BLACK SWANS AND
FINANCIAL CRISES:
IMPLICATIONS FOR
FINANCIAL REGULATION




NEVER SAW
IT COMING

The Global Financial Crisis came as a
complete surprise to financial
regulators and policymakers

Pre-crisis period widely viewed as
one of unparalleled stability

The Great Moderation

The GFC seen as a ‘Black Swan’



PRE-CRISIS
REGULATION

Light-handed

Pro-infeatie

Depth + Sophistication = Stability

Fificient Markets Hypothesis
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THE FAILURE OF
REGULATION

Light-handed = poorly
understood

Innovation = e de 4 I

Broader markets = broader
fallures




AUSTRALIA'S
ESCAPE

Good luck or good management ¢
A |0l el Bel

Macro policy

Fiscal silRaiEisis

Shift to financial intervention (just
N time)

Deposit guarantees

Replacement of falled markets



TWIN PEAKS OR
LUCKY COUNTRY?

Australian prudentlal regulation
much praised after crisis

But macro policy success and
sustained housing boom meant
system was never really tested

] ] '
Mining boom resumed rapidly
thanks to Chinese stimulus




THE GLOBAL
COSTS OF CRISIS

Output loss worse than Great
Depression

Cumulative output losses relative to
the 1995-2007/ trends now stand at
/8% of a year's GUR (ol ihe Unitea

States, and at 60% of a year's GDP
for the Elenehic

Costs far outweigh benefits of

financial deregulation during Great
Moderation



NO REAL

GROWTH SINCE

MID-2000s

Huge increase In wealth for

CEOs ane finagcil

Declining median iIncome for
nouseneldsiin S ellfoZeiic

Nlo reason to believe financial
markets are serving a net
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SMALL RETURNS,
HIGH RISKS

Picking up pennies In front of
a steam roller

Interest rate swaps market

Notional volume > $400 trillion

Estimated benefit |0 basis points



MELTDOWNS
AND NEAR-

Multiple failures during GFC

Nearrmsees slna: @ E@

Compare nuclear power




DURING THE
GFC

Fallure e @G
AlG expesliic o i

Freeze @l el it ik i<cE

Breaking the buck on CDs

\\i;: 'A‘:‘], | |
Furozone sovereign debt '




NEAR-MISSES
SINCE THE GFC

US debt default

S&P downgrade implies positive
probability

@k auc

Could lead to repudiation

Furozone breakup
Criminal convictions of ban //
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MORAL
HAZARD

Repeated ballouts have
rewarded guilty, punished
iInnocent

Reinforced patterns of risk
arbitrage, fines as a cost of
doing business, revolving
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UNFORESEEN
EVENTS

Have always happened and always will

Importance of inductive reasoning from | |
eXpErieEs

Limits of deductive models

Don't assume perfect knowledge




OPTIMIZATION VS
ROBUSTNESS

Given complete model, can
derive optimal decision

It model slightly wrong,
decision can be badly wrong

ncomplete awareness

requires el decsi/




PRECAUTIONARY
PRINCIPLE

VVhen surprises dfe el e
be unfavourable, avold
decisions with poorly
understood consequences

Unless losses can be bounded
reliably




FINANCIAL
INNOVATION

Pre-crisis viewy @F [l lEEla lnnovation a
unambiguously gooda

But poorly understood innovations are \ \||//[ |
dangerous |

Onus of proof shouy




TBTF OR TCTF?

00 Bigileotkal @
Too Interconnected To Fail ?

Cost of i1solated failures can be
estimated and bounded

Costs of cascading failures are
unbounded

Standard prudential measures
ol limited s




NARROW
BANKING

Restrict central bank support to
narrow banks

savings & loans only

no trading activities, no exposure to
investment banks

Isolate ballouts to core banking
Se@ie

Would require breakup of existi
banks




FIGHTING THE
LAST WAR

Reforms since 2009 have
reduced risk @i = iaile

But no fundamental change In
thinking

Large and dynamic financial
sector assumed beneficial

Costs of financial crises played
- //




PREPARING FOR
THE NEXT CRISIS

When, not it
Strategic ambiguity a falled idea

Need an explicit plan

-iscal stirpliGcsncEe ie ik
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