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Reforming finance
for more an
better jobs

Main findings

® Despite massive support to financial institutions in the wake of the crisis,
lending conditions remain tight for both houscholds and enterprises — espe-
cially small ones — in the countries where the crisis originated. This situation is
affecting investment and hiring decisions, delaying recovery.

® The chapter finds that tight lending conditions reflect two factors. First, some
financial institutions need to repair their balance sheets and therefore are less
able to provide credit to the real economy than would be the case in normal
conditions. Second, only few of the reforms of the financial system which
were announced by the G20 have been implemented. Reforms of the financial
system need to address i) excessive market volatility, ii) lack of market trans-
parency and of secure access to finance for actors in the real economy, and iii)
irresponsible risk-taking on the part of financial actors. Such reforms need to
be implemented at both domestic and international levels in order to avoid reg-
ulatory arbitrage across jurisdictions, which would weaken any reform efforts
implemented unilaterally. The chapter shows that failure to improve regulation
along these lines will affect job creation, while also complicating the achieve-
ment of balanced growth — which, as shown in Chapter 4, is crucial for a suc-
cessful exit from the crisis.

® In particular, a tax on financial activities would help reduce excessive risk
taking and promote incentives for the financial system to operate for the real
cconomy. The revenues from such a tax could also be used as a buffer against
future financial crises.

® Financial market reforms might lead to short-term adjustment problems. Over
the longer term, however, properly regulated financial markets with an appro-
priate balance between domestic and international regulatory changes will 99
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support both job creation and job stability. The chapter finds that, five years
after implementation of reforms, employment would be almost 1 per cent
higher in advanced economies than in the absence of reforms.

® The possible short-term adjustment costs of financial reforms, combined with
strong resistance to announced measures by the financial industry, partly explain
the slow action in this area. In addition, the economic recovery — modest as
it may be — complicates the task for large-scale financial sector reforms as it
relieves policy-makers and regulators of the sense of urgency. High levels of
public debt and the outlook of more difficult financial sector conditions may
also weaken the incentives to implement any regulation that could raise bor-
rowing costs, including for governments (see Chapter 3). Finally, many reform
proposals require at least some degree of international coordination in order to
avoid regulatory arbitrage by financial actors. Therefore, for financial reform to
benefit the real economy, further coordinated action is crucial. Indeed, failure
to reform the international financial system will delay employment recovery.

Introduction’

The pressure on finance remains strong but so far reform progress has been lim-
ited. In July 2010, a resolution prepared by the Obama Administration to tighten
control of the financial sector was passed by Congress. Meanwhile, the Euro-
pean Commission has prepared proposals for a banking activity tax to fund a
stabilization pool and to strengthen oversight of financial market activities. Even
international organizations such as the International Monetary Fund (IMF) are
advocating stricter regulation of the financial industry. At the same time, how-
ever, political resistance to reform remains strong. The reform resolution did make
it through the US Senate, but only after several attempts and in a heavily modi-
fied form, and the Toronto G20 meeting could not agree on any form of stricter
regulation and resisted attempts to set up banking taxes to make the sector pay
for the clean-up costs of the crisis. Even in Europe, where policy-makers typically
are more favourable to regulation, reforms have touched only side issues such as
legislation to limit or tax bonus pay. On major issues such as restrictions on cer-
tain financial instruments, however, coordination even at the European level has
so far been unsuccessful.

The current international stalemate on financial regulation does not bode
well for more ambitious reforms. A new framework that supports both financial
stability and economic dynamism is, however, as necessary as ever before (Torres,
2010). Public debt is mounting fast, potentially drying up capital markets for pri-
vate investors over the longer term, especially in emerging countries. Accommoda-
tive monetary policy is, for the moment, obscuring the true long-term cost of the
crisis for the real economy. As soon as economic activity has recovered, however,
interest rates will reflect heightened sovereign risk premia and the excessive build-
up of public debt more widely (see Chapter 3). Financial actors will, therefore, be
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called upon to mobilize new sources of savings across the globe and fit them into
the international financial system to provide funds for the real economy. How-
ever, the state of the economy is still far from good. Labour markets around the
world are in shambles and world trade has not yet fully recovered from the losses
incurred in 2008-09.

A simple return to normalcy may, therefore, not be enough: confidence in the
current regulatory framework has suffered. As a result precautionary savings are
likely to go up, restricting a more dynamic recovery. But higher growth is essential
if countries want to address their public debt crises and return income and employ-
ment to the levels observed prior to the Lehman Brothers bankruptcy. Keeping
financial markets unreformed is not a viable option. Nevertheless, national regu-
lators and policy-makers cannot agree on the best road to take.

This chapter offers a new view on the debates surrounding financial market
reform. In particular, the chapter argues that even though they may be desir-
able, many of the currently discussed reform options may actually never see the
light of day due to political resistance to change. This implies that policy-makers
need to be prepared for different reform scenarios, depending on whether or not
national and international regulatory efforts can be coordinated. In particular, the
chapter argues that in between the two extremes of fully reformed and fully unre-
formed financial markets, two other scenarios might arise, whereby either only the
domestic financial sector or only international capital flows undergo some regu-
latory reforms. These four scenarios are discussed from the point of view of their
consequences for the real economy, in particular for the labour market.

A. A bumpy recovery for financial markets
Financial stress has eased off after its heights in 2008...

Financial systems in advanced countries came close to a breakdown during the
final quarter of 2008, following the bankruptcy of the US investment bank
Lehman Brothers. Financial stress increased substantially as inter-bank lending
dried up, leaving the banking sector with little to lend out to non-financial firms
(see figure 5.1). The banking sector in many OECD countries saw a near collapse of
their major banks as foul credits from the US sub-prime housing markets infected
balance sheets of major international banks around the world (Monnin and Jok-
ipii, 2010). Central banks such as the Federal Reserve and the European Central
Bank were quick to react to this severing of liquidity conditions by extending their
lending facilities, despite the environment of a general lack of trust among banks
and the difficulties of evaluating certain financial products in the absence of prop-
erly functioning financial markets. Contagion effects due to the spillover of loss
of confidence worsened financial stress in emerging markets as well, albeit not to
the same extent.

...helping to improve lending standards in advanced countries...

As a result of these abnormal levels of financial sector stress, credit started to con-
tract in advanced economies from the second half of 2009 onwards. While this
trend has not yet been reversed, credit contraction has slowed down substantially
since the beginning of 2010. Nevertheless, the deleveraging process is expected to
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Figure 5.1 Financial stress, 1997-2009
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Source: Balakrishnan et al. (2009).

continue for some time to come as houscholds and non-financial corporations will
aim to reduce their levels of indebtedness. Moreover, credit developments are far
from historical trends. In particular, when comparing the current recovery with
the earlier cyclical downturn at the beginning of the 2000s, credit growth is lower
by 5 to 10 percentage points, an indication of the depth of the impact of the crisis
on the financial sector. This can partly be explained by the tightening of lending
standards which can be expected to remain stricter than before the crisis due to
the still highly volatile economic and financial outlook (see figure 5.2). Even after
a return to more normal levels of bank lending standards, however, it will take
up to nine months or longer before credit growth can be expected to resume. In
addition, the high strains on international capital markets due in part to higher
demand for funds from the public sector are likely to push up long-term interest
rates in the coming years, even though this has not materialized yet (see also
Chapter 3). This puts further pressure on the private sector to reduce its current

high level of indebtedness.
...and securing a return of financial flows in emerging economies.

In emerging economies, credit conditions have not worsened to the same extent,
partly due to the fact that their banking sectors were not as much interlinked with
those main US banks that had been exposed to the subprime housing problems
as their European counterparts. Rather, these countries have seen a rapid reduc-
tion in foreign direct investment and a massive outflow of short-term capital (see
figure 5.3). With the onset of the crisis, a “flight to quality” set in that — some-
what surprisingly — attracted foreign investment back into the main financial
centres in the developed economies from which the crisis emanated in the first
place. International capital flows have since returned to emerging economies, but
mainly in the form of short-term portfolio flows (principally as corporate bonds)
and not so much via longer term foreign direct investment. This may potentially
create a problem should these countries experience signs of overheating — as
already seem to be the case for Brazil and China - as portfolio flows tend to
experience large and rapid swings, which creates serious adverse conditions for
102 the balance of payment stability of these countries. Moreover, bank loans with
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Figure 5.2 Bank lending standards in advanced economies, 2000-2010
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their central role in providing liquidity to otherwise credit-constrained firms and
households continue to weigh on financial conditions and worsen the risk out-
look for these economies.

High leverage ratios decline only gradually...

Despite the rapid slowdown in credit growth with the onset of the crisis, lev-
erage in the private sector remains high and is only expected to level off gradu-
ally (see figure 5.4). This return to more sustainable levels of private sector debt
will constitute a substantial drag on economic growth for the foreseeable future.
Credit growth and the availability of financial funds for investment and con-
sumption — in particular among credit-constrained firms and households — are
widely seen as important drivers of economic development (Beck et al., 2000;
Demirgii¢-Kunt and Levine, 2001). Credit growing less than GDP does not,
therefore, bode well for a strong recovery as it forces non-financial firms to search
for internal resources for growth, making them less reactive to market conditions
and lowering their potential for expansion. Also, slow increases in credit will
push investors into secking alternative credit opportunities from outside those
countries that undergo such a deleveraging process, further worsening financial
conditions and lowering potential growth. 103
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Figure 5.4 Bank credit to the private sector (percentage of GDP)
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...and liabilities weigh heavily on the corporate sector.

The deleveraging process strongly affects the corporate sector and hence invest-
ment and jobs. Indeed, high liability levels weigh particularly on balance sheets
of non-financial firms (see figure 5.5). As interest rates are likely to increase over
the medium term, this will accelerate the deleveraging process, further reducing
the demand for new credit and depressing private investment and employment
growth. This will have repercussions for the household sector as well. Indeed, the
depressed state of the labour market will also trigger further deleveraging among
households and depress private consumption. Suffering from both job loss and
large amounts of (unpaid) debt, houscholds are often enough forced to default on
their credit. The interaction between a depressed labour market and more limited
access to financial markets is likely to have a strong negative effect on the recovery
that is caused by the financial market crisis. For instance, some observers fear
that in those countries where households are suffering from depressed housing
markets and therefore have lowered their personal wealth or are left with nega-
tive net equity, labour market participation decisions may be affected and geo-
graphical mobility — which would require selling the house — reduced. Similarly,
non-financial firms that have a high level of leverage and a poor business outlook
might prefer deleverage of their balance sheet instead of using retained earnings
for new investment.

These financial market developments do not bode well for a strong recovery
in jobs. Even though risk premia and market volatility have declined substan-
tially from their crisis peaks, the deleveraging process will continue as long as the
business outlook remains uncertain. Financial market reforms therefore need to
restore confidence quickly, ensuring that market participants can rely on the safety
of their financial investment. This will require market transparency improving and
reducing incentives for excessive risk taking by financial managers. Also, financial
sector regulators need to adapt their regulatory framework to improve the resil-
ience of financial systems against shocks. Finally, as regards international capital
flows, regulation (especially in emerging economies) needs to reflect the level of
development of a country’s domestic financial system in order to avoid rapidly
changing external financing conditions. These could be caused by a high share of

104 portfolio flows, which would damage a country’s medium-term economic outlook
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Figure 5.5 Composition of liabilities in G20 countries (percentage of GDP)
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as has been the case during the Asian crisis and recently in emerging European
economies. In the following section, current reform options along these lines will
be presented, aimed at restoring long-term financial market stability, a precondi-
tion for a vigorous recovery in jobs and the economy.

B. Reform options for long-term financial market stability

The crisis has triggered substantial discussion on financial sector reforms, and
some first initiatives have already been implemented (see table 5.1). In each case,
the favoured area of reform depends on the particular theory of the origins of the
crisis put forward by the reform’s proponents. As such, not all reforms are desir-
able or feasible. Most observers acknowledge, however, that financial market reg-
ulation needs to target three main areas: (a) safeguards need to be set up against
systemic risk arising from banking activities; (b) the transparency of market oper-
ations needs to improve; and (c) excessive risk-taking by financial actors needs to be
diminished. The following discussion shows, however, that none of the proposals
currently on the table is the silver bullet that can resolve the crisis. More impor-
tantly, certain grand-scale reforms require diverse actors at different jurisdictional 105
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levels to coordinate, which so far has not been successful. The following section
provides an overview of the most important strands of the debate, including a dis-
cussion of potential pros and cons.

Dealing with systemic risk

The crisis has exposed the weakness of the current regulatory framework for
detecting and managing systemic threats to the financial sector. Indeed, a shock
originating in a small housing subsector unravelled the entire global financial
system. This puts into question the capacity of the current regulatory regime to
help financial markets absorb such shocks. Prudential regulation and supervision
has focused almost exclusively on analysing the stability of individual banks and
financial actors without taking into account the wider implications of excessive
credit growth. In order to address the shortcomings of the current framework,
reform proposals have looked at two interdependent issues: the size of individual
banks (“too big to fail”) and their interconnectedness in the financial systems
(“too interconnected to fail”).

The size of a bank may cause problems both in the run-up to a crisis and
during the clean-up of the crisis. If a bank becomes too large, there may be a risk
that policy-makers and regulatory authorities will do everything possible to keep
the bank afloat instead of proceeding towards a bankruptcy (albeit in an orderly
manner). Such a policy, however, is likely to prolong the underlying imbalance,
until the problems become too large and investors and depositors run away mas-
sively from such banks. During the clean-up phase, authorities will need to pro-
ceed with extreme caution in order to prevent spillovers, which would make the
crisis exit and recovery more prolonged. Typically, market dominance will be regu-
lated through competition regulation. It may well be, however, that a bank can
reach a size that threatens the stability of the financial system well before it reaches
a dominant market position. In addition to stricter anti-trust regulation, therefore,
proponents of reform have suggested the introduction of a tax or capital surcharge
(“regulatory capital”) — which would if possible be countercyclical. Ideally, the rate
of such a tax would increase with the size of the bank, thereby constituting an
effective limit on the speed at which the financial firm can grow.

A related issue arises from the degree to which any particular bank is inter-
connected with other financial firms. Indeed, even though a bank may be large,
if its operations across the financial sector and into the real economy are limited,
its bankruptcy would cause only limited damage. In contrast, if a highly special-
ized but widely connected financial actor which is a counterparty to many deals
goes bust, the damage will be widespread; this was the situation that arose when
Lehman Brothers needed to file for bankruptcy in 2008. In practice, taking into
account such interconnectedness would mean that regulators would care not
only about the quality of a bank’s balance sheet but also its interaction with other
banks through its banking network. If necessary, the regulators could adjust, for
instance, the regulatory capital requirements according to such a bank’s contri-
bution to systemic risk (Chan-Lau, 2010; Espinosa-Vega and Sol¢, 2010; IMF,
2010, ch. 2). A particular challenge arises in this case from the fact that most
banks, especially larger ones, do not limit their activities to the national financial
market but are interconnected across borders. A proper calculation of the con-
tribution to systemic risk by each player in the market would, therefore, require

108 taking its entire global activities and network connections into account. To the
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extent that national regulators might not implement such regulation in identical
ways, such stricter regulation would then simply lead to regulatory arbitrage and
the shift of the most regulated activities to countries where regulation is less strict
(Caprio, 2010).

Increasing market transparency

Lack of financial market transparency has been seen as one of the main reasons for
overly optimistic investment decisions. In this respect, the market for customer-
specific, specialized financial instruments has been singled out as being partic-
ularly opaque. The purpose of these products is to help investors hedge against
certain types of market risk. Financial firms offer a variety of such products to
their clients in a tailor-made manner, which are based on existing securities on
the market but correspond more specifically to their needs than generic financial
products.” The rapid growth of this market, however, has posed new challenges for
financial market stability. Indeed, as most of the trades take place in an idiosyn-
cratic manner, market opacity has increased, concealing the specific interconnec-
tions that exist between different market players and preventing easy liquidation of
these products when investors need to restructure their portfolios. This has led to a
further increase in systemic risk (IMF, 2010, ch. 3). In response, reform proposals
suggest the standardization of products and the introduction of central counter-
parties, so-called “clearance houses”, which would act as intermediaries in the
market and help to settle trades across a large number of participants. This would
eliminate part of the market opacity, and would prevent contagion effects should
one of the market participants go bankrupt. However, not all financial products
can be protected in this way as such a clearance system would require the stand-
ardization of products, which would take away some of the attraction that these
products have for certain investors. More important, however, is the fact that clear-
ance houses themselves would need to be insured against a possible bankruptcy, a
rare but significant event. Given the large amounts of funds that are involved in
such institutions, supervision and regulation would need to be tight as the reper-
cussions in the case of failure would be many times greater than has been experi-
enced during the current crisis.

Rating agencies have played an important role in disguising the true risks
taken by financial investors. Many financial products that ended up as toxic waste
on banks’ balance sheets started out as being issued with the highest rating grade.
For instance, Moody’s — one of the three main international rating agencies — was
forced to downgrade almost 700 securities during the summer of 2008, which
partly explains the rapid deterioration of financial market stability that led to the
bankruptcy of Lehman Brothers. The incredulity at the rapid deterioration in rat-
ings was followed by the question of why the ratings proved to be so essential to
the resilience of financial markets. To a large extent this is related to the fact that
ratings are increasingly being used by regulators in assessing the soundness of indi-
vidual financial firms (Booth, 2009, ch. 11). At the same time, the current busi-
ness model of rating agencies relies on the issuing firm to pay for the rating service.
Together, these two elements help to explain why ratings have been systemati-
cally biased towards being optimistic, and why they proved to be so important in

2. 'The market is termed “over-the-counter” (OTC) in reference to the fact that most of the products
are highly customer-specific and not standardized.
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generating the housing boom and bust. In reaction to these deficiencies, the Euro-
pean Commission has suggested the imposition of external oversight for rating
agencies. Alternatively, some have suggested the introduction of a public rating
agency to providc a more neutral view on certain assets (in particular, sovereign
bonds). In addition, stimulating increased competition by lowering the currently
high entry barriers to the rating business is mentioned as one way to strengthen
incentives to produce the most accurate ratings possible.

Finally, the crisis has further revealed the persistent difficulties that certain
categories of market participants experience when trying to get access to proper
finance, such as in particular low-income households and small and medium-sized
enterprises. Indeed, it is fair to say that part of the reason for the development of
a high-risk subprime market segment is the fact that certain individuals and firms
could not get proper finance otherwise, despite the fact that their participation in
the financial market could have been welfare-enhancing (Rajan, 2010). In an en-
vironment of limited market transparency, unscrupulous bank or mortgage insti-
tution mangers benefited from lax(er) supervisory standards and an overall market
opacity. This allowed them to offer mortgages to such households at unfavour-
able rates or against overly optimistic assumptions about future house price and
income growth. As the crisis broke out, the banking sector reacted strongly in the
other direction, putting up high ceilings to credit access and effectively drying
up the subprime market. Hence, what started as a promising financial innova-
tion to enhance financial inclusion ended up leaving many former homeowners
bankrupt and a larger number of households and small enterprises facing even
more difficult financing conditions than before the crisis. To remedy this situ-
ation, proposals have been put forward to enhance financial inclusion in order to
improve the credit situation, in particular for small and medium-sized enterprises
and certain categories of houscholds. For instance, legislation recently passed in
the United States includes enhanced financial consumer protection through a spe-
cialized agency. Similarly, the nine “Principles for Innovative Financial Inclusion”
presented by the G20 Expert group on Financial Inclusions suggests that author-
ities should enhance innovative modes of access to financial services while at the
same time strengthen consumer protection involving both governments and rep-
resentatives from financial service providers and consumers.’

Lowering risk-taking

The shock that originated from the subprime housing market has also demon-
strated the excessive inclination of market participants to take up risk. In par-
ticular, lax supervision of lending standards in the US subprime housing market
and the international search for yield seem to have led financial firms to increase
their risk appetite (Caballero et al., 2008a, 2008b and 2008c). To reduce the incen-
tives to take up excessive risk, reform efforts have concentrated on capital controls,
a ban or tax on certain forms of financial transaction, the regulation of banking
activities and changes to the remuneration of financial managers.

A long-standing issue has been the introduction of a tax on international
financial transactions (“Tobin tax”) in order to eliminate or reduce short-
term (currency) speculation. The G20 has taken it up, inviting the IMF in its

3. 'The principles are available at: http://canadainternational.gc.ca/g20/summit-sommet/2010/
110 toronto-principles-toronto.aspx?lang=eng (accessed 6. Sep. 2010).
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Box 5.1 Earlier experiences with financial transaction taxes
in Latin America

Several Latin American countries have experimented with particular forms of a finan-
cial transaction tax. Indeed, Argentina, Brazil, Colombia, Ecuador, Peru and Bolivarian
Republic of Venezuela all introduced different forms of bank debit tax at the end of the
1980s or early 1990s. Today, only Colombia still has such a tax in place. A common fea-
ture to all the schemes was that the tax was levied on withdrawals or transfers from bank
accounts, mainly checkingaccounts, butalso savings and term accounts. Certain schemes
also covered transactions arising from trading in securities and derivative products.

The stated immediate objective of these schemes was revenue generation rather than
stabilization of the financial sector, and often only on a temporary basis. Some of the
schemes were introduced to generate earmarked funding for particular programmes,
such as the Contribuicédo Proviséria Sobre Movimentagao Financeira (“CPMF”) scheme
in Brazil which was introduced to fund a new health-care programme. With the excep-
tion of Ecuador, however, none of the schemes generated sizeable amounts of fiscal rev-
enues. In most cases, additional tax revenues generated by these taxes remained below
1 per cent of GDP (Coelho et al., 2001).

The potentially positive effects resulting from higher tax revenues and expansion of cer-
tain social programmes have to be set against observed direct effects on financial market
development. In particular, all the schemes caused significant disintermediation, with
more people carrying out their financial transactions on a cash-only basis to avoid paying
the tax. In some cases, offshore facilities or holding accounts in neighbouring countries
were used for tax evasion, reducing the transparency and stability of the domestic finan-
cial system. In Brazil, more complex financial products replaced the standard checking
and saving accounts, thereby limiting the capacity of the CPMF scheme to raise revenue.

Pittsburgh meeting to assess the issue and make concrete suggestions on whether
or not to implement such a tax against the background of earlier experiences
in this area (see box 5.1). In addition, some countries proceeded to ban certain
financial instruments, in particular short selling, or limited the inflow of foreign
capital through capital controls. Alternatively, the IMF suggested the introduc-
tion of a financial activity tax, whereby an additional tax is levied on (excess)
profits in the financial sector, with the specific purpose of limiting leverage and
bank size. This idea is currently being considered by the Banco del Sur, a Latin
American development bank that has recently been established. Ideally, such a
tax would reflect the contribution of each individual financial firm to systemic
stability. Eventually, the additional money levied from such a tax could be used
to fill up a financial sector stabilization fund, which would provide liquidity in
situations of financial stress without requiring the involvement of public finances.
Such an additional tax seems indeed a valuable tool in limiting excessive credit
growth and will allow policy makers to dispose of sufficient resources in case of
a possible future crisis.

Other proposals have aimed more directly at regulating certain banking ac-
tivities. In particular, the merger of commercial and investment banking activities
in the United States has been seen as the root cause of heightened risk appetite of
financial investors as it allowed the merged bank to use deposits (and deposit insur-
ance) to pay for its own speculative activities (so called “proprietary trading” or
“own-bank trading”). Paul Volcker, a former chairman of the US Federal Reserve,
suggested that commercial banks should be banned from proprietary trading alto-
gether (“Volcker rule”). Other proposals have focused on a stronger role for bond
holders and depositors in limiting a bank’s risk appetite. In particular, the idea
of a forced debt—equity swap in case a bank goes bankrupt has the potential to
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force bond holders to select their portfolio more carefully and only take up those
bonds for which they are willing to hold the risk. Such conditional convertibles
(“CoCos”) also have the capacity to improve the equity base of a financial firm
when certain assets turn out to be toxic, which should further contribute to stabi-
lizing the banking system. Both the Volcker rule and the introduction of CoCos
would constitute substantial interventions into banks’ business models and have
already met stiff resistance from financial market lobbyists. In addition, it seems
that at least the CoCos are not entirely free from market manipulation as the con-
ditions under which a conversion takes place requires complex technical analysis,
which would potentially make the system more opaque (Goodhart, 2010).
Finally, performance-related incentives for managers have been said to have
led to excessive risk-taking by certain financial firms. Indeed, most traders now
receive only a small part of their remuneration in the form of a fixed salary. Most
remuneration is paid out as a bonus depending on previous performance (in gen-
eral the previous year) or in the form of stock options that can be exercised after
a certain delay. In particular, the short-term, backward-looking nature of many
bonus systems is pushing financial managers to focus too much on short-term
gains rather than on long-term sustainable profits. In reaction to these issues,
reform proposals have been enacted or implemented that aim to reduce the use
of high-powered incentives through bonus systems. In particular, some author-
ities have made it mandatory for compensation packages to include a bonus-malus
system, which smoothes out yearly gains and losses over an extended period of
time and allows a bonus pay-out only if it corresponds to a “sustainable” gain in

bank profits.

C. The future of finance: Four scenarios

Financial sector reform will depend to a large extent on political forces shaped
by the economic recovery described in the opening section. Indeed, resistance to
change is high as banks and financial institutions fear for their business model or
their independence. First attempts to regulate compensation schemes for financial
managers or introduce additional taxes in this area have already triggered coun-
tervailing measures. Similarly, the international coordination necessary for certain
proposals to be implemented successfully has often been resisted by national gov-
ernments, in particular those that have fared well during the financial crisis. In
the following section, this chapter takes a closer look at the political economy con-
straints that weigh on financial sector reform and analyse four possible scenarios
for the future of finance and their consequences for the real economy.

Forces shaping financial regulation

There are two main areas in which policy-makers can impose financial market

reforms: domestic markets and international capital flows. One of the difficulties

for policy-makers is that it might be necessary to concentrate on only one of the

two areas of intervention. Whichever area policy-makers choose for intervention,

however, the financial sector reform process is shaped by three forces: the eco-

nomic recovery, the high level of public debt and regulatory competition between
112  jurisdictions:
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Figure 5.6 Public debt and financial market reforms

Panel A. Intensity of capital account liberalization in the OECD Panel B. Domestic financial sector reform intensity
(vis-a-vis changes in public debt) (vis-a-vis changes in public debt)
High
Inter-
mediate
Low

Small increase  Intermediate increase  Large increase Smallincrease  Intermediate increase  Large increase

in public debt in public debt in public debt in public debt in public debt in public debt
Note: The figure displays the ten-year variation of capital account Note: The figure displays the intensity of reforms of the domestic
openness vis-a-vis the (lagged) increase in public debt over the financial sector vis-a-vis the (lagged) increase in public debt over
same period among OECD countries between 1970 and 2003. the same period among OECD countries between 1970 and 2005.
Source: Chinn and Ito, 2008; OECD, 2009. Source: Abiad et al., 2008; OECD, 2009.

® The financial and economic recovery actually complicates the task of substantial

regulatory reform of financial markets. The popular political pressure that has
so far kept up might wear off as business activities resume (see also Chapter 2).
The immediate sense of urgency will then recede, making policy-makers more
lenient when putting forward an encompassing reform agenda. In addition, the
crisis has somewhat limited the political influence of financial firms, but as the
outlook improves, they will regain a stronger political voice. Finally, financial
sector (re)regulation will take place in a substantially different macroeconomic
environment. The risk appetite of investors has — so far — resumed only half-
heartedly. Over the longer term, precautionary savings may go up as investors
are re-evaluating their environment and considering investing in lower yielding
but less risky assets.

At the same time, countries and policy-makers are limited in their action by the
high level of public debt that accumulated during the crisis. This will reduce
their scope for action and hence the extent to which they can effectively intro-
duce any kind of regulation without regard to the interests of capital owners
and their own financiers. In the past, periods of rapid increase in public sector
debt have often preceded periods of financial deregulation (see figure 5.6). In
other words, even if it were possible to identify ex ante the optimal package of
financial sector regulation, such a reform bundle is unlikely to be implemented
as policy-makers rely heavily on financial markets to (re)finance their high and
still increasingly debt levels.

Finally, regulatory competition between jurisdictions prevents countries from
implementing all of the measures deemed necessary for fear of losing out
(financial sector) market share to competitors. As countries compete to attract
financial firms through favourable regulatory conditions, overly stiff prudential
regulation may hamper further growth of the financial sector. Highly qual-
ified staff may consider moving to different locations with a more attractive
tax and regulatory environment (for instance regarding bonus regulation).
Similarly, financial firms may consider moving their activities to jurisdictions
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Table 5.2 Exit scenarios from the crisis

Domestic financial markets

International capital flows UNREFORMED TIGHTENED REGULATION
UNREFORMED Scenario I: Scenario Il

A bumpy road ahead A new compromise
TIGHTENED REGULATION  Scenario Il: Scenario V-

Brakes on globalization Major financial sector reform
Source: IILS.

where limitation on leverage and credit growth are less stringent, offering their
services to clients abroad or arbitraging across different regulatory conditions

through branching.

As a result of these dynamics and the different areas of policy interventions, four
scenarios arise for the future of finance (see table 5.2). Essentially, reforms of the
domestic financial market require different political resources and layers than those
reforms targeted at international capital flows. Domestic reform can - if policy-
makers wish to do so — be implemented swiftly and with little regard to what hap-
pens elsewhere. International capital flows, however, need some minimum form of
international cooperation. A country might very well shelter itself to some extent
from certain forms of capital flows through capital controls but only in the excep-
tional case of complete autarky will a country not see any foreign capital on its bal-
ance of payments. However, such relations with foreign capital markets always bring
the risk of contagion from local financial crises, be it through confidence effects or
more serious solvency risk. Opposing these two types of market intervention leaves
us with four main scenarios, depending on whether and where countries are able to
impose their policies. Notice that table 5.2 does not consider which type of regu-
lation will be imposed. Rather it is assumed in these scenarios that whenever gov-
ernments intervene, they do so in order to tighten up existing regulation and limit
certain activities in the area of regulatory intervention. The differences between the
scenarios then arise from the capacity of state regulators to intervene effectively.

Four scenarios for the future of finance
Scenario I. Bumpy road ahead

The first scenario assumes that States have suffered a sizeable drawback in their
capacity to regulate the financial sector. Following rescue operations in the finan-
cial sector and stimulus measures to support aggregate demand, countries want to
recover the fiscal space in order to be able to intervene in similar circumstances in
the future. Also, a simultaneous increase in demand for funds from the fiscal au-
thorities around the world will impact upon available liquidity on international
financial markets and raise interest rates. In this scenario, therefore, the regula-
tory stance in financial markets is to support the future development of finan-
cial markets, rather than to restrain it. This may seem odd, given today’s strong
opposition of policy makers to any further financial market deregulation. How-
ever, under the influence of huge piles of public debt, policy-makers are likely to
114  soften their current stance. Moreover, as the memory of the crisis starts to fade,
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lobby groups for international investors will regain their strength and set course
to consolidate the protection of foreign investment against excessive taxation or
to facilitate the introduction of new financial instruments unknown today. And
all this will inevitably lead to a deepening of financial market and greater inter-
national financial integration, whatever the critics believe. Other reforms currently
on the table are likely to both strengthen financial market stability and improve
the outlook for financial innovation, such as the introduction of clearing houses
for certain financial products and further improvements to the international pay-
ment infrastructure.

Such a deepening of the financial market will have substantial consequences
for the real economy. At the macroeconomic level, the liquidity-driven growth
will return after a brief pause due to the crisis, and at the microeconomic level,
the financial relationship will continue to be at arm’s length — but even more so
than in the past, and certainly in those countries that still rely heavily on more
traditional banking relationships. Indeed, banking intermediation has taken a hit
during the crisis and is likely to take longer to recover than direct market-based
finance. As a reaction, governments may be tempted to facilitate direct access to
market finance for smaller players, thereby further increasing pressure for high
financial returns on these companies. It also means that investment banking is
likely to return to centre stage and will tap into new markets that so far have
remained underdeveloped. Taken together, under the scenario of unreformed
financial markets, financial pressures on the real economy will be maintained or
may even grow. Such a generalization of cost-eficiency objectives will be only con-
sistent with pre-crisis rates of operational profits (and the underlying rate of trend
productivity growth) if leverage by firms continues to increase and corporate debt
continues to grow.

Despite a return to pre-crisis financial market conditions, the outlook for
future macroeconomic expansion and job creation would, nevertheless, look
gloomier in this scenario than prior to the crisis. Indeed, with government debt
levels in advanced G20 economies being almost 40 percentage points higher than
before the crisis (see Chapter 3), necessary funds for investment will become hard
to get at. This is particularly true for emerging economies which have been the main
driver of the global recovery so far. In addition, when financial markets remain
unreformed, market sentiment and household confidence might very well be less
secure than before the crisis, implying there is also an increase in precautionary
savings in those countries that traditionally have been considered the consumer
hub of the world. As a consequence, consumption growth might decline in those
countries as well, putting further downward pressure on global growth. Finally,
with financial pressure mounting further, social frictions and slow wage growth
may become more widespread than before the crisis, with further adverse effects on
macroeconomic dynamics. In other words, growth can only be restored if macro-
economic policies can provide a credible exit from high debt rates while at the same
time restoring confidence of market participants and households in a more sustain-
able future growth pattern, an equation that will be difficult to balance.

Scenario Il. Brakes on globalization

The second scenario sees the substantial increase in the fiscal effort of economies,
especially the advanced economies, as the first step for the return of a strong
State: the advance of “state capitalism” (Bremmer, 2009 and 2010). As pressure
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for financial reform remains strong, its consequences may be felt even beyond
the financial sector. Indeed, some observers have noted that the probability for
a general re-regulation of the capitalist system has substantially increased (Zin-
gales, 2009). The already visible tendency for a global shift in (financial) wealth
and the intensive search for a scapegoat may actually trigger protectionist reflexes
among leaders in advanced economies (Cohen and DeLong, 2010). In particular,
governments may be tempted to react to popular agitation by cutting back on
some of the liberal advancements that have been introduced over the past 20
years. In fact, governments have already started to use their new-found powers to
start raising barriers to international trade, although only timidly for now. Several
programmes have targeted fiscal stimulus mainly towards domestic production
(e.g. “Buy America”) and certain tariffs were increased to the extent that multi-
lateral agreements allow. Other countries have started implementing measures to
curb exports in certain areas to gain competitive advantages in others.* At the
same time, all attempts to revive a new multilateral trade agreement — the Doha
round — have remained unsuccessful so far. Thus, there is a strong and persistent
risk that the massive decrease in international trade observed following the finan-
cial crisis will not be overcome soon and a sustained decline in international trade
may arise. At the time of writing, world trade had not yet recovered fully to the
peak level observed in mid-2008, more than two years ago. Similarly, pressure to
protect domestic firms in advanced countries against an increased inflow of funds
from sovereign wealth funds has been mounting and threatens to impose stronger
restrictions on international investment in the future. This will have significant
consequences for trade and the ability of multinational enterprises to organize
their production around the world.

Moreover, persistent difficulties in obtaining funds to facilitate trade and the
continuing lack of trust among trading partners regarding prefinancing of exports
could lead to at least a partial shift of global production chains moving produc-
tion platforms back closer to final consumers. Partly, this may also be triggered by
other policies such as those related to climate change, which will be used as a pre-
text to impose tariffs related to energy use or carbon emissions. In general, there
are good reasons to believe that in future, the producers will prefer to be closer
again to their final customers in order to better respond to their needs, but using
standard components (referred to as “glocalization”, see Dziemba et al., 2009). In
particular, the need for an increasing service component and the possibility of
offering an integrated product—service solution will push certain producers back
closer to their final clients.

Finally, putting the brakes on globalization will also limit the perceived
benefits of the export-led growth model. Emerging markets are likely to seek new,
domestic sources of growth. Due to their larger size, some — for instance Indo-
nesia — have already begun to promote and stimulate private consumption at the
expense of an overly strong dependence on exports. Others will find a solution
by joining existing free trade agreements or being ready to give up a non-negli-
gible potential for growth. However, in view of the importance of international
trade to global growth (Freund, 2009), such a return of protectionism is likely to
damage the growth potential of those countries that remain heavily dependent
on exports. For large, relatively closed countries and regions — such as the United
States — there might be a potential for reorienting part of their imports towards

4. See, for instance, recent concerns expressed by the World Trade Organization regarding export
116  barriers for some raw materials in China (WTO, 2010).
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domestic production. Clearly, such a readjustment is likely to reduce the potential
for growth and leave traces on the labour market, at least temporarily (Artus and
Pastré, 2009, ch. 6). At the same time, the stronger capacity of the State to mobi-
lize resources in order to return to more sustainable public finances might limit
further crowding out of private investment. Similarly, as the global economy rebal-
ances and the outlook for more stable growth brightens up, precautionary savings
might be reduced. Both sources of domestic growth could help to some extent
make up for the loss of potential growth benefits from trade.

Scenario Ill. A new compromise

In the third scenario States will prove powerful enough to forge a new compromise
but lack the capacity to coordinate to limit or reduce financial globalization. Gov-
ernments will be able to influence the evolution and dynamics of their domestic
banking sector, but international financial flows — and hence the prospects for
global growth — will continue to be influenced by considerations of financial
return and investment opportunities in the global economy. Governments might
even follow a few examples that are considered to be best practice in the field, such
as the regulation of the mortgage market in Canada or the variations in regula-
tory capital over the business cycle that Spanish banks had to implement. On the
other hand, and partly because of the lack of re-regulation of international capital
flows, they are unlikely to go very far with domestic banking sector regulation or
to adopt untested policies, such as a forced restructuring of the banking industry
or the imposition of limits on the growth of financial firms in order to limit the
size of the financial industry relative to the rest of the economy.

Financial market actors will not be able to avoid stricter regulation of
national markets completely; they will be forced to show better appreciation of
risk with the objective of improving and stabilizing financial funds. At the same
time, financial flows will continue to benefit from free international movement,
allowing the global economy to continue its previous expansion. In particular,
current proposals regarding a tax on international financial exchanges will not
pass the initial stage of a simple political feasibility study. Similarly, the idea of
strengthening the role of some international actors — notably the IMF — in man-
aging the international financial system will be rejected, particularly by devel-
oping countries. Indeed, these countries would see such an expansion as another
takeover attempt on the part of industrialized countries and with the sole pur-
pose of preventing or slowing the shift of economic power and international
politics. At the same time, the lack of international coordination in forcing a
common solution to re-regulate the financial system means that regulatory arbi-
trage continues to take place. This might greatly undermine the stability of the
global financial system or even create an incentive for (some) national govern-
ments to show excess zeal in regulating their domestic markets, with adverse con-
sequences for growth at home.

Nevertheless, from the perspective of macroeconomic stabilization, this
scenario will probably be considered the most capable of combining the stabili-
zation of short-term savings with the keeping in place of previous growth mech-
anisms. At the same time, certain socio-economic trends observed in recent decades
will change only very slowly and under the direction of a proactive policy: inter-
national capital flows will continue to put downward pressure on the wage share,
thus limiting the ability of States to promote more balanced growth. Moreover,
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short-term financial returns will continue to dominate the distribution of inter-
national capital flows and hence the potential growth of certain countries and
regions. As a consequence, restructuring of national economies towards more sus-
tainable social and ecological growth patterns is likely to take longer under such
a scenario, at least when compared with scenario II. Also, global imbalances are
unlikely to dissipate soon, only the prospect of another crisis has been pushed back
again thanks to strengthened prudential regulation at home. However, the extent
to which such re-regulation of financial markets would be able to weather future
financial innovations remains unresolved under this scenario.

Scenario IV. Major financial sector reform

The last scenario assumes that policy-makers and regulators manage a general and
profound overhaul of both the domestic and international financial architecture.
This implies that governments recover some of the autonomy that they have lost
during the financial crisis. At the same time, such a scenario could lead to a general
restructuring of the economy as governments are likely to use their newly found
capacity to intervene to satisfy other policy objectives as well. In particular, the
often heralded emergence of a greener economy could then be placed high on the
agenda of policy-makers. More generally, such a reorientation of economic activity
to other, more productive sectors — housing turned out not to be much of a driver
for total factor productivity as recent estimates have made clear (Jorgenson et al.
2008) - could further widen policy space if it can promote additional resources,
for instance, those that help in fiscal consolidation and economic recovery. Hence,
similar to scenario II, governments will again play a greater role in defining the
economic strategy of the country without necessarily compromising the objectives
of other economic and financial actors.

At the same time, a policy shift towards a new sectoral portfolio will most
likely be accompanied by a weakening — at least temporarily — of the potential
growth rate. Indeed, the structural change implied by such a scenario poses serious
challenges in the form of large and long-lasting transition costs. The painful experi-
ences of EU countries after the two oil shocks during the 1970s and the ensuing
sectoral restructuring show that the effects of structural adjustment may be felt
for several years, or even decades. Adjustment costs will be higher where there
are rigid labour and product markets, which prevent an otherwise rapid transi-
tion of jobs and workers from one sector to another. Also, such adjustment will
not happen without significant frictions: structural unemployment will rise on a
permanent basis and the growth rate of labour productivity and real wages will
fall. This may cause additional adverse effects, including through a weakening of
aggregate demand. At the same time, revenue raised from taxes intended to reo-
rient the economy towards new sectors will probably not be fully used to finance
new jobs, for the simple reason that public finances have already taken a large hit
during the crisis.

Clearly, while this may be the least likely scenario, it is also the most far-
reaching from the perspective of real economy consequences. Financial returns
are likely to decline for some time due to the strict limits that new regulation will
impose. Moreover, disregarding active government intervention, the new finan-
cial environment will redefine comparative advantages, which entails transition
costs and will reduce growth prospects. Certain international linkages and ver-

118 tical production chains will get undone and a similar or even stronger tendency
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towards glocalization as described for scenario II will emerge and diminish the
role of world trade. Over the longer term, however, a substantially increased finan-
cial stability due to the smaller likelihood of international (financial) spillovers
and a more tightly regulated banking system may provide some support to invest-
ment and job creation.

Consequences for labour market developments

The discussion of the four scenarios highlights three key factors that will deter-
mine the implications of financial sector developments on the real economy.
First, the extent to which new or modified regulation is implemented will have
implications as to whether financial markets show more or less stress and volatil-
ity.” Second and related to the previous factor, financial market regulation influ-
ences the cost of capital as well as the development of stock market valuations.
Third, regarding the international situation, changes in the international financial
architecture may impact on both international capital and trade flows. In order
to improve understanding of the implications of the four different scenarios for
labour markets, this section presents a quantitative investigation into the relation-
ship between certain key macroeconomic variables that are part of these scenarios
and labour market dynamics. In particular, a recently developed analytical frame-
work to identify the determinants of labour flow dynamics was used for this inves-
tigation (Ernst, 2010). This framework makes it possible to link both economic
and financial variables to the rate at which new jobs are created and old jobs are
destroyed and thereby get a more precise estimate of the impact that each of the
four scenarios will have on employment dynamics. Based on the scenarios devel-
oped in the preceding section we will put forward some likely paths that various
variables will take under these different specifications.

On the basis of the different assumptions that these four scenarios make
regarding the evolution of economic and regulatory variables, an estimation has
been carried out as to the likely impacts on employment dynamics in an archetyp-
ical advanced G20 country. In the baseline scenario it was assumed that — starting
in 2010 — the real value of outstanding shares would increase permanently by
10 per cent, that trade growth would continue at 10 per cent per annum and that
capital flows would also increase by 10 per cent per annum. No further finan-
cial market regulation regarding securities or the banking sector would be intro-
duced. At the same time, this scenario assumes a unit increase in global financial
stress as measured by the indicator produced by Balakrishnan et al. (2009). The
quantitative scenario assumes an impact of financial market stress not only on
employment creation but also on labour supply (through a discouraged worker
effect). In particular, according to the underlying estimates, labour force growth
is permanently depressed by 1 percentage point if there is a unit increase in the
financial market stress indicator. Despite this additional financial market stress,

5. In the following simulations, only the direct impact of financial market volatility on incentives

for job creation is considered. Other, indirect influences of financial volatility, for instance through

a devaluation of pension wealth or a reduction in capital gains, have not been retained. Considering
them in the context of the empirical model used here is likely to reinforce the results presented in this
section.

6. The scenarios are based on estimated clasticities of job creation and destruction rates with respect
to various financial market variables; see Ernst (2010) for a detailed discussion of the methodology
and results.
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Figure 5.7 Comparisons of employment levels (scenarios 11-1V
vs. baseline scenario 1) (percentage difference
in employment levels with respect to scenario I)

. Scenario |l D Scenario Ill I:‘ Scenario 1V

—

Nl =

employment growth continues to recover, thanks to strong growth in trade and
share prices. After a peak in 2015 it will gradually return to its long-term trend rate
at around 1.7 per cent, in line with labour force growth in this region (no change

After 1 year After 3 years After 5 years

Source: IILS.

in demographics have been assumed for these simulations).

degree — a further tightening of either regulation of securities or the banking
sector, whereby scenarios IV makes the strictest assumptions about the evolution
of these indicators (figure 5.7). Trade is expected to decline in scenarios IT and IV
whereas financial market stress (and the real value of outstanding shares) declines
only in scenario III and IV, thanks to the introduction of tighter domestic reg-
ulation. As figure 5.7 demonstrates, for all three reform scenarios the effects on
employment are negative in the short-term as expected, although the effects are
certainly much less than has been predicted by others elsewhere (IIF, 2010). How-
ever, already after three years, some improvements can be seen under scenario IV,
in particular due to the decrease in financial sector volatility. Under scenario II,
where this effect is weakest, the adverse effects from reduced dynamics in world
trade and financial market activity will keep the employment growth rate perma-
nently below the baseline rate (unreformed financial markets), and employment
levels will diverge. Under scenario III, where some re-regulation of international
financial markets is attempted, the initial reduction in jobs will not be recov-
ered, but over the longer term employment recovers to similar levels of expan-
sion as in the baseline scenarios. When policy-makers show more ambition, in
particular as regards domestic re-regulation and the supervisory framework of
the banking sector, even stronger positive effects for employment creation can
be expected, and employment will expand permanently faster than in the base-
line scenario. In other words, the increase in costs resulting from stricter regula-
tion of the banking sector can be considered to be moderate in comparison with
the benefits arising from reduced financial market volatility, a point also made
by Kashyap et al. (2010) as well as by the Financial Stability Board (BIS, 2010a)
and the Basel Committee on Banking Supervision (BIS, 2010b). This means that
financial market regulation may not only bring positive effects for financial sector
stability but could at the same time improve the medium-term outlook for labour
markets, a potential benefit that policy-makers should not easily dismiss.
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Policy considerations

A full recovery of financial markets, which will be necessary to sustain vigorous
job growth over the medium term, requires major financial sector reforms. The
currently observed reduction in financial sector stress is unlikely to allow financial
markets to return to pre-crisis trends. What is needed is an improved regulatory
framework that reduces incentives for excessive risk taking, enhances market trans-
parency and strengthens the sector’s resilience against systemic shocks. However,
several proposals for financial reforms by individual countries and the G20 country
group have so far met with sometimes fierce opposition, in particular by sector lob-
byists. The resistance to change has even increased recently, as the global economy
started to recover somewhat, relieving policy-makers of the sense of urgency.

Financial market reforms — in particular as regards the supervisory framework
of the banking sector — can bring about substantial benefits for labour market
dynamics, especially over the medium term. While some adverse effects might be
expected from tighter regulation, employment creation can strongly benefit from
the reduced volatility that a more elaborate framework for securities, banking
supervision and capital controls can bring. In this regard, policy-makers should
use the reform momentum to strengthen capital adequacy rules, as suggested by
the current negotiations of the Basel III framework, in order to reduce dispro-
portionate leverage and excessive incentives for risk taking within the banking
sector. Also, more systemic stability can be brought into the financial system by
moving to a centralized clearance system for most if not all structured products.
Implementing these proposals can greatly reduce the still very high levels of uncer-
tainty among market participants, which will help reduce volatility and lower risk
premia for corporations and households, thereby stimulating output and employ-
ment growth. Benefits of financial sector reforms for the real economy are greatest
when they are implemented in a coordinated fashion, reforming both domestic
financial markets and the international financial system.
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