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Ten years after the Great Financial Crisis — where do we stand?
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People’s Bank of China, Beijing, 19 November 2018

Good afternoon, everyone. I want to thank Governor Yi Gang and the staff at the People’s Bank of China
for hosting me today.

One month ago, Governor Yi came to the BIS Representative Office for Asia and the Pacific in
Hong Kong to join the celebration of its 20th anniversary. When the BIS Asian Office opened its doors in
July 1998, the world was quite a different place, only just emerging from the tail end of the emerging
market crises of the 1990s.

The 20 years since then have seen a marked rise in the economic weight of emerging market
economies (EMEs). China, in particular, expanded rapidly as its share in global GDP (measured in PPP
dollars) rose from around 7% to about 19%. At the same time, the economic resilience of EMEs improved
significantly through the pursuit of prudent policies. This enhanced resilience became visible during the
Great Financial Crisis (GFC) 10 years ago. At the time, EMEs, especially China, made an important
contribution to global economic growth, buffering the negative shocks that came from the financial crisis.

The GFC has been a defining moment for today’'s macroeconomic and financial landscape and
sets the stage for monetary policy going forward, both in advanced and in emerging market economies.
In my remarks today, I would therefore like to focus on the question of where we stand 10 years after the
onset of the GFC. What were the policy responses, particularly with respect to monetary policy? What has
been accomplished? Were there unintended consequences? What are the challenges going forward? And
what are the policy implications at the current juncture?

Policy responses: accomplishments and unintended consequences

After the outbreak of the GFC, authorities in the economies directly affected undertook forceful policy
actions. The effective management of the fallout by central banks played a critical role in halting the crisis;
additional monetary stimulus in subsequent years helped nurture the recovery. Central banks slashed
policy rates and kept them at very low levels for many years, in some cases right up to the present day. In
addition, they developed a new set of policy instruments, unconventional monetary policy (UMP), with its
three main components: quantitative easing, forward guidance and negative interest rates.

Another key factor for stabilising financial systems and economies was far-reaching public
guarantees for tumbling banking systems — assurances that were critical in avoiding default spirals and
bank runs. Moreover, in the wake of the crisis, authorities took decisive action on the regulatory and
supervisory front, which helped to restore trust in the financial system and to build resilience for the future.
In particular, banking authorities overhauled the regulatory framework and delivered Basel III. In addition,
in order to strengthen the systemic perspective of financial regulation and supervision, many countries
developed or enhanced macroprudential policy frameworks that complemented the established
microprudential ones.

These measures played a key role in avoiding a financial meltdown and economic depression in
the wake of the GFC. The major advanced economies experienced a Great Recession, the sharpest
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economic contraction in postwar history. But economies stabilised rapidly, so that a repeat of the Great
Depression of the 1930s, which some had feared at the time, was avoided. Economies returned to growth
— some more quickly than others, of course — paving the way for a long-lasting economic expansion which
was, however, less dynamic than those observed during previous rebounds.

At the same time, the crisis response gave rise to a number of unintended side effects that pose
challenges going forward. Persistent low interest rates facilitated deleveraging in those countries and
sectors that were at the epicentre of the crisis — in particular household and banking sectors in major
advanced economies. However, easy financing conditions also fuelled further debt accumulation in
countries and sectors outside that epicentre, notably in some smaller advanced economies and in EMEs,
as well as in the corporate sector. In addition, sovereign debt surged in both advanced and emerging
market economies, reflecting a combination of fiscal authorities’ crisis response measures and the
borrowing incentives created by low bond yields.

The policy response also contributed to a shift in the supply of credit from bank financing to
bond financing. Low interest rates induced a search for yield in bond markets; and regulatory tightening
together with post-crisis deleveraging led to a retrenchment in bank intermediation globally. As a result,
in particular in EMEs, an increased share of financial intermediation took place in bond markets rather than
through banks, a phenomenon my colleague Hyun Shin has dubbed the “second phase of global liquidity”.

The larger role of bond markets in global financial intermediation gave a more prominent role to
asset managers, affecting market dynamics. Over the past decade, we have seen intense search for yield,
both nationally and internationally, very likely reflecting excessive risk-taking by investors. This has
dramatically compressed risk premia, including term premia and credit risk premia in corporate and EME
sovereign yields.

Asset managers may also create an illusion of appropriate liquidity in some markets that might
not be there in volatile times. Massive incursions into asset classes might reverse sharply once market
conditions change. Capital flows could, as a result, respond more strongly to changes in advanced
economy interest rates, giving rise to higher exchange rate volatility.

The most damaging unintended consequence of the crisis response measures has probably been
the postponement of the implementation of pro-growth structural reforms, in both advanced and
emerging market economies. Accommodative financial conditions can boost the economy temporarily
and reverse crisis-related output and employment losses. But they cannot boost long-run growth
potential. Significant structural impediments to growth persist in both product and labour markets of many
countries. Implementing growth-friendly structural reforms will become harder as monetary
accommodation is withdrawn. Therefore, now is the time to speed up the implementation of such reforms.

Challenges going forward

Monetary policy normalisation in the major advanced economies is making uneven progress, reflecting
different stages of recovery from the GFC. The Federal Reserve has begun unwinding its asset holdings by
capping reinvestments and has increased policy rates. The ECB has scaled back its large-scale asset
purchases, with a likely halt of net purchases by end-year. Meanwhile, the Bank of Japan is continuing with
its purchases and has not communicated any plan for exiting.

The ongoing unwinding of accommodative monetary policy in core advanced economies is a
welcome step. It is a sign of success as economies have been brought back to growth and inflation rates
back towards target levels. Monetary policy normalisation is essential for rebuilding policy space, creating
room for countercyclical policy. Moreover, it can help restrain debt accumulation and reduce the risk of
financial vulnerabilities emerging.
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But there are also significant challenges. The starting point of the ongoing normalisation is
unprecedented, and there are extreme uncertainties involved. The path ahead for central banks is quite
narrow, with pitfalls on either side. Central banks will need to strike and maintain a delicate balance
between competing considerations. This includes, in particular, the challenge of achieving their inflation
objectives while avoiding the risk of encouraging the build-up of financial vulnerabilities.

Central banks have prepared and implemented normalisation steps very carefully. Policy
normalisation has been very gradual and highly predictable. Central banks have placed great emphasis on
telegraphing their policy steps through extensive use of forward guidance. As a consequence, major
financial and economic ructions have so far been avoided. In this regard, the increased resilience of the
financial sector as a consequence of the wide regulatory and supervisory reforms undertaken since 2009
has also helped.

That said, there are still plenty of risks out there.

First, central banks are not in control of the entire yield curve and of the behaviour of risk premia.
Investor sentiment and expectations are key factors determining these variables. An abrupt repricing in
financial markets may prompt an outsize revision of the expected level of risk-free interest rates or a
decompression in risk premia. Such a snapback could be amplified by market dynamics and have adverse
macroeconomic consequences. It could also be accompanied by sudden sharp exchange rate fluctuations
and spill across borders, with broader repercussions globally.

Second, many intermediaries are in uncharted waters. Exchange-traded funds (ETFs) have grown
faster than actively managed mutual funds over the past decade, and needless to say, they have brought
very important benefits to bond markets, among other factors, by enhancing the depth of such markets
and making possible new ways of financing for many sovereigns and corporations. ETFs are especially
popular among equity investors, but they have also gained importance among bond investors. They have
attracted investors because they charge lower fees than traditional mutual funds, which has proved to be
an important advantage in the ultra-low interest rate environment. Moreover, they promise liquidity on an
intraday basis, hence more immediately than mutual funds, which provide it only daily.

Such promise of intraday liquidity is, however, a double-edged sword. As soon as ETF investors
are confronted with negative news or observe an unexpected fall in the underlying asset price, they can
run — that is, sell their ETF shares immediately — adding to the downward pressure on market prices. As
equity markets become choppier, we will need to be on the look-out for ETFs possibly accentuating the
volatility of the underlying asset market.

Currently, bond ETFs are still small compared with bond mutual funds in terms of their assets
under management. However, as the market share of ETFs increases, their impact on market price
dynamics will also increase. Moreover, they have yet to be tested in periods of high interest rates.

More generally, investors may face unforeseen risks — in particular, unforeseen dry-ups in
liquidity. As I mentioned earlier, the growing size of the asset management industry may have increased
the risk of liquidity illusion: market liquidity seems to be ample in normal times, but dries up quickly during
market stress. Asset managers and institutional investors do not have strong incentives to play a market-
making role when asset prices fall due to large order imbalances. Moreover, precisely when asset prices
fall, asset managers often face redemptions by investors. This is especially true for bond funds investing
in relatively illiquid corporate or EME bonds. Therefore, when market sentiment shifts adversely, investors
may find it more difficult than in the past to liquidate bond holdings.

Central banks’ asset purchase programmes may also have contributed to liquidity illusion in some
bond markets. Such programmes have led to portfolio rebalancing by investors from safe government
debt towards riskier bonds, including EME bond markets, making them look more liquid. However, such
liquidity may disappear in the event of market turbulence. Also, as advanced economy central banks
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unwind their asset purchase programmes and increase policy rates, investors may choose to rebalance
from riskier bonds back to safe government bonds. This can widen spreads of corporate and EME bonds.

Moreover, asset managers' investment strategies can collectively increase financial market
volatility. A key source of risk here is asset managers’ “herding” in illiquid bond markets. Fund managers
often claim that their performance is evaluated over horizons as long as three to five years. Nevertheless,
they tend to have a strong aversion to underperforming over short periods against industry peers. This
can lead to increased risk-taking and highly correlated investment strategies across asset managers. For
example, recent BIS research shows that EME bond fund investors tend to redeem funds at the same time.
Moreover, the fund managers of the so-called actively managed EME bond funds are found to closely
follow a small number of benchmarks (a practice known as “benchmark hugging”).

Third, the fundamentals of many economies are not what they should be while at the same time
there seems to be less political appetite for prudent macro policies. High and rising sovereign debt relative
to GDP in many advanced economies has increased the sensitivity of investors to the perceived ability and
willingness of governments to ensure debt sustainability. Sovereign debt in EMEs is considerably lower
than in advanced economies on average, but corporate leverage has continued to rise and has reached
record levels in many EMEs. Also, household debt is high and rising in many advanced and emerging
market economies. In addition, a large amount of EME foreign currency debt matures over the next few
years, and large current account and fiscal deficits in some EMEs could induce global investors to take a
more cautious stance. Tightening global financial conditions and EME currency depreciation may increase
the sensitivity of investors to these vulnerabilities.

Fourth, other factors may augment the spillover effects from unwinding unconventional
monetary policy. Expansionary fiscal policy in some core advanced economies may further push up interest
rates, by increasing government bond supply and aggregate demand in already-overheating economies.
Trade tensions have started to darken the growth prospects and balance of payments outlook of many
countries. Such tensions also have repercussions on exchange rates and corporate debt sustainability.
Heightened geopolitical risks should not be ignored either. The sharp corrections in advanced economy
and EME equity markets alike in October 2018 are generally attributed to both aggravating trade tensions
and geopolitical risks.

Fifth, there is much uncertainty about how investors will react to monetary policy normalisation.
Quantitative easing has been a “volatility stabiliser” in financial markets. Thus, when it is removed or
reversed, it is not clear how the market will react. Market segments of particular concern are high-yield
bonds and EME corporate bonds. As I pointed out a moment ago, liquidity tends to dry up more easily in
these markets. Knowing this, asset managers may try to rebalance their portfolios by deleveraging more
liquid surrogates first, which creates an avenue for contagion to other markets.

“Tourist investors” are another source of concern. For example, in contrast to “dedicated” bond
funds, which follow specific benchmarks relatively closely, “crossover” funds have benchmarks but deviate
from them and cross over to riskier asset classes such as EME bonds and high-yield corporate bonds in
search of yield. Crossover funds are not new, but they have gained prominence recently. They include
high-yield, high-risk bonds in their portfolio by arguing that the extra return from such investments is high
enough to compensate for their risk. They are likely to underprice risks when markets are calm, but
overprice risks when markets become volatile. They are, indeed, very responsive to interest rate and
exchange rate surprises and tend to pull out suddenly from risky investments.

Finally, significant allocations by global asset managers to domestic currency bond markets, in
particular to EME local currency sovereign bonds, have generated new challenges. After the Asian financial
crisis of 1997-98, many emerging Asian economies made concerted efforts to develop their local currency
bond markets. This was a welcome development, overcoming “original sin”, a term coined by Barry
Eichengreen and Ricardo Hausmann in 1999 for the inability of developing countries to borrow in their
domestic currency. By relying on long-term local currency bonds instead of short-term foreign currency
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loans, many Asian EME borrowers were able to avoid currency mismatch and reduce rollover risk. In
addition, over the past several years, the average maturity of EME local currency bonds has increased
overall.

However, as the share of foreign investment in EME local currency bond markets has increased,
currency and rollover risks have been replaced by duration risk. The effective duration of an investment
measures the sensitivity of the investment return to the change in the bond yield. Recent BIS research
shows that EME local currency bond yields tend to increase in tandem with domestic currency
depreciation. This can make returns of EME local currency bond investors, whose investment performance
is measured in the US dollar (or the euro), extremely volatile. As an analogy, incorporating exchange rate
consideration is similar to viewing temperatures with and without a wind chill factor.

This suggests that the exchange rate response to capital flows might not stabilise economies as
textbooks predict: it might instead lead to procyclical non-linear adjustments. Exchange rate changes can
drive capital in- and outflows via the so called risk-taking channel of exchange rates.

The core mechanism of the risk-taking channel works as follows. In the presence of currency
mismatch, a weaker dollar flatters the balance sheet of the EME's dollar borrowers. This induces creditors
(either global banks or global bond investors) to extend more credit. As a consequence, a weaker dollar
goes hand in hand with reduced tail risks and increased EME borrowing. However, when the dollar
strengthens, these relationships go into reverse.

Let me illustrate my point with an example. The scatter charts in Graph 1 show weekly returns on
the local currency sovereign bonds of Mexico (on the left) and South Africa (on the right). The vertical axis
shows the percentage returns, and the horizontal axis measures the change in the yield. The blue dots
represent returns in local currency terms, and the red dots returns in dollar terms. In these charts, the slope
of the blue line is the duration of the bond. You can see that the slope of the red line is steeper than that
of the blue. For investors who care about returns in dollar terms, these bonds are riskier. It is as if the
bonds had the duration risk of much longer maturity bonds. Here, exchange rate moves tend to amplify
investors’ gains and losses. In such settings, a sharp depreciation of the currency could result in further
portfolio outflows, rather than stem the outflows or encourage inflows.

EME local currency sovereign bond performance,! January 2013 to October 2018 Graph 1
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Policy implications

Monetary policy normalisation by major advanced economies, escalating trade tensions, heightened
geopolitical risks and new forms of financial intermediation all pose challenges going forward for both
advanced and emerging market economies. How can policymakers rise to these challenges?

Inadequate growth-enhancing structural policies have been a major deficiency over the past
years. Such policies would facilitate the treatment of overindebtedness. In contrast to expansionary
monetary and fiscal policies, which boost both debt and output, growth-enhancing structural reforms
would primarily boost output, thus reducing debt burdens relative to incomes. Moreover, by improving
the supply side of the economy, they would contain inflationary pressures. And, if sufficiently broad in
scope, they would have positive distributional effects, reducing income inequality.

Advanced economies should be mindful of spillovers, also because they can mutate into
spillbacks. During phases in which interest rates remain low in the main international funding currencies,
especially the US dollar, EMEs tend to benefit from easy financial conditions. These effects then play out
in reverse once interest rates rise. A reversal could occur, for instance, if bond yields snapped back in core
advanced economies, and especially if this went hand in hand with US dollar appreciation. A clear case in
point is the change in financial conditions experienced by EMEs since the US dollar started appreciating in
the first quarter of 2018.

Global spillovers can also have implications for the core economies. The collective size of the
countries exposed to the spillovers suggests that what happens there could also have significant financial
and macroeconomic effects in the originating economies. At a minimum, such spillbacks argue for
enlightened self-interest in the core economies, consistent with domestic mandates. This is an additional
policy dimension that complicates the calibration of the normalisation and that deserves close attention.

Financial reforms should be fully implemented. If enforced in a timely and consistent manner,
these reforms will contribute to a much stronger banking system. Indeed, the Basel Committee’s
Regulatory Consistency Assessment Programme has found that its members have put in place most of the
major elements of Basel IIl. But implementation delays remain. It is important to attain full, timely and
consistent implementation of all the rules. This would improve the resilience of banks and the banking
system. It is also necessary for attaining a level playing field and limiting the room for regulatory arbitrage.

For EMEs, keeping one's house in order is paramount because there is no room for poor
fundamentals during tightening global financial conditions. EMEs may nevertheless face capital outflows,
and their currencies may depreciate abruptly, which would trigger further capital outflows. In such
instances, EME authorities must be prepared to respond forcefully. They should consider combining
interest rate adjustments with other policy options such as FX intervention. And they should consider using
the IMF's contingent lending programmes.

At the same time, EMEs should not disregard non-orthodox policies to deal with stock
adjustment. If a large amount of foreign capital has flowed into domestic markets and threatens to flow
out quickly, the central bank can use its balance sheet to stabilise markets. As an example, the Bank of
Mexico has in the past swapped long-term securities for short-term securities via auctions. This was done
because such long-term instruments were not in the hands of strong investors, and there was market
demand for short-term securities. This policy stabilised conditions in peso-denominated bond markets.

Finally, policymakers need to better understand asset managers’ behaviour in stress scenarios
and to develop appropriate policy responses. One key question for policymakers is how to dispel liquidity
illusion and to support robust market liquidity. Market-makers, asset managers and other investors would
need to take steps to strengthen their liquidity risk management. Policymakers can also provide them with
incentives to maintain robust liquidity during normal times to weather liquidity strains in bad times — for
example, by encouraging regular liquidity stress tests.
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Concluding remarks

We have made great progress over the past 10 years in overcoming the GFC and its aftermath. Most EMEs,
in particular China, have sailed relatively smoothly in those choppy waters. Yet, risks remain. For EMEs,
spillover risks from trade and geopolitical tensions and from monetary policy normalisation in advanced
economies loom large. They need to prepare for managing such risks.

China appears to be in a good position to weather any storms given its large FX reserves, its
strong policy frameworks and the deleveraging of the Chinese economy that authorities have been
pursuing. Nonetheless, policymakers need to remain alert and be prepared to take all necessary steps to
manage the impact of global shocks. It will be of the essence that China maintains its strong momentum,
as an engine of growth and a source of resilience for the global economy.

China has been a key member of the BIS since 1996. Our collaboration with the People’s Bank of
China has been important and fruitful. The BIS's new medium-term agenda which we have just launched
will ensure that we continue serving our shareholders in the best possible way in the future. In this vein, I
am looking forward to continued excellent collaboration with the People’s Bank for many years to come.
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