contrast the attention given in these reports to the reform
of national financial systems, even to tax havens, was substantially
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Box 2. Text from the Progress Report on the Actions of the London and
Washington G-20 Summits, 5 September 2009
LONDON SUMMIT /
WASHINGTON
ACTION PLAN TEXT
We will conduct all our economic
policies cooperatively and
responsibly with regard to the
impact on other countries and will
refrain from competitive
devaluations of our currencies and
promote a stable and
well-functioning international
monetary system.

PROGRESS
Since the London Summit,
representatives of G-20 countries
have continued to meet and
cooperate on many aspects of the
response to the crisis.

greater. It should also be noted that, as far as trade finance is concerned,
the G-20 governments claimed to have raised the funds they said they
would and that US$67 billion had been tapped by those engaged in
international trade.
Reinforcing the impression of the G-20's somewhat perfunctory
attention to commercial policies is the summit declaration of the latest
G-20 summit in Pittsburgh, USA (see Box 3). Much of the specificity of
the London Declaration is lost. Moreover, the commercial policy pledges were
demoted towards the end of the Declaration. Still, a general commitment
“fight protectionism” and to concluding the Doha Round were made.
Notice, however, the contrast in the language concerning being “committed”
to a Doha Round conclusion and “we will spare no effort” to reaching
a climate change-related agreement in Copenhagen. If language means
anything in public declarations, then readers might readily infer which
of the latter two international negotiations has the priority.
During 2010 the G-20 Leaders will meet twice, once in Canada and
once in Korea. More, it seems, is known about Korean intentions for its
chairmanship of the G-20. Apparently, the Koreans would prefer technical
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matters to be covered at the Canadian summit in June 2010 and that a
more forward-looking discussion on the longer-term bases of economic
development take place at the subsequent G-20 summit in Seoul. Having
laid out what the G-20 has sought to do and its potential plans for 2010,
attention now turns to the extent to which G-20 commitments to eschew
protectionism have been implemented in practice.
Box 3. Text from the Leaders' Statement, The Pittsburgh Summit,
September 24-25 2009
27. To maintain our openness and move toward greener, more sustainable
growth.
28. We will fight protectionism. We are committed to bringing the
Doha Round to a successful conclusion in 2010.
29. We will spare no effort to reach agreement in Copenhagen through
the United Nations Framework Convention on Climate Change (UNFCCC)
negotiations.

3. The resort to protectionism since the first G-20 summit in
November 2008
In addition to official monitoring exercises, an independent initiative
to monitor the resort of governments to protectionism from 1 November
2008 as been undertaken by the Global Trade Alert. Announcements of
state measures that are likely to affect foreign commercial interests (not
just imports and exports, but foreign direct investments, migrant
workers, and intellectual property) are investigated, a report prepared,
and posted on a dedicated free-to-use website, www.globaltradealert.org.
In addition, the products (tariff lines), sectors, and trading partners
affected by a state measure are identified (using a relatively conservative
approach) and are posted too. The website is designed to facilitate
intelligent comparisons of measures and their consequences. In the first
six months of this independent initiative, which was launched on 8 June
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2009, over 5,000 users have returned to use the website 9 times or more.15)
More details about the methodology employed by the Global Trade Alert
(GTA) can be found in Evenett (2009a). From time to time a report on
the measures investigated by the Global Trade Alert is published; such
a report was published today (14 December 2009) and the results referred
to in this section are discussed in greater detail in Evenett (2009b).
In the twelve months since the first G-20 crisis-related summit in
November 2008 (or to be precise since 1 November 2008), the GTA has
investigated 611 state measures (see Table 1). Not all of those measures
Table 1. Total number of state measures reported in the GTA database

Statistic

Third GTA report
Increase from previous report
(December 2009)
(September 2009)
Total except unfair
Total except unfair
Total trade and safeguards Total trade and safeguards
investigations
investigations

Total number of
measures in GTA 611
database
Total number of
measures coded
70
green
Total number of
measures coded
244
amber
Total number of
297
measures coded red

365

183

84

61

16

15

88

62

18

236

105

71

15) When the initiative was established the author conducted an informal poll of
selected trade experts as to the maximum size of the user community for the
Global Trade Alert. Responses varied between 10,000 and 20,000. If this range
is correct, then the Global Trade Alert has already established a substantial
market share. Perhaps more likely is that the demand for easy-to-access, upto-date commercial policy information was far greater than many in the trade
policy community ever thought.
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Memorandum Box: How does the GTA colour code measure?
Colour
code
Red

Criteria
(i) The measure has been implemented and almost certainly
discriminates against foreign commercial interests.

(i) The measure has been implemented and may involve
discrimination against foreign commercial interests; OR
Amber
(ii) The measure has been announced or is under consideration and
would (if implemented) almost certainly involve discrimination
against foreign commercial interests.
(i) The measure has been announced and involves liberalization on
a non-discriminatory (i.e., most favored nation) basis; OR
(ii) The measure has been implemented and is found (upon
Green
investigation) not to be discriminatory: OR
(iii) The measure has been implemented, involves no further
discrimination, and improves the transparency of a jurisdiction’s
trade-related policies.

are classified as almost certain to discriminate against foreign commercial
interests (or red in the colour coding used by the GTA) or likely to
discriminate (amber). In fact, in the past year governments have announced
70 measures that liberalise international commerce or are neutral towards
foreign commercial interests (Table 1). For example, many African
countries have continued to liberalise their foreign direct investment
regimes and lower tariffs on imports of parts, components, and machinery.
It would be wrong, therefore, to assume or assert that the past 12
months have witnessed only market-closing measures.
The GTA distinguishes between measures that are implemented and
those that have been announced, but await implementation (reports of
the latter measures can be thought of as part of the early warning
system that the GTA provides). Table 2 reports information on the
number and evaluation of state measures implemented in the past 12
months. Just under 300 state measures (297 to be precise) that almost
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certainly discriminate against foreign commercial interests have been
taken since 1 November 2008. Only a small proportion of these measures
are trade restrictions associated with the so-called trade defence instruments
(anti-dumping, counter-vailing duties, and safeguards), indicating that

Table 2. Measures implemented since first crisis-related G-20 summit in
November 2008, totals for all jurisdictions and change since last
report
Increase from
previous report
(September 2009)
Total except
Total except
unfair trade and
unfair trade and
Total
Total
safeguards
safeguards
investigations
investigations
Third GTA report
(December 2009)

Statistic

Total number of measures
405
in GTA database
Total number of measures
52
coded green
Total number of measures
56
coded amber
Total number of measures
297
coded red
Total number of 4-digit
tariff lines affected by
1214
almost certainly
discriminatory measures
Total number of 2-digit
sectors affected by almost
79
certainly discriminatory
measures
Total number of trading
partners affected by almost
233
certainly discriminatory
measures

319

125

88

47

12

11

36

8

6

236

105

71

1214

57

73

79

16

16

233

16

30

Crisis-Era Protectionism and the G-20: Prospect and Retrospect 71

the pattern of protection witnessed in the past year differs from previous
economic downturns. Finally, the number of discriminatory measures
exceeds the number of benign or liberalising measures by a ratio of six
to one. The traffic has been principally in the protectionist direction
during the past 12 months.
But how many of these discriminatory measures have been implemented
Table 3. Measures implemented by G-20 countries in the year since the
first crisis-related G-20 summit in November 2008, totals for all G-20
jurisdictions and change since last report
Increase from
previous report
(September 2009)
Total except
Total except
unfair trade and
unfair trade and
Total
Total
safeguards
safeguards
investigations
investigations
Third GTA report
(December 2009)

Statistic

Total number of measures in
GTA database
Total number of measures
coded green
Total number of measures
coded amber
Total number of measures
coded red
Total number of 4-digit tariff
lines affected by almost
certainly discriminatory
measures
Total number of 2-digit sectors
affected by almost certainly
discriminatory measures
Total number of trading
partners affected by almost
certainly discriminatory
measures

253

179

81

46

37

32

10

9

32

16

8

5

184

130

63

32

977

967

51

46

58

58

0

0

209

196

3

3
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by the G-20 countries? Table 3 summarises the main empirical findings in
this regard. Two-thirds of the implemented state measures that harm
foreign commercial interests were imposed by members of the G-20. That
is, approximately every other day a G-20 member decided to break the
no-protectionism pledge. There are good reasons for believing that the
harm done by these measures is not confined to a small number of trading
partners, sectors, or products (see the relevant rows of Table 3). The direct
comparison in Figure 1 of the worldwide totals and the totals for the G-20
reinforces the impression that the latter governments are responsible for
the bulk of discriminatory measures undertaken during the past 12 months.
During the past 12 months it appears that the number of measures
implemented has varied over time (see Figure 2). In the first two
quarters of 2009 an average of 85-95 to harmful measures (that is, those
likely to harm as well as those almost certainly harmful) were implemented.
So tail-off in these figures appears in the third and fourth quarters of
2009. It would unwise to read too much into the latter since, as Figure
2 makes clear, the number of reported measures tends to be revised up
over time (especially as information about the less transparent state
measures takes time to become available) and the fourth quarter number
only reflects measures implemented in October and November 2009.
Overall, the latest assessment is that protectionist pressures have not
relented in the latter part of 2009, even though many economies appear
to have turned the corner towards recovery (which is welcome news!).
That the world economy is not out of protectionist danger yet is also
apparent from Figure 2. A total of 188 announced state measures that if
implemented would cause harm to commercial interests and overhang
the world economy. If implemented, in terms of number of measures this
is equivalent to another six months of protectionism (if current quarterly
rates are anything to go by). The threat, therefore, of pending measures
to export recovery and to economic recovery more generally cannot be
ruled out. This is not to suggest that exports will not rise, rather that they
are likely to recover less quickly and less far than might have been the case.
Which countries have been the targets of crisis-era protectionism?
China stands out as the largest target, its commercial interests have been
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Figure 1. The G-20 members implement a higher share of
beggar-thy-neighbor policies than other countries

Implemented Worldwide

Implemented by the G-20

0

50

Number of measures coded red

100

150

200

250

Number of measures coded amber

300

350

400

450

Number of measures coded green

Figure 2. If the measures in the pipeline are implemented, the number
of harmful measures will rise by more than half

Note: A harmful measure is taken to be one which has been implemented
since November 2008 and is almost certainly discriminatory (coded
red) or likely to be discriminatory (coded amber).
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hit 146 times (see Table 4). Taken together the 27 member states of the
European Union come in second, with the United States third. Many of
the largest trading jurisdictions have seen their commercial interests
harmed over 100 times in the past year. Moreover, China stands out in
terms of the number of pending measures that could harm its commercial
interests. In general, the G-20 nations are very well represented among
the jurisdictions most harmed by crisis-era protectionism.
Alas ― and not surprisingly given the totals reported earlier ― the
members of the G-20 are well represented among the list of countries that
have inflicted the most harm with their protectionist measures in the past
year. In the absence of separate trade and welfare estimates of the impact
of each investigated state measure, the GTA reports four indicators of harm
(see Table 5). While the rankings clearly differ, further analysis has revealed
that the rank correlations across them are remarkably high (Evenett 2009b).
The Russian Federation is always in the top 5 most harming nations. If
taken as a single unit the European Union, as well as China and Indonesia,
are always in the top 10 most offending trading jurisdictions. Industrialised
and developing nations can be found in these top 10 lists.
Crisis-era discrimination has been concentrated in a relatively small
number of policy instruments. By far the most widely used instruments
are bailouts and subsidies, accounting for a total of 101 discriminatory
measures (see Table 6). Only 42 of those 101 subsidy measures actually
benefit the financial sector, so it would be wrong to characterise the GTA
database as being full of bank bailouts.16) Trade defence instruments are
the second most commonly used instrument (62 measures), and traditional
tariff increases a distant third (44 measures). Indeed, it is worth remembering
that the most transparent form of discrimination (tariff increases) account
for only one in seven of the total number of protectionist measures taken
in the past year. Table 6 also serves as a reminder that there are many
policy instruments whose use has likely harmed 100 or more trading
partners' commercial interests.
16) Do recall, however, the earlier concerns of the G-20 Leaders about financial
protectionism, as expressed in the Declaration at the conclusion of the London
summit.
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Figure 3. Top 10 implemented measures used to discriminate against
foreign commercial interests since the first G-20 crisis meeting

Figure 4. Top 10 pending measures that target foreign commercial
interests
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Interesting differences are found between the measures already
implemented (during the past year) and those that are pending (see
Figures 3 and 4). Bailouts dominate the former and trade defence the
latter implying that on current trends during 2010 the likely pattern of
protectionism will return to the more traditional pattern seen during
economic downturns. This is not to say that the protection imposed in
2009 will be withdrawn, so the impending wave of trade defence
measures will add to the harm done by bailouts and the like.
The economic sectors most affected by crisis-era protectionism are
listed in Table 7. The interesting finding here is that, apart from the
financial sector, almost every other sector affected by protectionism in
the past 12 months has been a traditional beneficiary of protectionism in
the past. This suggests that the established forces at work in national
body politics which seek protection have been able to turn the circumstances
of the crisis to their advantage and secure further favours from government.
The purpose of this section has been to survey what is known about
contemporary crisis-era protectionism and to locate the G-20's contribution
to it. Attention now turns to the assessment of the G-20 and its future
prospects.

4. The G-20's contribution to “fighting protectionism”: A preliminary
assessment
Since the global economy has not fully recovered, no definitive
assessment of the G-20's pledge to eschew protectionism can be made.17)
Still, given the high level of interest in the G-20 a preliminary or interim
assessment may be of interest to policymakers, analysts, and decisionmakers. A difficulty that immediately arises is the appropriate benchmark.
What should the G-20's behaviour ― as documented in the previous two
sections ― be compared to? What is the correct counterfactual?
17) It should be recalled that the US economy experienced three incomplete ― or
false ― recoveries in the 1930's. Some contemporary analysts refer to the
possibility of a double-dip recession.
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One response to reading the earlier G-20 summit declarations is to
argue that the governments concerned committed themselves to avoiding
protectionist measures, in which case a zero benchmark is in order. If
this is the right benchmark, then much of the evidence presented in the
last section speaks to the collective failure of the G-20. (The Pittsburgh
summit declaration referred to “fighting” protectionism. Notice that fighting
protectionism is not the same as avoiding it entirely. A different
benchmark would seem to be in order here).
Some have argued that it is unrealistic to expect G-20 governments
to avoid protectionism entirely. If avoiding protectionism on the scale of
the 1930s is the right benchmark ― as some say ― then it is true that
current levels of protectionism have not reached that level. Yet, this
comparison does not identify the contribution of the G-20; 1930s levels of
protectionism may not have been likely in the first place. Perhaps other
factors are responsible for contemporary outcomes (see Eichengreen and
Irwin, 2009, for some suggested alternative factors).
Others have argued that the right benchmark is the ordinary levels
of protectionism witnessed before the crisis; on this metric the G-20 is
said to have succeeded if crisis-era protectionism is no worse than the
trend. Messerlin (2009), for one, has argued that in a typical year trade
barriers are raised on approximately four percent of tariff lines.18)
Unfortunately, according to the Global Trade Alert database many of the
G-20 members have implemented enough discriminatory measures in the
past 12 months to breach the four percent threshold.19)20)
More generally, what analysts are grappling for here is the right
counterfactual. What would have happened in the absence of the G-20
declaration? Surely a pre-requisite to a satisfactory answer to this question
is to examine what mechanism is at work. Even more fundamentally,
18) So as not to disrupt the flow of the argument, let us leave aside the question
as to whether this threshold is correct and generally applicable to a wide range
of jurisdictions.
19) See Evenett (2009b) for details. Also, this matter can readily be checked on the
statistics webpage of the GTA website.
20) Over time no doubt more sophisticated empirical evaluations of structural
breaks in the propensity to resort to protectionism will be possible.
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one might ask if G-20 Leaders have access to the very national levers
that determine the implementation of national policies that could discriminate
against foreign commercial interests. Rather than asking whether the
G-20 pledge has worked, why not ask if the G-20 pledge could ever
work. It turns out that asking the latter question casts some serious
doubt on the contribution to date of the G-20 to restraining protectionism.
The first argument to make in this respect is that in many
jurisdictions the head of government does not control the legislature, as
in the United States. While the head of government may oppose (even
“fight”) protectionist legislation, ultimately the G-20 leader may find
themselves acquiescing to the enactment of legislation in return for
support for some other measure. Public procurement and legislaturepromoted subsidies seem particularly susceptible. G-20 leaders cannot
stop protectionism emerging from political processes that they do not
control. This is especially problematic in some presidential systems of
government. However, the problem may also arise in regional trade
arrangements ― such as the European Union ― where governments collectively
determine whether to take discriminatory measures. A G-20 leader or its
representative may simply be outvoted or outmanoeuvred.
Another significant lacunae arises from the widespread and long-standing
trend towards the creation and operation of independent regulatory
agencies. By dint of their independence they are supposed to be immune
― or at least somewhat sheltered ― from the political process. Whether
referring to central banks, financial regulators, or even the implementers
of trade defence legislation, in many jurisdictions the head of
government has little ― or no ― sway over the relevant decision-maker
unless the relevant legislation was amended or through the appointment
process for the agency's senior posts. In the absence of such interventions,
for example, financial protectionism and trade defence actions can
continue potentially oblivious to the G-20 declarations.
In this section two sets of doubts about the effectiveness of the G-20
pledges on protectionism have been articulated: the first relating to
keeping current protectionism at or below “trend” and the second
concerning whether the constitutional and legislative arrangements in
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many G-20 countries (many of which are democracies) put the tools to
control protectionism in the hands of the head of government in the first
place. These doubts are in addition to any that follow from the nonbinding and vague nature of the G-20 Leader's declarations. But past
need not be prologue and the next section considers what role the G-20
might play in the future in commercial policymaking.

5. Possible commercial policy roles for the G-20 in 2010
Looking forward, two possible scenarios present themselves in 2010.
The worse of the two scenarios involves an intensification of pressures
on policymakers to grant protection. This intensification could have
several origins including in reaction to large increases in unemployment21)
in 2010, a lapse into a so-called double-dip recession (whereby the world
economy sinks back into contraction) after the 2008 stimulus measures
have worked through national economies, or diminished scope for
subsidisation/bailouts brought about by tightening monetary policy and
fiscal policy constraints.22) In this scenario the existing G-20 commitments
to eschew protectionism would come under substantial strain. Reiteration
of those commitments may not be seen as very credible by the private
sector and financial markets.
The practical difficulty in reacting to this worse case scenario are
two-fold. First, given the mounting data in the fourth quarter of 2009
that several economies have stopped contracting and begun expanding,
many senior officials and policymakers will be disinclined to plan for an
eventuality that they see as negative and which they can dismiss as
hypothetical. Second, the apparent reluctance of the G-20 leaders to tie
their hands with more formal commitments denies them the very tool
21) Forecasts from the International Monetary Fund and the Organisation for
Economic Co-operation and Development for unemployment levels in 2010 in
several industrialised countries point to such increases.
22) Worries in the financial markets about the ability of certain governments to sell
public debt have received a lot of attention in recent weeks.
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that the private sector and the financial markets may regard as necessary
to credibly disavow protectionism. All that can realistically be hoped for
in this scenario, therefore, is that commercial policy matters receive
higher priority and are given greater clarity in Leaders' Declarations.
Whether these steps would be enough to prevent a serious turn towards
protectionism is doubtful. If this comes to pass, the limits of the G-20
process will be laid bare.
A more optimistic scenario takes as its starting point the recovery of
the global economy in 2010. Although unemployment (a lagging indicator
in most economic cycles) may continue to rise in some jurisdictions in
2010, pressure to increase protection is more likely to be localised and
less likely to trigger adverse reactions from trading partners. In this
scenario thought might be given to developing a process whereby the
G-20 countries commit to a timetable for removing simultaneously many
of the major pieces of discrimination that have been put in place during
the past 12 months.23) The process would be led by senior officials and
would develop understandings (probably informal and not necessarily
even publicly articulated ― although that would be desirable) concerning
the unwinding of subsidies, buy national provisions in public procurement
policies, and export incentives. (It being understood that the multilateral
accords governing trade defence measures have procedures to “sunset”
or bring to an end these measures.)
Collective action is needed precisely because governments will be
unwilling to remove some measures unilaterally ― in particular, financial
support ― if they believe that the burden of any subsequent adjustment
in a global industry will fall disproportionately on their countries' firms
and workers. As a practical matter, governments will need to have
confidence that such measures are being withdrawn progressively and
simultaneously across the major jurisdictions that have intervened in a
23) This could include the replacement of a discriminatory state measure with a less
discriminatory measure or, ideally, a non-discriminatory state measure. This
point is made to emphasise that the purpose of this G-20 initiative is not to
attack government intervention per se, rather to encourage a shift towards
interventions that discriminate less against foreign commercial interests.
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comparable manner. A senior officials process from the G-20 countries,
potentially informed by independent expertise on the policies and
industries in question, could help build this confidence.
Another advantage of such a process is that it would entrench the
expectation that the discriminatory measures taken during the past 12
months are not permanent. The private sector would receive the signal
that it would be unwise to assume ― and to base investment decisions
unduly upon ― the persistence of crisis-era discriminatory measures. For
sure, some private sector interests are not going to like the withdrawal
of any discrimination from which they have benefited during the past
year, but the reciprocal nature of the unwinding of such discrimination
should ― in sectors which are internationally contestable ― could create
other private sector winners.
Korea and Canada are well placed to champion such an informal
senior officials process. Both countries are large enough players in
international trade circles to be listened to. Yet they are not so large that
their pronouncements induce fear in G-20 partners, including the questioning
of motives, etc. Both countries have established reputations for technocratic
expertise in the area of international commercial policy and so could
garner as well as sort through competing suggestions and ideas. In short,
in 2010 the G-20 should lay the foundation for a progressive unwinding
of the central elements of crisis-era protectionism. Of course, nothing
would prevent a G-20 member from removing such discrimination faster
than any agreed timetable; any G-20 initiative should foster the unwinding
of protectionism and not act as a substitute for any unilateral initiatives
that do transpire.

6. Concluding remarks
The G-20 represents a remarkable experiment in global economic
governance, opening up decision-making processes to a broader range of
countries. The purpose of this paper has been to document and then to
assess the G-20's contribution to commercial policymaking during the
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crisis. The contrast between the G-20's approach to trade policy and the
binding, enforceable, and typically specific modus operandi found in
multilateral trade accords could not be more striking. At a minimum one
can conclude that G-20 Leaders had no intention of tying their hands as
they devised commercial policy and other responses to the global
economic downturn. Indeed, the lack of specificity as to the nature of the
G-20 pledge on protectionism raises the question as to whether G-20
leaders were ever agreed as to what the pledge meant in the first place.
Moreover, doubts have been raised here that every G-20 leader had full
control over the potentially protectionist policymaking processes in the
first place. Rather than question whether the G-20 pledge worked it is
worth asking whether it could ever have worked.
The considerable frequency with which G-20 governments have
resorted to state measures that discriminates against foreign commercial
interests in the past year ― and the fact that for many countries this
resort to protectionism was above trend ― call into question whether the
non-binding pledges made in Washington, D.C., London, and Pittsburgh
amounted to much, but final judgement on this matter must be reserved
for later. Still, past need not be prologue. Should the G-20 governments
wish to develop constructive commercial policy initiatives, then it was
argued here that establishing the principles and timetable for withdrawing
crisis-era discriminatory state measures could be tackled by a senior
officials- led process in 2010. It is unclear why the G-20 should confine
its work on exit strategies to financial and macroeconomic policies.
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Proliferation of FTAs and the WTO
Shujiro Urata
Waseda University, Japan

1. Introduction
Global financial and economic crisis, which was triggered by the
Lehman shock in September 2008, has had enormous negative impacts
on the global economy. The global GDP growth rate became negative in
the fourth quarter of 2008 and continued negative through the third
quarter of 2009, while the growth of global trade in goods and services
is projected to register -11 percent in 2009.24)
The magnitude of the decline in economic activities was so huge that
this crisis has been characterized as “once in a century” crisis, comparable
only to the Great Depression in the 1930s.
This crisis, which began in the US, spread to the rest of the world
mainly through two channels. One is the financial market, where supply
of financial resources declined, thereby resulting in slowing down of
economic activities. The other channel is foreign trade. As demand for
imports in the US, which absorbed huge amount of imports from the
rest of the world, especially from East Asia, before the crisis, declined,
the countries, whose dependence on exports to the US was high,
suffered tremendously.
Faced with the global financial and economic crisis, a G-20 Leaders’
24) IMF (2009. 10), World Economic Outlook.
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meeting was convened in November 2008, to discuss the ways to deal
with the crisis and to find the way for recovery. They called for joint
actions on expansionary macroeconomic policy as well as appropriate
financial regulation measures. Furthermore, the leaders confirmed the
importance of not resorting to protectionist policies.
Responding to the expansionary fiscal and monetary policies, many
countries, especially those in East Asia, started to recover in 2009. The
situation on protectionist policies is quite different. Although most measures
do not violate WTO rules, many countries, including the G-20 countries,
have adopted a variety of trade distorting protectionist measures, which
include the increase in applied tariff rates to the level below the bound
rates, provision of government subsidy to troubled companies, etc. These
protectionist measures undoubtedly distort trade flows, causing inefficiency
in the allocation of resources.
One would expect that the introduction of these protectionist measures
slows down and eventually stops, as economic recovery takes hold.
However, it is not clear if these protectionist measures will be rolled
back to the pre-crisis situation because industries protected by these
measures would oppose the rollback. If not, litigation accusing violation
of the WTO rules is likely to arise.
The application of these protectionist measures could have been
avoided, if the WTO rules prohibit these protectionist measures. Despite
these limitations, the WTO played a role of restraining the WTO
members from adopting obvious protectionist measures such as raising
the tariff rates beyond the bound rates that are outright violation of the
WTO rules. Indeed, there is a view that the presence of the WTO
contributed to economic recovery by avoiding the beggar-thy-neighbour
measures like those adopted during the Great Depression period.
The global trading environment would have been more favourable
to open and free trade, if the WTO rules had been better established by
dealing with the gray protectionist measures. Improvement of the WTO
trading system requires successful WTO multilateral trade negotiations.
However, the current round of multilateral trade negotiations under the
WTO, or Doha Development Agenda (DDA), has been deadlocked. There
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are a number of problems behind this stalemate such as the decision
making system, issue coverage, treatment of developing countries, and
others. The controversy over agricultural trade policy between the US
and India was the direct cause of the breakup of the DDA in July 2008.
Faced with the deadlock in the DDA, many countries have turned to
free trade agreements (FTAs), under which trade barriers are removed
between and among the member countries, with a like-minded country
(countries) concerning trade liberalization. The interest in region-wide
FTAs has increased in East Asia after the crisis, as the East Asian countries
realized the importance of reducing their dependence on the US and
European countries, to avoid the negative impacts of another crisis. Since
an FTA violates the most favoured nation (MFN) treatment of the WTO
members, one of the fundamental principles of the GATT/ WTO, a surge
of FTAs may undermine the global trading system. It is known that
global trade liberalization under the WTO is the best policy for the
world as a whole and that an FTA is at best the second best policy. As
such, policymakers have to make every effort to revive and conclude the
DDA. However, at the same time, it is important to make an assessment
of FTAs and try to formulate the policies that would turn FTAs into
global FTA or WTO liberalization, once one realizes that FTAs are not
going to go away in the near future.
With these observations in mind, in the remaining parts of the paper
I will first review FTA developments in the world with a focus on East Asia,
then I assess the FTA developments from theoretical as well as empirical
perspectives. In the course of the discussions on the factors leading to the
proliferation of FTAs, I will discuss some of the problems facing the WTO.
I will then discuss possible ways of making FTAs turn into WTO trade
liberalization. I will conclude the paper by presenting a few remarks.

2. Growing bilateralism and regionalism in the world and in
East Asia
FTAs have recently received a lot of attention in trade policy discussions.
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This section reviews recent developments in FTA formation. In addition
to observing the increasing trend of FTA formation, I discuss the reasons
behind the trend.
2.1. Proliferation of FTAs in the world
The number of regional trade agreements (RTAs) began to increase
notably in the 1990s (Figure 1).25) The pace of the increase accelerated in
the mid-1990s. Recognizing that FTAs, which violate the most-favorednations treatment among the GATT/WTO members, one of the principles
of the GATT/WTO system, the speedy spread of FTAs after the establishment
of the WTO, which was set up to improve the world trading system
Figure 1. FTAs in the world

25) RTAs include free trade agreements (FTAs) and customs unions. Under FTA
FTA members remove tariff and non-tariff barriers on trade among the
members while they maintain their own tariff and non-tariff barriers on trade
with non-members. Under the customs union the members establish common
tariff and non-tariff policies on their trade with non-members, in addition to
free trade among the members. Since FTAs are dominant among RTAs and a
relatively small number of RTAs are customs unions and since most if not all
RTAs involving East Asian countries including Japan are FTAs, in this paper
“FTAs” are used to mean RTAs unless otherwise stated.
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under the GATT, is ironic and also reflects difficult problems facing the
newly established WTO.26) As of October 2009, the cumulative number
of FTAs in force reported to the GATT/WTO stood at 195. Among the
many FTAs, the North American Free Trade Agreement (NAFTA) involving
the United States, Canada, and Mexico had significant impacts on the rest
of the world. The establishment of the NAFTA was seen by the rest of
the world as the change in the US policy toward FTAs, as the US
appeared to have pursued the multilateral approach toward trade
liberalization under the GATT. This impact was substantial because the
open and free US economy, the largest economy in the world, was
regarded to play a pivotal role in the open global trading system.
Several reasons can be identified behind rapid expansion of FTAs in
recent years. First, an increasingly large number of countries have
become unsatisfied with the WTO mainly because of the two reasons,
turning to show an interest in FTAs. One is slow progress in multilateral
trade liberalization and the other is limited coverage of WTO rules. Let
us briefly discuss these points.
Many countries realize the benefits of trade liberalization as it has
brought them economic growth.27) Indeed, one of the important factors
that led to rapid economic growth for many countries in the WWII was
substantial trade liberalization carried out under the auspices of the
GATT. However, multilateral trade liberalization has become increasingly
difficult to be carried out because of disagreement among the GATT/
WTO members, which have increased to exceed 150.
The Uruguay Round, which was the last multilateral trade negotiation
of the GATT, started in 1986 and was scheduled to reach agreement
within four years. However, it took twice as long as the initial schedule
(eight years) to complete the round. After the WTO was established in
26) In the GATT/WTO, regional trade agreements (RTAs), which violate one of its
basic principles of non-discrimination, are permitted under the GATT Article
XXIV with several conditions, which include liberalization of substantially all
the trade of the members, not increasing trade barriers on non-members, and
completing the RTA process within ten years. For developing members, more
lenient conditions are applied under the enabling clause.
27) See, for example, World Bank (1993).
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1995, developed countries demanded for launching a new round, but the
opposition from developing countries, which were not satisfied with the
outcome of the Uruguay round prevented the WTO from starting a new
round. It was the end of 2001 when they actually agreed to start a new
round (Doha Development Agenda, DDA). Although the DDA started,
there was very little progress and indeed it was stopped in July 2008.
The direct cause of the suspension of the DDA was the disagreement on
agricultural liberalization between the US and India, but there are other
reasons such as dissatisfaction of many members about the DDA.
As was indicated earlier, increasingly large number of the WTO
members has made it difficult to pursue negotiations, as decision making
in the WTO negotiations requires consensus. Besides the large number of
the members, various alliances such as the Cairns Group, G-20, Friends
of Agriculture, etc, which represent different interests, have been formed,
making the process of negotiation (or pre-negotiation) tenuous. One can
also argue that the increasing opposition to globalization has made it
difficult to pursue trade and liberalization under the WTO. Globalization
has allegedly affected some groups negatively in the forms of reduction
in employment opportunities, deterioration in environmental problems,
and others. Indeed, in 1999 in Seattle, the WTO ministerial meeting,
whose aim was to form consensus for starting a new round, was unsuccessful
mainly because environmentalist groups, labor unions and NGOs aggressively
held anti-WTO demonstrations. Even after the WTO Seattle meeting,
these groups have been carrying on radical campaigns against World
Bank/IMF conferences, G-7 summits and other conferences that seemed
to support globalization.
Some WTO members are not satisfied with the coverage of the issue
areas under the WTO. The coverage of international economic activities
expanded under the WTO from the GATT, where the coverage was
limited to goods trade. The WTO expanded to include trade in services,
investment, intellectual property rights, and others which have become
important in international economic activities. Although the expansion of
the coverage is a major achievement, there still are various areas which
are not covered under the WTO. Some of them include environment,
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labor standards, movement of natural persons and e-commerce.
Many WTO members that are not satisfied with the slow progress in
multilateral trade negotiations and/or limited coverage of the WTO have
opted for bilateral and plurilateral FTAs with like-minded countries.
Indeed, many FTA negotiations have been concluded within short time
period because of the small number of participants. For example, JapanSingapore FTA negotiations practically took approximately ten months.
To deal with the limited coverage of the WTO, many FTAs have
included areas such as labor and environment.
Proliferation of FTAs was inflicted by the Domino effect, in that one
FTA led to another. Because an FTA is a discriminatory trade arrangement,
a country that is excluded from the FTA has an incentive to form its
own FTA. A case in point was the NAFTA, which led to the formation
of the EU-Mexico FTA, which in turn resulted in the formation of the
Japan-Mexico FTA. European firms keen on expanding exports to Mexico
found themselves in a disadvantageous position vis-à-vis US firms, who
have free access to the Mexican market because of the NAFTA. These
European firms put pressure on their governments to establish an FTA
with Mexico, leading to the EU-Mexico FTA. The same story can be told
behind the Japan-Mexico FTA.
2.2. Expansion of bilateral and mini-lateral FTAs in East Asia
East Asia was not active in the formation of FTAs until the turn of
the century (Table 1). Indeed, ASEAN (Association of Southeast Asian
Nations) Free Trade Area (AFTA), which was established in 1992, was
the only major FTA until Japan and Singapore enacted the Japan–
Singapore FTA (formally named a New Age Japan-Singapore Economic
Partnership Agreement, JSEPA) in 2002.28) However, the situation changed
dramatically in recent years. Many countries in East Asia began to form
FTAs with the countries not only in the region, but also outside the
region.
28) For discussions on FTAs in East Asia, see for example, Aggarwal and Urata
(2006), Urata (2005), and Sally (2006).
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At the beginning of the FTA expansion period in East Asia bilateral
FTAs such as the Japan-Singapore and Chile-Korea FTAs were actively
established. However, the situation changed when China approached the
ASEAN to form a mini-lateral China-ASEAN FTA, treating the ASEAN
as a group. Responding to the China-ASEAN FTA, Japan quickly approached
the ASEAN to form a Japan-ASEAN FTA. Korea, India, Australia-New
Zealand individually followed these movements to set up an FTA with
the ASEAN. As of mid-November 2009, the ASEAN has enacted FTAs
with China, Japan, Korea and it is expected to enact FTAs with India,
and Australia-New Zealand sometime soon. These developments indicate
that the ASEAN has become a hub of FTAs in East Asia as an FTA
involving China, Japan and Korea, the three largest economies in the
East Asian region has not been established. Indeed, no official discussions
of such trilateral FTA have been initiated.
Two initiatives for establishing a region-wide FTA covering East
Asian countries have emerged, one covering ASEAN ten countries, China,
Table 1. Major FTAs involving East Asian economies
(as of August 2009)
In effect
Bangkok Treaty (1976)
Singapore -India (2005)
AFTA (1992)
China-Chile (2006)
Singapore -NZ (2001)
Korea -Singapore (2006)
Japan-Singapore (2002)
Japan-Malaysia (2006)
Singapore -Australia (2003) Korea -EFTA (2006)
Singapore -EFTA (2003)
Korea -ASEAN (2006)
Singapore -US (2004)
Singapore -Panama (2006)
Korea -Chile (2004)
Japan-Chile (2007)
China-Hong Kong (2004)
Japan-Thailand (2007)
China-Macao (2004)
China-Pakistan (2007)
Singapore -Jordan (2004)
Japan-Philippines (2008)
Japan-Mexico (2005)
Japan-ASEAN (2008)
China-ASEAN (2005)
Japan-Indonesia (2008)
Thailand -Australia (2005) Japan-Brunei (2008)
Thailand -NZ (2005)

In negotiation
Japan-Korea
China-Singapore
Japan-GCC
Malaysia -Australia
Japan-Vietnam
Malaysia -NZ
Japan-India
Malaysia -Pakistan
Japan-Australia
Malaysia -US
Korea -US*
Singapore -Canada
Korea -Canada
Singapore -Mexico
Korea -India
Singapore -Egypt
Korea -Mexico
Sigapore -Qatar
Korea -EU
Singapore -Peru
China-Australia
Thailand -EFTA
China-NZ
Thailand -India*
China-GCC
Thailand -US
China-Pakistan
ASEAN -CER*
China-SACUFTA
ASEAN -India*

Notes: * indicates that treaty has been signed and waiting for the ratification by
the legistative bodies.
Source: WTO website and respective government sources.
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Japan and Korea, or ASEAN+3 countries (East Asian FTA, EAFTA) and
the other including ASEAN+3 countries, India, Australia and New Zealand,
or ASEAN+6 countries (Comprehensive Economic Partnership in East
Asia, CEPEA). EAFTA was proposed by an expert group that was set up
to study a future vision of East Asia, while CEPEA was proposed by
Japan. Feasibility studies of these two initiatives were conducted by the
private sector study groups (track two groups) consisting of researchers
from the respective member countries. Following the recommendations
of the study groups, the ASEAN+3 Leaders and ASEAN+6 Leaders
agreed to begin official discussions in 2010.
The factors behind active formation of FTAs in East Asia are similar
to those discussed above for the explanation of the proliferation of FTAs
in the world. In addition, East Asian countries have regarded FTAs as an
important regional policy instrument. For example, China and Japan
approached the ASEAN for the formulation of FTAs to deepen their
economic and non-economic relationship with the ASEAN with a hope
to increase their influence in the region. Non-economic motives can also
be found for active FTA policy for the ASEAN, Korea, India, Australia
and New Zealand.
Two important features of implemented and proposed FTAs in East
Asia may be noted. One is the inclusion of economic cooperation as an
important component and the other is a low level of trade liberalization.
One of the distinguishable characteristics of the East Asian region is
wide diversity in the level of economic development among the countries.
In such a region reducing the development gap is important for achieving
economic growth as well as social and political stability. In order to
achieve this objective, economic cooperation has become a central part of
EAFTA and CEPEA. Although it is commonly understood that FTAs
with a high level of trade liberalization is desirable for achieving economic
growth in the long run, many FTAs in East Asia have adopted a
pragmatic approach of excluding politically sensitive sectors from trade
liberalization. One notable case is the exclusion of agriculture from trade
liberalization in many FTAs, most evidently in the case of FTAs involving
Japan.
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While East Asian wide initiatives were being discussed, the US proposed
an FTAAP, or Free Trade Area of the Asia-Pacific covering 21 APEC
member economies in 2006. Behind the US proposal of an FTAAP is a
concern that the US would be excluded from East Asia. It should be
noted that the differences in the members between ASEAN+6 and APEC
give rise to important implications of the groupings. Taiwan and Russia,
important economic players, are included in an FTAAP but not in
ASEAN+6, while India, a member of ASEAN+6, is excluded from FTAAP.

3. FTAs and global trade liberalization under the WTO
The previous section saw increasing active formation of FTAs in
recent years in the world and in East Asia. policymakers as well as
researchers have shown concerns that FTAs become stumbling blocs to
global trade liberalization under the WTO. This section provides a brief
summary of the discussions of the impacts of FTAs on the WTO29). Let
me first discuss positive arguments about FTAs and then turn to the
negative arguments.
Some of the factors behind the proliferation of FTAs, which were
discussed in the previous section, can be considered as positive factors
toward global trade liberalization. They include speedy negotiation and
broader coverage of issue areas. FTAs involving a small number of members
are likely to be able to conclude negotiations in a shorter time period
compared to the WTO negotiations with 150+ members. Many FTAs
have gone beyond the commitments at the WTO (or WTO plus commitments)
by including, for example, liberalization in foreign direct investment,
movement of natural persons, etc. Besides, they include trade and FDI
facilitation, whose progress at the WTO has been slow. FTAs may
contribute to trade liberalization at greater scale compared to the WTO
liberalization. Under FTAs import tariffs are to be removed either
immediately or within a certain time frame, while under the WTO
negotiation gradual tariff reduction is pursued. FTAs may contribute to
29) See, for example, Ravenhill (2006) for the discussions on these issues.
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WTO negotiations as FTAs reduce the influential power of the opposition
group against trade liberalization. Finally, the domino effect of FTAs,
which was discussed to have contributed to the proliferation of FTAs in
the previous section may eventually lead to global trade liberalization by
consolidating FTAs into global trade liberalization. Somewhat from a
different perspective and somewhat contradictorily, one may argue that
proliferation of FTAs may lead to global trade liberalization as disintegration
of the global trading system caused by FTAs makes policymakers realize
the importance of open global trading system.
Let us turn to negative aspects of FTAs, which would deter global
trade liberalization. FTAs may divert the attention of bureaucrats, politicians,
business people, and general public away from global trade liberalization.
For example, business sector may lose interest in further liberalization, if
it obtains trade liberalization in the sector in the country of its interest
with an FTA. The domino effect was argued to contribute possibly to
global trade liberalization, but it may contrarily deter global trade
liberalization. The domino effect may lead to proliferation of FTAs with
different rules of origin, giving rise to a “spaghetti bowl” effect that
leads to the breaking up of the global trading system into a number of
disintegrated groupings.

4. Economic impacts of FTAs
In the previous sections we saw that FTAs are increasing and we
found theoretically the impacts of FTAs on multilateral negotiations are
ambiguous. In this section we analyze the economic impacts of FTAs on
FTA members and non-members. Such analysis would be useful in
formulating FTA and multilateral trade liberalization policies.
4.1. Economic impacts of FTAs
One can classify the economic impacts of FTAs into two groups:
static effects and dynamic effects.30) Static effects are “trade creation
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effects,” “trade diversion effects” and “terms of trade effects,” while the
dynamic effects include “market expansion effects” and “competition
promotion effects.”
“Trade creation effects” result from the elimination of trade barriers
among FTA members and, therefore, the new trade created among them,
resulting in an improvement in resource allocation. “Trade diversion
effects” address the ways that FTAs replace highly efficient products of
non-member countries by imports from less efficient FTA members. In
general and from the viewpoint of FTA members, “trade creation effects”
have positive impacts while the impacts of “trade diversion effects” are
ambiguous.
The analysis of trade creation and trade diversion effects above can
be applied to a small country, which does not have any influence on
international prices or the terms of trade. As such, the terms of trade
effect of FTAs is not considered in the above analysis. For a large
country or a large FTA group consisting of FTA member countries, the
formation of an FTA enables a large country or a large FTA group to
gain as it improves its terms of trade by expanding trade between FTA
members at the expense of its trade with non-members.
Beyond the economic impacts of FTAs on their members, it is
important to recognize that the static impacts of FTAs on non-FTA
members are negative. Non-FTA members suffer from welfare loss
because trade diversion effects reduce the level of their exports to FTA
members and because the terms of trade effect would reduce nonmembers’ welfare as the terms of trade for non-FTA members deteriorate.
Indeed, as was discussed above, the emergence of negative impacts of
FTAs for non-FTA members leads to FTAs, resulting in the proliferation
of free trade agreements, as non-FTA members try to cope with the
negative impacts by creating new FTAs or joining existing FTAs.
As for the dynamic effects of FTAs, both market expansion effects
30) The analysis here is intended to give concise explanation of the major points
and therefore lacks theoretical rigor. For a detailed analysis of the economic
impacts of RTAs, that is customs unions and FTAs, see, for example, Baldwin
and Venables (1995).
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and competition promotion effects contribute to economic growth of FTA
members. “Market expansion effects” involves expanded market size
needed to achieve efficient production/distribution and economies of
scale. “Competition promotion effects” result from market integration in
ways that would make regionally oligopolistic industries more competitive
thus achieving higher productivity through the introduction of competitive
pressures. For non-FTA members these effects are likely to have positive
impacts as economic growth of FTA members tends to promote the
exports of non-members to the members.
The theoretical analysis of the impacts of an FTA on FTA members
and non-members is shown to be ambiguous, that is, could be positive
or negative. Having noted this ambiguity, if negative impacts would
arise, it would be non-members that are likely to suffer from negative
impacts, as they are discriminated against. In light of these observations
the next section reviews empirical studies that examine the impacts of
FTAs on members as well as non-members.
4.2. Empirical analysis of welfare and trade impacts of FTAs
Two types of empirical research have been conducted to examine
the impacts of FTAs on members and non-members. One is a simulation
analysis using computable general equilibrium (CGE) models, and the
other is to use econometric analysis. The former is characterized as exante analysis, while the latter as ex-post analysis. Each approach has its
strengths and weaknesses.
A CGE model is constructed to mimic the actual working of the
economic system by specifying activities of economic agents such as
producers, consumers and governments. A typical CGE model covers the
world consisting of a number of countries and a number of sectors. The
most popular CGE model used for the analysis of FTAs is the GTAP
(Global Trade Analysis Project) model. The strength of the CGE model is
its theoretical consistency and comprehensive coverage in that it captures
all economic impacts through the market mechanism including interindustry and inter-country impacts of policy changes such as FTAs. At
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the same time, there are several weaknesses. One is the difficulty in
constructing a model that reflects the actual economic system. For
example, a typical CGE model assumes perfect competition. Although
the perfect competition assumption may not be appropriate in many
cases, a lack of knowledge on the type of actual competition forces
researchers to make the perfect competition assumption. Another problem
is the difficulty in obtaining appropriate data and parameters used for
the model. Indeed, the more detailed and realistic the model becomes,
the more difficult it is to obtain the appropriate data. The third problem
is that the results of a CGE model cannot be tested statistically, in order
to evaluate the validity of the results.
A number of simulation exercises have been conducted to investigate
the possible impacts of FTAs by using CGE models.31) Indeed, it has
become customary to conduct a CGE model simulation when policymakers
formulate FTA policies. The results of CGE studies show two common
trends. First, FTA members are shown to gain in terms of economic
welfare and GDP, while non-FTA members generally lose. These findings
are consistent with the theoretical predictions. For example, Scollay and
Gilbert (2001) obtain the following results from their analysis of an FTA
comprised of ASEAN, China, Japan, Korea, Australia, and New Zealand.
All the members gain in terms of economic welfare, while non-members
such as the US, the EU and Taiwan lose. The world as a whole is shown
to gain. Similar patterns of gains and losses are found by Ando and
Urata (2007), who examine the static as well as dynamic impacts of FTAs
involving East Asian countries using the GTAP model.
Another general trend observed from the results of CGE simulation
studies has to do with the number of FTA members or the country
coverage. Generally, it is observed that the greater the number of FTA
members, the larger the gain from an FTA. This can be seen by
comparing the results of FTAs with different country coverage using the
same model. Scollay and Gilbert (2001) find that the welfare gains for the
world as well as FTA members tend to increase through wider coverage
31) See Ando and Urata (2007) for a survey of the CGE studies on East Asian
countries.
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of countries under liberalization as the coverage of FTAs changes from
a group consisting of ASEAN, China, Japan, Korea, Australia, and New
Zealand to a group of economies belonging to APEC and then to the all
the countries in the world. A similar pattern was observed by Ando and
Urata (2007). These observations are consistent with the theoretical
analyses in that the scope for trade creation increases and the scope for
trade diversion declines with the number of FTA members.
An econometric analyses of the impacts of FTAs typically examines
the impacts of FTAs on foreign trade. Specifically, the gravity model,
which is constructed on the assumption that the magnitude of bilateral
trade depends on the economic size of the two countries and the
distance between them, is estimated to examine the trade creation and
diversion effects of FTAs. One weakness of the econometric approach in
the FTA analysis is its inability to incorporate simultaneous changes in a
number of policy variables. For example, econometric analysis finds it
difficult to deal with simultaneous removal of tariffs in many sectors
from many countries, as they result in a complicated interplay of the
effects. Another problem is the difficulty in dealing with a large change
such as the removal of tariffs under FTAs, which tends to have substantial
impacts not only on trade, but also on other economic activities such as
production and employment, which in turn would affect trade.
Similar to the case of CGE model studies, a number of gravity
model estimations have been conducted to examine the impacts of FTAs
on foreign trade. Many studies found that FTAs promoted intra-FTA
trade, indicating the presence of the trade creation effects. For example,
Frankel (1997) conducted a gravity model estimation covering 63 countries
in the 1965-94 period with a variety of different model specifications. He finds
that intra-regional trade in Western Europe, East Asia, APEC, and the
Western Hemisphere is significantly higher than the predicted values. A
recent study by Baier and Bergstrand (2007) reports very significant trade
creation effects as they find that an FTA approximately doubles two
members’ bilateral trade after 10 years.
Relatively few studies examined the presence or absence of the trade
diversion effect. Urata and Okabe (2007) analyze the impacts of selected
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FTAs on trade by explicitly considering trade between FTA members as
well as trade between FTA members and non-members. Their results
indicate the presence of trade creation effects for most FTAs they study.
Specifically, out of 11 FTAs they examine, only three FTAs, ASEANChina, Singapore-Japan, and Singapore-US, were found to have no
significant trade creation effect. As to the trade diversion effect, five out
of 11 FTAs were shown to have significant trade diversion effects. These
findings indicate that FTAs tend to promote trade between and among
FTA members, implying that FTAs are welfare enhancing for FTA
members, while FTAs may divert trade away from non-members, reducing
welfare of non-members.

5. Multilateralizing FTAs
In terms of economic welfare it is global or multilateral trade
liberalization under the WTO that is optimum and thus regionalism or
FTAs are at best the second best policy. Despite their second best nature,
FTAs are not going to go away. Recognizing this observation, what we
need to do is to formulate the ways how FTAs may be turned into
global trade liberalization.
At least two approaches can be considered, one is to consolidate
FTAs to establish an FTA with a greater number of FTA members. One
such example is consolidation of Japan’s bilateral FTAs with individual
ASEAN members to create a Japan-ASEAN FTA. In this case Japan plays
a pivotal role. If the contents of Japan’s bilateral FTAs with individual
ASEAN members are similar, the consolidation is not that difficult.
However, consolidation is very difficult if the contents of FTAs are
different and the number of FTAs involved in the consolidation is large.
In the case of establishing a Japan-ASEAN FTA, tremendous resources
appeared to have been used for the negotiation. Indeed, it looked as if
the members had to set up a new FTA, as the contents of individual
FTAs were quite different.
Another approach is to enlarge an FTA by accepting a new member
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or a group of members. This approach may be characterized as merging
or docking. An example is the EU enlargement. This accession process
may require less resources and time compared to consolidation because
it is only the new member that requires adjustment. In Asia-Pacific, P4
or Trans-Pacific Strategic Economic Partnership Agreement (TPP), which
include Brunei, Chile, Singapore and New Zealand, may be able to play
a pivotal role. Indeed, at present Australia, Peru, the US, and Vietnam
have shown interest in joining TPP.
A core FTA, with which new members will be merged or docked,
has to have several important features. The core FTA has to be of a high
level in terms of trade liberalization, in order to contribute to achieving
free and open global trading environment. The rules such as those on
the rules of origin should be simple and transparent, so that the
implementation and usage of the core FTA as well as merging or
docking with the core FTA can be done smoothly. In order to facilitate
an accession by new members, the conditions for accession should be
clearly defined and indicated.
Having discussed the possible ways of turning FTAs into global
trade liberalization, it is going to take time. In the meantime, many
developing countries, especially those in Sub-Sahara Africa are likely to
be excluded from the FTAs involving major countries. To deal with the
problems arisen from discrimination, these low-income countries should
be given an market access to the developed and emerging developing
countries through preferential schemes such as the Generalized System
of Preferences.
Finally, it should be emphasized that global trade liberalization has
to be promoted in order to reduce discriminatory effects of FTAs.

6. Concluding remarks
The ongoing global financial and economic crisis revealed both the
strength and weakness of the global trading system under the World
Trade Organization (WTO). The presence of the WTO prevented the
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crisis ridden countries from adopting highly protectionist policies like
those adopted during the Great Depression years, thereby contributing to
relatively speedy recovery. Having noted the strength of the WTO, the
WTO could not stop the countries from adopting protectionist measures,
which were not outright violation of the WTO rules but did have trade
distorting impacts. Many of these protectionist measures could have been
avoided if the WTO had been successful in strengthening and improving
its rules and their implementation. Once economic recovery is more or
less achieved, these protectionist measures may be rolled back. If not,
litigation on these measures is likely to be initiated at the WTO, and
then they will be phased out.
One important “protectionist” measure, which is likely to stay or
even increase after the recovery, is regional preferential trade agreements
such as free trade agreements (FTAs). FTAs started to increase rapidly
before the crisis, but the pace of the increase appears to have accelerated
because of the crisis. The trend is likely to continue if the DDA does not
get restarted. Some observers argue that proliferation of FTAs undermines
the global trade system under the WTO, while some others argue that
the stalemate of the WTO’s Doha Round negotiations is a contributing
factor to the proliferation of FTAs. Knowing that FTAs are not the best
policy, but at the same time that they are likely to stay with us for
sometime to come, I argued in this paper that FTAs should be merged/
docked to the core FTA. Once a core FTA is set up and the countries
begin to join the core FTA, many countries would follow to join the core
FTA in order to avoid negative impacts from discrimination. In Europe,
the EU is a core FTA as it increased its members remarkably over time.
In the Asia-Pacific region the TPP may play that role.
In order to facilitate merger of FTAs with a core FTA, a core FTA
has to have a high level in terms of trade liberalization and simple and
transparent rules. The G-20 countries may become core members in a
core FTA. Having discussed the possible contribution of the enlargement
of a core FTA toward multilateral trade liberalization, efforts have to be
made to promote multilateral trade liberalization. In this regard, the G-20
may make contributions by setting up G-20 trade ministers’ meetings to
discuss trade issues.
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1. Introduction
The recent crisis has led to a thriving academic and policy debate on
the future regulation of financial institutions and markets. The deregulation
of the past 30 years is being blamed for increasing inequality and the
current crisis, and new prohibitions, restrictions and firewalls are being
proposed.32) Suggestions range from a complete overhaul of the Basel
capital requirement regime over splitting universal banks into commercial
and investment banks to a global bank charter. While the need for
regulatory reform is clear, the focus and extent is not. And while the
attention that these reform debates have achieved on the political level is
certainly helpful in order to turn reform suggestions into actual laws and
regulations, this same attention has also politicized the discussion, as has
become clear in the current U.S. reform debate on the overhaul of the
regulatory structure. This paper argues that the objectives of securing
financial stability and fostering financial deepening and efficiency should
be balanced, especially in emerging markets. This would require
price-based capital and liquidity regulation, rather than restrictions and
32) See for example Paul Krugman:
http://krugman.blogs.nytimes.com/2009/04/07/the-financial-factor/.
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prohibitions; it would focus on forcing financial institutions to internalize
the external costs of their risk-taking decisions rather than suppressing
financial innovation. Beyond changes in the capital and liquidity requirements
and corporate governance structures, this would require an overhaul of
failure resolution systems to better address incentives problems and
impose market discipline, even on large, too-important-to-close financial
institutions. Such an approach is certainly more promising than a regulatoror legislator driven restructuring of the financial market structure, as we
are currently experiencing it in Europe.
When assessing the different reform proposals, one has to keep in
mind the causes of the crisis. While the final verdict has not been
reached, a couple of observations can be made. Aggressive risk taking by
private financial institutions, governance failures and blind confidence in
risk management models are often blamed for the crisis; such behavior,
however, can be seen simply as human behavior following incentives
and herding instincts. Booms are typically characterized by exuberance,
even irrational behavior, often under the motto “this time is different”.
And while such boom and bust cycles can be seen as symptom of
market failures, it is the task of the regulatory framework to address
such failures. For deeper reasons of the current global crisis, one therefore
has to look for regulatory and macroeconomic policies. Take the example
of carry trades ― shifting risky assets off the balance sheet, securitizing
them and putting them back on the balance sheet for a gain of 40 basis
points ― , which are often blamed for the fragility of many banks in the
U.S., but also many European countries (Acharya and Schnabl, 2009).
However, it was the long period of sustained loose monetary policies,
which made carry trades with 40 basis points profitable. And it was
regulators who turned a blind eye to such practices in some but not all
countries. Similarly, it was regulators who turned a blind eye to the
“shadow banking system” and allowed regulatory arbitrage. The reform
debate should therefore focus primarily on regulatory policies and
structures that set the framework in which financial institutions and
markets function.33)
33) While the interaction of loose macroeconomic policies and negligent regulatory

Regulatory Reform after the Crisis: Opportunities and Pitfalls 111

Any attempt at regulatory reform should keep in mind the benefits
of a deep and efficient financial system for economic growth. As well
documented in a large literature, countries with deeper financial systems
allocate their resources more effectively, provide funding to the firms
and industries that need and deserve them most and therefore grow
faster (Demirguc-Kunt and Maksimovic, 1998; Rajan and Zingales, 1998;
Beck, Levine, and Loayza, 2000). Deeper financial systems provide more
opportunities to larger shares of the population and enable developing
countries to reduce poverty levels at a faster rate (Beck, Demirguc-Kunt
and Levine, 2007). This is not to downplay the risks of over-indebtedness,
both on the firm as on the household level, and the enormous social
costs of a financial crisis, but it is important to keep in mind the balance.
While in many developed countries, there might have been an overshooting
in terms of financial service provision, both on the micro-level (unaffordable
sub-prime mortgages) and macro-level (ballooning of derivative markets),
many developing countries still suffer from a lack of finance rather than
from too much finance. Or put differently: while some industrialized
countries have overshot their access possibilities frontier, with a necessary
focus on market-harnessing policies, most developing countries are still
far away from their access possibilities frontier, with a necessary focus
on market-developing and enabling policies (Beck and de la Torre, 2007).
Any regulatory reform should therefore balance benefits with costs and
take into account the enormous benefits that financial innovation can
bring; any reform has to take into account that one size does not fit all.
This paper makes the case for a regulatory reform that provides
incentives to moderate risk-taking and financial innovation and that
forces stakeholders to internalize the social cost of their risk-taking decisions
and of potential failure, without losing the benefits of financial
deepening. I will try to make a case for price rather than for quantitative
regulation, for a focus on harnessing markets rather than increasing
regulatory restrictions. However, one also has to understand that one
size does not fit all. While price-based regulation is certainly feasible and
policies is certainly important, I will focus on the latter in the context of this
paper.
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desirable in societies with skilled regulators that are independent from
the political sphere and the financial industry, more rudimentary tools
might have to be applied in societies with more basic financial markets,
less skilled and potentially less independent regulators and supervisors.
Critically, capital and other requirements will not be able to prevent the
next systemic crisis or even future idiosyncratic bank failures (one could
argue that bank failures are a natural part of a vibrant financial market),
as the cause for the next crisis is rarely the same as for the previous one.
This strengthens the case for an overhaul of bank resolution systems
around the world, certainly the Achilles’ heels in most European countries,
but ― perhaps surprisingly ― also in the U.S. regulators might not know
the cause of the next crisis, but they can prepare themselves for it!
The remainder of the paper is organized as follows. Section 2
discusses different regulatory approaches and how they are framing the
current debate on regulatory reform. Section 3 discusses the implication
of the current crisis and resolution experience for a reform of the
financial safety net. Section 4 focuses on the implication of an increasingly
globalized financial system for regulatory reform, especially in highly
integrated regions, such as Europe. Section 5 concludes.
Some caveats are due before proceeding. First, this paper will not
attempt to provide an extensive analysis of the crisis, as a large literature
already exists on that.34) Second, this paper will focus on “microprudential” regulation and less on “macro-prudential” and systemic crisis
resolution. This limitation is especially important in light of the
observation that financial fragility can be caused by different combinations
of agency, herding and mood swing problems (De la Torre and Ize,
2009), which demand a broader regulatory tool kit than on the microlevel. Finally, a lot has been written about appropriate regulatory reforms
after the crisis and this paper will not be able to do justice to all the
different proposals and to all the different areas being discussed. Rather,
I will be concentrating on the general trends and debates, focusing on
certain areas where adequate.
34) For summaries, see, for example, and Acharya and Richardson (2009), Brunnermeier
(2009) and Dewatripont et al. (2009).
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2. Restricting or harnessing markets ― searching for a new
approach
The current crisis has shown that many financial institutions were to
a large extent undercapitalized and could not withstand the enormous
negative shocks that the subprime crisis, the global financial crisis and
the subsequent worldwide recession constituted. Further, after several
years of a global liquidity glut, the price of liquidity was too low and
access to it was taken granted too easily. Finally, the crisis was characterized
by the bail-out of many institutions that were considered too large to fail
and by the inability to deal with the failure of cross-border banks. These
features of the crisis have led to suggestions to dramatically increase the
capital and liquidity buffers banks have to hold and impose ceilings on
the size of banks. The bail-out of many large financial institutions and
the repercussions of the Lehman Brothers failure have also led to
suggestions and actual policies to reduce the size of banks and move
away from universal banking towards separate commercial and investment
banking. While some of these trends towards simpler and more basic
finance, undertaken by smaller institutions might come about by
themselves, there are concerns that financial institutions and markets are
about to get back to business as usual, encouraged by their recent bailout by tax payers.
On a more general level and at the risk of caricaturing a rich debate,
the basic issue in regulatory reform seems to focus on two different
approaches: a market-restricting approach and market-harnessing approach;
or a focus on quantitative regulation as opposed to a focus on price
regulation. Proponents of the first view see the current crisis as result of
excessive deregulation over the past three decades and advocate a more
restricted but safer financial system. First, there is the suggestion to turn
away from a universal banking system to separate commercial and
investment banking and prohibit commercial banks from engaging in
insurance activities. Less radical suggestions aim at prohibiting commercial
banks from proprietary trading activities, as this is not considered central
to a bank’s intermediation function, but can easily endanger a bank’s
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solvency position. Second, there is the suggestion to limit the size of
banks or even break up existing large banks that are considered too big
to close or even too big to save, as in the case of the Icelandic banks.
This market-restricting approach is the one currently being followed in
Europe, though not through regulatory or legislative means, but rather
via decisions of the EU Commission that has imposed restructuring
measures on banks that have received state aid during the current crisis.
Such restructuring has involved separating commercial banking from
insurance activities (such as in the case of the Dutch ING that is forced
to divest from its insurance arm), separating investment from commercial
banking activities (as in the case of the German Commerzbank, which is
forced to shrink its investment banking arm and divest from commercial
real estate activities), shrinking of branch network and thus client base
and ultimately balance sheet (as in the case of several large British
banks) and divesting from foreign subsidiaries (again ING). While hailed
by some as a first attempt at restructuring towards a more manageable
banking system, the piece-meal approach seems inconsistent (some banks
have to divest from their insurance arm, others not) and will not
necessarily lead to small and more focused financial institutions, if other
large financial institutions buy up the pieces in order to become larger.
Overall, the focus seems rather on “punishing” banks for the bail-out
than redesigning the banking structure in a more systematic way.
On the other side of the debate are proponents of a marketharnessing or price-based approach that balances benefits and costs of
financial innovation. Proponents of this approach start with the observation
that deregulation has helped deepen and broaden financial markets in
both developed and developing countries. Specifically, a large literature
has shown that branch deregulation in the U.S. has contributed to
income growth (Jayaratne and Strahan, 1998), entrepreneurship (Black
and Strahan, 2002; Kerr and Nanda, 2009), lower economic volatility
(Morgan, Rime, and Strahan, 2004; Demyanyk, Ostergaard, and Sorensen,
2007) and tighten income distribution (Beck, Levine and Levkov, 2009).
Certainly, financial liberalization can lead to and has resulted in financial
fragility, especially in weak regulatory and supervisory environments
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(Demirguc-Kunt and Detragiache, 1998, 2002). Ranciere, Tornell and
Westermann (2006, 2008), however, have shown that the positive growth
effect of financial liberalization outweighs the negative effect stemming
from a higher crisis probability. Following this argument, the crisis has
its causes not so much in deregulation, but rather in the inability of
regulators to keep up with financial innovation. Reform suggestions
would therefore focus on aligning incentives of the different stakeholders
― regulators and bankers ― and force banks to internalize the external
costs of their risk-taking decisions.
Some of the recent reform suggestions, such as imposing activity
restrictions and limiting bank sizes, also have been assessed in the
empirical literature, which can serve as guidance in the current reform
debate. Take first the case of large banks where an extensive literature
has not come to an unambiguous conclusion. Boyd and Runkle (1993),
examining 122 U.S. bank holding companies, find that there is an inverse
relationship between size and the volatility of asset returns, but no
evidence that large banks are less likely to fail. Boyd and Graham (1991,
1996) find that large banks were more likely to fail in the U.S. during the
period 1971 to 1986, but less likely in the period 1987 to 1994. De Nicoló
(2000), on the other hand, finds a positive and significant relationship
between bank size and the probability of failure for banks in the U.S.,
Japan and several European countries.
The increasing size and globalization of financial institutions,
however, might pose additional problems that are not captured by many
of the above quoted studies. First, on the theoretical level, Wagner (2008)
shows that diversification can make large financial institutions look alike,
which will hurt in times of crisis. This is empirically confirmed by De
Nicoló and Kwast (2001) who find that correlations of stock returns of
large U.S. financial conglomerates increased between 1988 and 1999, as
did the market share for these LCBOs. Second, growth in bank size
increases the moral hazard risk of becoming too-big-to-fail, a risk which
will only become obvious in times of crisis like the current one. Given
the limited evidence for scale economies in banking beyond a relatively
small size, the recent trends towards large financial institutions throughout
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Europe and the U.S. might thus be driven by attempts to gain toobig-to-fail status. Nier and Baumann (2006) find for a sample of 729
banks across 32 countries that banks that can expect government support
in case of failure hold smaller capital cushion. Beck et al. (2009) find for
small and medium-sized private banks in Germany that the risk-weighted
capital-asset ratio is negatively associated with bank size, which points to
a too-big-to-fail phenomenon even below the tier of top banks.
Second, regulatory policies that restrict banks’ activities have ― if any
― a negative association with bank stability. Specifically, Barth, Caprio
and Levine (2004) and Beck et al. (2006 a, b) find that banking systems
with more restrictions on banks’ activities and barriers to bank entry are
more likely to suffer systemic banking distress, while capital regulations
are not significantly associated with the likelihood of suffering a crisis.
We certainly have to add the caveat to this empirical evidence that
some of the relationships found previously might be (i) driven by an
overall trend towards consolidation during the Great Moderation and/or
(ii) might hold during the normal times, but not during times of
systemic global distress. Nevertheless, this evidence is more supportive
of a market-harnessing and price-based than a market-restricting approach.
One important advantage of price regulation would be that it takes both
benefits and costs into account; it helps reveal the true benefits of
combining different activities and of scale economies. However, it is also
more challenging as it might have to be changed over time. And it is
important to note that it might be more difficult to implement such a
price-based regulatory regime in a regulatory environment characterized by
understaffed and less skilled regulatory agencies with limited independence.
In the following, I would like to use this discussion framework to
briefly discuss five specific areas. First, capital requirements are one
important topic of the current reform debate. While pillar one of Basel 2
― regulating capital ― was supposed to be a big improvement over the
rather mechanic 8% rule of Basel 1, the current crisis has revealed
enormous deficiencies in this system, related both to problems in banks’
risk management models and their underlying assumptions, but also
more basic incentive problems in the way capital requirements were
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supposed to be measured. Take the example of off-balance sheet items,
such as SIVs. While the legal responsibility and liability were supposedly
off the balance sheet, reputation risk forced banks to take back these
risks on their balance sheet when the vehicles were hit by shocks and
turned out to be underfunded. So, while legally not liable for these
losses, there was an economic responsibility, which should also be
reflected in capital requirements. Capital requirements have also not
taken into account co-variance of financial institutions, asset and capital
position, which has increased in recent years, as discussed above (De
Nicoló and Kwast, 2001) and has led to problems in the current crisis.
Some of the recent proposals (Adrian and Brunnermeier, 2009) try to
address this by expanding the Value-at-Risk approach to measuring the
necessary capital cushion with a covariance matrix that explicitly takes
into account an institution’s marginal contribution to systemic risk. In the
case of large cross-border financial institutions, this would also have to
take into account risks beyond the home market. On the other hand,
simple leverage ratios have gained again popularity, as they seem less
subject to manipulation; an advantage especially in regulatory environments
with independent and less skilled supervisors. A combination of both
seems certainly appropriate.
Second, credit rating agencies have had an important role to play
under the Basel 2 capital regime, as they were the ones to assess the
riskiness of many assets and therefore the necessary capital charges.
While the literature has identified the conflict of interest of credit rating
agencies representing the interests of issuers rather than investors and
combining both consulting and rating business (Bolton, Freixas and
Shapiro, 2009), less progress has been made on an appropriate reform of
their role in determining capital for banks. On the one hand, there is the
call for more rigorous regulation and supervision of these institutions.
However, this might transfer the principal-agent problem just to a
different part of the chain, most notably to supervisors. There have been
calls for more competition in the sector; without other reforms or
changes, however, this might exacerbate rather than alleviate problems,
as it increases incentives to shop around (Bolton, Freixas and Shapiro,
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2009). Another solution would be to treat the relationship between rating
agencies and banks similar to the relationship between firms and
auditing firms, i.e. force financial institutions to contract with a specific
rating agency for a certain time period, after which it is forced to
change. This would eliminate the trend to shop around and thus rating
inflation. At the same time, one would have to separate rating and
consulting activities, i.e. the same rating agency cannot contract with a
specific financial institution for rating activities while providing consulting
activities, similar to the reform implemented for auditing companies in
the wake of the Enron scandal. A more radical proposal would be to
simply remove the regulatory task from these institutions, with the
downside, however, that less market information would be used in the
process of determining capital charges.
Third, as discussed above, the bail-out of many large financial
institutions has resulted in calls to restrict the size of institutions. A
market-restricting approach would be to impose a size limit. While this
has the benefit of being seemingly easy to implement, it has the
shortcoming that it can be arbitrary and orthogonal to the actual
importance of an institution (in terms of market share or position in
specific markets). Further, the limit will have to be adjusted over time,
which might be difficult to do in an environment with less than
independent regulators. A more flexible, market-harnessing and pricebased approach would be to tax financial institutions for being large or
for being complex in the form of higher capital charges. This could take
different forms. One could envision increasing capital charges as banks
grow larger. Another possibility would be additional deposit insurance
premiums. Similarly, one could envision additional capital charges if
banks become active in additional business areas, as well as capital
charges as function of the maturity mismatch or the share of funding
derived from wholesale rather than retail markets. An advantage of such
an approach would be that it would be continuous rather than discrete;
financial institutions thus have to balance the benefits of a larger size or
additional potentially risky activities with the costs of higher capital
charges. On the aggregate level, this would allow balancing of benefits
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and risks of scale and scope.
Fourth, it has been suggested to restrict products or have them
vetted by a sort of product agency, similar to the Federal Drug Administration.
While this might have the short-term benefit of eliminating products and
markets that have been at the center of the crisis, it carries the large risk
of stifling financial innovation. As discussed by Michalopoulous, Laeven
and Levine (2009), legal impediments to financial innovation have been
detrimental for economic development. Under the rigid Code Napoleon,
adapted in many former French, Belgian, Dutch, Spanish and Portuguese
colonies, it has resulted cumbersome to introduce financing forms such
as leasing and factoring that are especially conducive for small enterprises.
But financial innovation can also contribute to financial fragility. The
example of securitization ― used successfully for many years for other
segments of the loan portfolio ― shows the two sides of the coin: helpful
if used in a transparent manner with clear allocation of profits and
losses, risky, if non-transparent, linked to highly price-sensitive assets
and used for regulatory arbitrage only. On the one hand, Gerardi, Rosen
and Willen (2010) show how securitization has helped align consumers’
housing consumption with their permanent rather than current income
in the U.S. in the 1980s and 90s. On the other hand, Dell’Ariccia, Igan
and Laeven (2008) show how securitization has contributed to deteriorating
lending standards in the run-up to the current crisis. A cautious approach
is therefore called for that allows financial innovation while limiting the
risks stemming from individual products and markets for the whole
financial system. One possibility would be to allow over-the-counter,
unregulated markets for new products ― requiring at the same time
higher capital charges if the activity is undertaken on the institution’s own
account ― , but to require a shift to regulated and supervised exchanges,
once products become standardized and more wide-spread.
Finally, one controversial topic during recent months has been the
generous bonus and dividend payments by financial institutions that
have received state aid. These payments effectively constitute a transfer
from debt holders or ultimately tax payers to equity holders and
employees. Suggestions that these are simply issues of corporate governance
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do not recognize the external costs of bank failure and the fact that in
a systemic crisis or for too-large-to-close institutions, the taxpayer is
effectively a stakeholder. Calls for limits on payments might not be
useful, as they are subject to political pressure. However, evaluating
bonus and dividend policies in the context of the overall supervisory
monitoring process might very well be appropriate. It is important to
note that it is the structure of compensation policies and less the amount
that have an important impact on risk-taking decisions.
While the debate on capital requirements and other regulatory
restrictions is important, bank failures will continue to happen, both by
small and large financial institutions. Not only will regulators always be
behind the latest developments in markets and institutions, but the next
crisis will certainly have other causes and start in a different segment of
the financial system than the current one. In addition, bank failures can
be seen as part of the “natural” process of market development (Schumpeter,
1934), the task being more to manage the resolution of such failure
rather than avoiding it at any price. Rather than trying to minimize the
likelihood of bank failures towards zero at any price, therefore, this
underlines the necessity to have the necessary frameworks in place to
deal with such failures, a topic that we will turn to in the next section.

3. Failure resolution schemes ― the core of regulatory reform
The crisis has exposed significant deficiencies in the failure
resolution framework of financial institutions. In September 2008, at the
height of the financial crisis, Lehman Brothers was allowed to go into
liquidation, while AIG was bailed out. In Europe, the failure of national
authorities to cooperate on the resolution of the cross-border financial
conglomerate Fortis led first to nationalization of the resolution process
and ultimately to the nationalization of the financial conglomerate in
Belgium, Netherlands and Luxembourg. The inability to deal with the
failing Icelandic institutions not only led to the effective bankruptcy of
the country, but international tensions!
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In order to show the importance of a special failure resolution
scheme for financial institutions, especially banks, one has to remember
the special nature and functions of the financial system in a modern
market economy. Specifically, banks have three basic functions in a
modern market economy: (i) they provide payment services, (ii) they
pool society’s savings, transforming short-term liquidity into long-term
investment, and (iii) they screen and monitor borrowers and investment
projects. The provision of payment services is only feasible if banks
belong to a network, the maturity transformation results in the risk of
maturity mismatch and liquidity shortages in the case of shocks such as
bank runs, and the screening and monitoring function of financial
institutions implies the creation of private information.
One can argue that in all three functions the failure of a financial
institution results in negative externalities beyond the private costs of
failure; this gap between private and social cost of bank insolvency by
itself justifies the special insolvency regime for banks. There are some
additional bank characteristics which make the resolution of financial
institutions more complicated than that of non-financial institutions. The
opacity of banks’ balance sheets, the market sensitivity of assets, and the
ability to rapidly change the structure of balance sheets and thus capital
position underlines the need for early and rapid intervention capacity.
The interconnectedness of banks, i.e. the large proportion of claims banks
hold on each other relative to their total assets, results in increased
contagion risk. Bailing out junior creditors in the current crisis was often
implicitly justified with the possible domino effect on other banks that
not bailing them out would cause.
Bank failure resolution faces a basic trade-off. On the one hand, the
three bank characteristics discussed above result in three basic challenges
that call for rapid resolution. First, the network character of the financial
system requires rapid intervention to avoid domino effects. Second,
depositors might withdraw their sight deposits not only in the failing
but in other institutions, causing contagion effects. Finally, the production
of borrower-specific information has external benefits for the economy,
which might get lost if the institution is liquidated. These three goals call
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for a rapid intervention and minimization of any disruption of the
institution’s business.
On the other hand, the gap between private and social costs of bank
insolvency and the expectation of the authorities’ intervention creates a
moral hazard risk. On a more basic level, the moral hazard risk stems
from the put option character of bank’s equity, i.e. as soon as a bank’s
liabilities surpass its assets (strike price), the owners can walk away in
a regime with limited liability. The assumption to be bailed out given
the external cost of a bank failure reduces creditors’ and depositors’
incentives to monitor and discipline banks’ owners and managers. From
the regulator’s viewpoint, this can be seen as a classical time inconsistency
problem: while ex-ante it is optimal to insist on market discipline,
ex-post it is optimal to focus on access to liquidity. It was for this reason
that the reliance on monetary and regulatory authorities in the U.S. in
the run-up to the crisis was often referred to as Bernanke-Greenspan put.
Figure 1 illustrates the trade-off between maintaining access to
liquidity and maintaining market discipline.35) In the case of an insolvent
but illiquid bank, forbearance would be in the NW corner of Figure 1,
while in the case of an illiquid and insolvent bank (we abstract from
cases of illiquid but solvent banks, as this is more a case for the lender
of last resort), this would constitute open bank assistance. On the other
extreme, the liquidation of a financial institution as any non-financial
corporation, with a stay on assets and liabilities, would constitute a
solution that would maximize market discipline, as it would force all
liability holders to price their claims according to the risk, while not
providing any liquidity. The social optimum would be in the NE corner
of Figure 1, maximizing liquidity and market discipline simultaneously.
The objective of a specific bank failure resolution scheme is to provide
alternatives to open bank assistance and liquidation that maximize both
liquidity and market discipline, thus ultimately reducing the trade-off
between the two.
The experience in developed and developing countries over the past
decades has shown different models for minimizing the trade-off, but
35) This is based on DeYoung and Reidhill (2008) and Beck (2010).
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has also shown the limitations, both technically and politically. Take first
the positive side of the experience. There are several models of resolving
failing banks that are an improvement over the two extremes of liquidation
and open-bank-assistance/forbearance. On the one extreme, moving from
the conventional liquidation procedure to a procedure where small
depositors are paid out immediately (e.g. through a deposit insurance
scheme or through another bank), while large depositors and other
creditors go through a regular liquidation process increases liquidity while
imposing some degree of market discipline. On the other extreme,
introducing the legal form of a bridge bank that transfers assets and
liabilities of a failing bank while wiping out equity holders’ claims,
maintains liquidity, while introducing some degree of market discipline.
Other resolution mechanisms minimize the trade-off between liquidity
and market discipline even further. Take the example of a regulatordriven merger and acquisition, where under pressure of the authorities a
weak bank is purchased by a strong bank, be it domestic or foreignowned. Such a resolution mechanism maximizes liquidity, but imposes
some market discipline on equity holders ― who will see their share in
the new merged bank diluted ― and management who will most likely
Figure 1. Bank failure resolution ― the basic trade-off
Liquidity
Forbearance
Open bank assistance

Ideal

BFR possibilities frontier
Liquidation
Discipline
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lose their job in the new bank. Merger and acquisition as resolution
mechanism, however, is only feasible if there is still positive equity in
the failing bank, i.e. has to be done well in advance of a bank hitting the
zero-capital threshold. If this condition does not hold, a purchase and
acquisition transaction could be implemented. Such a transaction can
take different forms across different legal systems, but basically involves
selling the good assets to a strong bank with part of the liabilities (in
order of ranking: insured depositors, non-insured depositors, other
creditors), while the bad assets stay behind with the remaining liabilities
and are sent to liquidation (be it judicial or extra-judicial). Any remaining
gap between good assets and liabilities would be filled with resources
from a deposit insurance fund. A similar technique is the good bank-bad
bank model, where the failing bank is split into two parts, with any gap
in the good bank filled with public resources or deposit insurance fund
resources and the bad bank being sent into liquidation. The good bank
would either continue as a stand-alone bank or purchased by a strong
surviving bank.
The experience has also shown the limitations of such approaches,
especially in case of large banks and too-many-to-fail banks. The failure
of large banks or financial institutions that have a critical role in certain
markets (such as AIG in the CDS market) has a significantly larger
impact on the rest of the financial system than the failure of a small
financial institution that has a marginal role within the network. That the
importance of a bank for the network is not necessarily a function of its
size, however, became clear even in 1974 when the failure of the German
bank Herstatt set off domino effects of cascading cross-defaults among
financial institutions around the globe. Second, the failure of a large
bank will most likely lead to larger depositor panics and has ― purely by
its size ― a bigger impact on markets than the failure of a small bank.
Finally, the lending relationships of a large bank are more important, not
just because of the number of relationships and the likelihood that a
larger number of large loans will be contracted with this institution, but
also because it is most likely active in more markets than a small bank.
A similar situation arises in the case of too-many- to-fail, or a systemic
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crisis, as we are currently living. All three problems are exponentially
multiplied when the number of institutions increases. However, not only
the problems increase exponentially, but also the possible resolution tools
are drastically reduced. The possibility to implement a regulator-driven
private solution, such as a merger and acquisition, or a purchase and
assumption, declines in the size of the failed institutions. Similarly, the
possibility to implement such solutions declines in the number of failed
institutions, given the reduced number of healthy institutions and given
the uncertainty about the health of the institutions that are still standing.
In addition, moral hazard concerns increase in the size, importance and
number of institutions (the latter through herding effects as observed in
the S&L and the current crisis), as large, important and each other
imitating institutions know about the limited possibilities of authorities
to impose market discipline.
The decision, which resolution mechanism to apply, however, does
not only depend on the available resolution tools, but also on preferences
of the authorities who take these decisions. Following Ed Kane (2000),
we can distinguish between four different stakeholders in the financial
safety net: (i) bank managers and owners, (ii) depositors, (iii) managers
of the financial safety net and (iv) owners of the financial safety net,
ultimately the tax payer. Bank managers and owners have strong
incentives to take aggressive and imprudent risk and have obviously
strong preferences towards liquidity and against market discipline.
Depositors care mostly about the safety of and access to their deposits,
thus again more about liquidity than about market discipline. The
owners of the financial safety net, ultimately the taxpayers, want to
minimize the costs while at the same time fostering financial intermediation.
Given the long-term characteristics of this preference, the owner of the
financial safety net will therefore have preference more towards market
discipline than the other two groups.
Ultimately, however, it is the managers of the safety net, mostly
regulatory authorities, who take the decision. Whose interests they
represent depends on the institutional structure of bank regulation and
supervision and the political environment. A large literature has pointed
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to the risk of both regulatory capture ― regulators representing the
interests of the regulated, i.e. banks ― and political capture ― regulators
representing short-term political interests. Regulatory capture biases
regulators towards liquidity support; similarly, political capture makes
regulators care more about today’s economic consequences of failure
resolution than the dynamic effect of the moral hazard risk created by
these actions. Given the short-term horizon of politicians, captured
regulators would thus heavily discount the moral hazard repercussions
of today’s resolution actions. Others have suggested that regulators
might err towards liquidity, be it through forbearance or liquidity
support, to avoid that bank failures happen “on my watch” (Kane, 1989).
Given that regulators have a limited tenure, they heavily discount the
future negative moral hazard effects of open bank assistance and
forbearance during their tenure. In the case of too-big or too-importantto-fail institutions as well in the case of a systemic crisis as we live it
currently, there is an additional bias towards liquidity support and
against imposing market discipline. It is thus not surprising that the
recent crisis seems like the burial ground for market discipline in the
financial sector, as across the developed world, banks’ creditors and
depositors have been bailed out. While shareholders had to take some
hit, their claims were not completely wiped out, with the exception of
Lehman Brothers.36)
Which reforms are necessary to avoid replays of the current situation?
In the U.S., both investment banks (Lehman Brothers) and insurance
companies (AIG) were outside the failure resolution schemes that the
FDIC has used successfully over the past decades for commercial banks.
Expanding such a failure resolution framework to non-bank financial
institutions, especially the ones that are critical for the functioning of
financial markets, will be critical. Most European countries did not even
have proper failure resolution schemes in place for banks, as they found
out during the current crisis. Introducing such frameworks, which include
36) And one can argue that the disastrous experience of the Lehman Brothers
bankruptcy will prevent the authorities to ever push a large financial institution
again into liquidation.
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rules on haircuts for junior creditors and shareholders, cannot only help
reestablish market discipline, but can also reduce taxpayer expenses and
help reduce uncertainty on liquidity access, so clearly a move towards
the NE corner of Figure 1. Such reforms would also have to include the
possibility to intervene early into banks, before equity nears zero, such
as in the form of a prompt corrective action regime. Introducing prompt
corrective action regimes and least-cost rules would have added the
additional advantage that they help align the incentives of regulators
with tax payers, reducing the risk of forbearance and generous bail-outs.
One step further would go with the proposal by Ed Kane to defer part
of supervisors’ payments to reduce the risk of “not-on-my-watch” forbearance.
Critically, this discussion shows that both tools and incentives of
supervisors are important in the reform of the resolution framework.
Expanding the resolution possibilities for large financial institutions
will be an important part of the reform process on either side of the
Atlantic, as well as other parts of the world. Several suggestions have
been made for incentive-compatible resolution mechanisms for large
financial institutions that minimize the trade-off between liquidity and
market discipline, illustrated in Figure 1. These suggestions include
automatic debt-equity conversion, where debt is converted into equity
claims when the value of existing equity nears zero (Flannery, 2005;
Squam Lake Working Group on Financial Regulation). Hart and Zingales
(2009) suggest to link the equity cushion financial institutions have to
hold to the price of their credit default swap (CDS) and require them to
hold a cushion of long term bonds sufficiently large that, even if the
equity is wiped out, the systemically relevant obligations are safe. A
movement of the CDS spread above a threshold would force the
institution to issue equity until the CDS price moves back down. One
shortcoming of this proposal is that it would heavily depend on a
working CDS market. Another suggestion is to force banks to draw up
living wills, which would detail how their operations could be wound
down in a crisis and how their assets would be distributed.37) This
37) While it does not seem clear who used the expression of “living will” for banks
first, the idea seemed to have emerged from the UK authorities (Treasury and FSA).
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would increase transparency and could also help align incentives if
stakeholders know in advance how much to expect in case of failure.
This might thus force risk-based pricing of claims and reintroduce an
element of market discipline, which seemed to have been lost in the
current crisis. Such wills should also include separation mechanisms of
components of a financial institution that are critical for the functioning
of financial markets and components that are not (Hüpkes, 2009). One
shortcoming of the idea of living wills is that they might have to be
adjusted quite frequently, with the consequent transaction costs for banks
themselves.
While the national reform agenda for failure resolution is long, this
does not reduce the need to improve global cooperation in dealing with
large cross-border financial institutions in case of failure, a topic I will
turn to in the next section.

4. Regulatory reform ― the global dimension
Globalization has brought many benefits, but also many risks to
countries’ financial systems. In addition to sudden stops and currency
crises, global banks most openly characterize this trade-off. On the one
hand, there are efficiency gains from scale as well as benefits for host
countries, such as importing skills and resources or even indirectly
through a regulatory upgrade. On the other hand, these large cross-border
institutions are a source of fragility. In the current crisis, the failure of
Lehman Brothers was an important trigger for the deepening of the crisis
and a source of cross-border contagion, as it affected a large number of
countries. Critically, the current crisis has exposed the weaknesses in the
existing resolution frameworks for cross-border banks. Nowhere has this
geographic mismatch between activity and regulation become clearer
than in Europe.
The Dutch-Belgian Fortis bank is a good example for that. Back in
2007, the Belgian Fortis was allowed to participate in the take-over of
Dutch ABN Amro in spite of facing already solvency problems, which
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points to both regulatory capture in Belgium and the lack of information
exchange between Belgian and Dutch supervisors. The conflict between
Belgian and Dutch supervisors following the take-over about who would
be lead supervisor of Fortis made cooperation during the subsequent
crisis in 2008 difficult. Initial coordinated recapitalization failed to calm
the markets, which resulted in each national government taking their
own actions, ultimately not only nationalizing resolution of the individual
bank pieces in Belgium, Luxembourg and Netherlands, but nationalizing
the banks themselves. Insiders stress that cooperation ultimately broke
down when the Ministers of Finance got involved. Even today, there are
still disputes between the Belgian and Dutch government about burden
sharing according to the initial joint intervention.
What then would be the appropriate financial safety net for PanEuropean banks? Supervision and intervention powers on the supranational
level, corresponding to the ownership and deposit holdings seem
important as this would align the incentives. As or even more important,
however, is that such a supervisor has the necessary resources to
intervene into a failing bank. That’s why some economists in Europe
recommend the establishment of a European Deposit Insurance Corporation
(EDIC) along the same lines as the FDIC. The main problem seems to be
the Lisbon treaty, which prevents the EU from establishing a regulatory
authority, as financial supervision is considered national, following the
subsidiary principle. However, even if legally feasible, would this be a
panacea? Far from it, as supra-national supervisors might not have
access to the necessary local information in order to properly supervise
these banks. In addition, do we really need a new European bureaucracy?
On the other hand, moving supervision from the national to the
supra-national level might increase the independence of supervision. In
addition, moving resolution to the supranational level would also
redefine the too-big-to-fail status ― what is too big for Belgium might not
be too big for the EU. One important caveat would be that such a
system would apply only to the large Pan-European banks, not to small
national or regional banks that are best supervised by national supervisors.38)
38) A somewhat similar proposal was made by Cihak and Decressin (2007).
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While the introduction of a EU-level regulator might not be possible
at this moment, not only for constitutional but also for political reasons,
as the resistance within the EU against the De Larosière report shows,
other suggestions are less institutionally demanding. Perotti and Suarez
(2008) suggest a compulsory liquidity insurance mechanism for large
banks that would allow access to liquidity support once a systemic crisis
has been declared. Hertig, Lee and McCahery (2009) suggest a choicebased model where EU member states can opt to delegate supervision of
their largest banks to the ECB, a model that seems more flexible and
politically easier to accept than creating a new pan-European institution.
Beyond Europe, the experience of the current crisis has implication
for many emerging and developed economies that are host countries for
large cross-border banks. There will be a trend away from allowing large
branches and towards fire-walling subsidiaries so that they can become
stand-alone in case of failure of the parent bank. While this might
increase the cost of cross-border banking, this might be a necessary price
to pay for less fragility. As in the case of regulatory restrictions, it is
important, however, not to throw out the baby with the bath water.
Cross-border banking can bring enormous benefits to their host economies,
as the example of the transition economies of Central and Eastern
Europe has shown where foreign banks have played a critical role in
financial sector deepening and broadening over the past two decades
(Bonin and Wachtel, 2003).
The future of efficient and stable cross-border banking, however,
depends critically on appropriate regulatory framework. Fine-tuning
memorandum of understanding and strengthening colleges of supervisors
will not be enough. Rather, we need “colleges of ministers of finance”,
i.e. appropriate ex-ante burden-sharing agreements, which in the context
of large cross-border banks could be done through living wills discussed
above.

Specifically, they propose a European Banking Charter, parallel to existing
national bank charter, possibly with their own deposit insurance and failure
resolution scheme.
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5. Concluding remarks
The recent crisis has provided impetus for a rigorous debate on
bank regulation and supervision. Over all these debates, it is important
not to forget the critical role that financial systems play in the modern
market economy and the benefit of financial deepening for economic
development. Financial liberalization over the past decades has brought
risks, but also enormous benefits across the developed and even more
the developing world.
In this paper, I have argued that a market-harnessing rather than a
market-restricting approach is better in order to achieve a stable, efficient
and innovative financial system. Rather than being business-as-usual, this
would imply important changes, including progressive taxation on size,
scope and complexity of financial institutions and forcing standardized
financial products on regulated exchanges. It would increase the cost of
financial intermediation, but in a more incentive-compatible way than
restrictions and prohibitions. It would force financial institutions to
balance the private benefits of their risk-taking decisions with private
and social costs of potential failure. Critically, such an approach would
focus on the necessary reforms of bank resolution frameworks, both legal
and regulatory aspects as incentive structures for regulators and supervisors.
The current G-20 discussions have not always focused on the most
pressing issues, partly for technical reasons, partly for political reasons.
Beyond expression of intentions, it will be impossible to agree on a set
of regulatory policies that will be implemented worldwide. This might
be for the better, as one size does not fit all. More important than
imposing a set of regulatory policies would be to set up frameworks for
dealing with large cross-border banks.
Concentrating the discussion of regulatory policies in the G-20 forum
is an improvement on the G-8 forum; however, it still does not take
account of the needs and interests of the remaining 172 countries. While
the financial systems of these 172 countries might not be critical to global
financial stability, the financial systems in these countries are critical for
their host economies’ growth and development. The on-going regulatory
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debate will have an impact on regulation in these countries through
imitation and best-practices, “disseminated” by the IFIs (e.g. higher
capital requirements). The future of large cross-border banks has a
critical impact on the banking markets in many small emerging and
developing countries, as subsidiaries often have large and dominant
positions in these markets. The discussion of regulatory reform should
therefore take on a more holistic and global view; safeguarding finance
is not a goal in itself, but should be done for the sake of economic
development and poverty alleviation.
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1. Introduction
The 2008 global financial crisis turned the value of the US dollar in
a course reverse of what it had been projected to follow. Instead of
continuing the depreciation spiral, the US dollar became scarce and its
value vis-à-vis other currencies became stronger. As of last quarter of 2009,
the US dollar is priced at a far higher level than that of the last quarter
of 2007. Although it is difficult to say whether it is good or bad to keep
the value of the US dollar high, the current degree of global imbalances
and the excessive level of reserve accumulation of certain surplus countries
like China certainly call for even further depreciation of the US dollar.39)
The story about the US dollar is attracting a lot of attention and
forms in effect one of the main polemics regarding not only how the
world financial markets and real economies should recover, but also how
the rebalancing of the world economy should progress and the future
39) See Teunissen and Akkerman (2006, 2007).
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global financial architecture should be defined.
In this regard, it is important to acknowledge the roles of G-20
countries. The G-20 is a new system of global governance formed by
adding many emerging economies to the G-7. Despite being a regime in
its infancy and not yet fully recognized as a new system, its timing and
agenda has much potential for the G-20 to be a sustainable structure. The
G-20 has acknowledged that the global imbalances comprise the core
problem of the world economy that the member countries should resolve
together.
If situation where the global imbalances can be fixed is to appear,
the external deficits of the US economy must become lower than they
are now. To achieve it, a significant degree of rebalancing is required,
which would induce additional diminution of the surplus countries, namely
East Asia, through US dollar depreciation and rebalancing of consumptioninvestment gaps between United States and China.
While that may be a right direction that policymakers should aim,
crisis situations can arise from a variety of other sources. Not only
would policymakers in the world economy care about the core paths
which the world economy should follow, but they are also vigilant about
imminent threats such as financial insolvency caused by liquidity shortages
and impacts of sudden exchange rate fluctuations on the national economies,
to name just a few. These threats became actual fact in many countries
during the peak of the recent financial crisis.
Depreciation of the US dollar can be a painful experience, especially
outside of the United States. While policymakers in those economies tend
not to be overly stressing the rebalancing acts in the G-20 summit
meetings, they would certainly be interested in the ways how the
national economies would become immune to the rebalancing process.
One way to bring it about effectively would be to reduce the dependence
on the US dollar.
This paper builds upon the idea that policymakers in countries other
than the United States would very much be interested in using
currencies other than the US dollar. It is obvious that the US dollar is
the most important international currency and will be so for a long time
to come. It is hard to imagine an emergence of new markets that would
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compete with the US financial markets in the foreseeable future. But in
certain areas, we will see movements toward replacing as much as
possible the use of the US dollar as a medium of exchange for international
trade and financial transactions.
This is termed internationalization of currencies40), which describes the
situation where a currency is used more frequently in settling transactions
in goods and services as well as financial assets, held and traded more
by and between non-residents, and more financial assets available to foreign
investors denominated in that currency. Internationalization of currencies can
take place in different layers of the currency hierarchy. Not only will there
be competition at the anchor currency level, smaller economies would have
incentives to make their currencies more internationally acceptable. And this
tendency will be greater among the countries which are likely to suffer
more during the global rebalancing.
In this paper we try to assess how eligible countries in the AsiaPacific region would be in making their currencies more international.
These countries are often surplus countries and receive attention in global
rebalancing debates as a counterpart to the United States. Therefore they
have reasons for wanting to make their currencies less dependent on the
US dollar. In Section 2, we explain why countries in the Asia-Pacific
would be interested in internationalizing their currencies and what limits
them from doing so. Section 3 explores the extent to which the currencies
of twelve Asia-Pacific countries meet the preconditions for international and
regional currency status. Based on our data analysis Section 4 discusses
policy implications concerning whether Asia-Pacific currencies would be
plausible to be used more internationally. Section 5 concludes the paper.

40) There are a number of studies on the advantages and disadvantages of
internationalization of currencies. See Tavlas (1991), Neuman (1992), Portes and
Rey (1998) and Chinn and Frankel (2006) for seignoirage gains. See Krugman
(1980), Magee and Rao(1980), Chrystal(1984), Black(1991), Devereux and Engel
(2004), and Engel (2006) for transactions costs. See also Eichengreen, Hausmann,
and Panizza(2003), and Olivier (2003) for currency mismatch and the original sin.
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2. Why would Asia-Pacific economies want to internationalize
their currencies?
There is currency competition virtually in all layers of currency
markets. Not only do larger economies tend to make their currencies
more internationally acceptable, but small open economies also have
strong incentives for internationalization of their currencies.
The recent global financial crisis was a shock of a very different
kind to Asia-Pacific countries compared to the crisis of 1997-1998, since
the epicenter of the shock was outside of the region. Yet the exchange
rate systems of the region once again exhibited fragility. Domestic
demand and international trade in goods and services tumbled with
exchange rate movements. Whereas the US’s share in trade with the
Asia-Pacific region has been diminishing for a while the dollar is still the
dominantly preferred settling currency for this region.
It is clear from Figure 1 that the United States is the economy whose
trade balances were affected the least by changes in the values of
Figure 1. Proportion of own currency used in settling trade in goods
and services (percent)

Notes: Average of proportions in imports and exports.
Source: Bachetta and van Wincoop (2005).
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settlement currencies. This is expected, as the US dollar is the most
important international currency. The EMU countries conduct a high
percentage of their intra-regional trade using the Euro. Japan has over 20
percent of its trade settled with the Japanese yen. In case of Korea,
however, its national currency, the Korean won, is used in less than 0.2
per cent of its trade transactions. Korea is a very open economy both in
real and financial transactions, and its economic growth depends heavily
on international trade. But most of its trade is settled in other currencies,
not the Korean won. The economies whose currencies are not internationally
used are also in a similar situation. The gains from real trade can be lost
almost instantly by losses in the country’s currency relative to the
settling currency.
Table 1 shows the position as an international currency expressed by
its status in terms of being held in global reserves. The strong presence
of the US dollar and the increasing importance of Euro stand out from the
data.
While there would be competition involved in becoming a global/
international currency41), small open economies would also have much to
gain if their currencies successfully replace the existing settlement currency.
This process is, in effect, an internalization of external shocks. It should
be stressed that internationalization of currencies in these economies does
not mean they should match other established international currencies. On
the contrary it would rather mean a small increase of its own currency
in trade settlement like from 0.2 percent to 1 percent, which would still
imply huge gains.
There is an obvious risk in these countries attempting internationalization
of their currency. One example would be a possibility that further opening
of the country’s foreign exchange market makes the currency prone to
speculative attacks. There are trade-offs in internationalization, such that
oversee results would turn to be negative. Despite policy concerns over
adverse effects, the benefits of currency internationalization are immediate,
especially in times of crisis, and thus attracting attention of policymakers
of large or small open economies. It is an important policy agenda that
41) See Eichengreen (2005).
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stands on its own regardless of the G-20 process. Its relevance is even
clearer in the G-20 debates. Given that all G-20 member economies are
either large economies or small open economies, internationalization of
currencies is a realistic policy option with significant impact on the
economies and should be considered in the G-20 process.
Table 1. World foreign reserves by currency (percent)
French Swiss
Others
franc
franc
1995
59.0
15.8
2.1
6.8
2.4
0.3
13.6
1996
62.1
14.7
2.7
6.7
1.8
0.2
11.7
1997
65.2
14.5
2.6
5.8
1.4
0.4
10.2
1998
69.3
13.8
2.7
6.2
1.6
0.3
6.1
1999
70.9
17.9
2.9
6.4
0.2
1.6
2000
70.5
18.8
2.8
6.3
0.3
1.4
2001
70.7
19.8
2.7
5.2
0.3
1.2
2002
66.5
24.2
2.9
4.5
0.4
1.4
2003
65.8
25.3
2.6
4.1
0.2
1.9
2004
65.9
24.9
3.3
3.9
0.2
1.8
2005
66.4
24.3
3.6
3.7
0.1
1.9
2006
65.7
25.2
4.2
3.2
0.2
1.5
2007
64.2
26.1
4.7
2.7
6.0
2.1
2008
64.4
25.6
4.6
3.2
4.9
2.1
Notes: As of end September. Based on the reported data to IMF, the total
of which is believed to account for about 70 percent of the world
actual reserves.
Source: Various years of currency composition of official foreign exchange
reserves, IMF.
Dollar

Euro

Mark

Pound

Yen

3. Determinants of international currency status
In this section, we evaluate the extent to which the currencies in the
Asia-Pacific region satisfy preconditions for international and regional
currency status. The countries under consideration are seven international
currency (IC) countries (the United States, the United Kingdom, France,
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Germany, Netherlands, Switzerland and Japan), the Euro area and
twelve Asia-Pacific (AP) countries (Japan, Australia, New Zealand, Hong
Kong, India, Indonesia, Korea, Malaysia, Philippines, Singapore, Thailand
and China). Japan is considered a member of both IC and AP countries.
There are a number of determining variables identified by the
literature on international currencies.42) The first is associated with output
and trade. The size of a country’s output and foreign trade should be
sufficiently large for its currency to be used internationally. The larger a
country’s output and trade, the more likely are agents in other countries
to be familiar with its currency and thus would be encouraged to use it.
The second factor is related to confidence in the value of the
currency and the political stability of the issuing country. High and
volatile inflation rates generate loss and variability in the value of the
currency, which increases the cost of decision making on the prices bid
and offered for goods and assets. Moreover, high inflation leads to high
cost of holding a currency by eroding the currency’s purchasing power.
These factors impair a currency’s international use as a unit of accounting,
medium of exchange and reserve of value. Thus a country should keep
its inflation rate low and stable when attempting internationalization of
its currency.
As for the third condition for achieving an international currency
status, a country should have financial markets that are large (its size),
deep, broad (with a large assortment of financial instruments traded),
open, and free from control. Financial institutions should also be
internationalized and competitive in offshore financial centers. The
presence of capital control increases the costs of transaction with a
currency and lowers its liquidity, thus hindering its use as an international
currency. A country that is free of capital controls and has deep and
well-developed financial markets has comparative advantage in serving
as an international financial center. Tavlas (1991, pp. 5) points out that
“well-developed financial markets are required to supply assets appropriate
42) For example, see Tavlas (1991), Tavlas and Ozeki (1992) and Chinn and Frankel
(2006). Also see note 30 of Chinn and Frankel (2006) for the other relevant
references.
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for international use (and to strengthen the demand for additional assets
as well). The large financial markets of New York and London contribute
to the use of the US dollar and pound sterling, respectively, as international
currencies.”43)
The fourth factor is related to trading patterns. Traders prefer to use
their own currencies since they are exposed to foreign-exchange risks
whenever a foreign currency is used. Exporters of differentiated manufactured
goods have a special incentive for invoicing in their own currencies. The
reason is that their production process is long and cost is determined at
the early stage of production, so that it is harder for exporters to cut
their factor costs when their currencies are depreciated. Moreover, they
often possess a degree of monopolistic power. On the other hand,
importers often pass on costs of depreciation to domestic buyers by
charging a higher price for the product, and thereby make contracts in
the exporter’s currency. Exchange pass-through rates depend on the level
of trade openness and the market power of domestic import-competing
industry. Importers are more likely to use the currency of an exporter of
differentiated manufactured goods to the extent that a country is more
open and without a large domestic import-competing industry. In addition,
differentiated manufactured products are exported to developing countries.
In short, the better is the chance for a country’s currency to be used as
an invoicing vehicle, the more its exports comprise differentiated
manufactured goods, and the larger its share of products is exported to
developing countries.
Fifth, a country’s net foreign asset position has been suggested as an
important determinant of international currency status. In the literature,
however, no consensus has been reached concerning whether a country’s
current account imbalance is associated with the international use of its
currency. Tavlas (1991) and Tavlas and Ozeki (1991) assert that there is
little connection between them. As an example, they took the case of the
United States and Australia, both of which recorded large current account
43) In contrast, Iwami and Sato (1996) argues that international currency status
depends on real factors such as foreign trade relations, competitiveness of
traded goods, and economic size, rather than on financial factors.
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deficits for a long period, but the US dollar continued to be the
dominant international currency and the Australian dollar was used
internationally. They claim that more important factors affecting international
currency status are related to trade, the value of currencies, and financial
markets.
On the other hand, Chinn and Frankel (2006, 2008) focus on the US
dollar and assert that the US’s chronic current account deficits would
result in trend depreciation and reduction of demand for the dollar.
They forecast that the Euro may surpass the dollar as the leading
international reserve currency as early as 2015. Eichengreen (2005) makes
a similar argument as well. His view is as follows: if a country possessing
a reserve currency such as the United States is running current account
deficits and incurring a large net foreign debt relative to GDP, foreigners
will grow reluctant to hold more of it. That reluctance could lead to
currency depreciation and inflation, which ultimately makes holding
reserves in dollars less attractive and thus would undermine its position
as the banker to the world. Tavlas and Ozeki (1991) also admit to this
possibility by stating that “such factors as the current account position
and the net-debtor position of a country do enter to play to the extent
that they affect confidence in a currency, increasing solvency risks and
jeopardizing the functioning of a financial market as an international
banking center (pp. 24)”. Frankel (1992) also argues that the increasing
use of the yen internationally in the 1980s was mainly due to its large
and persistent current account surpluses accompanied by capital
outflows. Overall, if a country is running excessive current account
deficits and thus becomes a large net foreign debtor, its currency may
not become an international currency, and may even lose customers when
it is an established international currency.
3.1. Economic size
The first determinant of an international currency is the economic
size. Table 2 shows the data on each country’s share in the world GDP
and world export of goods and services over these sub-periods (1980-89,
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1990-99, and 2000-06/7) for 1980-2007 and 1980-2006, respectively. During
these sub-periods, both GDP and export shares did not change much,
with downward trend, for countries with an international currency, but
increased for most of AP countries. For the Euro area, both shares fell.
Table 2. GDP and export shares
GDP
Export of goods and services
1980-89 1990-99 2000-07 2007 1980-89 1990-99 2000-06 2006
USA
28.01
26.71
28.97
25.18
11.99
13.09
11.42
9.79
GBR
3.94
4.32
4.95
5.11
5.51
5.35
4.94
4.60
FRA
4.77
5.10
4.60
4.73
5.92
5.90
4.68
4.07
DEU
5.74
7.82
6.19
6.06
9.51
9.56
8.81
8.83
NLD
1.17
1.34
1.37
1.42
3.54
3.59
3.33
3.18
CHE
0.89
0.97
0.82
0.78
2.06
1.94
1.60
1.48
EURO
n.a.
23.65
21.74
22.45
34.01
33.65
30.55
29.22
JPN
12.01
15.64
11.12
7.99
7.77
7.49
5.70
4.96
AUS
1.39
1.30
1.42
1.66
1.12
1.14
1.05
1.07
NZL
0.19
0.19
0.21
0.24
0.29
0.27
0.24
0.21
HKG
0.28
0.51
0.44
0.38
n.a.
3.02
2.90
2.64
IND
1.61
1.25
1.64
2.01
0.52
0.60
1.00
1.35
IDN
0.69
0.66
0.63
0.79
0.76
0.81
0.80
0.78
KOR
0.84
1.61
1.78
1.91
1.37
2.12
2.53
2.60
MYS
0.22
0.29
0.31
0.34
0.66
1.15
1.31
1.24
PHL
0.23
0.24
0.23
0.26
0.29
0.41
0.42
0.36
SGP
0.13
0.27
0.28
0.30
1.22
2.09
2.20
2.26
THA
0.31
0.49
0.40
0.45
0.43
0.96
1.02
1.03
CHN
2.23
2.74
4.75
6.17
1.17
2.25
5.25
7.19
Note: USA = the United States, GBR=the United Kingdom, FRA=France,
DEU=Germany, NLD=Netherlands, CHE=Switzerland, EURO=the Euro
area, JPN=Japan, AUS=Australia, NZL= New Zealand, HKG=Hong
Kong, IND=India, IDN=Indonesia, KOR=Korea, MYS=Malaysia,
PHL=Philippines, SGP=Singapore, THA=Thailand, CHN=China.
Source: IMF, World Economic Outlook Database, April 2009.
World Bank, World Development Indicators, 2008.

Global Crisis and Currency Competition in the Asia-Pacific Region 147

Figure 2. GDP and export shares
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Source: IMF, World Economic Outlook Database, April 2009.

Focusing on recent data, the GDP and export shares for 2007 and
2006, respectively, are juxtaposed against each other at Figure 2. The
figure shows that the United States was the world’s largest country in
both GDP and export shares, followed by Japan, China and Germany for
GDPs; and by Germany, China and Japan for exports. The Euro area as
a whole was the second largest in the GDP share, just behind the United
States and the largest in the export share, far ahead of the other
countries. Japan and China surpassed other AP countries. The second
group in the AP region comprises India, Korea and Australia for the
GDP; and Hong Kong, Korea and Singapore for exports.
In economic size, the US dollar and Euro are superior to the other
currencies. Among AP currencies, the yen is in a good position to keep
its international currency status. When being measured at purchasing
power parity, China’s GDP share in 2008 is 10.8%, the second largest in
the world. Regarding the economic size, thus, the Chinese renminbi is
also considered competent for becoming an international currency.
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3.2. Confidence in the value of the currency
The value of the currency should be stable for its international use.
To evaluate confidence in the value of a country’s currency, we examine
data on inflation rates, inflation volatility, changes in exchange rates and
exchange rate volatility, shown in Table 3.44) The data cover three subperiods (1980-89, 1990-99, and 2000-07) for the countries concerned.
For most countries, inflation rates and inflation volatility have declined
over time. Concentrating on 2000 to 2007, on average, countries with an
international currency (IC countries) which experienced the highest
annual inflation rates were the United States and the United Kingdom
(2.8%) followed by the Euro area (2.4%). But the inflation rates of Japan
and Switzerland were negative (-0.3%) and low (0.9%), respectively. For
AP countries, along with Japan, Hong Kong’s inflation rate (-0.8%) was
negative. Singapore’s average was very close to Switzerland. China and
Malaysia showed rates lower than the Euro area. Thailand, Korea and
New Zealand were about the same as the United States. But, the inflation
rates of India and Philippines were about twice that of the Euro area,
and Indonesia’s inflation performance was the worst among AP countries.
Regarding inflation volatility, the United States was the most volatile
(0.6%) among IC countries, twice of Japan and the Euro area (0.3%).
Most AP countries were far worse than IC countries in inflation
volatility. Malaysia’s figures were close to Switzerland’s. Korea and
Singapore were comparable to the United States. China, India and
Philippines were about three times more volatile in inflation rates than
Japan. The worst case was Indonesia.

44) Data on inflation volatility for Australia and New Zealand are excluded since
their monthly inflation rates are unavailable.
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Figure 3. Inflation and changes in exchange rate
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Figure 3 plots annual inflation rates against annualized monthly
changes in exchange rates for 2000-07.45) The data shows that two
variables are correlated in linear fashion with each other, but with
relatively large variances. The outliers were Japan and Hong Kong
whose inflation rates were negative while their currencies depreciated.
The United States was close to the Euro area, Australia and New
Zealand in inflation rates, but the latter countries’ currencies appreciated
while the US dollar depreciated. Currency values were virtually unchanged
for China, Singapore and Malaysia. What is common for these countries
is that they had managed to maintain a floating exchange rate system
45) The Euro launched in 1999 so that changes in exchange rates and its volatility
cover 1999-2007.
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during most of this period.
Figure 4. Volatility
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Figure 4 plots inflation volatility against exchange rate volatility for
2000-07. Each of the two variables moved together with the other, but
with large variances. In general, exchange rates were more volatile than
inflation rates. What we can observe first, is that Japan’s inflation rate
was the least volatile but the yen was more volatile than the other
currencies with the exception of the Australian dollar, the New Zealand
dollar and the rupiah. Inflation was the most volatile in the US, but the
US dollar was the least variable among international currencies. Second,
the Hong Kong dollar, the Singapore dollar, and the renminbi were least
volatile among AP currencies and less variable than IC countries. This
was owed partly to the rather rigid exchange rate regimes in these
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countries. They were followed by the Korean won, the Philippines peso
and the yen. Third, although their values appreciated, the Australian
dollar and the New Zealand dollar were more volatile than the other AP
currencies except for the rupiah.
For AP countries, in sum, Japan recorded the best performance in
terms of inflation and its volatility. The second best group consisted of
Hong Kong and Singapore. China’ inflation rate was relatively low, but
its volatility was high. Korea’s position was at the middle of major AP
countries. India lagged far behind IC countries in both inflation and its
volatility. Exchange rate volatility tended to be higher in the countries
that had more flexible exchange-rate regime. Australia experienced not
only high inflation rates but also high volatility in exchange rates.
3.3. Capital control and financial markets
The third factor is associated with financial markets. Financial
markets should be large and well-developed, and free of unnecessary
controls. This section explores data on the foreign exchange market,
capital control, size and development of financial markets, internationalization
of capital markets and financial intermediaries, and the degree of
financial liberalization, in turn.
The foreign exchange market
Table 4 presents data on daily foreign exchange (FX) turnover in
April of selected years from 1998 to 2007 for IC and AP countries.
Except for Germany and the Netherlands, the foreign exchange turnovers
of all countries increased by more than twice over ten years. For IC
countries, the United Kingdom had the largest turnover, 1,359 billion
dollars (34%) in 2007, followed by the United States with 664 billion
dollars (17%). Among AP countries, Japan had the largest turnover with
238 billion dollars (6.0%), which was similar to the figure for Singapore’s
231 billion dollars (5.8%), followed by Hong Kong and Australia, each at
about 170 billion dollars (4.3%). The rest of the AP countries was
negligible: turnover figures for Korea and India were about 33 billion
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Table 4. Foreign exchange market turnover
(daily averages, in billions of US dollars and percent)
1998
2001
2004
2007
351
254
461
664
(17.9)
(15.7)
(19.2)
(16.6)
GBR
637
504
753
1,359
(32.5)
(31.2)
(31)
(34.1)
FRA
72
48
64
120
(3.7)
(3)
(2.6)
(3)
DEU
94
88
118
99
(4.8)
(5.5)
(4.8)
(2.5)
NLD
41
30
49
24
(2.1)
(1.9)
(2)
(0.6)
CHE
82
71
79
242
(4.2)
(4.4)
(3.3)
(6.1)
JPN
136
147
199
238
(6.9)
(9.1)
(8.2)
(6)
AUS
47
52
102
170
(2.4)
(3.2)
(4.2)
(4.3)
NZL
7
4
7
12
(0.4)
(0.2)
(0.3)
(0.3)
HKG
79
67
102
175
(4)
(4.1)
(4.2)
(4.4)
IND
2
3
7
34
(0.1)
(0.2)
(0.3)
(0.9)
IDN
2
4
2
3
(0.1)
(0.2)
(0.1)
(0.1)
KOR
4
10
20
33
(0.2)
(0.6)
(0.8)
(0.8)
MYS
1
1
2
3
(0.1)
(0.1)
(0.1)
(0.1)
PHL
1
1
1
2
(0.1)
(0.1)
(0)
(0.1)
SGP
139
101
125
231
(7.1)
(6.2)
(5.2)
(5.8)
THA
3
2
3
6
(0.2)
(0.1)
(0.1)
(0.2)
CHN
0
0
1
9
(0.0)
(0.0)
(0.0)
(0.2)
Note: Numbers in parentheses denote each country’s share in world foreign
exchange daily turnover
Source: Bank for International Settlements, Triennial Central Bank Survey,
December 2007.
USA
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Table 5. Daily foreign exchange turnover by instrument
(April 2007, in billions of US dollars and percent)
Total
Spot
Outright forwards
Swap
663.6
311.3
113.6
238.6
(100)
(46.9)
(17.1)
(36.0)
GBR
1,359.1
335.4
124.2
899.5
(100)
(24.7)
(9.1)
(66.2)
FRA
119.7
25.0
7.5
87.2
(100)
(20.9)
(6.3)
(72.8)
DEU
98.7
24.5
22.6
51.6
(100)
(24.8)
(22.9)
(52.3)
NLD
23.8
3.1
5.7
15.0
(100)
(13.0)
(24.0)
(63.0)
CHE
241.7
108.4
16.8
116.4
(100)
(44.9)
(7.0)
(48.2)
JPN
238.4
100.9
25.6
111.9
(100)
(42.3)
(10.8)
(46.9)
AUS
169.5
44.3
14.5
110.7
(100)
(26.1)
(8.5)
(65.3)
NZL
12.3
2.0
0.8
9.5
(100)
(16.1)
(6.2)
(77.7)
HKG
174.6
37.9
14.7
122.0
(100)
(21.7)
(8.4)
(69.9)
IND
34.1
14.4
6.3
13.4
(100)
(42.1)
(18.5)
(39.4)
IDN
2.8
1.7
0.5
0.6
(100)
(59.9)
(18.3)
(21.8)
KOR
33.4
17.4
5.1
10.8
(100)
(52.2)
(15.4)
(32.5)
MYS
3.4
1.7
0.4
1.4
(100)
(48.9)
(10.5)
(40.6)
PHL
2.3
1.1
0.2
1.0
(100)
(46.6)
(8.7)
(44.7)
SGP
230.5
89.2
25.2
116.1
(100)
(38.7)
(10.9)
(50.4)
THA
6.2
1.4
0.7
4.1
(100)
(22.4)
(11.1)
(66.5)
CHN
9.3
8.3
0.04
0.9
(100)
(89.9)
(0.5)
(9.7)
Note: Numbers in parentheses denote each instrument’s share in total foreign
exchange daily turnover.
Source: Bank for International Settlements, Triennial Central Bank Survey,
December 2007.
USA
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dollars (0.8%) while China’s turnover was only 9 billion dollars (0.2%).
Table 5 shows daily foreign exchange turnover by instrument in
April 2007. Among the three instruments, the share of FX swap was the
largest for the United Kingdom, France and Germany, but the share of
spot transaction was relatively high for the United States. On the other
hand, Japan and Switzerland had similar shares in spot and FX swap
transactions. For AP countries, the share of FX swap was about three
times as large as that of spot transactions for Australia, New Zealand,
Hong Kong and Thailand, implying that these countries had a
well-developed FX swap market. However, for China, turnover mostly
occurred at the spot exchange market whose share in total turnover was
about 90%, indicating its FX derivatives market was not nearly as
developed. India and Korea also depended upon spot transactions which
accounted for more than half of their total turnover.
Looking at daily FX turnover by currency in Table 6, we find that
the global trading volume of all currencies increased significantly from
2004 to 2007. The currency used the most at FX trading was the US
dollar; its trading volume was 2,660 billion dollars, whose share in global
trading was 86% in 2007. The next was the Euro, followed by the yen,
pound sterling and Swiss franc. Among AP currencies, the Australian
dollar was the only currency that was comparable to the Swiss franc in
trading volume. The next was the Hong Kong dollar, whose trading
volume was more than twice of those of the Singapore dollar, the won
and the Indian rupee, but less than half of that of the Australian dollar.
Table 6 also shows the offshore trading volume of each currency
and its share in global trading. Offshore trading in a currency is defined
as that between two non-residents. Thus the larger its share in total
trading is, the greater the degree of that currency’s internationalization.
Offshore trading shares of the US dollar and the Euro are 79% and 77%,
respectively, twice of those for domestic trading, reflecting their
dominant role as an international currency. Those for the yen and Swiss
franc were about 67% while the sterling’s share was the half of the yen
and franc. Among AP currencies, the New Zealand dollar had the highest
shares of offshore trading although its volume was small. The second
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was the Australian dollar, which was as much internationalized as the
yen. Offshore trading shares were relatively small for all other Asian
currencies, including the Hong Kong dollar, the rupee, the won, the
Singapore dollar and the renminbi.
Table 7 and 8 present data on daily turnover (by country and
instrument) occurred at OTC (over-the-counter) FX derivatives and interest
rate derivatives markets, respectively, in 2004 and 2007. The first fact that
stands out is that the United Kingdom dominated the other countries in
terms of volume in OTC derivatives markets, which confirms London’s
role as the largest international center for OTC derivatives trading.
Second, OTC FX derivatives markets for Australia, Hong Kong and
Singapore were well developed, as much as those of Japan and Switzerland.
Third, AP countries lagged behind IC countries at trading volumes in
OTC interest rate derivatives, but Australia, Hong Kong and Singapore
nearly on par with the Netherlands and outstripped the other AP
countries. Finally, China did not have an OTC interest rate derivatives
market and its trading volume in OTC FX derivatives was the lowest
among AP countries.
Among AP currencies, in sum, the yen and Australian dollar are the
only currencies with a certain degree of internaionalization at the present
time. The countries that are comparable to IC countries in size of their
foreign exchange markets are Japan, Australia, Hong Kong and
Singapore. These countries also have well-developed FX derivatives
markets. The foreign exchange market is small and not advanced in
Korea and India. The worst case is China, where it is least-developed.
Capital control
Table 9 shows several measures of capital controls. The first one is
data on financial account restrictions in the IMF’s Annual Report on
Exchange Arrangement and Exchange Restriction (AREAER) where financial
account comprises eleven elements. In 2008, the United Kingdom, Netherlands,
and Hong Kong imposed no restrictions on capital flows save one
element. The next was New Zealand, followed by Singapore. The United
States and France imposed restrictions on four elements while Korea did
so on five. On the other hand, only four elements were free of control
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for Japan and Switzerland. India and China had complete control over
financial accounts by restricting all eleven elements. The other AP
countries, including Australia, imposed tight capital control by leaving
only two or three elements free.
The table also shows financial openness, measured as the ratio of the
sum of private capital outflows and inflows to GDP, in 2007. Higher
financial openness reflects less capital control imposed. As expected,
Hong Kong and the United Kingdom, which imposed nearly no control
on financial accounts, had very high financial openness. Netherlands and
Singapore were also very open in terms of financial account. However,
there are several exceptions: Switzerland controlled seven out of eleven
elements in financial account, but its financial openness was at 147%, the
second highest. On the other hand, New Zealand imposed virtually no
control on financial accounts, but its financial openness was the lowest.
Notice that Japan’s openness was 11%, which was even lower than that
of Korea at 16%.
Finally, Chinn and Ito’s capital openness index46) in 2007 is presented
at the last row of the table. The index is constructed based on AREAER
tabulation, but incorporates the extent and intensity of capital controls. A
higher number denotes greater openness in financial account. As expected,
the dichotomous measure of AREAER closely matches Chinn and Ito’s
index. The countries that earned the highest number, 2.53, in 2007 were
the United States, the United Kingdom, Netherlands, New Zealand,
Hong Kong and Singapore. The next were Switzerland and Japan. The
openness of other AP countries including Australia and Korea was lower
than that of IC countries. The lowest figure of -1.13 was assigned to
India, Thailand and China.
Based on three measures of capital control, in sum, Hong Kong is
the most open financially, followed by Singapore. New Zealand is also
very open, but Australia is relatively closed. Japan and Korea lag behind
Hong Kong and Singapore in financial openness. The countries with
almost completely closed financial accounts are India and China.

46) See Chinn and Ito (2007) for details on construction of the index.
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Financial markets
Table 10 presents size and development of financial markets for the
countries concerned. We use GDP, foreign reserves and financial assets
as indicators of financial market size. Financial assets are defined as the
sum of domestic money banks (DMB) assets, debt securities and stock
market capitalization. Stock market capitalization, which is an indicator
of the size of the stock market, equals the value of listed shares.
Regarding foreign reserves, China was the number one holder,
followed by Japan. There are many other AP countries (Hong Kong,
India, Korea and Singapore) that held reserves more than IC countries.
The United States was the largest holder of financial assets, 60
trillion dollars, which was equivalent to the sum of all other IC countries’
financial assets. This figure supports why the US dollar has been the
world-leading vehicle currency. The next were Japan and the United
Kingdom. For AP countries, China and Australia held relatively large
financial assets in absolute amounts. Examining each country for their
individual assets, the sum of debt securities and stock market capitalization
was five times larger than DMB assets for the United States, implying
that market-based financing was well-developed and dominated bankbased financing. Their shares were almost identical for European countries,
but AP countries depended more upon bank-based financing except
Japan and Korea. When financial assets are divided by GDP, Hong Kong
held the largest amount of financial assets relative to its economic size,
1497%, followed by Switzerland (912%) and the United Kingdom (709%).
What these three countries have in common is that they have international
financial centers. Australia’s ratio was the second highest (890%) among
AP countries; the next was Singapore (615%), followed by Japan (497%)
and Malaysia (459%). China (347%) and Korea (339%) had accumulated
a fair amount of financial assets, but fell behind Japan. India’s ratio
(289%) was even smaller.
Table 10 also shows various indicators relevant to financial development,
all divided by GDP. The first group of indicators is related to the size
and activity of financial intermediaries. The first one is M2, the ratio of
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money and quasi-money to GDP, which measures financial depth and
thus the overall size of the financial sector. The second one is the ratio
of private credit by deposit money banks to GDP, which appraises the
activity of financial intermediaries in channeling savings to investors.
The table also includes the ratio of private credit by deposit money
banks and other financial institutions to GDP.
The data in the table show that the United Kingdom and Switzerland
had high ratios for both M2 and private credit, reflecting that their
finances were deep and active. The United States, that depended on
market-based financing, had relatively low values for both indicators; but
private credit by DMBs and other financial institutions to GDP ratio was
the highest, implying that nonbank financial institutions overwhelmed
banks. In general, Japan and Hong Kong were financially as deep as the
major IC countries. China was close to the United Kingdom in holding
liquid financial assets. Australia and New Zealand were more active than
Singapore and Korea in financial intermediaries. Along with Indonesia
and Philippines, India had the least developed financial intermediaries.
The second measure of financial development is associated with
stock and debt securities markets. There are three indicators related to
the stock market. The first one is stock market capitalization, which
represents the size of the stock market. The second is the total value of
trade at the stock market, defined as total shares traded on the stock
market exchange, which measures the activity or liquidity of the stock
market. The third is the stock market turnover ratio, which equals the
ratio of the value of total shares traded to market capitalization and is
an efficiency indicator of stock markets.
In stock market capitalization, Hong Kong absolutely outstripped the
other countries. The second was Singapore, followed by Switzerland and
Korea. Australia and India were close to the United States and the
United Kingdom. Hong Kong and Switzerland also surpassed the other
countries for the total value traded, indicating that their stock markets
were not only large relative to their economic size but very active.
Among other AP countries, contrary to the size of stock markets, only
Japan, Korea and Singapore were comparable to IC countries in activity
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of stock markets. Regarding the efficiency of stock markets, AP countries’
turnover ratio was lower than IC countries except for Korea and Japan.
Turning to the debt securities markets, the table shows data on
private and public debt securities. They are the total amount of outstanding
domestic debt securities issued by private and public domestic entities,
measuring the size of the domestic bond market. According to the data
shown, all IC countries depended much more on private debt securities
markets than public ones except Japan. The size of Japan’s public market
was about three times as large as that of the private market. With the
exception of Australia, all AP countries had smaller and underdeveloped
debt securities market compared to IC countries. Australia’s market size
was similar to Switzerland’s. The next were Korea and Malaysia, with
relatively large private debt securities markets among AP countries. The
market sizes of China and India were very small.
In sum, Japan and Hong Kong are the leaders of AP countries in
both size and development of financial markets. The next are Australia
and Singapore. Hong Kong is comparable or superior to most IC
countries in the degree of development for both market and bank-based
financing. Australia has a well-developed private bond market. China
and Korea have similar amounts of accumulated financial assets. China
is in a good position for holding large foreign reserves and liquid
financial assets and has a relatively large stock market. But its private
debt securities market is primitive. Korea has a comparative advantage
in the activity and efficiency of the stock market and in the private debt
securities market. India has a large stock market, but falls behind major
AP countries in other indicators of financial development.
Internationalization of capital markets
In this and next subsections, we examine the extent to which
financial markets are internationalized for the countries concerned. Table
11 shows data on amounts outstanding of debt securities issued by each
country and on each country’s share in global amounts outstanding in
2008. Total debt securities comprise domestic and international securities.
International debt securities are divided by short-term (international money
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market instruments) and long-term securities (international bonds and
notes).
The data shows that the United States issued the largest international
debt securities amounting to 6.0 trillion dollars (25.3%), followed by
Germany (12.1%) and the United Kingdom (11.5%). These three countries
cover half of the total amount. Notice that the amount outstanding of
international debts was only one fourth of that of domestic debts for the
United States, while the former was twice of the latter for the United
Kingdom. This implies that the United Kingdom has a highly internationalized
debt securities market. Japan had the second largest domestic debt
securities market next to the United States, but its debt securities market
was not internationalized at all; that is, the total amount of international
debt securities (402 billion dollars) was only 3.6% of its domestic debt
securities (11 trillion dollars). Australia was close to Japan, followed by
Korea in AP countries. Internationalization of the debt securities market
was negligible for the other AP countries.
The table also presents the amounts outstanding of international
equities and total value traded in the stock market for 2008. The data
indicates that the size of the international equities market is far smaller
than that of the international debt securities market for all countries.
The United States was number one for the amounts outstanding of
international equities also. The second and third were Australia and the
United Kingdom. Internationalization of equities market was virtually nil
for all other countries including AP countries. In case of domestic stock
markets, the United States’ share in the global stock market was the
highest at 35.7%. The second was Japan (9.9%). The percentages for
Hong Kong and China were comparable to France.
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Table 12. Amounts outstanding of international debt securities by
currency, 2008 (billions of US dollars, percent)
International money
market instruments

International bonds and
notes

Amount

Share

Amount

Share

Total issues

1131.69

100.00

22731.86

100.00

US dollar

370.145

32.71

8225.465

36.18

Euro

511.359

45.19

10875.12

47.84

Pound sterling

148.551

13.13

1701.91

7.49

Swiss franc

24.155

2.13

331.575

1.46

Yen

32.699

2.89

750.214

3.30

9.83

0.87

195.032

0.86

New Zealand dollar

2.407

0.21

39.025

0.17

Hong Kong dollar

12.874

1.14

60.087

0.26

Indian Rupee

-

-

1.686

0.01

Rupiah

-

-

2.12

0.01

Won

-

-

0.784

0.00

Malaysian ringgit

-

-

3.857

0.02

Philippine peso

-

-

0.295

0.00

Singapore dollar

1.17

0.10

31.18

0.14

Baht

-

-

3.139

0.01

Renminbi

-

-

10.613

0.05

Australian dollar

Source: BIS, Quarterly Review, June 2009.

Table 12 presents the amounts outstanding of international money
market instruments and international bonds and notes by currency in
December 2008. According to the table, international debt securities were
issued mostly by the Euro and US dollars. The third was the pound. The
yen’s share was about 3%. The next was the Australian dollar, whose
share was 0.86%. The shares of the other AP currencies were virtually
nil.
In sum, AP countries including Japan are not internationalized in
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capital markets compared with IC countries. Japan’s debt securities
market is domestically large, but is not so internationally. But Japan and
Australia are relatively internationalized in debt securities market among
AP countries. Equities markets are not yet internationalized compared
with debt securities markets for all countries. Regarding the trading
activity in the stock market, Japan, Hong Kong and China are close to
IC countries when the United States is excluded. Lastly, except for the
yen and the Australian dollar, AP currencies are not practically used in
issuance of international debt securities.
Internationalization of banking sector
Internationalization of financial intermediaries is also an important
factor affecting the international currency status. Figure 5 juxtaposes each
country’s share in global external assets and liabilities of banks in 2008.
The United Kingdom and the United States were the outliers in both
external assets and liabilities. Japan had the lowest external positions of

Figure 5. External positions of reporting banks vis-à-vis all sectors, 2008
(percent)
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Source: BIS, International Banking and Financial Market Development, 2009.
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banks among IC countries, but the highest among AP countries. Japan’s
share was about 2 percent in both assets and liabilities. The second
among AP countries were Hong Kong and Singapore. Australia was
close to Singapore in assets position, and China was next to Singapore in
liabilities position. We find a similar pattern for data on external loans
and deposits of banks as shown in Figure 6.
Figure 6. External loans and deposits of reporting banks vis-à-vis
all sectors, 2008 (percent)
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Table 13 presents the total foreign claims of banks in 2008, which
equals the sum of two claims. The first one is international claims that
comprise all cross-border claims of domestic banks and their foreign
offices plus local claims of their foreign offices in foreign currency. The
second is local claims of domestic banks’ foreign offices in domestic
currency. The United States had the largest foreign claims of banks and
was the only country of which the amounts outstanding of local claims
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of banks’ foreign offices in domestic currency were larger than those of
international claims, supporting that the US dollar was the most
frequently used currency for international financial transactions. In general,
foreign claims of banks in AP countries were far smaller than those of
IC countries. The amount outstanding of foreign claims of Japanese banks
was 877 billion US dollars, which was only 15% of those for the United

Table 13. Consolidated foreign claims of reporting banks, 2008
(billions of US dollars, percent)
Total foreign
Claims (1+2)

International
Claims (1)

Local
claims (2)

Amount

share

Amount

share

Amount

share

6052.7

19.9

2742.7

13.5

3310.0

32.6

GBR

3561.2

11.7

2612.0

12.9

949.2

9.3

FRA

1757.2

5.8

1551.3

7.7

205.9

2.0

DEU

2085.4

6.9

1488.0

7.3

597.4

5.9

NLD

1098.7

3.6

1047.2

5.2

51.5

0.5

CHE

618.1

2.0

594.5

2.9

23.6

0.2

JPN

877.3

2.9

496.6

2.5

380.7

3.7

AUS

491.8

1.6

248.7

1.2

243.2

2.4

NZL

213.3

0.7

30.4

0.2

182.8

1.8

HKG

392.4

1.3

151.2

0.7

241.2

2.4

IND

207.2

0.7

133.3

0.7

73.9

0.7

IDN

66.6

0.2

50.4

0.2

16.2

0.2

USA

KOR

299.9

1.0

177.9

0.9

122.0

1.2

MYS

103.8

0.3

38.2

0.2

65.6

0.6

PHL

24.7

0.1

17.8

0.1

6.9

0.1

SGP

250.6

0.8

161.0

0.8

89.6

0.9

THA

55.8

0.2

22.1

0.1

33.7

0.3

CHN

245.7

0.8

173.3

0.9

72.4

0.7

Source: BIS, International Banking and Financial Market Development, 2009.
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States and the second smallest among IC countries, but the largest
among AP countries. The next were Australia and Hong Kong. The third
group comprised Korea, Singapore, China, New Zealand and India.
In sum, AP countries lag far behind IC countries in their internationalization
of banking sectors. Japan’s financial intermediaries are not internationalized
relative to those of other IC countries. But Japan is most internationalized
in the AP region, followed by Australia and Hong Kong.
Financial reforms
Recently, Abiad et al. (2008) constructed a database of financial reforms,
covering 91 economies over 1973-2005. The data is based on seven
dimensions of financial sector policy: credit controls and reserve
requirements, interest rate controls, entry barriers, state ownership, policies
on securities markets, banking regulations, and restrictions on capital
accounts. A score is assigned to each dimension on a graded scale from
zero to three, with zero corresponding to the highest degree of repression
and three indicating full liberalization.
Table 14 presents each country’s score assigned to seven dimensions
of its financial sector policy and their total score in 2005. As expected, the
highest point, twenty one, in total was given to most IC countries,
reflecting they had the most efficient financial systems. Australia was the
only one in the AP region that earned the highest point. Next in ranking
was New Zealand, Hong Kong and Singapore. Japan’s total score was
even lower than that of these three AP countries and the lowest among
IC countries. Japan’s low score was due to the lack of reforms in credit
controls, banking supervision and privatization. Korea was assigned a
figure lower than Malaysia and Philippines. The main reason for this is
that the banking sector was neither privately-owned not prudently supervised.
India’s score was even lower. The worst was China, for which the scores
of all seven dimensions were below three, reflecting the fact that it had
one of the most inefficient financial system in the AP region.
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3.4. Trade pattern
Turning to other determinants of international currency, the fourth
factor is associated with trade patterns. It is known that invoicing in a
country’s currency occurs more frequently to the extent that more
differentiated manufactured goods are exported and more goods are
exported to developing countries. We use data on machinery and transport
equipment as representing differentiated manufactured goods.
Figure 7. Trade pattern (percent)
70
JPN
KOR
SGP
HKG
MYS
CHN
USA
THA

60
Export for machinery and
transport equipment

50

m

DEU

40

FRA
GBR
NLD

30

PHL

CHE
20
10

NZL

AUS

IND

IDN

0
0

10

20

30

40

50

60

70

80

Exports to developing countries
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At Figure 7, each country’s shares of machinery and transport equipment
in total exports are plotted against those of exports to developing countries
in 2007. The figure reveals that Japan, Korea, Hong Kong and Singapore
had larger values for both shares than all respective IC countries.
Malaysia, China and Thailand were close to the United States which had
the highest shares in both exports among IC countries. Regarding the
shares of exports to developing countries, the other AP countries were
also superior to IC countries. For export shares of machinery and transport
equipment, however, some AP countries such as Australia, New Zealand,
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India and Indonesia fell behind IC countries since their exports were
heavily dependent on natural resources.
In sum, Japan, Korea, Hong Kong and Singapore are in a better
position for trade pattern than IC countries. China is inferior to these
four countries, but ahead of Australia, New Zealand and India, especially
in export shares of differentiated manufactured goods.
3.5. Country risk
Low country risk is also required for an international currency.47) We
use data from the PRS (Political Risk Services) group’s International Country
Risk Guide (ICRG) to measure country risk. The ICRG rating comprises
twenty two variables in three subcategories of risk: political, financial and
economic. The weighted average of three risks is the composite risk. Table 15
shows data on these four risks and the twelve components of political risk
in December 2008. Higher number means lower risk. At Figure 8, the
composite risk is plotted against political risk for a clearer exposition.
We find several groups of countries: the first group consists of
Switzerland, Germany, Netherlands, Singapore and Hong Kong whose
risk was the lowest in all three categories. The second group, that was
higher in all three risks than the first group, covers the United States, the
United Kingdom, France, Japan and Korea. The United States was similar
to Hong Kong in political risk, but its financial and economic risks were
higher. The United Kingdom’s country risk was the highest among IC
countries. The political risk of Japan and Korea was analogous to that of
France and the United Kingdom, but their financial and economic
conditions were better. The third group includes Australia and New
Zealand that had low political risk, but relatively high financial and
economic risk. The fourth group contains China and Malaysia. China’s
financial risk was the lowest among all countries, but its political risk was
very high. The last group that had the highest risks in all three categories
included India, Indonesia, Philippines and Thailand.
47) Tavlas (1997) emphasizes political stability as an important factor for international
currency status.

176 The World Economy with the G-20

Global Crisis and Currency Competition in the Asia-Pacific Region 177

Regarding the components of political risk, their values vary
depending upon the country. Roughly, critical factors affecting political
risk were corruption, bureaucracy, and law and order. China’s high
political risk was also partly attributed to low democratic accountability.
In sum, Singapore and Hong Kong have the lowest country risk
among AP countries. Composite risks are similar for Australia, Japan,
Korea, Malaysia and China; among which Australia’s political risk is the
lowest and that of China is the highest. Japan and Korea are comparable
to the United States and the United Kingdom in the magnitude of
political risk. India’s composite risk is the highest in the AP region.
Figure 8. Country risk
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3.6. Net foreign assets
This section explores a country’s net foreign asset position, which is
the long-term determinant of international currency status. Table 16
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presents data on the ratio of net foreign assets to GDP for selected years
of 1970-2004.48) The data are from the work by Lane and Milesi-Ferretti
(2006). The change in net foreign assets is basically equivalent to the
current account balance. To derive net foreign assets, Lane and MilesiFerretti took into account the valuation effects induced by changes in
exchange rates and asset prices.49)
Table 16. Net foreign assets as a share of GDP
USA
EURO
GBR
CHE
JPN
AUS
NZL
HKG
IND
IDN
KOR
MYS
PHL
SGP
THA
CHN
Source:

1970
6.3
n.a.
4.8
73.4
6.0
-26.4
-9.3
n.a
-14.6
-40.8
-25.0
-3.0
-34.0
30.6
-6.0
n.a
Lane and

1975
1980
1985
3.5
3.7
0.3
n.a
n.a
n.a
0.2
6.0
20.9
72.6
75.3
108.3
1.8
1.1
9.6
-12.3
-27.8
-37.0
-20.1
-30.3
-70.9
n.a
39.1
101.7
-12.3
-8.2
-16.0
-34.9
-15.8
-30.7
-31.6
-36.6
-45.5
-17.4
-14.8
-65.5
-15.2
-37.1
-75.8
13.1
12.6
8.9
-5.4
-22.2
-42.4
n.a
n.a
2.7
Milesi-Ferretti (2006).

1990
-4.6
n.a
-3.2
91.5
10.8
-47.1
-62.4
204.1
-25.9
-50.5
-5.7
-18.1
-60.4
28.8
-31.1
0.3

1995
-5.5
n.a
-3.7
94.9
15.5
-56.8
-103.3
81.3
-24.1
-59.7
-7.4
-55.0
-49.1
75.4
-56.4
-14.6

2000
-16.8
-8.7
-3.5
108.9
24.2
-52.2
-74.8
134.1
-17.1
-75.9
-2.1
-38.5
-64.6
156.8
-53.8
-4.2

2004
-22.6
-9.6
-13.2
130.8
38.0
-63.9
-91.9
258.1
-10.9
-52.2
-4.0
-2.0
-58.7
174.8
-29.2
8.0

In 2004, net foreign creditors were Switzerland, Japan, Hong Kong,
Singapore and China. The remaining countries, including the Euro area,
were net foreign debtors. The net external position of the United States

48) The Euro area is substituted for France, Germany and Netherlands.
49) Precisely, the change in net foreign assets equals the sum of the current account
balance, capital transfers and net errors and omissions. See Lane and MilesiFerretti (2006) for the definition in detail.
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and the United Kingdom deteriorated over time. Australia and New
Zealand continuously accumulated net foreign liabilities with greater
magnitude for the whole period. On the other hand, the rest of AP
countries experienced improvements in net external positions since 2000.
China switched from a debtor to a creditor in 2002, and since then it
rapidly accumulated net foreign assets.
Table 17. Current account as a share of GDP
1980-89 1990-99 2000-04
2005
USA
-1.7
-1.6
-4.5
-5.9
EURO
n.a.
n.a
0.4
0.4
GBR
-0.8
-1.5
-2.0
-2.6
CHE
3.2
7.3
10.8
13.6
JPN
2.1
2.4
2.9
3.6
AUS
-4.5
-4.2
-4.2
-5.8
NZL
-5.3
-4.5
-4.5
-8.5
HKG
3.6
1.2
7.5
11.4
IND
-1.8
-1.3
0.5
-1.3
IDN
-2.5
-1.1
3.4
0.1
KOR
-0.1
0.4
2.1
1.8
MYS
-2.9
-1.7
9.8
15.0
PHL
-1.9
-3.4
-0.7
2.0
SGP
-1.8
14.2
15.9
22.7
THA
-3.9
-2.7
4.2
-4.3
CHN
-0.3
1.7
2.4
7.2
Source: IMF, World Economic Outlook, 2009.

2006
-6.0
0.3
-3.4
14.5
3.9
-5.3
-8.7
12.1
-1.1
3.0
0.6
16.7
4.5
25.4
1.1
9.5

2007
-5.3
0.2
-2.9
10.1
4.8
-6.3
-8.2
12.3
-1.0
2.4
0.6
15.4
4.9
23.5
5.7
11.0

2008
-4.7
-0.7
-1.7
9.1
3.2
-4.2
-8.9
14.2
-2.8
0.1
-0.7
17.4
2.5
14.8
-0.1
10.0

The data of Lane and Milesi-Ferretti are only available up to 2004.
Thus we show current account data for 2005-08 separately in Table 17.
The table also presents the average data for sub-periods of 1980-2004.
For 2000-04, on average, the countries that experienced current account
deficits were the United States, the United Kingdom, Australia, New
Zealand and Philippines. The trend in current account positions did not
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change during 2005-2008 with several exceptions: the first is India, whose
current account was persistently in deficits for this period. Second, the
Euro area, Korea and Thailand all turned deficits into surpluses in 2008.
For the net external position, Japan, Hong Kong, Singapore and
China in sum have an advantage over the other countries in the AP
region. Australia and New Zealand are handicapped by their consistent
and large current account deficits. Except for India, the net external
position of the remaining AP countries has greatly improved since 2000.
3.7. Trade and portfolio investment within the Asia-Pacific region
In this section we examine data on regional trade and portfolio
investment of AP countries to evaluate which one might be a plausible
candidate for becoming a regional currency. A country’s currency has
more chance of becoming a regional currency if it trades and invests
more with the other countries in the region. Figure 9A juxtaposes
Figure 9A. Regional trade share, 2007 (percent)
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Figure 9B. Amount of regional trade, 2007 (in billions of US dollars)
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regional export and import shares of the AP countries in 2007. In the
graph, a country’s regional export (import) share means the share of
intra-regional exports (imports) in its total exports (imports). Figure 9B
shows the total amount of the regional exports and imports.
In total amount, China was the heaviest regional trader in both
exports and imports. The next were Japan and Hong Kong, followed by
Korea and Singapore. However, China and Japan had smaller regional
trade shares than most AP countries. Their regional shares in exports
and imports were less than 40% of their total trade volumes. Instead,
Hong Kong’s shares were the highest in both exports and imports.
ASEAN members, including Singapore, Indonesia, Malaysia and Thailand,
engaged in intensive trade with AP countries relative to their total trade
volumes. Though its regional trade volume was not large, Australia’s
regional trade shares were similar to those of ASEAN member countries.
New Zealand’s trade volume was extremely small, and India’s trade
shares were the lowest in the region.
Let us turn to the total portfolio investment, which equals the sum
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of the investments in equity and debt securities in the region. Regional
portfolio asset shares are plotted against regional portfolio liability shares
for the AP countries at the end of 2007 in Figure 10A. A country’s
regional portfolio asset (liability) share denotes the share of intra-regional
portfolio capital outflows (inflows) in its total portfolio investment. Figure
10B presents the total amount of regional portfolio asset and liability.
In total amount, Hong Kong, followed by Singapore, was the largest
investor in the AP region. China did not hold any AP portfolio assets,
but AP countries held 203 billion dollars of Chinese assets, which was
the largest in the region, and their regional share was the highest, 50%.
The second largest country that AP countries invested in was Australia.
Japan and Korea were in a similar position concerning the total amount
of portfolio investment with AP countries. However, Japan’s regional
shares in its total portfolio investment were only about 2%, the lowest in
the region. On the other hand, Korea’s regional shares were close to
those of Hong Kong and Singapore. ASEAN members, including Malaysia,
Figure 10A. Regional share of total portfolio investment, year-end 2007
(percent)
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Figure 10B. Amount of regional portfolio investment, year-end 2007
(in billions of US dollars)
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Source: IMF, Coordinated Investment Portfolio Survey, 2009.

had high regional shares in total portfolio investment although their
absolute amount was negligible. The regional portfolio investment of
New Zealand and India was minimal, too. But India received a relatively
large amount of capital (35 billion dollars) from the region.
Regarding the trade in goods and portfolio assets, Hong Kong,
followed by Singapore, in sum has the greatest advantage over the other
AP countries. China and Japan trades heavily with AP countries in terms
of total amount, but the region's relative importance is low. They do not
play a major role in portfolio asset trading: China does not purchase
financial assets from the region at all. But Korea’s regional shares are far
higher than those of Japan. In portfolio asset trading, Australia is in a
better position than most of EA countries. India falls behind major AP
countries in both regional trade and portfolio investment.
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4. Policy implications
Based on our data analysis in Section 3, this section discusses policy
implications of the possibility of AP currencies being internationally
used. We focus on major AP currencies that are currently international
currencies or being promoted toward such status by the national
authorities. They are the Japanese yen, the Australian dollar, the Hong
Kong dollar, the Singapore dollar, the Chinese yen, the Korean won and
the Indian rupee, which are the currencies of Hong Kong, Singapore,
and the G-20 members in the AP region.
The Japanese yen is practically the only currency in the AP region
that has been used as a reserve currency and a vehicle currency in
international trade and asset transactions. Japan is ranked second and
fourth in GDP and export shares, respectively, in the world. It has
maintained low and stable rates of inflation, while the yen’s value
followed a long-term trend of appreciation. Japan also has a large foreign
exchange and national financial markets. It has the largest share of
differentiated manufactured goods in total exports and the largest share
of exports to developing countries among IC countries. It is the world’s
largest net external creditor. Moreover, its country risk is low.
Despite such strengths of the Japanese economy, the yen’s role as an
international currency has been limited. Figure 11 shows data on the
share of yen in official foreign exchange reserves, a share of the
yen-denominated international money market instruments and a share of
the yen-denominated international bonds and notes for various periods
up to 2008. The share of the yen in official foreign exchange reserves
followed a steady trend upward until 1991, but has been declining
continuously thereafter. In 2001, the trend turned downwards from
upwards for the share of the yen-denominated international money market
instruments. Starting in 1995, the share of the yen-denominated international
bonds and notes has decreased as well.
The limited use of the yen as an international currency has been
discussed by a number of studies on the yen.50) What these previous
50) For example, see Hamada and Horiuchi (1987), Tavlas and Ozeki (1991), Iwami
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Figure 11. Share of the Japanese yen (percent)
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Source: IMF, Currency Composition of Official Foreign Exchange Reserves,
September 2009; BIS, International Banking and Financial Market
Developments, 2009.

studies shared in common was that Japan’s financial markets were
regulated, not internationalized. Recent data shown in the previous
section suggest that similar problems still exist even if Japan has taken
various measures for liberalizing the domestic financial markets and the
Euro-yen markets, and internationalizing of Tokyo financial markets.
Japan imposes the strongest controls on its capital and is the lowest in
financial openness among IC countries. It lags even behind Hong Kong
and Singapore. Japan’s capital markets and financial intermediaries are
not internationalized compared to other IC countries. Thus the limit of
the yen’s use in international finance is closely associated with Japanese
financial markets.

and Sato (1996), Sato (1999), Ogawa (2000) and Oi, Otani and Shirota (2004).
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Figure 12. Japan: GDP share, export share and net foreign assets (percent)
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Source: IMF, World Economic Outlook base, 2009; Lane and Milesi-Ferretti
(2006).

Second, the yen shares are strongly correlated with Japan’s economic
size. Figure 12 shows its shares of GDP and exports in the world; and
the ratio of net foreign assets to GDP. Although there has been no
change in the ranking for both the GDP and export shares for the whole
period, their values continued to decline starting in the mid-1990s.
Notice that the GDP share moved in tandem with the share of the yen
in official foreign exchange reserves. Their correlation coefficient is 0.93.
In addition, the correlation coefficient between the GDP share and the
share of the yen-denominated international bonds and notes is 0.88. On
the other hand, Japan’s net external position explains the path of the yen
share in reserves only up to the 1980s. Their correlation coefficient for
the whole period is -0.94. Therefore the decline in the share of the yen in
international financial transactions is closely related to the fall in the
relative size of the Japanese economy.
The Australian dollar is not one of the world’s major currencies, but
it is internationally used in the sense that its share of offshore trading is
as high as that of the yen. Underpinning the international use of the
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Australian dollar was the deregulation of the Australian financial system
in the 1980s, and the development of the derivatives market, and
particularly of the currency swap market (Tavlas and Ozeki, 1991;
McCauley, 2006). Recent data presented in the previous section also
confirm that Australia has a large FX swap market, financially as
liberalized as many of the major IC countries. Its financial markets are
large and well-developed.
However, there are several factors that can hinder the growth of the
role for the Australian dollar in international trade and financial
transactions. First, the size of the Australian economy is relatively small.
Second, the Australian dollar is not as stable as the major international
currencies. Third, the Australian dollar was floated along with dismantling
capital controls in 1983. But compared to major IC countries, Australia
currently imposes tight restrictions on financial accounts as shown in
Table 8, and is not internationalized in capital markets and financial
intermediaries. Fourth, the share of differentiated manufactured products
in its total exports is low. Finally, its net external position has constantly
deteriorated over time.
The Hong Kong dollar and the Singapore dollar have the potential
to be an international currency and a regional currency in the
Asia-Pacific. Hong Kong and Singapore are comparable to major IC
countries in terms of the stability of currency values, degree of financial
market development, financial reforms, and country risk. They are even
superior to existing IC countries in trade pattern and net external
position. Their only weakness is that the sizes of their economies are
small, and the relative lack of internationalization in their debt securities
markets and banking sectors.
Regarding the Chinese renminbi, China has a great advantage for
international currency status by virtue of the size of its GDP and trade.
Inflation rates are low and currency values are stable. China is the
world’s largest holder of foreign reserves and is in a net external creditor
position. Its equity market has been growing rapidly in recent years,
attested by the doubling of the capitalization of its stock market between
2004 and 2007. The ratio of financial assets to GDP rose to 347% in 2007
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from only 230% in 2006, comparable to that of Thailand.
However, international use of the renminbi is premature. The reasons
are as follows. As previous studies on the international use of the
renminbi51) pointed out, first, capital is too tightly controlled. China
imposes tightest restrictions on capital accounts and has the lowest
degree of financial liberalization among the countries under this study.
The foreign exchange market is small and its derivatives market is
underdeveloped. Private debt securities markets are shallow. The level of
internationalization of capital markets and financial intermediaries is
primitive. Second, China’s political risk factor is relatively high, especially
in corruption, uncertainty in the security of property rights and low
democratic accountability. Third, China is in a disadvantageous position
for trade pattern compared to major AP countries such as Japan, Hong
Kong, Singapore and Korea.
As for the Korean won, starting in 2006, the Korean authorities
accelerated their schedule to liberalize the won and capital flows for the
internationalization of the won. However, the international use of the
won is in its infancy and may not be feasible for some time to come.
Korea is behind IC countries in all determinants of international currency
status, with a few exceptions: Korea and IC countries are about the same
in the activity and efficiency of the stock market and in country risk. But
Korea’s political risk is higher, particularly in corruption, bureaucracy
and investment environment. On the other hand, Korea has comparative
advantages over IC countries in foreign reserve holdings and export
shares of differentiated manufactured products and to developing countries.
In the AP region, Korea is inferior to Hong Kong and Singapore in all
aspects except for the GDP size.
To launch the won as an international or regional currency, Korea
should first enlarge the foreign exchange market and its derivatives
market to mitigate volatile won values. Second, like Hong Kong, financial
accounts should be fully liberalized and reforms for financial liberalization
must be completed. Third, financial markets should be expanded in
51) For example, see Eichengreen (1995), Li (2003), Nakagawa (2004), Chen, Peng
and Shu (2009) and Gao and Yu (2009).

Global Crisis and Currency Competition in the Asia-Pacific Region 189

terms of absolute size and internationalization. Fourth, Korea should
diversify export markets to raise export shares to developing countries.
Finally, it must be in a net external creditor position by keeping its
current account balance on the surplus side.
Figure 13. India: GDP and export shares (percent)
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Source: IMF, World Economic Outlook base, 2009.

Regarding the Indian rupee, India falls far behind both IC and major
AP countries in all factors affecting the international currency status.
India’s inflation rates are high and volatile. Its foreign exchange and
financial markets are small, underdeveloped and not internationalized.
One exception is that it has a relatively large stock market. Capital is
almost completely controlled. Its export share of differentiated
manufactured products is low. It has the highest country risk in all
countries under consideration. It is in a net external debtor position with
persistent current account deficits. But such disadvantages do not mean
that there is no hope for the internationalization of the rupee, because
the economic size does matter. As shown in Figure 13, India’s GDP and
export shares in the world continued to rise and doubled during the last
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two decades. India is expected to be the next Asian giant alongside
China in a few decades. Overall, however, the possibility of the rupee
becoming an international currency remains low for the near future.

5. Concluding remarks
After the global financial crisis of 2008, skepticism about the role of
the US dollar as a key international currency has come to the fore again,
which led to currency competition among Asia-Pacific countries including
China. This paper explored the extent to which the currencies of AsiaPacific countries meet the preconditions for international and regional
currency status.
We find, first, that there are only two currencies in the AP region
which are internationally used: the yen and the Australian dollar. For the
yen, the share in international trade and asset transactions has been
declining over time. To compete with major international currencies such
as the US dollar and the Euro, Japan’s financial markets need to be
deregulated, internationalized and completely open. The size of the
Japanese economy should be expanded as well. The yen can become a
key regional currency in Asia-Pacific, on the condition that Japan trade
more with AP countries in goods and assets. For the Australian dollar to
increase its use internationally and regionally, it is necessary for the
Australian economy to maintain stable inflation rates and currency values,
improve its net external position, and raise its level of regional trade and
investment.
The Hong Kong dollar and the Singapore dollar are not behind
major international currencies in most preconditions for international
currency status, but they are not likely to be internationally used because
of small economic sizes of Hong Kong and Singapore. However, they are
our top picks as leading regional currencies.
Early in 2009, the Chinese government officially announced the
intention of internationalizing the renminbi. But this is not likely to
happen in the near future, unless foreign exchange and domestic financial
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markets are deregulated and developed, along with more freedom of
capital control.52) If such conditions are met, the renminbi will become a
strong competitor in currency competition in the AP region and possibly
in the world.
Korea and Japan have similar problems in financial regulations and
capital control that must be resolved. What differs is that Korea’s sizes
are much smaller in GDP, foreign exchanges as well as its derivatives
market, capital markets and the banking sector. The best strategy for
Korea is to let the won be more used regionally as a first step toward
its international use. Before seeking the international or regional use of
the rupee, India should make an effort to build up an economic and
financial infrastructure that can satisfy the preconditions of international
currency status.
In conclusion, We state that currency competition is expected to be
acute in the AP region. Another possibility is that AP countries form a
currency union to use a single currency, which competes with the US
dollar and the Euro. Based on the optimum currency area (OCA) criteria,
Baek and Song (2002) evaluated the feasibility of a currency union in
East Asia. Using the data of 1990s, they found that economic conditions
of a group of East Asian countries were comparable to those of the EMU
members before the Maastricht Treaty was signed. Those were Japan,
Hong Kong, Indonesia, Korea, Malaysia, Singapore, Thailand and China.
When Australia, New Zealand and India are added, the problem
becomes more complicated mainly because of the heterogeneity of their
production structures. Although further study on this issue is needed, it
is not impossible for AP countries to adopt a common currency when
we take into account the endogeneity of the OCA criteria raised by
Frankel and Rose (1998). For a successful currency union in Asia-Pacific,
several remaining issues must be dealt with. The first issue is about
commercial integration, which refers to a movement towards the establishment
52) Recently, China took several measures to alleviate capital control. In 2007, for
example, China implemented the Qualified Domestic Institutional Investors
(QDII), allowing domestic institutional investors to invest in overseas markets.
See Gao and Yu (2009 for other relevant measures.
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of free trade areas (FTA) and/or customs union. Moreover, the free
movement of factors (workers, services and capital) must be guaranteed.
The second issue is finding an anchor country. Japan is a possible
candidate for the anchor country. But in contrast to Germany, the anchor
country in the EMU, Japan has many problems raised in the text that
must be solved. Finally, contrary to the EMU, a significant gap still
remains among the AP countries in levels of development, population,
per capita income, and economic and political institutions. In the
Asia-Pacific, political solidarity is needed to overcome the problems
created by this gap.
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7
Epilogue: What policies for the G-20?

section highlights the panel discussion at the G-20 seminar held
T his
in Seoul on 20 November, 2009, jointly by the CEPR and KIEP. The
discussants expressed their views in their respective fields of expertise
regarding the policy directions that the future G-20 summit meetings
should take. Gianmarco Ottaviano of Bocconi University, Italy, and
Taeho Bark of Seoul National University, Korea, spoke mainly on the
trade issues. Heenam Choi, Director-General of the Korea’s G-20 Task
Force in the Ministry of Strategy and Finance, addresses issues in a
broad range of issues that are relevant to the G-20 process and in
particular with a perspective of Korea as the host of one of the two 2010
summit meetings, the other being Canada. Ajay Shah of India’s NIPFP
spoke mainly on finance issues. Jang-Yung Lee of the Financial Supervisory
Services, Korea, has expressed his views on financial regulatory reforms.
Richard Portes of CEPR chaired the panel. I also add some comments
and questions raised from the floor.
Gianmarco Ottaviano: This morning we already discussed two
papers on trade issues. So now, I will stick to trade issues with regard
to the current agenda. To summarize the discussions of this morning, we
discussed the non-protectionist pledge adopted by the G-20 countries.
But at the same time, the information on the trade related tools shows
rather consistently that although this pledge has been maintained with
regard to standard tools such as tariffs and border-related frictions, it has
not been maintained as much with other forms of discriminatory
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intervention. Simon Evenett presented compelling evidence of this in this
morning’s session. The sort of bailouts and support that have been
provided to different sectors by different countries has become, or has
the potential to become, rather important in terms of discrimination. I
would like to add to the debate, and as a support to the G-20 agenda,
it is another dimension. This morning, we discussed about the
discrimination between home and foreign and essentially considered all
firms and sectors within certain geographic boundaries as linked to a
common destiny. However, when we look more closely at the data and
the reality of the implications of this sort of intervention, we realize that
there are possibly other dimensions that are important to these bailouts.
Financial supports and non-strictly trade-related interventions are not only
discriminatory between home-versus-foreign, but they are also discriminatory
between home-versus -home firms and sectors. These interventions are
not neutral at all with regard to the support that home firms are getting.
For the sake of argument, if we look at a simple example of a bailout of
a large financial institution, such a bailout would directly affect the
bailout of the financial institution but it would also indirectly positively
affect the customers of such a financial institution. To the extent that in
several countries these customers are large non-financial firms, you see
that the sort of support that is provided through the bailout has an
asymmetric effect across different types of non-financial firms and
companies. If you look at the European reality, you see that the clients
of large banks are large companies, such as multi-national companies,
and that these firms enjoy more privilege than other small and
medium-sized home companies. In this sense, this sort of intervention is
discriminatory among home firms. Another dimension of this debate is
that these sorts of interventions are usually presented as sector intervention.
We like to think of interventions through the prism of sectors. This is
because we have traditionally looked at the trade data in terms of
sectors. We might possibly be able to disaggregate the data, but still, we
are used to think of these things in terms of sectors. But recent research
in international trade, both real and theoretical, points out that there is
much heterogeneity within sectors and that the unit of analysis should
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possibly not be in terms of sectors but in terms of the firms that are in
the sectors. When you look at the types of interventions that take place,
although the intervention is usually couched in terms of sectors, these
sectors are usually dominated by a small set of large firms. We’ve heard
already in the presentation on China earlier about the importance of
these types of disproportionalities in terms of employment, output, and
investment of these large firms. This is a common occurrence among
most market economies. To wrap up, these two issues have to be brought
up. First, that these types of interventions which we have seen as
home-versus- foreign are also discriminatory in a home-versus-home
context. The second issue is that some firms in some sectors are possibly
too large, and they are too large possibly because they have more
leverage and are better able to capture rents, which in some way also
produces a type of vicious cycle. The punch line would be that one thing
we have seen in Europe that has been quite effective for a while, though
it has been put in the background because of the emergencies of the
crisis, is something that could be rather important for the G-20 agenda.
That is some sort of agreement on competition policies. If we look at the
real part of the financial crisis, this idea that large firms are capturing
rent and are able to tilt the intervention in their favor is consistent with
the evidence that was discussed this morning that the sectors which are
receiving support during the crisis are the same sectors that were
receiving support before, which means that there is some sort of
persistence in this ability to capture rents, and this may be due not
because sectors themselves organize, but because of the fact that within
these sectors there are very large firms which are able to capture the
rent themselves. Thank you.
Taeho Bark: I would like to comment on four areas and will mainly
discuss trade issues and policy issues especially in relation to the G-20
summit. I would like to point out how the multilateral trading system
has been in crisis even earlier than the beginning of the recent global
economic crisis. For example, one of the WTO’s major negotiations,
called the DDA, got stuck and was delayed for more than five years. If
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you look at the key issues of the multilateral trading system they are
basically issues of market liberalization. There are big disputes over
safeguard issues in the agricultural sector, sectoral liberalization issues,
and also agricultural subsidy issues. In other words, we are having
many difficult issues at the WTO. My suggestion, especially regarding
policy suggestions, is that up until now, the G-20 has been supposed to
discuss the global economic crisis focusing on mostly financial issues, but
I think it is now time to expand the scope to deal with global issues
including multilateral trading issues. So, my suggestion is to call upon
the trade ministers’ meeting before Canada’s G-20 meeting in June so
that the ministers can actually collect the issues and report to the summit
what the solution can be. If all the issues can be resolved in Canada in
June, that would be great, but if not, then perhaps at the G-20 meeting
that will be held in November in Korea should be the a last meeting to
have a breakthrough for the DDA negotiations. That is my first
comment. My second comment is something that Professor Urata may
have already discussed in the morning. As you know, during the time
that the multilateral system has not been working, there has been a rapid
proliferation of RTA’s in the world. You can count more than 230, and
especially in East Asia, the number of RTA’s is reaching 240, depending
upon the numbers, but regardless, we are facing an expansion of
regionalism and we should do something about this. In other words,
G-20 leaders should express their concerns about rising regionalism.
Especially if we look at the phenomenon of regionalism in East Asia,
most of the RTA’s are very shallow in the sense that the depth and
scope of the negotiations and the implementation period of free trade is
rather slow, so many people regard them as shallow, although there are
two exceptions, which are the Korea-USA FTA and the Korea-EU FTA.
Though these are not effective yet, they are quite high and comprehensive
FTA’s. In any case, we have to see whether having more and more
individual FTA’s is better and a supplement to the WTO system or if it
is time to consider integrating these numerous FTA’s into a bigger one
so that more countries can participate. For example, in the case of East
Asia, ASEAN has three individual FTA’s with Korea, Japan, and China.
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Why can’t we have an ASEAN+3 region wide FTA, or take Japan’s
suggestion that three other countries ― India, New Zealand, and Australia ―
also be added? In any case, we should talk about broader RTA’s rather
than having more individual FTA’s. Many economists say that having an
additional RTA, from an individual country’s perspective, may have
marginal benefits that are decreasing while the cost of administration
and the cost of other side-effects are increasing. It is time to talk about,
or consider, this kind of regional integration into a bigger system. This
is my second comment. My third comment may overlap a bit with
Professor Ottaviano’s comment. This is about the global economic crisis
we are facing right now. Almost every country is pouring public money
into financial institutions and also private companies or specific industries
through many different mechanisms. But, Professor Evenett pointed out
his concerns about “Code-Red” measures. But even though these codes
are not “red,” in the future, if a trading partner argues that there are
some distortions in trade, then maybe they can raise the issue of
countervailing duty investigations. So, I think after the crisis is over, we
may face a huge number of trade remedy cases in the name of
countervailing duties. I think the WTO should prepare for these new
stages. Let me provide an example. In the 1997 and 1998 financial East
Asian Crisis, there was a company in Korea that received a loan from its
creditors. This was a private transaction, but later, the USA, EU, and
Japan claimed that this company received a subsidy from the government.
Why? Because these creditors, the banks, received public money and
then they gave a loan to this company. This company was charged with
countervailing duties for five years. Later, the case was dropped.
Regardless, in the future, we have to be prepared to deal with these
types of things. The WTO must prepare the most of all, but the G-20
leaders should also say that subsidies or help to specific companies or
specific industries should be controlled. They should not do these things
anymore. This is my third comment. My last comment will be regarding
Korea’s G-20 summit. I think that the G-20 could be considered the
premier forum for international cooperation because we can expand the
scope of the G-20 meeting into other global issues. So many people
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welcome the G-20 and have high expectations of the G-20. But in all of
the problems previously mentioned and the countries that were
involved, all of these countries are G-20 members. With issues like the
WTO subsidies and the like, we can see China-versus-United States,
India-versus-United States, EU-versus-United States, and these countries
are all major G-20 players. So the question is how can the G-20 deal
with these very sensitive issues? In other words, can the G-20 have some
kind of negotiation among leaders to have some kind of breakthrough?
This is questionable. So to make the G-20 into a credible premier forum
for future global cooperation, we have to enhance the credibility of the
G-20, and Korea’s G-20 meeting next November will be a very critical
meeting in that sense. So, to summarize what should be considered by
the Korean government or the Korean preparation team for the G-20
meeting that will be held in Korea, I believe that the setting is the most
important aspect. In other words, what kind of agenda should be set?
First of all, we have to predict the issues that will be very important by
next November. In other words, current important issues could be
discussed in the June G-20 meeting in Canada so we need to consider
more future-oriented issues and this is one important criterion to
consider. The second important criteria to consider is that we should
develop and think about issues which are tangible and that we can
deliver on in the meeting. That’s another criterion. We should not focus
on all issues, but rather, some issues that can deliver some results. The
third criteria is that within the G-20 meeting, Korea should find issues
that can be mediated by Korea between the interests of advanced
countries and developing countries within the G-20 framework. We have
to also think about the general interest of those countries which lie
outside of the G-20 framework because Korea can represent the issues of
some developing countries through the G-20 framework. Lastly, though
I’m not sure if this is a good criteria or not, but because Korea is a part
of East Asia, we should set up issues where Korea and East Asian
countries can make the most contributions, although I’m not sure what
those issues could be. So, those are my thoughts on these five criteria
that we should consider when we make the agenda for the G-20 meeting
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to be held in Korea.
Heenam Choi: I’d like to briefly explain what Korea plans to do in
the Seoul summit meetings. In the short run, we need to focus on policy
coordination to ensure the global economic recovery. For this, we should
continue to provide policy support until a recovery has clearly taken
hold, and this was mentioned in the St. Andrews Financial Ministers’
Meeting which took place in early-November. At the same time, we need
to prepare an orderly exit from the extraordinary measures that we have
taken during the last year. In the long run, we should have an in-depth
discussion on the direction of the post-crisis global economic management.
To that end, we think the first priority should be given to firmly
establishing a framework for strong, sustainable, and balanced growth
that was agreed upon in Pittsburgh. This framework approach is very
important and in the previous session the presenter who presented on
the Chinese economy and the global imbalance provided me with some
advice on how to tackle this global imbalance issue. In addition, it is
required that we have some supplementary measures since the framework
approach alone cannot afford to relieve the concerns of emerging and
developing countries on volatile capital flows in times of economic crisis.
Therefore, we should work toward building comprehensive, so-called
financial safety nets including insurance mechanisms that can discourage
developing and emerging countries from pursuing self- insurance. This is
a prerequisite for a successful framework for strong, sustainable, and
balanced growth. Especially in the next year, we will try to pursue the
financial safety net issues. Thirdly, strengthening support for the poorest
countries is a key element in the success of a framework. As Professor
Bark mentioned, development issues are of a critical nature because they
not only enhance the living standards of poorest countries, but also help
us identify new engines of sustainable global growth. Fourth, in the face
of a global economic crisis, we chose to reform the IFI’s including the
IMF and the World Bank so that they can act as key institutions in the
new international financial architecture. We should complete the
governance reform of the IMF and the World Bank within the agreed
timeline, with the World Bank being completed by next April and the
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IMF completed by January 2011. Furthermore, we need to discuss further
governance reform ranging from internal decision-making processes to
mending the IFI’s in order to reflect the changed global economic
realities and the lessons we have learned from the recent global
economic crisis. As our economies recover, we face the risk of losing
momentum for financial regulatory reform. I think that Deputy Governor
Jang-Yung Lee will discuss shortly the financial regulatory reform in
detail. Therefore, the G-20 needs to show its firm commitment to
observing the timetable for reforms. Mostly, the timetable is set for 2010
and implementation by member countries is scheduled until 2012. Last
but not least, the G-20 should play a key role in promoting global
agreement on other global issues including coming up with a breakthrough
on the DDA, formulating measures for climate change financing which
depends on the Copenhagen meeting, and developing strategies for
energy and food security. As one of the 2010 G-20 chair countries, Korea
will do its utmost to deliver concrete deliverables on each of these
agenda items.
Ajay Shah: In some respects, what we have seen in this global crisis
has been a pretty amazing governmental response. If you had asked
most of us at the early stages of the crisis whether or not the
governments would come through, would the coordinated fiscal stimulus
work or would there be problems with small countries trying to free-ride
on the fiscal stimuli of big countries, would trade finance come together
the way it did, would the IMF resource expansion take place in time,
most of us would probably have said that it would have been a tall
order. So, I think that what has been done has been quite remarkable
and that we should give credit to everyone involved. I want to discuss
three areas where I think there are concerns and where we might have
to do different things. The first is on the subject of financial regulation
and reforms on financial regulation. I think that we need to make pace
slowly on reforming finance because in the immediate aftermath of a
crisis, risk aversion is back. So in a way, the problem of incentives and
firms taking crazy risks are gone for some time. They will be back later,
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but at present, we are not in a great rush to do this. In the short-term,
every finance practitioner is battening down the hatches and being
extremely safe. As a result, there is no burning urgency to deal with
these issues, though this is not to say that these issues should not be
solved, merely that there is no extreme urgency to come up with
regulatory reform right at the moment. An example is the aftermath of
the US S&L crisis. It took something like four to six years to come out
with the legislation which addressed the problems that were seen in the
S&L crisis and it worked out fine because in the immediate aftermath of
the crisis, no one wanted to bear the risks. I think we need more
research and the flow of working papers, the types of things that are
seen on VoxEU every day and the book that has come out from Stern.
I think we are all really struggling to fully understand these things and
even the academic consensus is still not well developed. This is a time
for more research and we need time to digest the immense amount of
data that has come out of this episode and we need to at least arrive at
a working consensus within the academic profession so that we can
understand what was of the first order of importance and what was not
so that the scarce political capital on reform can be directed to the most
important places. The danger is that we might be fighting the “last war”
and that we might be excessively tailoring regulatory reform proposals
to the fine details of the crisis, but of course the next crisis will be
different. We need to get a deeper understanding of what was going
wrong. The last point I want to make on new thinking may sound a
little harsh and a little political, but I do worry about the role of BIS in
the following sense: all-in-all, BIS was the owner of the Basel Committee
on Banking Supervision and we know that many of the areas of Basel II
and the global consensus on how banking regulation should be done
proved to be riddled with failures. I do think that there should be some
accountability for the mistakes that were made, but as an outsider, it
seems to me that we are back to business and that we are expecting the
same bureaucracy and the same BIS to come out with fresh ideas and
new ideas and I wonder if that is the optimal strategy of the G-20.
Rather, should we be looking at harnessing new voices, new inputs, and
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new ideas? Similarly, I think that the extent of BIS domination in FSB is
a little bit uncomfortable and that we need to latch onto new ideas. We
have essentially taken the same people who drove the last consensus and
we are asking them to forge a new consensus. That worries me. Next, I
want to turn to questions of currency. Just as it was the case with
protectionism, all of us are very conscious of the fact that the ink had
not yet dried on the G-20 declarations on protectionism when G-20
countries were rolling out protectionist responses in one respect or
another. In similar fashion, I worry about the G-20 statement on
competitive devaluation being inconsistent with daily purchases of
reserves in China. I respect what Professor Bai said when he spoke
about the good microeconomic foundations for the savings rate in China
and quite likely, the large current accounts surplus in China. I agree
with all that, but I feel uncomfortable when hundreds of billions of
dollars are being purchased on the currency market every day. By all
accounts, that’s not consistent with a market determined exchange rate
and it sounds to me more like a Great Depression environment where
one country is trying to distort the exchange rate for its own benefit. If,
hypothetically, there was no trading on the currency market by the PBC
and then there was a large current accounts surplus in China, all of us
would be very comfortable. I’m not trying to dilute the economic clarity
of the arguments that were made about China having a high savings
rate and China running a current accounts surplus, but that does not
change the fact that on the currency market, we do have an environment
of a competitive devaluation where there is a very large attempt to buy
reserves everyday on the market and we do need to worry about the
extent to which this can be a stable solution, the extent to which this
distorts incentives for other nations to allow the exchange rate to find its
market level, and the extent to which there are concerns about reserves
as insurance. We do need to work on setting up swap arrangements and
the corresponding governance structures through which governments can
feel reassured and I feel that Korea’s story is a very poignant one that
when the chips were down and the crisis came, there was a crisis on the
dollar shortage, and we do need to have mechanisms through which
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these sorts of shortages can be solved ahead of time. My last point is on
the role of the IMF. The G-20 process has substantially increased the
firepower of the IMF and that is good, and it has enabled a clutch of
IMF programs to come about all around the world and that is good, but
we do need to work harder on the political aspects of the governance of
the IMF. As long as the IMF is seen as being excessively influenced by
the US treasury, as long as the US Treasury is seen as having veto
power over the IMF, I think it undermines and needlessly politicizes the
role that the IMF has to play in terms of putting out unpleasant messages
back to governments all over the world and speaking to the world
economy at large about the sorts of policies and actions that need to be
taken. We are undermining the ability of the IMF to do one of its core
tasks by placing excessive control of the IMF with the US Treasury.
Jang-Yung Lee: I’d like to focus my remarks on the financial
reforms that are likely to be discussed at the G-20 level and also the role
that Korea should take as the chairman of the G-20. I will go into the
regulatory reforms that are currently underway by the G-20 financial
stability board and the Basel Committee for Banking Supervision. Much
progress has already been made, but policy development is not yet
completed. In some areas, policy development is now reaching a stage
where difficult decisions will need to be made. In the upcoming G-20
summit, Korea will need to focus more on coordinating the views of its
members. One of the highest priorities would be strengthening macrolevel supervision. This entails reinforcing the supervision of large and
complex financial institutions, or so-called, systemically important financial
institutions, in order to better manage systemic risk and to reduce the
moral hazard posed by the “too big to fail” hypothesis. Mitigating the
pro-cyclical tendencies of the Basel Capital Framework is another goal of
regulatory reform efforts. The Basel Committee is working urgently to
build countercyclical buffers and loan-loss provisioning that can be used
to absorb losses in times of stress. The new rules will be set out by the
end of this year, which will be calibrated in the next year, and will be
gradually phased-in as financial conditions improve. There are still some
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matters, however, that are under discussion. There is also a need to
discourage short-term risk taking and the danger here is that, blinded by
short-term expectations, market participants engage in herd behavior and
fuel asset bubbles. The Basel II Capital Framework is being revised
because it does not adequately provide for excessively leveraged
activities of banking entities and there is now an agreement that
regulators will need to come up with some form of requirements to cap
or limit leverage ratios. There are also calls for a higher level and higher
quality of Tier-1 capital with common shares and retained earnings
making up the predominant form of Tier-1 capital. To this end, the
definition of capital will need to be harmonized across different countries.
Improving liquidity risk-management of banks has also emerged as a
critically important issue and there is recognition that many banks fail to
manage liquidity risk in terms of reliable stress-tests and contingency
funding plans, and this is an area in which we need to see some
improvement. Assigning a liquidity rate for assets of varying liquidity is
one of the appropriate approaches that the BCBS is looking at to
encourage banks to exercise more effective liquidity risk management.
The BCBS will issue, by the end of this year, a new minimum global
liquidity standard. It will establish a harmonized framework to ensure
that global banks have sufficient high-quality liquid assets to withstand
a stressed-funding scenario. There is also a need to expand the scope of
regulation to bring the previously under-regulated or unregulated entities
under regulation, such as hedge funds, credit-rating agencies, and OTC
derivative transactions. Regulators are working very hard to evaluate
whether national regulatory initiatives are consistent with the IOSCO
principles on credit rating agency supervision. Regulation of hedge funds
is another area that is receiving a lot of attention, especially those that
employ large sums of borrowed funds. The essential idea is that hedge
funds should be subject to registration as well as minimum periodical
regulatory reports and public disclosure. Regulators are working very
closely with IOSCO to set out a consistent framework for oversight and
regulation of hedge fund and hedge fund managers. Another issue is
reforming remuneration practices. Encouraging sound compensation practices

Epilogue: What policies for G-20? 209

has emerged as a major regulatory issue and as many of you may know,
both the FSB and the BCBS have come up with principles for sound
compensation practices and now there is an understanding that this
should be embedded into the broader regulatory oversight framework.
The next issue is strengthening international supervisory cooperation.
The recent crisis has demonstrated well the need for cooperation among
supervisory authorities and to address this need, the issue to be addressed
through a supervisory college is under active discussion in major international
financial institutions. Currently, the Basel Committee is working on good
practice principles on the supervisory college, and for an efficient operation
of this supervisory college, I would like to make two suggestions
regarding the good practice principle. First, the objectives of this supervisory
college should not be limited to sharing information and enhancing
cooperation, but should be expanded to preventing systemic risk and
promoting global financial stability. Second, the host country supervisory
authority should engage in the selection process of the supervisory
college participant when the candidate bank is systemically important to
the host country. Although Citibank in Korea may not be systemically
important for global financial stability, it may be systemically important
for the Korean financial system. As a result, the host country’s perspective
is very important. Next, as chair of the G-20 summit, Korea may need to
be prepared for the possibility that the G-20 agenda will move beyond
the global financial crisis management and regulatory reform. I will
briefly go over some of the outstanding issues on sustainable growth. As
you know, the stage following this post-crisis restructuring should be a
discussion on long-term sustainability of the global economy and for this
objective a very thoughtful discussion is required. First, a discussion on
the global trade imbalance and the key currency regime issues is needed.
The recent crisis illustrated the global trade imbalances issue between the
US and China and excess liquidity in the global financial market. Excess
liquidity which is caused by these types of global imbalances is
inseparable with the unipolar key currency system. This unipolar key
currency system, vis-à-vis the US dollar, is expected to continue for an
extended period, and we can also observe that the international reserve
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currency system is gradually transitioning into a multipolar system. I
expect the means to resolve the global imbalance to rise through active
and meaningful discussion by the G-20 and other international
organizations. Moreover, the construction of stabilizing mechanisms of
emerging countries’ currency markets should be an urgent issue to
stabilize the global economy because in the event of a financial crisis in
a systemically important country, the dramatic negative impact can
spread to emerging countries in waves of the currency market,
aggravating the crisis globally. Secondly, discussion on consumer
protection and corporate governance reform are critical to maintaining
the stability of the financial system and though the topics discussed by
the G-20, FSB, and the BCBS focus on increasing stability and resilience
of the financial system, protecting the rights of depositors and investors
is also an important issue. This type of consumer protection along with
the trust and confidence in financial institutions is an essential ingredient
to achieving financial stability and resilience. Thirdly, there should be an
active discussion on various measures to support developing countries
affected by the global financial crisis. Recent developments in the global
economy demonstrate that an economic crisis which occurs in a
systemically important country can have a spillover effect on developing
countries through the foreign exchange market and cross-border trade
channels. The recent crisis sent numerous people below the poverty line
in low-income countries through lay-offs, and soaring food and energy
prices. This brings us to the conclusion that the G-20 summit should
serve as a forum to discuss international cooperation to support developing
countries. Lastly, to make global governance effective there is a need to
use the authority of legally constituted Bretton Woods institutions such
as the IMF and the World Bank because the G-20 has its limitations as
an unofficial political organization. In other words, to improve the
effectiveness of the G-20 summit, the implementation mechanism should
be built by reorganizing the Bretton Woods institutions, and for this purpose,
the G-20 and other international organizations must cooperate closely.
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Open Discussion
Ajay Shah: I hear this gloomy problem with protectionism and I
think we all understand the problem but I wonder if more knowledge is
available in this room with concrete solutions whereby we can sketch
specific proposals and mechanisms that can address this problem.
Richard Portes: I’d also like to add another question. Gianmarco
Ottaviano called for an agreement on competition policy, but we can’t
even get an agreement on competition policy within the EU. Are you
talking about international agreement on competition policy? We have
been trying to work on that with the US for many years and have not
made much progress.
Gianmarco Ottaviano: Regarding competition policy, I think that
competition policy both within the US and in Europe has not been such
a failure in the past. Perhaps we are revising our ideas now that during
the crisis, at least in Europe, the watchdog, the competition authorities,
they have in some way been put in the background because of the
emergency. In this sense, I would say something that is possibly a
platitude, that if we remove all things which are difficult or impossible,
there might be nothing that we can put on the agenda. So, in some way,
I think that with competition at least, we have some experience with
procedures and things that we can measure. One of the ideas that was
brought up this morning was the idea that this type of protectionism we
have seen during the crisis is difficult to verify because it is not targeted
to tariffs. With things like tariffs, we can go to the border and measure
and see what is going on. If it is a quantitative restriction, we can work
on that. We have that type of experience now and can work back from
this sort of border information and go back to the actual policies that
have been implemented. The problem with the new, or murky, or grey
protectionism, as it has been called this morning, is that it is not even
clear how you can spot violations and what type of discriminatory
behavior you should target. One thing that is transparent in principle,
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though of course things are complicated in competition policy, is that it
is not about discrimination across borders but discrimination per se and
possibly something that is not leading us to make judgments about who
is on our side and who is on the other side. That is why I would say
that it is a possible thing to discuss.
Taeho Bark: Regarding the general comments regarding gloomy
protectionism, I agree that we can’t find any quick solutions. If we look
at the WTO, we are discussing the restructuring of voting power of the
IMF and things like that, but at the same time, if we go to the WTO, this
is a one-country, one-vote system. And now, we have huge emerging
countries as regular members and if you group them together, I don’t
think we’ll have an effective liberalization through the multilateral
trading system. I think that this is the reality we face. We have to think
more about whether the WTO will be the forum in which we resolve
disputes rather than expanding market liberalization because there are so
many different interests among the different countries. As a trade
person, we are frustrated because the issues like the DDA are not going
anywhere.
Ajay Shah: What would you shoot for in the G-20 agenda? If one
had to speak with the G-20 heads of states at the summit, what are the
specific tangible bargains or deals that you would be pushing for to
address this class of problems?
Taeho Bark: As far as I remember, we were also stuck during the
Uruguay round when it was extended in 1992 and 1993, and we claimed
that the APEC leaders’ meeting played some role in pushing the round
to be concluded. So, as I stated before, perhaps we should examine what
is the minimum common denominator to solve the problem through the
trade ministers and have them report to the G-20 summit meeting and
then try to have a political breakthrough.
Heenam Choi: But unfortunately, in the G-20 process, there is no
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trade ministers’ meeting, so I think that if we are to solve the DDA
problem, we need the leaders to mandate their trade ministers to set a
deadline for solving the DDA issue to their trade ministers. However,
the previous Pittsburgh Communique is very vague and only expresses
vague sentiments. There are no concrete ways to solve the problem. I
would like to make two comments regarding Ajay Shah’s question about
competitive revaluation. Actually in the G-20 process, member countries
are very cautious when they mention the exchange rate, because some
countries very strongly argue that this is not the forum to discuss the
exchange rate. Instead, the G-20 leaders adopted a framework approach
more akin to a long-term solution to solve the global imbalance. By
mentioning the exchange rate, it might be an easier and shorter-term tool
to solve the global imbalance, but that is not enough to tackle the mid
to long-term global imbalances issue. Another comment on the IFI’s
about which Ajay mentioned the US’s influence on the IMF, I think that
obviously the discussion on the IMF’s governance reform and shareholding
issue looks more like a discussion between the European countries and
the BRICs countries because the US’s share fairly represents the US’s
economic size. On the other hand, European countries are overrepresented
in the IMF. So at the last Pittsburgh meetings, we agreed to shift 5% of
the shares from overrepresented countries to emerging and underrepresented
countries. This means that the share change will be taken from the
European countries. So although the US may strongly influence the IMF
decisions, the obvious discussion on IMF reform will take place between
European countries and the BRICs countries.
Richard Portes: Is there any agreement on the composition of the
board itself? Changing the structure or the composition of the board?
Heenam Choi: At the Pittsburgh Summit meeting, the US officially
proposed that the 24 person board of directors is too numerous and
suggested that the number be reduced from 24 to 20. The decrease of 4
directors would come from the European countries. However, instead of
a reduction in the number of votes, the leaders agreed to just shift the votes.
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Richard Portes: And Korea does not want to raise this issue again?
Heenam Choi: Korea is quite neutral on that issue.
Jang-Yung Lee: I’d like to point out that it was very fortunate that
the G-20 has agreed to get rid of protectionism in the early stages of the
global crisis, but I’m not too sure of financial protectionism or regulatory
protectionism because there are deep concerns about these different
views especially between the US and the EU regarding many key issues
of regulatory reform such as hedge fund regulations or sound
compensation policies. For example, the US is taking a very flexible
approach to sound compensation policies while the EU is taking more
action on limiting excessive executive salaries and pay. Then, there will
be some kind of level-playing field problems that will be raised and the
concern that all of these executives will move from the low-paying
countries to high-paying countries. So now they are talking about the
level playing field, but currently, there is pervasive regulatory protectionism.
Also, regarding financial protectionism and the issue of imposing capital
surcharges for large, systemically important banks, there are some
countries that are in favor of this and some countries that are not in
favor of this. Also, regarding the issue of information sharing with
regard to the supervisory college, home country supervisors are reluctant
to share critical information about these systemically important crossborder banks because if they share these types of information, then the
problem of one bank may actually expedite the collapse of the financial
institution because the host country regulators will try to protect the
asset in their jurisdiction in the so-called ring-fence operations. So all of
these financial protection issues and regulatory protectionism issues are
critically important and I think that Korea will have a hard time
coordinating all of these views.
Richard Portes: The last point is something that I wanted to say
about the difficulties of implementing some of the measures that speakers
today like Svein Andresen and you have spoken about today. Now we
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will open the floor to question. We will start with Professor Chong-En Bai.
Chong En-Bai: I would like to comment on Dr. Shah’s point that
when the Chinese government purchases US dollars in millions and
billions of dollars every day, it is hard to believe that the government is
not manipulating the currency. I think that the price is determined by
the market. That mechanism works only when there is a market and the
demand and supply are not artificially constrained. In the case of the
dollar market in China, there is big demand for local currency because
foreign investors are willing to invest in China. But there is no demand
for US dollars because Chinese are not allowed to invest overseas. Part
of this is the Chinese government’s own fault because the government
still controls capital flow so private citizens cannot invest overseas. Another
reason is that some foreign countries don’t want Chinese to invest there.
The US Treasury says that it is ok to invest in the treasury and the
bonds issued by Lehman Brothers, but it is not ok to invest in equities.
That obviously suppresses the demand for dollars in the Chinese market,
and when demand and supply are not freely determined by the market,
I don’t believe the price is right. One difficulty is that most Chinese
firms have some state background. When they go out and make investments,
it is always possible to accuse them as being state-controlled. In the case
of one Chinese company, Haier, trying to purchase Maytag, there is no
strategic constraint there as Maytag is a washing-machine maker, and
there is no strategic value of the company. But the CEO of the Chinese
company was formally an employee of a state-owned enterprise, and
that became a crime, a sin. But everyone worked for the state sector
before. So if you want only allow those who don’t have any state
connection or former state connections to invest overseas, then no one
can do that. So I believe that demand and supply need to be freely
determined by the market and then there will be a market exchange rate.
Richard Portes: We will collect some of these comments and then
come back to the panel.
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Uwe Wissenbach (EU delegate in Korea, from the floor): I have a
few questions, mainly on Mr. Choi’s outline of the G-20 summit in
Korea. First of all, I think that at the EU-Korea summit that took place
in May this year, both leaders, President Lee and President Barroso,
talked about an alliance of values and cooperation on global governance
and in particular, on the issues that we are talking about today. By
reconfirming and now, initialing the FTA, I think we made a strong
statement on where we are going to removing barriers to trade. I think
this is quite important. Of course, the FTA will only take effect later
when it is ratified, but the timing of the decision is a pretty strong signal
to what you can do to liberalize trade, and as one of the speakers has
said, this is a quite substantial and deep liberalization of trade and it is
one of the most ambitious FTA’s the EU has signed. So I think that is
important to underline. We are the EU representation here with the
Lisbon Treaty, and I think that the agenda, in particular, the focus on the
long-term sustainable growth agenda, is quite important and it is the
raison-d’être of the G-20 which shouldn’t be allowed to wither away
because it is the most legitimate forum of global governance, and it is
important to enlarge the agenda as you have outlined. In particular,
from the Commission’s point of view, the development agenda is
absolutely vital and crucial to put on the agenda. We’ve seen that the
global economic crisis has had a very negative impact on Africa for
instance, and other developing countries. At the beginning of the crisis
everybody was talking about decoupling, but now we have seen growth
rates drop, particularly with poverty on the rise everywhere in the
developing world with exception to China and India. So it is very
important for Korea, which has experienced poverty within this
generation, and the EU, which is the largest global donor in terms of
ODA, to work together to get that agenda positioned firmly on the
leaders’ attention. I would also like to make a point on the EU as being
a body which can represent a whole region, like APEC for instance,
which represents a region because it has decision-making powers and
institutions which allow it to represent a whole region. Through the
growth and stability pact at the EU, we have already done part of that
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homework that the G-20 still has in front of it in terms of agreeing on
exit strategy principles and timing and so on. I would like to underline
that point and add a question to Mr. Choi and the others on the panel.
When you were talking about the regional frameworks for cooperation
and in particular, the currency area, a reference was made to the Chiang
Mai Initiative. My understanding has been that the Chiang Mai Initiative
has not really worked in this crisis because no one has called upon the
initiatives, the swaps, which have been agreed upon because they have
preferred to go to the IMF or the US. So how far does Asia have to
strengthen the regional cooperation to make the cooperation more
effective, and perhaps, in a longer-term framework, so that Asian
countries can speak for other Asian countries that are not represented in
the G-20 framework?
Thorsten Beck: I have three brief comments. The debate on protectionism
seems like a debate on whether the glass is half-full or half-empty, and
I think for the EU, it is actually half-full. If it weren’t for the EU
commission, for example in the car industry, the Germans would have
gotten away with their shameless attempt to bribe with a couple thousand
jobs. So there has been a positive role of the EU commission and
although I don’t agree with everything they have done in the financial
sector, I think that there has been a positive role there. On Ajay’s
comments on the same faces in the Basel Committee and the FSB, I think
that is a concern and the concern is that it mainly represents G-20 but
not the G172, and the risk is that the experience of the crisis in Europe
and North America will be taken and then new rules will be developed
for everybody, one-size-fits-all. I think that is a big concern and I agree
there. Finally, on the colleges of supervisors, yes, we can make the
colleges more effective and more binding, but I don’t think that is
enough. If a bank fails, as we’ve seen in the Netherlands, even between
the Netherlands and Belgium, two countries which are supposedly so
close to each other politically, unless there are ex-ante agreed burden
sharing agreements, it won’t work. So I don’t think you need more
colleges of supervisors, you need more ministers of finance.
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Unidentified Questioner: I think that during the severe economic
downturn, it was rather easy for the leaders of the G-20 nations to agree
on, say, the simultaneous application of the stimulus package, etc. But
for example, in November of next year, if the world economic recovery
is on the right track and economic forecasts are getting rosy, then
perhaps people will become complacent about what is going on. Then
the big question is that at the moment, the G-20 is regarded as the
permanent institution by stating that an annual meeting will be taking
place after the Pittsburgh meeting. In that regard, it is a permanent
meeting, but we really would like to make sure that this is very effective
and a robust permanent institution. Therefore, whatever we agree on
such as financial regulatory reform, or staying protectionist measures,
must be implemented from the agreement. So my question is how can
we ensure the implementation of these measures following the leaders’
agreement. Is peer pressure enough? Or do we need to work on other
mechanisms? After all, the G-20 is a political institution, and so is a
political leader’s verbal agreement enough to ensure a robust, ongoing
global institution?
Richard Portes: That is a fitting question to finish on and we will
now go to the panel for any responses.
Gianmarco Ottaviano: Essentially, there has been little about protectionism,
but I agree with what Thorsten Beck has said. I wouldn’t be so gloomy
on the idea of agreeing on coordinating some basic competition
principles. It worked in Europe and maybe it can work better but we
have some good examples of this.
Taeho Bark: Regarding a trade ministers’ meeting in the context of
a G-20 summit, I think that we need to think more broadly. In other
words, so far, only finance ministers meet in the framework of the G-20,
but why can’t we expand the scope to include trade ministers?
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Heenam Choi: Regarding the question of the CMI and regional
cooperation, as I said before, the financial safety net includes various
concepts. The IMF will study about how we can guarantee precautionary
measures to prevent a crisis. One of the ideas will be a multilateral swap
idea, or easy access to precautionary facilities like the FCL and we are
also considering establishing some sort of insurance mechanism. And
regarding your question about the CMI, at the time of the crisis, the CMI
was not yet multilateralized. The CMI was a form of multiple bilateral
swap arrangements. As you might recall, Korea, Japan, and China made
some bilateral swap arrangements using this CMI. So the CMI was
effective even though there were no withdrawals from the bilateral swap
arrangements. Also, you asked about non-G-20 Asian countries. We have
been trying to strengthen our outreach efforts for non-G-20 countries. By
using the APEC dialogue, and other ASEAN+3 dialogues, we have
strengthened our outreach efforts. The last question about the G-20 as
having no “teeth” to bite, I think that the G-20 is not an international
organization or an institution. It is a kind of leader’s forum. As you
remember, the G-20 leaders designated the G-20 as the premier forum,
not as an institution or organization. So even though, there are no
implementation measures, you might remember that by monitoring the
commitment of what G-20 countries agreed to last year, there is more of
a name and shame approach like when the WTO published a quarterly
trade figures report rather than enforcing any countermeasures or
anything like that. Though that might be a limitation of the G-20, it is
not an organization but rather, a premier forum.
Jang-Yung Lee: Regarding the questions about the unfair regulatory
reform imposed on the European countries while the crisis originated in
the US, I think that it is a typical example of a negative systemic
spillover effect. But some European banks also made the mistake of
borrowing too much or raising their leverage too much. For a bank like
Deutsche Bank, the leverage ratio was over 40, and for the Royal Bank
of Scotland, and ING, though I don’t know the exact figure, the leverage
ratio was also comparable to the excessively high leverage ratios of US
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investment banks like Goldman Sachs or Merrill Lynch. So there was a
mistake in risk management and they should be penalized with these
strengthened regulations. But what I am worried about regarding these
newly imposed regulations is that I am not sure these banks can
continuously generate enough earnings. Earnings are the fundamental
source of long-term sustainability, but with all of these countercyclical
capital buffers or higher minimum capital requirements, in addition to
higher liquid assets requirements that these banks should hold, on top of
the capital surcharges charged to large, systemically important banks, I
worry that all of these requirements and rules will make these large
banks suffer quite a bit.
Richard Portes: Perhaps these large banks will get smaller, and
maybe they won’t be as profitable as before, and the graduates of
universities won’t go to the private sector and instead will go to the
non-financial sector and we will have a superior reallocation. That’s just
a possibility. Before we adjourn for dinner though, I’d like to draw
attention to one point that was made from the floor about the Korea-EU
trade agreement and to put this meeting into some sort of context. I
think that was a great step forward and that it will be implemented, but
I do not think that a year from today, we will see approval of the trade
agreement by the US Congress of the trade agreement between the US
and Korea, regardless of what the President has said. The point was
made very well that the EU can, at least in some dimensions, speak in
one voice and negotiate with effect and this is an example. This takes me
to a broader context with which I will finish. We at CEPR are essentially
a European organization, and in that respect, we are very pleased to
have this cooperation with KIEP as a sort of EU-Korea cooperation
which is especially enhanced by celebrating KIEP’s 20th anniversary.
Thank you all very much and we will adjourn.
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