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Let me introduce the next panel by using an outline 
from my old days in the private sector. At McKinsey, 
we used to organise the discussions around the 
following topics: the situation, the complication, and 
then the solution. 

As for the situation, a “Paris Consensus” seems to 
have emerged. We all recognise that the global 
imbalances are unsustainable in the literal sense of 
the word and that they will not go on forever. There is 
no fi nal agreement on the causes of these imbalances, 
but a number of candidates have emerged –such 
as productivity differentials across economies and 
relative growth rates– and I think that all of us can fi nd 
some comfort in one of those explanations.  Finally, 
part of the “Paris Consensus” is that the possibility 
of the global imbalances unwinding in an orderly 
way has not been discounted, but yet a concern that 
the unwinding might be disorderly, a so-called hard 
landing in the ways that we have all talked about, is 
clear among those in this room. 

I would like to add a bit to the “Paris Consensus” 
and, at the same time, highlight some work done 
by colleagues at the Federal Reserve. In a recent 
paper entitled «Currency crashes and bond yields 
in industrial countries», Joseph Gagnon examined 
twenty-six incidents of currency crashes across the 
globe in the past twenty years. He found that, since 
1985, these so-called currency crashes have actually 
not been terribly disruptive; they have not led to a 
dramatic increase in interest rates, for example, or 
to a dramatic deceleration of growth in industrial 
economies. Another paper by Federal Reserve 
economists is “Financial market developments and 
economic activity during current account adjustments 
in industrial economies”. The authors, Hilary Croke, 
Steven B. Kamin, and Sylvain Leduc, found little 
evidence that shrinking current account defi cits, 
at least in industrial countries, are accompanied by 
sharply weaker currencies and recessions. Hence, 
some reasons for cautious optimism can be found in 
such work by Fed staff members.

So that is the situation, the “Paris Consensus”, as I see 
it. The complication is in the topic that we want to 

discuss now. As Christian Noyer said at the opening, 
these conversations need to consider the question 
of fi nancial stability. The fi rst complicating factor is 
that during this recent period of great productivity 
and globalisation, we have seen fi nancial instability 
crises, such as occurred in 1997 and 1998, arising 
from the emerging-market economies. Those crises 
indicated that rapid movements of capital, which 
have been helpful to the United States, could be 
detrimental to economies with weak policy or 
institutional frameworks. The instabilities emanating 
from the emerging markets in turn created the
risk of a negative impact on the United States. 
We have also seen the more surprising story of 
Japan, to which I think Otmar Issing alluded, which 
illustrates the possibility of instability arising in an 
industrial economy. 

The second complication in this world of globalisation 
and high productivity is that the institutional backdrop 
has become more complex over the past twenty 
years. One example is the hedge fund industry, which 
was earlier alluded to with the mention of LTCM 
–Long-Term Capital Management–. We now have a 
hedge fund industry that is about one trillion dollars 
in size. To some people, this industry is relatively 
opaque; others have greater confi dence in it but still 
fi nd it to be large. According to hedge fund industry 
data, about 8,500 funds exist right now. The average 
size of a hedge fund is about USD 120 million, which 
is the size of a small to medium-sized bank in the 
United States. Therefore, no single hedge fund is 
likely to be systemically important. But even a 
fragmented industry has risks of “herding” behaviours 
and of high correlations across members’ strategies. 
Also, even though the average hedge fund is not 
large, the concentration of assets in the industry is 
another complexity. Clearly, institutional changes 
are an issue.

A third complexity is that the risk bearers of last 
resort fall into two categories. The fi rst ones are 
institutional, in the form of insurers or re-insurers. 
The re-insurers, like hedge funds, may be a bit 
opaque to some in the public sector. The number 
of re-insurers is small, and the institutions are



ROUND TABLE WHAT IMPLICATIONS FOR INTERNATIONAL FINANCIAL STABILITY?
Roger Ferguson

280 Banque de France • International Symposium: Productivity, competitiveness and globalisation • November 2005

well-regulated, but the composition of their balance 
sheets and their risk exposures are, for many 
observers, not clear. The other shock absorber of last 
resort is the household sector. There is some concern, 
expressed by some people in this room, about the 
leverage that exists on households’ balance sheets 
and the degree to which households are relying on 
accommodative interest rates.

The fourth complexity, as we consider these global 
imbalances and their possible unwinding, is that 
a number of new products have emerged over the 
past twenty years. The credit default swap market 
has become signifi cant as a way to transfer risk to 
the balance sheets of those who think they can best 

bear that risk. This development must be considered 
to be positive. However, some observers have 
expressed concern that many of these new products 
have not been tested during severe stress. The credit 
default market was tested in the United States when 
General Motors and Ford were downgraded. The 
market worked well, but as a test the downgrade 
was limited. More-exotic products have also 
emerged during the past few years –for example,
interest-only mortgages, negative amortisation 
mortgages, and option adjustable rate mortgages. 
These products have not been tested under the kind 
of rapid changes in macroeconomic circumstances 
and of interest rates that could follow from a rapid 
adjustment of the imbalances.

These considerations all lead to this important and distinguished panel. I would put before them just three questions. First,
in general, can the current policies, or others that we can reasonably implement, increase both macroeconomic and fi nancial 
stability? Second, as a result of institutional and policy changes since the late 1990’s, are the emerging economies better 
positioned than they were to withstand whatever changes may occur as part of the inevitable adjustment of these various 
imbalances? My third question has two parts: Have the risk-management skills of these newer institutions and their counterparties 
evolved suffi ciently, and are the institutions prepared to deal with the adjustments that are likely to be a part of the unwinding
of various imbalances we have discussed?

We have an excellent panel to look at the issues discussed today and perhaps answer these questions. From the industrial 
economies we have Governor Dodge from the Bank of Canada and Governor Fukui from the Bank of Japan. From the emerging 
economies, we have two distinguished policymakers as well: Y.V. Reddy from the Reserve Bank of India and Zeti Akhtar Aziz 
from Bank Negara Malaysia. Finally, Jacob Frenkel in the recent past was a distinguished policymaker and is the current chair 
of the Group of Thirty, which brings together policymakers and individuals from the private sector. So I would hope that he can 
give us a little bit of both perspectives.
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