Lamfalussy’s speaking notes for his remarks at  the Triffin Colloquium in Brussels, on 4 October 2011
      I have to start with an apology. I imprudently accepted, first, to deliver a short speech on the broad topic of our whole meeting, and after that to chair a session  on a crucial topic of the colloquium.  Not a particularly comfortable position. The easy way out of this dilemma is to ask you to allow me to take off my chairman’s hat for my initial remarks and share with you my deep concern when I look at global financial and monetary developments which have been taking place over the past ten to fifteen years.
      I shall try to spell out the reasons for my concern under the following headings: geography, numbers, the missing structural banking reform, moral hazard, innovation and opacity, and the challenges facing central banking. 
      As for geography, the good news is, of course, the long awaited growth of a number of very large developing countries, the pride of place going to China, India, Brazil – and in that order. I don’t remember anyone who, say, twenty years ago, would have taken the professional risk of announcing that this was likely to happen. 
      But as all good things the emergence of these countries (and of a number of others) as major players does throw up relatively novel problems. As we all know, the handling of global imbalances requires global handling, but as far as I can judge this is not about to happen. Successful global action requires rules, tools, incentives and (at least the possibility of) sanctions. The obstacles are not simply the obvious ones: perceived (or even real) national interests prevailing over the common good. The major emerging countries are very far from a homogeneous lot. This is evident at first sight when you compare oil producers with the rest. But, more importantly, their degree of participation in financial globalization varies considerably both among themselves and also in comparison with the G7. They did not join the global village over night, but are in the process of doing so. And they can argue that managing the process is just as, or even more, complex than discussions among the G7. 

      To cut a long story short, I have doubts that we should expect major progress in bringing global imbalances under control. From the angle of crisis prevention this is bad news. It means that we are missing the ability to control one major source of liquidity creation. Since a second source of liquidity creation – the endogenous route – easily evades control attempts, this leaves the matter in the hands of the reserve currency central banks – which do not seem to be enthusiastic to accept this assignment. 
       Under the cryptic “numbers”  I have two distinct observations in mind. One is the size of the financial industry, defined in various ways, in comparison with the “real” economy.  Over the past twenty-to-twenty five years the financial sector has grown in size way beyond the level that would be justified by providing services to the rest of the economy. If so what to do? The other is the size of individual banks: various crisis management methods are leading to mergers and acquisitions which tend to increase the size of systemically relevant banks. Is there a risk that this will make it hard to bail them out and perhaps even harder to let them fail? And in such a situation what are the merits and feasibility of the narrow bank proposals?
      It is for such reasons that beyond the wide range of current reform initiatives, where progress is being ackhieved, I have come to believe that structural reforms of the banking industry  should receive priority treatment. Unfortunately this does not seem to be the case – and for good reasons. One reason is that structural reforms have to be implemented globally at a time when financial structures vary considerably between the US and Europe: the share of banking in financial intermediation is more than seventy per cent in Europe, while in the US is less than one third. Another reason is that structural reforms touch substantial vested interests, and you can count on the fierce opposition of the beneficiaries of those interests. 
      I am worried by the fact that Europe is just nowhere in this field, in contrast with the US. Experts are working hard on these topics, but we are very far from being able to discuss operational designs, let alone to proceed to implementation. We run the risk of having to take for granted the US initiatives, which is surely not the best way of protecting our interests.
      Let me now turn to our major moral hazard issue.The widespread belief that systemically important financial institutions will always be bailed out has two devastating consequences: it encourages reckless risk-taking by such institutions, and provides them with an unfair competitive edge over the rest of the financial industry by ensuring cheaper financial resources for them. To avoid this happening, it has to be made clear that no financial firm, and especially banking firm, should be able to count on being protected from failure. But no such statement will appear credible unless ways and means are found to ensure that the absence of bail-out has no systemically disruptive consequences. Trying to find and agree “globally” on such crisis resolution processes should rank very high on the political agenda.

      At the European level the probably greatest handicap is that there has been very little harmonization of company law, and in particular of bankruptcy procedures. Hence the need to explore other avenues. A lot of work has been going on in this field over the past couple of years, but with very little practical result. I realize that progress in this field, let alone a breakthrough, will not be easy to achieve. But the stakes are high. Without structural reforms of the banking industry and efficient crisis resolution processes, crisis prevention policy will have to focus on detailed, more and more wide ranging and very specific regulations, which carries the risk of over-regulation.The capacity of financial market participants to innovate is overwhelming, as a result of which regulators would have to fight a battle they are unlikely to win. Admittedly, a credible policy of no bail-out would not solve all our problems, but it would contribute to discouraging disruptive, reckless risk-taking. 
      Another concern I have is the daunting capacity of innovations to spread opacity  in the system. This was not always the case. May I recall my prehistoric experience at the BIS in dealing with the Latin American crisis during the early nineteen eighties? At the heart of the crisis was the massive overlending of western  banks to major Latin American countries, granted at adjustable interest rates. Bankers were proud of protecting their margins, but conveniently forgot that in the event of a sharp rise in market rates, floating rates carried the risk of killing  their borrowers – which did indeed materialize. This was a massive miscalculation, for which they had to, and did  pay a price. But at least they knew who were their borrowers, since they kept their claims on their books. There was no securitization at that time, which was quite helpful for identifying who lent what to whom. No such clarity exists to-day any longer, when it has become meaningless to try to find the elusive  final lender. This overwhelming opacity does not work simply for the “owner” of a specific security, but makes also hard to identify the network of interdependence between specific groups of financial intermediaries. The channels of contamination cannot be identified ex ante, although you might make guesses one or two years after the event.

      A couple of concluding remarks on the challenges facing our major central banks in to-days environment. Our current experience has confirmed something that was, or should have been expected: that whether they like it or not, central banks are in the front line when it comes to keeping crisis manifestations under control. They have the resources and can use them at high speed. Their traditional banking operations plus their oversight responsibilities in payment and settlement systems give them a proximity to the money and financial markets which finance ministers or supervisors not connected with central banks do not possess.

      What is new in the current experience is that central banks have had to carry out their liquidity-boosting operations in an environment where the liquidity shortage turned rather quickly into solvency problems of frightening dimensions – for which there has been no precedent since the1930s. Nor has there been any precedent for the speed of contamination at the global level. The result has been an increasing variety of “non-standard” central banking operations, ranging from the lengthening maturity for the liquidity support to quantitative easing of all shapes and sizes. In many cases this has led not only to the spectacular  expansion of the balance sheets of central banks, but also to the change in the composition of their assets, including the acquisition of risky assets. As a result central banks have started navigating in uncharted waters, in terms of both operational techniques and their relations with governments. Just a final personal remark:  comparing the central banks of the reserve currency centers I noted in this respect the outstandingly prudent performance of the ECB.  
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