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Dear Dr. Walter,
Ladies and Gentlemen,

As the Mayor of Frankfurt, I would like to wish you all a very warm welcome to
 Frankfurt and to the Roemer, our city hall for 600 years now and still one of the city’s
most important landmarks. 

Moreover, I’m delighted to welcome you in my favourite and perhaps the best-
known room of the Roemer, this beautiful and impressive “Kaisersaal”, or “Emperor’s
Hall”, soaked with European history and tradition. Nowadays Frankfurt hosts one of
 Europe’s most prestigious banking congresses. 

I’m proud that this fruitful dialogue among policy makers, businessmen and bankers
is so closely linked to Frankfurt, a truly mature location, which has always been an
 important merchant city and a meeting place for business, new ideas and inter-cultural
exchange. 

Frankfurt has a long-lasting tradition of being deeply involved in European and
 worldwide systems and networks, which has encouraged us to be cosmopolitan,
 progressive and entrepreneurial. 

I feel confident that this deep-rooted tradition and open atmosphere will make also 
this year’s Frankfurt European Banking Congress a success. 

The theme of this year’s congress “Global capital – threat or salvation” is broad,
 ambivalent and challenging. In my perspective, it’s all about finding the right balance. 

Finance is the brain of the market economy. 

We should hope that the brain is able to learn from mistakes and to level off at a
 reasonable average behaviour.

At the moment, we are suffering the first crisis of our new world of securitised
 financial markets. 

In view of the latest financial stress, one can respond to global capital with fear, but
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I’m deeply positive about sustained openness, far-ranging transparency and  monetary
stability still as the basis of global wealth creation. 

Tomorrow, I know, you'll have a highly interesting agenda and the opportunity to
adress those challenges. 

In closing, dear Ladies and Gentlemen, 
I wish all of us a marvellous evening and a tasty dinner. 
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Thank you, Mayor Roth, for your warm welcome. Your kind words of introduction
showed us again that you are a real protagonist of Frankfurt as a financial centre. It’s
great to have your strong support.

Ladies and Gentlemen, Good evening! It is a great pleasure to welcome you to our
traditional speakers dinner. It’s fantastic to be in this wonderful setting here in the
“Kaisersaal”. We are surrounded by over a thousand years of European history. 
52 kings and emperors. An impressive historical foundation for Frankfurt and its 
financial centre.

Tomorrow, we have our 17th European Banking Congress and it’s made rather
 distinctive this year by the turbulent events of the last few months. Even in the midst of
this heavy storm there has been one element of strength and stability: I’m talking about
our currency, the euro.

It is strong and rising. On top of this, we no longer have the exchange rate strains
 between European countries. This really is a huge benefit, especially in times of market
stress.  

I think it is justified to say that the euro has been a great success. But there are new
challenges ahead of us: One currency, one interest rate, 13 countries. Does “one-size”
 really fit all? Have the economies of member countries really adjusted to the rules of a
single currency?

And, in the long run, will there be enough convergence?

One of the main players who shaped the euro and Monetary Union is with us
tonight. He is the ideal man to answer these questions! He has been driving policy for
over 20 years both at the Bundesbank and more recently at the European Central
Bank. Today, he is the President of the Center for Financial Studies here at the
 Frankfurt University. Professor Otmar Issing: you are just the man to speak to us 
on “European Monetary Union at the crossroads”. It’s a great pleasure to have you
with us.

Introduction
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Ladies and Gentlemen, I hope that you enjoy this evening and that it gives you the
chance to start the dialogue. There will be plenty of opportunity to continue at the
 congress tomorrow.

But for tonight, after the main course, we very much look forward to hearing
 Professor Issing.

Thank you and Guten Appetit!
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Dr. Walter, 
Distinguished Guests, 
Ladies and Gentlemen,

It’s a great pleasure to welcome you at the Frankfurt European Banking Congress 2007. 

We are very proud that Frankfurt is hosting this Congress for the 17th time.

When we –  Commerzbank, Deutsche Bank, Dresdner Bank and the City of
 Frankfurt –  established the Frankfurt European Banking Congress in 1991, we did not
yet know what a great success this event would become.

However, the Frankfurt European Banking Congress is an important element for
Frankfurt, the City of the Euro, where the European Central Bank as well as the
 General Secretariat of CEIOPS give the well developed financial community of the
 Financial Center Frankfurt even more international importance.

The conference has seen many highly important CEOs from the global financial
world, governors of central banks as well as Presidents, Prime Ministers and Ministers
of State from all over the world. 

I’m convinced that the Frankfurt European Banking Congress has been established
as one of the important events dealing with European affairs.

This year’s topic, “Global Capital – Threat or Salvation?” is formulated as a
 question, as well as the headlines of the three panels, “Global Capital – Surrender of
 National Politics?”, “Private Equity – A New Trojan Horse?” and “Central Banks and
Global Capital – Ringmasters or Facilitators?”.

When looking at international finance over the past few months and the media
 commentaries about it, you could say the question marks stand for the uncertainty that
many people feel when thinking of the present situation and its impact on the real
 economy.

There is not only the question of being right  in the diagnosis but even more the
challenge of the correct prognosis of how things will develop. Moreover, there is some



fear of a new recession which might stop the current economic upswing, globally,
 nationally and locally. 

In Frankfurt, round about 100,000 jobs are connected with financial business
 directly or indirectly. These people and of course we from the City’s government are
watching this development closely. After all it is only five years ago that the bursting 
of the New Economy bubble resulted in a deep recession. 

Such a development none of us want it again. In Frankfurt for example the
 recession cost 30,000 jobs or 5 % of employment, and it took more than 3 years until
employment started to increase again. 

And now the trouble in the credit markets has led to a crisis of confidence. 

It is important that the central banks have played their part in getting back
 confidence by flooding financial markets with short-term liquidity.

But in principle I think what we need is a new order by establishing a system of
 incentives which are not connected directly to the motive of gaining ever more profit,
and some protective measures which would make it more difficult to be so careless 
as the financial managers were when they set up the sub prime crisis.

It is hard to find the logic when people who are responsible for losses of some
 billions of euros pick up a three figure million compensation when they have to go.

I hope very much for the financial markets that reason, good judgement and a
better  atmosphere will prevail and that more stability can be achieved. 

Ladies and Gentlemen,
now coming back to today, the organizers of the European Banking Congress have
 created a highly interesting programme. 

The panels are once again composed of distinguished personalities from business,
 politics and science. I would like to express my gratitude to you, the panelists, for your
cooperation and contribution in actively shaping this conference.

I also would like to thank all those who have made this conference possible. 

Especially I thank Herbert Walter, Chairman of this year’s Banking Congress, and
his peers from Commerzbank and Deutsche Bank, Klaus-Peter Müller and Joseph 
Ackermann. And I want to thank the members of the steering committee who have
prepared the programme.

Last but not least I’d like to thank you, the participants, for being here. 
I wish you a successful congress and I hope you will have a pleasant stay in our city.
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Good morning, Ladies and Gentlemen. On behalf of my co-hosts Josef Ackermann and
Klaus-Peter Müller I’d like to welcome you to the 17th European Banking Congress. 
It’s great to see you all here.

This year’s conference is made rather more distinctive by the turbulent events of the
last few months.

So, the subject of today’s conference could not be more timely: “Global Capital –
Threat or Salvation?” That may sound a bit dramatic, but the stakes are certainly high.
Indeed, global markets are at a crossroads. How we tackle these problems in the coming
months will be important for the long run.

I think we now have a clear understanding of what caused the financial turmoil.
Partly it’s a long-term issue, the seeds were sown many years ago by expansionary
 monetary policies. Partly it’s a market issue. The result of a flurry of ingenious financial
innovation combined with a low interest rate environment. All of this at a time where
there was a huge appetite for risk. I’m sure we will discuss many possible solutions to
these problems during the panels today. To me, it seems  that a heavy-handed regulatory
response  would be misguided. It is mainly the responsibility of us market participants,
banks, rating agencies and investors, to increase transparency and to re-establish
 confidence.

Regardless of how the current turbulence plays out or whatever swings we see in
the future, it’s clear that the globalization of capital markets is here to stay. That also
means national politics will remain under pressure from global capital markets.  

So, what are the national policy options? And how can national policies contribute
in a global financial system? These questions will dominate the first panel of our 
 conference, with its outstanding panelists. The theme is “Global Capital – Surrender of
National Politics?” 

The opening keynote speech will be given by Prime Minister Ferenc Gyurcsány of
Hungary. Hungary is a country that has benefited from strong foreign investment in
 recent years. It has also had turbulent times due to the sudden withdrawal of short-term
capital.

Global Capital – Threat or Salvation?
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The second panel will be chaired by my colleague, Klaus-Peter Müller, and it will
take a look at the question: “Private Equity – A New Trojan Horse?” Private equity has
brought about a change in the culture of capital markets. Its march seemed unstoppable
– at least until this summer. Is the credit crisis just a necessary correction on the way to
further long-term growth of private equity? After all, there is still an enormous amount
of capital in search of high yields. I am sure that our second panel will shed some light
on a number of very interesting questions!

Our third panel today, chaired by Josef Ackermann, will focus on: “Central Banks
and Global Capital – Ringmasters or Facilitators?” Is it likely  that the events of the last
few months will act as a catalyst  for more far-reaching changes? The main item on the
agenda will be how to increase international financial market stability. More than
enough for our third panel to reflect on!

Ladies and Gentlemen, we can look forward to an excellent day. Let me now
 welcome the Prime Minister of the Republic of Hungary.

Prime Minister Gyurcsány, we are honored to have you here in Frankfurt.
Thank you for coming, the floor is yours.
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Good morning, Ladies and Gentlemen, 

Many thanks for the invitation and this opportunity to share my views on the current
situation in Hungary, and to talk about how we see the current European situation. 

I would like to talk to you about our fight for squaring the circle. 

Squaring the circle – you may say – is a mathematical problem. Indeed it is, and in
terms of mathematics it is an unsolvable one. For me, however, squaring the circle is 
the metaphor of a challenge for all societies, in the manner in which Professor Ralf 
Dahrendorf described it. A very short quotation from him: 

“The issue in most countries remains the same: How to provide a sustainable basis
for economic growth in the harsh climate of the global marketplace, while at the same
time maintaining solidarity and a sense of fairness throughout society. Whoever gov-
erns, must try to square this circle.” 

This is our challenge: a strong economy and, in parallel, a fair society. These two
 concepts seem to be in conflict. But we can combine them by saying that we would like
to make both our  societies and our economies competitive at the same time. Here in
 Europe we face a permanent debate about who is responsible for making societies and
economies stronger and more competitive: the European Union (however you mean
it), or the  nation states. 

Ladies and Gentlemen, I am not one of those politicians who blame the European
Union or the Commission in Brussels for insufficient competitiveness of the whole of
Europe or the nation states. Not because I would not be aware of the fact that there are
tremendous opportunities and very effective instruments in the hands of the Commis-
sion or the European Council, but because I am convinced that we – and by ‘we’ I mean
the nation states – we have the most important instruments, like fiscal policy, income
policy, the possibility to shape our education systems, public education, higher education
and vocational training, the regulation of the labor markets and many other means at
our disposal. 

In many cases we make references to the European Union and the Commission when

Global Capital – 
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we are not brave enough to tell the truth that we, politicians of each individual country,
are responsible to change our respective countries, to change the structures that are
 responsible for the nature and for the performance of our economies and our societies. 

I think that the European Union and its establishment is a success story. For the first
time in history we have created this area of peace, prosperity, democracy, and a great
openness to understand each other. The introduction of the euro, the Schengen zone, or
the permanent capability to enlarge Europe, although we do face some challenges
there, well, all of this is a real success. Now we have some uncertainty about where to go
on from this point. 

Let me tell you that I support those who say that we have to permanently strengthen
the capacity of the European Union to protect ourselves and, at the same time, we need
a much more offensive policy to make this area more competitive. When I talk about
these ‘defence capabilities’, I would like to refer to a few things that are obvious. 
I think that in this era of globalisation when we face new challenges, we need a stronger,
deeper and more comprehensive common foreign and defence policy or home and
 justice  affairs policy. This, I repeat, is more or less obvious to me. 

But knowing for example what a sensitive impact we saw in Europe from the   
sub-prime market crisis coming from the United States, I think it is the right time to
start discussions about in which way we can build up a new defence line. Working out
the  answers is not our task – I am talking about politicians. It is indeed difficult to
 answer how such a  defence line can be built when the money and capital markets are
globalised, whether it is the right idea at all to somehow build such a line of defence,
whether it is feasible or not. It is, however, our obligation to at least raise these questions. 

My friends, leaders of the money markets, leaders of the banks and investment
 institutions, how do you see this situation? What is your analysis of this situation? What
can be the role of the ECB in creating a real defence line? Because we do not want to
suffer from the problems caused in the United States or any other place of world. Is it a
dream to defend ourselves from such harm, or can it be reality? Many people in Europe
are looking at you and raising these questions: My friends, do you have any answer? I
would like to urge and support a very intensive dialogue between your sector, the policy
makers, the European bodies representing our nations and people to try to find some
effective response to this challenge. 

The second remark on defending ourselves is about energy policy. We are talking a
lot about our vulnerability because there is a high level of dependence on Russian
 energy. We politicians like to speak about the necessity of one voice. We mean that if we
are speaking in one voice with Russia, then we can perhaps represent our interests with
greater success. 

Let me tell you something. Our challenges are based on very clear structural imbal-
ances in the European energy markets that are characterised by the phenomenon that
the seller’s side is monopolised and mainly state-controlled. There is no competition on
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the seller’s side, it is practically all in one hand. The buyers' side is fragmented. You can
imagine what kind of market emerges when, on the seller’s side there is one player or a
tendency for an oligopoly to form; and the buyers’ side is very fragmented, divided:
sometimes the buyers are competing with each other instead of competing for better
terms and conditions. 

We can talk a lot in Brussels. We can establish new regulations or open borders, but
at the end of the day, the question is the structure on the buyers’ side. I think the only
way to break out of this situation is to urge the structural consolidation of the energy
market on the buyers’ side. What we need is deeper cooperation and integration of the
 companies which have so far been mainly based on national frames. Yes, I think that
that integration is unavoidable. 

You may ask, why is the Hungarian prime minister saying that when in the recent
months a very similar situation emerged between Hungary and Austria? Mainly
 because I think that this consolidation must be based on fair market negotiations and
conformity with the market and agreement between the players that gives them
 support. We must avoid the situation in which any state tries to control companies that
work in the strategic sectors of other countries. I prefer business solutions, but I have
some concerns in case of solutions that are backed by political considerations with
 unknown backgrounds. This is the difference between the two approaches. 

After my remarks concerning the challenges in the European political sphere, I
would like to turn your attention to Hungary. 

Hungary is going through a very deep transformation in these years. Summarising
the route what we have taken in the last seventeen years, I will say that we have solved
our obligatory homework. We have changed the political system, and we have converted
our state owned, state-planned economy into a social market economy very successfully.
Very successfully, indeed. I should say that this was the obligatory homework. It was
dictated by history, no question about that. Now we are facing a little more complicated
challenges. If changing the political system and changing the economy is seen as a
house, the new house of the new Hungary, then what we are facing now is the duty to
furnish this house based on our choices, facing the challenge that we need permanent
adaptation to the globalised world. 

As a politician from Central Europe I have to tell you that this is much more
 complicated than I ever thought or expected. Much more complicated. The main
 question is not how you can set up new institutions or how you can modify the existing
regulations. The main task is: how can you change the mindset of the people? How can
you change their attitudes, the attitudes of whole peoples, whole nations? In the last
couple of hundreds of years, these peoples had never experienced democracy, national
sovereignty, the  feeling that this is your country. If your country is ruled by foreign
 powers for centuries, most of the people believe that hurting the rules and breaching
the law is your obligation, that it is a patriotic act. And now, suddenly, people are told in
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our region that your country is yours. Be responsible. And the answer is “Oh my God,
we just wanted to be free; we did not want to be responsible...” . A lot of freedom but no
responsibility – this combination just does not work. Like many adolescents faced with
the real burden of responsibility. “I would like to be free to date anybody, not asking my
parents. I would like to have a choice, to choose my dresses.” But when you are twenty
or twenty-two and have to realise that freedom and responsibility go hand in hand,
sometimes that is very difficult to accept. 

This is the situation in case of these nations. It takes a long time to learn. Sometimes
we would like to run away from these challenges. And being very honest with you, at
this point I would like to be very critical with our performance, in many cases, not just
 Hungary. If you see the neighbouring countries and all the countries in our region, we
politicians wanted to be more popular, and sometimes we were not brave enough to
change our countries. And in this situation we turn our attention to Brussels and we say
that Brussels is responsible for our failure. No. I don’t think it is. We are responsible if
we are not brave enough to change just because in most stages these changes are not
popular at all. Look at France now, look at Germany – changing substructures from
transport to pensions, it is sometimes extremely difficult even in these countries that
have a long tradition of democracy. Imagine how difficult is that in our countries. 

Last year if we had not intervened in the budgetary processes, we would have faced
a budget deficit of around 11% of GDP. That is  almost unprecedented. I examined the
European experience and I could only find one recent comparable case: Ireland in the
middle of the eighties, when they were facing very huge imbalances, and they had to
 initiate a very harsh austerity programme like we did. 

In less than two and a half years, by 2009 we intend to bring the deficit down to 3%. 
We decrease the deficit by 8 percentage points of GDP. You can imagine how harsh it is:
taking out 8% of the GDP from the budget. We consider a 0.5 percentage point
 decrease to be very significant. And I am not talking about half a percentage point but
about eight. Cutting back the expenditures, and – I know you, businesspeople hate that
–  simultaneously, because in the very short term we did not have any other choice,
 increasing some revenues also. 

I have to tell you that the programme is more successful than we had thought, at
least in terms of the budget. The figures are better, and for next year for example we
plan 4% deficit. Please remember: 15 months ago we had almost 11%, and for next year
we are planning 4%. It is beyond question that the price of this process is remarkable.
There are tangible uncertainties, tensions in politics, and sometimes on the streets as well. 

We had to sacrifice a small part, or at least half of our growth potential in the short
term. This year we have more or less 2% growth. However, let's see how we see the
 future. By 2009 the deficit should be around 3% – 3.2%; the rate of inflation should
come back to around 3%; and growth around 4%. The recovery process is relatively
short, although if you are in the middle of it, and right now we are, I know it is painful
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for many. But I have to tell you that I cannot see any other choice. 

In fact, our challenge is even bigger because we have simultaneously initiated some
very deep structural reforms. Because it became obvious that handling the budget
 situation alone, in itself, can only bring temporary results. But we do not need temporary
results – we need sustainable ones!. Every four years in Hungary the budget has softened
up. We had to understand that does not happen  because politicians are weak (at least
not only because of that), but because there are embedded causes in the structures. We
have to modify these structures which are responsible for the cyclical softening of the
budget. 

We initiated 3-4-5 parallel reforms – it is just a matter of categorisation how many. 

The most complicated one is the healthcare reform. Health services in Hungary are
considered free by many, in fact, almost by everybody. That is an illusion. And in the
 focus of this sector are not the insured people who are looking for services, but much
more the service providers, the doctors and the nurses. We say: come on, let us turn
around this system. We, the insured, must be in the middle. This sector is about us! It
must represent our interests. We have cut back the capacities, we have established a
 supervisory authority to guarantee the quality of services, we have introduced an
 obligatory co-payment: 1.2 EUR for a visit to the doctor. That became a symbolic step
in the eyes of many, and now we are working on the insurers' side - no privatisation but
 opening the door to the private capital and creating a stronger link between the insurer,
the insured and the service providers. This is the deepest reform we have ever done in
the history of Hungary not because we were obliged by circumstances, but because we
were brave enough to start it. And make no mistake, we shall get it done. 

We have initiated a higher education reform. The core of this reform is to increase
 competition between the students for better education, competition between 
uni ver sities for better students and for better funding. The first results are very 
promising,  although a significant part of the students is not so happy about having to
pay an obli gatory tuition fee even at public universities. 

We have just started a pension reform. The objective is obvious: to secure long term
 sustainability which is jeopardised by the well-known phenomenon of population
 ageing. We have modified the regulations to increase the effective age of retirement
which is much lower than the nominal age fixed in the relevant law. We have decreased
the initial pension for new pensioners, and we have just started a public debate on
 increasing the legal age of retirement. 

We have almost completed a public administration reform, restructuring the institu-
tional capacities and framework. We have halved the number of budgetary institutions
and agencies. We have decreased the number of civil servants in the state administra-
tion by 20% in less than one year. We have also increased the levels of responsibility of
leaders and government members. We have also implemented a new performance as-
sessment system, and salaries now depend on performance. I do not want to continue, I
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do not want to bore you. I just wanted to give you some picture about how these two
parallel things are being managed: budgetary reform and structural reforms. 

In the very short term all this does not bring any popularity for us. We have lost
more or less 40% of our supporters in the last fifteen months, and I am frequently
asked: “Prime Minister, are you strong enough to fulfill this programme? Prime
 Minister, do you have sufficient support in your party, in Parliament and in the socie-
ty?” And I answer: yes, we are committed, we are strong enough, we shall win this fight.
I am not an actor, I do not have to be popular in the short term. I have to win popularity
by  fulfilling this programme and by making the people understand that what I do was
not just inevitable but it was in the favour of the country. It will have made the country
stronger and more competitive. In the final phase I believe that people will come and
say: “Thank you, thanks for holding our hands and being brave enough not to turn
back.” I am pretty sure that at the end of the day Hungary and the people will say that it
was a tough job, but we had to do it, and we are happy that we are over it. And that will
be the day when Hungary will resemble those countries that we have always wanted to
be like. Because good fortune and wellbeing do not come as Christmas gifts, we have to
work for them. It is great to get Christmas gifts from our friends, wife or children. But
what really matters in our life does not usually come as a present; those things we have
to struggle for. 

Ladies and Gentlemen, in the beginning I told you that I would share my views with
you. I would like to ask you to support us in changing Europe and changing Hungary
for the better. 

Thank you for your attention. 
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Ladies and Gentlemen, let me kick off this panel. We thank Prime Minister Gyurcsány
for his compelling words. I think that you perfectly set the stage for our discussion. It’s
my pleasure now to introduce three further high-caliber panelists to cover our subject:
“Global Capital – Surrender of National Politics?”

First, let me welcome Professor Mario Monti, President of the world-renowned
Bocconi University in Milan and formerly EU-Commissioner for Competition Matters.
Next, it is my pleasure to introduce Mr. Jean-Claude Trichet, the President of the Euro-
pean Central Bank. He needs no introduction here in Frankfurt. I also want to welcome
Mr. Angel Gurría, Secretary-General of the OECD, based in Paris, and formerly
 Minister of Finance of Mexico. Mr. Gurria, you are the first to speak. As I understand it,
one of your main concerns at the OECD is to recommend successful policies to
 member countries. In your experience: have you seen “best in class” national strategies
that have proved to be superior in our globalized environment? We very much value
your views, both from inside and outside Europe. Over to you, Mr. Gurría.

(Remarks from Mr. Angel Gurría)

Mr. Gurría, thank you for your vivid presentation and your thought-provoking views. 

Let me now turn to our second panelist, Professor Mario Monti. It is often said that
European integration is the right answer to the challenges of globalization. Can the 
EU adjust quickly to the changing environment and where do we need to make faster
progress? We are very much looking forward to hearing the insights of a former 
“insider”. Professor Monti, the floor is yours.

(Remarks from Professor Mario Monti)

Thank you Professor Monti for your candid assessment of the state of affairs in the EU.

Now, to our final panelist, President Jean-Claude Trichet. Mr. Trichet, as we have
seen with the subprime crisis, regional problems can quickly affect the global market-
place. We saw the ECB reacting very swiftly. Your institution has rightly received much
praise for the action that it has taken. Recently you mentioned that for central bankers,
not just every word, but every movement of the eye is searched for hidden meaning. So

Global Capital – 
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we shall not only be listening carefully to your words but also watching your eyes
 closely. Mr. Trichet, over to you.

(Remarks from Mr. Trichet)

Thank you, Mr. Trichet. 

Well, we have covered various aspects of our topic and I think, we have heard some
strong arguments. Let me now open the floor for discussion. If you would like to ask a
question please use the little question cards that you have in your booklet. These will be
gathered by our hostesses. 

(Questions to panelists)

Ladies and Gentlemen, in closing this session, let me first thank all of our panelists
for sharing their thoughts on our theme: “Global Capital – Surrender of National
 Politics?” Thank you very much! I think that it’s been a very broad-ranging discussion. 
I am sure that we will hear more about this in the panels to come. 

Ladies and Gentlemen, thank you very much for your attention. I hope you enjoyed
this first panel as much as I did.



Ladies and Gentlemen,

It is a great pleasure to be in Frankfurt for this important event in European Banking. 
I am particularly happy to address this meeting because I believe that Europe is a 
region where the financial sector has experienced a tremendous amount of change 
presenting daunting challenges to policy makers. 

The European banking sector has had some serious episodes I am thinking, for
 example, of the problems in the 1990s of banking systems in the Nordic countries;
France had its difficulties with Credit Lyonnais; Italy and Spain experienced issues in
regional banks. But the problems seemed self-contained and were managed skilfully 
by national authorities. Global crises happened elsewhere and Europe seemed little
 affected. When we tried to anticipate where crises would arise next, we thought of the
emerging world. After Tequila in Mexico, Vodka in Russia and Samba in Brazil – where
would the next source of financial and economic turmoil be? Wherever it was, chances
were high that it would largely spare Europe.

But this has changed. The subprime lending crisis is only the most recent proof that
vulnerability spreads rapidly all around the world. Global financial imbalances are now
a common phenomenon. Almost every problem today becomes everybody’s problem,
regardless of its origins. And globalisation acts as a multiplier. It leverages good policies
as well as bad ones. 

Fine-tuning policies in a globalised world is not an easy task. Today, financial institu-
tions engage in many diverse activities through multiple legal entities. They offer a wide
range of products and services, both domestically and internationally. Business risk
 often extends across many jurisdictions and many sectors, and the legal jurisdiction of
national supervisors may be smaller in scope than the geographic area in which finan-
cial institutions operate.  

The recent crisis showed that the explosion of different financial instruments
 outside the core segment of the banking sector was underestimated. A large part of
these transactions took place out of the reach of traditional banking and monetary
 regulation. Of course in some cases supervisors should have been more aware; and in

Global Capital – 
Surrender of National Politics?

Angel Gurría

23



24

other authorities did signal concerns about the conduits used to securitise loans and
some of the underlying lending practices. But today we do need to look again at the set
of tools that we have – and that we don’t have – to influence financial market develop-
ments.

Finding the right balance will be the key challenge. On the one hand, formal rules
and their application must be tailored to specific domestic needs and realities. On the
other hand, this approach entails the risk that regulatory authorities with different man-
dates and constituencies will take inconsistent measures to solve similar problems. The
 consequences are higher costs and competitive inequalities for individual firms. And
this problem is worse in times of rapid innovation. The response, like the problem, 
must involve multiple actors who work together in a continuous dialogue.

This brings me back to your question: Does globalisation mean that national pol -
icies are doomed? No. “Doomed” is too strong. Policy makers with floating exchange
rates can run independent domestic monetary policies, and these can be made more ef-
fective in times of crisis if they are carefully coordinated. And this is already happening.
We see that central banks around the world have actually responded very similarly to
the   fall-out from subprime mortgage lending. While all of them were concerned about
the risks of moral hazard, the major central banks all provided liquidity to the market. 
No one has allowed the failure of a major institution which would create waves out into
the system. In this sense, they have indeed been going down the same avenue. 

Regulation is another area that comes into focus in times of financial turmoil. Coun-
tries have a large measure of independence, but again, coordination makes the system
work much better. The OECD tends to favour industry-led initiatives in order to get
things right at the micro level. In this context, it is worth noting that we should not think
of the recent financial problems as coming wholly through globalization from
somewhere  outside of Europe. European banks have been in the thick of things when it
comes to  issuance of the new structured products. Coordinated industry initiatives
between  European and other institutions are going to be important too.

But I would also like to draw your attention to the global financial imbalances that I
mentioned earlier, in particular an imbalance that may drive the emergence of protec-
tionist policies. The rapid expansion of another type of investment vehicle, the sover-
eign wealth funds, has been leading to questions about the wisdom of allowing the free
flow of capital, even in countries that used to be champions of freedom of investment.  

Sovereign wealth funds (SWFs) are government-owned and most often funded by
foreign exchange assets. These funds having been growing at spectacular rates, driven by
large current account surpluses and increased revenues in oil producing economies. The
estimate of total SWF pools is around $ 2.4 trillion, while in sovereign pension funds,
which are similar to SWFs, total asset estimates range from $ 2.1 to 4.1 trillion,  depending
on the definition. With a few exceptions (like Norway) there is little information on the
SWF’s corporate governance and objectives and the funds’ practices vary widely.



The international investments by SWFs are beginning to raise concerns that they
may be not closely supervised by home country financial market authorities. And
 potential host countries fear that SWF investment decisions could be motivated more
by political objectives than by profit considerations, and that the funds could target
 security-sensitive and other “strategic” assets. But let us be clear about one thing: the
danger of investment protectionism existed before SWFs became an issue. The tendency
to protect national “champions” has long been an issue among OECD countries – and
emerging countries. It has only become more tangible now with the emergence of these
new players. 

At the OECD, we were sensitive to these stresses and in 2006 launched a compre-
hensive project on freedom of investment to deal with these concerns. OECD countries,
in co-operation with some of the major emerging economies, are discussing and trying
to agree on disciplines that will allow host countries to protect vital national security
 interests while minimising restrictions on international investment. We will be examining
SWFs from that perspective. 

In doing so we draw on several long-standing OECD instruments, in particular 
the OECD Declaration on International Investment and National Treatment. We are
also working to improve transparency, for example through the OECD Principles of
 Corporate Governance and the OECD Guidelines for Multinational Enterprises. We
are working with OECD and non-OECD partners to address the regulatory challenges
from all of these new developments in the financial markets. We also aim to improve
understanding how national systems interact with international rules and developments. 

Only with international co-operation and a policy dialogue that includes all stake-
holders will we be able to build mutual trust and keep our markets open. I am pleased
that this is being recognised by national governments around the world. The G-8’s
 mandate for the OECD to work with the O-5 countries in the Heiligendamm Process
reflects this recognition. At the OECD we stand ready to work on bringing all players
to the table, working with national governments, other international organisations and,
of course, the European banking sector.
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Thank you very much, Mr. Chairman.

Yes, European integration is in my view the right answer to the challenges of globali -
sation. Indeed, it is the right answer to the challenges that globalisation poses to Europe
but also more broadly to the challenges that globalisation poses to itself. First point, we
have to cope with the rough winds of globalisation. Well indeed, providing unitary
strong responses on the part of Europe is a key component of how to deal with globali-
sation. Let me give you two simple examples concerning respectively currency turmoils
and corporate turmoils, that is the threat which is always there of abuses of market
dominance by companies. Well, in these two areas gradually, silently the European
Union has been creating world standards. World standards are emerging from Europe,
out of Frankfurt, for sure, as regards the euro. The euro is perhaps replacing the dollar
as the world currency standard. And Professor Issing in his thoughtful remarks last
night referred to this issue. Also out of Brussels: to many observers in the world the
competition policy done by the European Union is becoming the world standard for
anti-trust. There was a lot of discussion about this, in particular after the recent court
judgement on Microsoft. There were many statements pointing to the EU’s influence
on anti-trust being now stronger than the influence of the US. There was, characteris -
tically, the outraged reaction by the Wall Street Journal who even entitled an article
“European Imperialism” in relation to that. How often do we read about European
 imperialism? But, of course, as to the substance of these cases one can take a more
moderate view and I think it is encouraging for Europe as regards competition policy to
read what not a European newspaper but the New York Times wrote, namely:
 “Microsoft’s resounding defeat in a European anti-trust case establishes welcome
 principles that should be adopted in the United States as guideposts for the future
 development of the information economy.”

Now, obviously, we are not interested in the substance of these cases here but simply
in noticing that in two key components of governance of the economy – monetary
 policy, competition policy – Europe is developing world-class standards. And why is that
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so? For the same reason that the Prime Minister of Hungary forcefully referred to in his
 impressive speech, namely  in these two areas – monetary policy and competition policy
– Europe is simply able to speak and act as one, unlike in so many areas. So, and it is
very encouraging that the most recent treaty agreed upon in Lisbon, does make a
 substantial step to create this unitary entity even in the critical area of the foreign policy
through the creation of an entity who of course will not be called the Foreign Minister
of the European Union but closely resembles that. 

Of course, individual countries need to do much more for an appropriate overall
 European response to globalisation and I think what the Prime Minister highlighted to
us is a very impressive indication of what individual countries need to do without putting
blame on the European Union but reenforcing what the European Union is doing. 

Mr. Chairman, my second dimension in which I believe that European integration is
the right answer to the challenges of globalisation is in the sense that European integra-
tion is the right answer also to the challenges that globalisation poses to its own future
of globalisation, not to Europe. I have perhaps a minority view but I do not believe that
globalisation is an irreversible phenomenon. We saw in history already degrees of
 integration and globalisation even higher than today, the peak having been 1914. Then
came world war one with the overall explosion of globalisation. Then came the efforts
in the ‘20s to set up again a world order but those efforts failed. So, I think, globalisation
could once again implode. Even though of course the technological conditions now are
quite different. The threat of protectionism is there. There are backlashes. Secretary-
General of the OECD referred to the difficulty of achieving the last mile to the door
and the losers of  globalisation are putting great pressure for globalisation to be stopped
in some sense. Therefore, it does need to be governed, one must indeed maîtriser la
globalisation. We need a global governance of globalisation, certainly not the unilat -
e ralism that has on occasions tempted our American friends in recent years. No, what is
needed is something very very similar to what the European Union has been doing for
fifty years. That is a double process of market integration by dismantling barriers on one
side but also coordination of at least some public policies on the other side. The EU has
this in its own DNA, it can help save globalisation from itself and also because the
threat to globalisation – protectionism- is ready to change forms continuously. Now,
 given the good repositioning of the external position of the US it is true that for the
time being the nightmare on Capitol Hill is no longer Chinese imports into the US,
it is the domestic housing market. But we see on the other hand emerging threats of
protectionism in the investment and financial areas. 

My last note, Mr. Chairman, is on the subtitle of this panel: surrender of national
 politics? Well, this has occurred already. This has occurred in Europe. National politics
in many senses has had to surrender, often in very concrete terms. France did not want
the  Mittal-Arcelor merger to take place, Europe was there, watching carefully, the
merger did take place. Italy did not want certain banks to be acquired by external
banks; it did happen. Spain wanted to create a national champion of energy. It was not
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possible for it to do so because of the European rules. Germany, if I remember well,
 desperately  wanted to keep certain guarantees on the public banks, it was not able to do
so, or it strongly wanted to keep a certain law by the name of Volkswagen-Gesetz. It 
was not  allowed to do so. So, all these are retreats of national politics. But not retreats of
public policies because public policies exist more and more at the higher level, the
 coordinated European level. I believe we need to do something more of this at a higher
global level. Thank you very much. 
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Ladies and Gentlemen,

Let me start off with one general remark: The present significant market correction
with episodes of turbulences should not come as a surprise to us. The ECB, as well as the
other central banks, has issued warnings in the past on the global phenomenon of under-
 pricing of risks. In many respects the present episode can be interpreted as bringing to
the forefront anomalies and structural deficiencies which we have identified earlier.

While it is too early to make a full assessment, I believe there are some first 
provisional lessons which can already be drawn at the current stage. 

A lesson that can be drawn is that the growing complexity of instruments has to be
monitored very closely. Structured credit markets are exposed to valuation problems,
which make the market very vulnerable to a shift in investor sentiment.

In the absence of reliable market prices, instruments need to be valued by models.
But estimates which the models produce are highly sensitive to underlying assumptions.
Mounting losses in residential mortgage backed securities (RMBS) backed by US   
sub-prime loans have seemed to trigger a wide loss of confidence in the correctness of
underlying assumptions and therefore in the valuation of structured credit products
more generally. This apparently has set a vicious circle in force in which heightened
 uncertainty about the future value of complex assets and rising risk aversion caused
many investors to withdraw from the market. Prices dropped massively, and investors
incurred large unexpected losses, contributing to further pressure to sell. 

A second lesson that can be drawn is that structured credit markets provide a
 pressing example of the need to increase transparency in financial markets. 

That the market disruption spilled over into interbank markets can be explained by
another key shortcoming of structured credit markets, namely the opacity of exposures
of financial institutions to complex instruments and off-balance sheet vehicles. This 
lack of transparency about exposures of other banks exacerbated counterparty risk
concerns, impairing the well functioning of interbank markets. In periods of turbu-
lences, whatever the origin of those turbulences, opacity and absence of transparency
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are a recipe for propagation of turmoil and generalized contagion.

Third, the recent events have stressed again the particular role rating agencies play
in structured credit markets.

The growing complexity of instruments has clearly induced some investors to overly
rely on ratings. This is the more risky as ratings in structured finance are not yet as much
tested as those of corporate issuers. Some investors may also have misinterpreted the
risk dimensions covered by a rating. Against this background there is probably scope to
improve the information content of ratings and to make the monitoring process more
transparent. It also needs to be investigated further to what extent conflicts of interest
may have arisen for rating agencies in their credit risk assessment of structured credit
instruments. Several international fora are currently looking at those issues.

Fourth, the turmoil has revealed some challenges for the liquidity management of
banks.

Banks, including those in continental Europe, have increasingly relied on secured
funding, both via securitization and off-balance sheet vehicles. This has rendered them
more vulnerable to a sudden disruption of structured credit markets. Let me recall that
the regulatory framework requires EU banks to have policies and procedures for the
measurement and management of net funding positions on an ongoing and forward-
looking basis and have in place contingency funding plans. In this context, recent events
have demonstrated that banks need to further strengthen their liquidity risk stress-tests,
encompassing for example scenarios such as a protracted closure of a broad range of
 securitization markets and the drawing of contingent liquidity obligations by commer-
cial paper programmes. Moreover, those elements should also be incorporated into
their contingency funding plans. The ECB, together with the ESCB Banking Supervision
Committee, is carrying out work on this important topic.

Indeed, the current turmoil has underscored the importance of robust liquidity
management by banks, as well as the need for supervisory approaches which keep pace
with structural market developments. Many initiatives with a view to addressing issues
and risks arising from the recent financial market turbulence that go into the right
 direction have already been launched, both at the international level, namely by the
 Financial Stability Forum, and at the EU level, with the ECOFIN agreeing to a
roadmap for action by 2008, and also by the private sector. They must be pursued now
with even stronger impetus. In this respect, co-ordination at the global level should be
ensured. In closely interlinked financial markets, any policy measure should be agreed
to and consistently applied at the international level. 

Fifth, in the same vein, there is a need to reflect carefully on the “originate-and-
distribute” business model. 

The period ahead is likely to provide a first material test of changing banking
 business models and the increased reliance on secured funding. Although currently
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profitable and well capitalized, many banks will experience income and credit losses,
which may trigger a re-assessment by some of them of the suitability of the so-called
originate-and-distribute business model. The current episode has also shown that the
transfer of credit risk outside the banking sector may ultimately not be effective. This is
related with reputational and other concerns, which induce banks to take credit risk
back onto their balance sheets.

Sixth, with respect to our own crisis mitigation tools, a lesson that we can draw at
this stage is that the operational framework of the Eurosystem has proved able to cope
with stressed market conditions.

So far, the Eurosystem has been able to manage the turmoil in an effective and
 flexible manner. Two ingredients of its operational framework have been particularly
important:

The first is the clear separation between on one hand the ECB’s management of the
aggregate liquidity conditions and on the other hand the setting of its monetary policy
stance, which is signaled by the minimum bid rate in main refinancing operations. This
separation has been extremely valuable under present circumstances. Looking ahead,
and in line with its previous communications and actions, the ECB will continue to steer
very short term interbank rates close the minimum bid rate.

The second ingredient is the Eurosystem’s collateral framework. The broad list of
eligible assets has ensured that a broad range of counterparties could access the credit
operations of the Eurosystem during the turmoil. This has helped counterparties to
 effectively mitigate funding liquidity risk when interbank markets stopped functioning
properly. As a side effect, the acceptance of ABS in the sizeable refinancing operations
has allowed to address also asset refinancing needs of counterparties effectively. This
has certainly contributed to a better functioning of the money market since counter -
parties know that they can turn to the Eurosystem to refinance these assets. 

And finally the ongoing process of significant market correction which we experience
since August should trigger a very deep and candid review in all the areas which have a
substantial influence on the functioning of the global financial markets.

This review process should concentrate on what could be done to promote financial
stability and to diminish to the maximum extent possible the elements of procyclicality
that may be inbuilt in a large number of fields.

The financial stability forum, which has been set up by the G7, under the proposal of
Hans Tietmeyer, to draw the lessons of the Asian crisis, is in an ideal position to identify
the areas where appropriate improvements could be introduced.

I encourage very strongly the Financial Stability Forum and all the Committees that
are actively working at a global level, including the Basel Committee, to draw all the
 lessons of the present turbulences and to examine the situation without any complacency.
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In my view no single area should be put aside from this review which should
 concentrate on the ways and means to foster financial stability, prevent propagation of
disturbances and contagion, improve risk management at all levels, and diminish
 procyclicality, in particular, in the domains of accounting rules and accounting practices
of rating agencies, of supervisory banking rules – the first duty being to implement
 globally Basel II which is largely superior to Basel I – including harmonization of
 liquidity rules and requirements, of supervisory insurance rules, of market supervisory
authorities regulations, of regulated and non regulated private institutions (whether
highly leveraged institutions or so-called S.I.V. and conduits), and of market practices.

This does not mean necessarily dramatic changes of rules and overloading of new
regulations. I am of the firm opinion that voluntary code of best practices, the set up of
voluntary “Principles” and the working out of voluntary benchmark best practices are
most of the time preferable to the addition of new layers of rules and regulations.

But we have, in any case, the duty to be effective in working out the lessons of the
present market correction. This is no time for complacency in any respect.

Thank you very much for your attention.
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Ladies and Gentlemen,

Some things are not what they seem to be at first glance. 

This is the lesson the Trojans learned the hard way in the Trojan War, when they let a
wooden horse into their city to be surprised that it held enemy soldiers. 

Is there really a connection between this ancient tale and the topic of our second
 panel on private equity? Of course this title was chosen to raise curiosity and interest.
But there are indeed many critical voices which do see private equity investors as a
 potential threat in  disguise, at least here in Germany.

These critics paint a picture of purely profit-driven investors, pursuing short-term
strategies in order to maximise cash-flow via job-cutting and asset-stripping. According
to their view, other stakeholders are neglected and would suffer ultimately from the
large amount of debt involved. It seems as if Private Equity has an image problem.

In contrast, the private equity industry itself stresses the positive impact private
 equity has on the economy and on the targeted companies. Facilitating necessary
changes and access to new capital is part of their business model. For companies in need
of restructuring this can mean salvation.

So private equity is a form of global capital on which quite controversial views do
persist. 

Controversy, especially on an informed basis, is much better than ignorance: a
 recent study showed a stunning lack of information. Nine out of ten Germans (87%)
never have heard of “private equity” – in spite of the lively locust-debate we had in
 Germany. I am convinced that this is not representative of todays’ audience – you
would not be here if you thought that ignorance is bliss.

But even for professionals well known questions remain and new issues are raised:

• concerning the role and responsibility of the different types of private equity
 investors – from small venture capital to global buyout firms,

• or concering the role  these “Highly Leveraged Investors” have played in the 
 recent market turmoil.

Private Equity – A New Trojan Horse?

Klaus-Peter Müller
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How is private equity itself affected by the current market developments? The
 industry seems to be at a crossroad regarding its business model and future prospects.

Another new phenomenon is the emergence of sovereign wealth funds.

They act as investors in private equity funds or in private equity firms. And they 
are seen as competitors in search of profitable investment opportunities.  This raises
 interesting new questions for the industry.

In order to gain more insight and tackle such a controversial topic, it is always very
helpful to examine and compare various standpoints. Therefore, I am very pleased 
that we have a panel with the right composition –  people who represent different
 perspectives and types of experience on this subject.

So as panellists let me now introduce:

• Thomas Pütter, Chief Executive of Allianz Capital Partners GmbH, Munich and
Managing Director of Allianz Alternative Assets Holding. In this position he is
 responsible for the direct private equity activities of Allianz Group. From June 2005 to
April 2007 he served as chairman of the German Private  Equity and Venture Capital
Association e.V. (BVK) and in 2006 he participated as an observer to the EU 
Commission’s Alternative Investment Funds Expert Group (Sub Group Private
 equity). He brings to this panel both a global investor’s perspective and German  market
knowledge.

• Let me also welcome our second panellist, Professor John Kay, a distinguished
 academic and one of Britain’s leading economists. Like Thomas he started his academic
career in Oxford. He has been professor at London Business School and Oxford Uni-
versity and is currently visiting professor at the London School of Economics.
He also has hands-on business experience as founder and executive chairman of Lon-
don Economics, a consulting firm. Interested in a wide array of economical and political
topics, he voices his insights not only in his books, but on a regular basis as a columnist
in the Financial Times. 

So now we have the investor’s side and the Anglo-Saxon academic view.  The
 picture would not be complete without the corporate point of view.

• So last but not least, I welcome Dr. Axel Herberg, Chairman of Gerresheimer
Group, which he joined in 1992. His former experience includes a number of years’
 activity as a consultant with  McKinsey. He holds degrees in business management and
mechanical engineering and a  doctorate in economics. Over the years Gerresheimer
Group went through several changes in its ownership structure and has had several
 financial investors. This summer it became a listed public company on the Frankfurt
stock exchange and is pursuing an international growth strategy. Formerly a traditional
glass producer it specialises more and more on pharma and the life science sector.

But that’s enough by way of introduction. Let’s now listen to the experts and discuss
with them.
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Private Equity – A New Trojan Horse?

Thomas U. W. Pütter* 

Ladies and Gentlemen, good morning. 

I came a little later to this conference because I couldn’t decide whether to put on my
locust costume and I couldn’t find my honeybee costume. But somewhere between 
the two lies the truth for private equity for the debate which for my liking is held far 
too emotionally, and much more dangerously, is held against the background, as 
Mr. Mueller has said, of complete ignorance and lack of information. 

In my opening comments I would like to touch on five points. I will do so briefly and
then, as per interest, we can delve into greater details on each of them. The five points
are:

No. 1, it is important to me to try to put the discussion on private equity and the
 dangers that it supposedly holds into some kind of context for the financial markets. 

No. 2, I would like to touch on what does private equity actually do. 

No. 3, I would like to touch on how does it do it. 

No. 4, I would like to touch on how well does it do it. Because there are a lot of
myths about that. 

And no. 5, I would like to touch on the question: is this industry going to grow or has
it just died because of the calamity of what happened in the financial markets in the
summer. 

The context: private equity unfortunately is intransparent. That is the main reason
why it is viewed with such suspicion and in the less financially sophisticated markets
around the world that suspicion is greater than in those financially sophisticated
 markets. 

It is roughly estimated to be an industry that has assets under management in an
amount of about 1.1 to 1.4 trillion dollars. About 0.7 to 0.9 trillion dollars of that is
leveraged buy-outs. 

* Transcription from tape by the organizer of the Frankfurt European Banking Congress* Transcription from tape by the organizer of the Frankfurt European Banking Congress



38

And the entire public debate about the controversy of private equity is a misnomer
because of this controversy of large leveraged buy-outs. There is nothing controversial
about venture capital people supported, there is little controversy about mezzanine
capital people supported. It is when companies are acquired by financial  investors with
the intention to effect change and therefrom to realise capital gains on disposal that is
where the public unease starts. 

Of the 0.7 to 0.9 trillion dollars, approximately 60% are the US market, 25% are the
European market and 15 % is the rest of the world, in particular, Asia where it is inter-
esting to note, Asia is growing very quickly especially in China and especially in India. 

Let us put this into context. Pension funds around the globe manage approximately
22 trillion dollars of assets. Mutual funds  manage approximately 19 trillion dollars of as-
sets, insurance companies around the world manage approximately 19 trillion dollars of
assets. These investors dwarf by far the financial investor universe in private equity. If
you put the assets under management in private equity in relationship to the equity
market capitalisations around the world: in the United States it is about 2.2 percent, in
Europe it’s about 1.3 per cent. That is a doubling over the last ten years but it is a dou-
bling from a very small percentage to a still small percentage. So let’s keep it in perspec-
tive of how big and how “dangerous” to the financial system private equity supposedly
is. In terms of the so topical financial markets currently the debt volume that the lever-
aged buy-out industry raises in 2006 represented approximately 10% to 11% of the
corporate debt market overall. So again, it is a minority of the debt volumes that we are
talking about. 

Having tried to put this a little bit in context, what does private equity actually do?
Number one, private equity is a business. It has a responsibility to its clients on the basis
of a contract that it has made, namely to invest monies entrusted to it for capital gain in
the medium term and then the compensation in order to align interest as a profit share
and a management fee on those monies raised. The investors in these funds are the most
sophisticated institutional investors around the world, first and foremost pension funds,
insurance companies and fund of fund managers. 

Private equity was born out of an  interesting and intensifying interplay of sources of
supply and demand. By sources of supply, I mean, where does the money come from
and why is it being increasingly  allocated to this sector of the alternative asset universe?
You all know what the demographic challenges are that we are facing and the vast 
 majority of funds entering private equity come from institutions concerned with old age
provisioning for the future. They are looking for outperformance and over a 20-year
 period where interest rates were  declining, where equity markets were considered to be
volatile there was a search for alternative assets which latterly has also led this industry
to invest in hedge funds and in other forms of investments. 

But that is where the supply of money comes from and  private equity will continue
to grow – if I advance my fifth point already – as long as that supply of capital increases.
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And the supply of capital will increase if only  because of the reinvestment of
 investment profits. 

The demand factors for this sort of finance are equally very strong. They are born
out of change happening in global economies, out of globalisation, out of industrial
 factors, out of technology change, for example, and out of political change, the opening
up of the euro zone. Reunification in Germany alone has opened opportunities that
needed to be financed, and the traditional sources of finance at that time were not
equipped and unable to meet the capital demand, particularly the equity capital
 demand. So an industry arose, called private equity saying: we have the analytical skills
to  understand these drivers. We will make this risk capital available and if we do it
smartly we can make money out of it. 

How does private equity do this? Very simply, private equity combines the public
market model of permanent capital provision with the private market model of
 corporate governance. In a sense, it tries to combine the best of both worlds. And that is
where the appeal lies to many management teams. It says we can  finance this company’s
ambitions, this management team’s ambitions. We have direct control, we can take
 decisions faster and we can do it to a large extent out of the glare of public or regulatory
scrutiny. Therein may lie a problem we can discuss in the questions and answers session. 

In this approach, private equity differentiates  between three drivers that are much
 confused in the public debate. These drivers are: value drivers for the actual business,
price drivers of factors that influence what price you can get for something, either that
you have to pay or that you can realise on exit, and proceed drivers, how much money
irrespective of the price and irrespective of the value you have created actually ends up
in your investors’ pockets. 

How well does the industry do it? Approximately 60% of the assets of the industry
are concentrated in the hands of 30 funds around the world. The performance of the top
quartile of the leveraged buy-out industry is spectacular. It is somewhere around
 currently 29 % IRR net of cost and fees and profit shares to the investing institutions.
But that is the top quartile. If you go to the mean, the situation looks very different and
you are somewhere around 11 or 12 per cent. And if you go to the third or fourth
 quartiles you frankly with hindsight may not have wanted to be  invested because you
could have made more money elsewhere. So the performance curve is very skewed to
those institutions who have found the methodology, the method, the system, the
 approach of consistently creating value in the private equity model. 

Will private equity grow? I am convinced that it will. I have staked my career on it.
But it will only do so if the value proposition of the top quartile continues to hold, if
more is done to increase the social acceptability of this activity. 

Because if I only constrain it to Germany for example where you have 5,900
 businesses now that are being financed by private equity, employing one million people
and turning over 190bn euros of revenue, that industry can no longer say: we are
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 private. You are not. You have  economic influence and you have economic might and
you need to explain yourself and make sure that you are understood and that in fact
what you are doing is good for an economy and not negative. 

There is an estimate by McKinsey that says that by 2012 the leveraged buy-out
 segment of private equity will double from the current 0.7 trillion to 1.4 trillion and on
the assumption of certain benign developments it could reach 2.6 trillion. So this
 industry will grow irrespective of what has happened in the summer. 
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Private Equity – A New Trojan Horse?

John Kay*

If we had had this debate seventeen years ago when this conference began, or even ten
years ago, we would have been having that debate in a completely different context:

• We would then have been talking about the irresistible rise of the public market place.

• We would have contrasted the capital markets of Britain and the United States where
 market capitalisation was typically one to two times national income with those of
 Continental Europe where the more typical figure of the total market capitalisation
was about half of national income. 

• We would have been noting the way in which com panies were steadily becoming
 private, private in the sense meaning public, the  privatisation of state enterprises
across the world. 

• We would also have noticed the way in which partnerships and mutual companies like
Goldman Sachs or Crédit Agricole were acquiring quotations and flotations. 

• We would have observed the rise of new market places like Nasdaq, AIM or the Neuer
Markt, in which smaller companies at an earlier stage of their development than had
previously been involved in the public market were able to obtain listings at a very
early stage of their development. 

Well, what a difference a decade makes. We are talking today in a completely  different
environment. 

There are several events that led to that. One is that after 1997 the New Economy
bubble expanded and then burst and after 2000 investment institutions started the search
Dr. Puetter has described for alternative assets in the hope that they could find
 somewhere else where they could make the double-digit returns to which they had
 become used in the 1990s. 

At the same time as that bubble collapsed it exposed some of what had been going
on in large quoted companies, the way in which a number of companies had been
 involved in domestic, internally corrupt activities and in unsatisfactory relationships

* Transcription from tape by the organizer of the Frankfurt European Banking Congress* Transcription from tape by the organizer of the Frankfurt European Banking Congress
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with their advisers which then in turn promoted a somewhat heavy-handed regulatory
response to the abuses that had been revealed. 

At the same time people started to notice the pressures of the quarterly earnings 
 cycle, the business by which companies gave earnings guidance, managed and massaged
their three-month figures in order to satisfy the expectations of Wall Street and other
 financial markets. We started to recognise the ways in which these pressures got in the
way of effective long-term business strategy. 

And finally and most recently the most important part of these developments were
the rise of securitisation and asset-backed securities that transformed the nature of debt
markets and made risk capital available more and more cheaply. And the explosion, of
course, of the large transactions and private equity  markets in 2005 through 2007 came
very largely from that source. 

It was the risk  mispricing which grew on an increasing scale in credit markets
through the period. And I noticed in the earlier panel this morning a tension between
some of  the questions from the audience who wanted to talk about the current credit
crunch as the subprime lending crisis, and some of the speakers on the panel who
 regarded in my view rightly what has been happening in credit markets as a symptom of
much wider risk mispricing which has been going on in debt markets over the last two
or three years. There is still a desire to say this is primarily a crisis about subprime
 lending. But it goes wider than that and the finance which has been provided for private
equity deals is indeed part of that crisis. 

A year ago I noticed that there were sitting on my desk at the same time both
checks which I had received for companies which I had sold to private equity buyers
and prospectuses inviting me to make applications for new private equity funds. I
 realised that what was happening was that I was being asked to pay large fees to buy
companies like equity office properties and Sainsburys from myself at a very large  
premium to the market price. It became clear to me that I could not continue to go
down and teach  students about the way in which market prices emerge efficiently in 
 securities markets and maintain a straight face. 

The final surge of this boom was generated then by this mispricing of risk in asset
markets and that is a mispricing which is now as we all know in the process of unwin ding
itself.That means that there will be fewer of these very large leveraged transactions of
well established businesses in future. This will itself be a problem because of the size of
the funds which has been raised in the last two or three years. The people who are
 hoping to collect fees from these funds will not therefore be in a great hurry to want to
give that money back to their investors. It also means that some of the recent rounds of
private equity financing are likely to be loss-making both to the private equity investors
involved, to the people who are subscribers to the asset-backed securities involved and
to some of the banks themselves involved in these transactions. Although the nature of
private equity activity means that so long as these underlying operating businesses
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 remain profitable – and it is likely at the operating level they mostly will – these losses
need not emerge very quickly or be taken directly necessarily onto balance sheets. 

So we are looking ahead then to a world that is different from the one we have seen
in the last couple of years and which probably achieves a better balance between the
swings of fortune between public markets and private equity over the last decade which
I have described. If we look forward to the implications of that I think we can find them
in two main areas and I want first to talk about large companies and then I want to talk
about small companies. 

As far as the large companies are concerned the real issue which we face is the
 relative merits of concentrated share ownership versus diffused share ownership of the
large company. And that was an issue which was widely discussed in that earlier debate
of the 1990s. It was a debate which was then conducted at least in the Anglo-Saxon
world in terms which tended to point to the superiority of the more diffused Anglo-
American model of share ownership over the more concentrated Continental European
model of share ownership. I think even at that time the balance of advantage of these
different models was much less clear-cut than that debate represented it. And there is
also creating some reconciliation between the two some of the role that private equity
owners play or private equity houses play just as there is a role that activist shareholders
play in getting some of the advantages of more concentrated ownership with a more
diffused structure in which a wide range of investors actually provide the  finance. 

But the question we need to ask looking forward is the fundamental one of if we
judge by the criteria which regime is better at promoting the long-term development of
operating businesses. Is that better done for large businesses with concentrated or with
diffused share ownership? And there are arguments either way. At its best, private
 equity can be a more patient owner backing more strategic development than the
 public markets. But equally at its worst private equity can be concerned to  massage
earnings by postponing all avoidable expenditure for a year or two in order to go
through what I thought of as the revolving door of taking a company out of the  public
market in order after a year or two to take it slightly spruced up back to the  public
 market. Private equity can be patient but private equity can also be impatient. 

Equally public companies have been in the past able to take a long-term strategic
view. But especially through the 1990s and in recent years they have become locked in
what I described earlier as this increasingly dysfunctional cycle of earnings management
and quarterly reporting. 

So I don’t want to argue today that private equity is good and public markets bad or
vice versa. And indeed looking forward I think we will want to make use of both models.
But a larger challenge we have is to learn from each model in ways that improve the
other to create more transparency on the private equity model and equally to create
more informed strategic activist shareholding in the public equity model. 
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That’s the set of issues as I see them as far as large companies are concerned.

As far as small companies are concerned if we had been having this discussion ten
years ago we would have regarded the terms private equity and venture capital as
 essentially interchangeable. They have ceased to be interchangeable because of the
growth of large leveraged transactions.

I hope that more of the focus of private equity will once again be directed back to
the support of small and early-stage businesses. There is no doubt that here the activist
informed shareholding model of private equity is set up to do better. And which is a
model which can justify because of its detailed involvement the kind of two and twenty
fee structure which generates ridiculous numbers when applied to the very large
 businesses that have been subject to these leveraged buy-outs. 

I think all of us must know of small start-up businesses of the kind I have been 
 describing which when they have approached venture capitalists in the last couple of
years have been told that they are not interested in small start-up businesses any more.
“Come back and talk to us when you are rather bigger and better established”. And
that to my mind is private equity failing to fulfil the role for which it is in fact best suited
and the role for which it is desperately economically necessary. 

So I am in the end a somewhat neutral and balanced observer of all of this. 

I believe there is a large and important economic role for private equity going
 forward but I think these huge leveraged transactions of well-established, stable,
 mature businesses which was such a feature of capital markets in 2006 and 2007 will
very largely be a thing of the past. 

What had happened recently and the events that prompted the allegations of
 locusts, Trojan horses and the like were largely a distraction from the proper role and
future development of the private equity business. 
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Mr. Müller, Ladies and Gentlemen,

First of all, it is a great pleasure to be here today and have the opportunity to share a
 real-life experience of working with private equity investors. There have been some
horror stories in the press about private equity investors, not only in Germany. Well, in
our case, I can say that this has not been our experience at all.

Gerresheimer today is a global and successful supplier to the pharma and life
 science industries. We employ 10,000 people at 37 locations across Europe, America and
Asia and enjoy a leading position in all the markets in which we operate.

We have come a long way – only seven years ago Gerresheimer was an integral part
of “Deutschland AG,” a mid-sized company controlled by a German conglomerate with
a majority shareholding. The share price of the company was not something that anyone
paid much attention to. Most importantly, a truly entrepreneurial approach as a key
 element of corporate strategy and management was conspicuously absent. Political
games with the majority shareholder were more important.

What followed were two leveraged buy-outs with a period of restructuring and
repositioning, and then a process of dynamic and rapid growth. The new Gerresheimer
AG went public in June 2007, the third biggest IPO in Germany this year so far, and is
listed today on the Frankfurt Stock Exchange. Within the last four years alone:

• Sales have almost doubled 

• The number of employees has almost doubled

• And the value of the company has almost tripled.

Today we have a solid financial structure, acknowledged leadership in our industry,
and a strong base for continued growth.

How did we achieve this?

Gerresheimer’s remarkable development is a unique growth story – and we
achieved this over a short period of time in the course of two leveraged buy-outs.
I believe that we would not have achieved this without private equity investors. 

Private Equity – A New Trojan Horse?

Axel Herberg
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Why do I say this? Well, when you are in a leveraged buy-out situation, you
 inevitably learn to move fast under the pressure from the debt. You either sink or swim.
We chose to swim. We knew exactly what we wanted to do. We wanted to become truly
international, tap new markets, launch innovative new products and thereby grow into a
global player.

Let me draw your attention to something else that is special about Gerresheimer’s
transformation: Gerresheimer was listed beforehand as a publicly traded entity with a
quoted value on the stock exchange. This is important to bear in mind because it shows
that, for our first private equity investor, we were not the classic “hidden gem” to be
picked up among unlisted German SMEs. We already had a stock-exchange valuation.
We were quite visible, with all the transparency that comes with being listed among
Germany’s top 100 companies. Despite this, we were convinced that we could create
more value by taking our company private. Now, let me tell you what actually happened:

There was a two-phase process supported by different investors. 

The first phase was a process of focussing which took in all our business units. We
sold unprofitable businesses and started to streamline our processes with regard to all
aspects of management and operations. This was a painful but very healthy exercise. 
We did it silently and without publicity.

The second phase was a period of sustained organic growth within the refocused
group - combined with a sharply targeted buy-and-build strategy which was financially
backed by our new equity sponsor. In the past two years alone, we have acquired and
successfully integrated eight companies in Europe, the US and Asia. The old focus on
the German market was left behind, and we went forward with a new international
strategy. Today, Gerresheimer generates less than a third of its turnover in Germany.

This strategy was a resounding success. 

It is interesting to note that the real value enhancement came only in this last phase.
About 80% of the increase in value was achieved in the second leveraged buy-out. As a
result of the business focus on pharma/life science, our organic growth rate came close
to double digits compared to a growth rate of only 2-3% in the previous years.

This again shows that a strategy of growth creates much more value than a strategy
of restructuring.

You may ask how private equity investors breathing down our necks helped us.

First of all, you have to be fast on your feet. You have to change structures and
 create an entrepreneurial spirit within the organisation. Gerresheimer rapidly left its
old structures behind to become a competitive player in a globalised economy. On the
other hand you have to resist “immoral” requests from time to time. If you want to
 pursue a growth strategy, recapitalisation ideas are not helpful and as the CEO you
have to take a firm stand. This is first and foremost the CEO’s responsibility. 
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Admittedly, we experienced quite high leverage – that is what a leveraged buy-out 
is all about. But looking back today, I believe this had an important benefit for the
 company: we had to develop a high sense of urgency and decisions had to be made
 instantly. In any case, spending money wisely is never a bad principle.

Of course, it is essential to team up with the right private equity people, which we
did. On the other hand private equity needs strong management teams. The investors
are first of all financiers who provide mezzanine capital and financial know-how but
they are not industry experts.

The company and the investor need to work in close partnership and have the same
clearly-defined aims. Trust is an essential part of this teamwork, and the key to success.
That also means management needs to know that the investors will come up with hard
cash if the circumstances require it. This kind of thing you will never get in writing – it
will always be an unspoken understanding.

In seven years we went through two leveraged buy-outs, launched two corporate
bonds, took the company private, and squeezed out the minority shareholders. Since the
11th of June Gerresheimer is a successful listed company again. So after gaining all this
experience why did we not go for a third buy-out? Quite simply, we were ready for the
stock market again. Being ready meant that our case was strong and convincing for
 investors who wanted to buy into our growth story as a publicly listed entity, with future
growth based on a strong balance sheet.

Both of our private equity investors exited when it was right for them, but also at
the right time for us. They left us in a much stronger position. And, needless to say, both
made substantial returns on their investments.

Gerresheimer today is a completely changed company, transformed during the time
of private ownership. For us, the familiar “horror story” certainly does not apply.



Ladies and Gentlemen,

It is a great pleasure to welcome you to the third and final panel entitled “Central
Banks and Global Capital – Ringmasters or Facilitators?”

When we started on the organization of this Congress about a year ago, of course,
no one was able to actually foresee the recent financial turbulence and its repercussions.
And these financial market tensions have highlighted the importance of the role central
banks play, not only in preserving price stability, but also in safeguarding financial stability. 

In light of these developments, our discussion today – relating to the role of central
banks and their influence on global financial markets – could not be more relevant or
timely. 

While the increasing integration of global financial markets is generally considered
to be beneficial, the recent turmoil has again underscored how closely integrated our
economies have become and, in particular, how quickly negative movements – in this
case in the U.S. mortgage markets – can be contagious for Europe and the rest of the world.

There is a set of four questions that are worth to be discussed today:

First, does the globalisation of financial markets help or hinder financial markets in
reaching their ultimate policy objective of preserving monetary stability? 

Second, while decisions on global capital flows are made by market participants,
some believe the overly expansionary monetary policies have invited investors to incur
excessive risks and “mis-price” risks. Is this an appropriate assessment?

Third, what lessons can and have central banks to draw from the current market  tur-
bulences?

Finally, fourth, the globalisation of financial markets also stimulates questions
 regarding the supervision of the various financial market players and an appropriate
regulatory framework. In other words: What about the division of labour between
 supervisory and monetary authorities?

In this context, it would have been also interesting to hear a U.S. view on the  financial

Central Banks and Global Capital –
Ringmaster or Facilitators?

Josef Ackermann
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turmoil and the role of central banks. This applies all the more since some  criticism has
been expressed against the Federal Reserve for its overly accommodating monetary
 policy stance for so many years after the meltdown of the “new economy”, which may
have contributed to the crisis. Unfortunately, because of the Thanksgiving holiday, we
were unable to secure the participation of a Federal Reserve representative here. 

However, I am delighted to introduce three very distinguished panellists from
 Europe and Asia who will share their knowledge about this wide range of issues and
discuss these questions. 

First, it is a great pleasure to introduce Ms. Teo Swee Lian, Deputy Managing
 Director, Prudential Supervision, of the Monetary Authority of Singapore (MAS), with
responsibility for the regulation and supervision of all banks, finance and insurance
companies licensed in Singapore. It is interesting to note that the tasks of Singapore’s
central bank are very broadly defined and include, for example, issuing government
 securities and promoting Singapore as an international financial centre. 

Such a broad approach is likely to give the MAS very good insights into the
 integration of the global financial markets. As a key international financial center and
small country, Singapore is perhaps uniquely positioned to play the role of a facilitator. 
I am looking forward to hearing Ms. Teo’s comments on our topic today from an Asian
perspective. 

Secondly, let me welcome and introduce Professor Axel Weber, President of the
Deutsche Bundesbank, and in this capacity, a member of the Governing Council of the
European Central Bank. 

As things stand now, the euro area has caught up with the U.S. financial markets in
several segments, and the euro has also gained considerable ground as an international
trade, investment and reserve currency. Thus the ECB is responsible for setting monet -
ary policy in one of the world’s most important currency areas and has a strong impact
on the smooth functioning of the international financial markets. In this demanding
role, it has earned widespread respect for its work over the course of the past few years.  

Finally, I would like to introduce Sir Callum McCarthy, who is Chairman of the
 Financial Services Authority in London. 

Before joining the FSA in September 2003, Sir Callum McCarthy’s previous roles
included Chairman of the Gas and Electricity Markets Authority as well as a number of
senior-level positions in the financial industry. At the FSA, he now performs a key
 supervisory role in the world’s largest financial centre, which is also the major hub for
business with the euro. It will indeed be interesting to hear his views on whether the
FSA should be seen as a ringmaster or facilitator.

I would now like to ask Ms. Teo to take the floor.
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Dr. Ackermann, Excellencies, Ladies and Gentlemen,

Introduction

It is my great pleasure this afternoon to join my fellow central bankers and regulators in
a discussion of this very current topic. As MAS performs both the functions of a central
bank as well as a financial regulator, I will be taking on both perspectives this afternoon. 

As you all know very well, the recent market turbulence was triggered by concerns
over a very specific segment of high-risk borrowers, but very rapidly spilled over more
broadly to other credit and asset markets that were fundamentally sound. With the
 continued growth of global capital mobility, such spillover effects are likely to become
ever more pronounced, and in this regard, financial authorities have to work together in
order to be proactive and effective in fostering financial stability, while allowing the
positive effects of globalization to continue. 

Role of Central Banks and Financial Regulators

In today’s marketplace, the roles of “ringmaster” and “facilitator” are not mutually
 exclusive. Global capital has become a way of life and there are good reasons why many
would want to tap into these flows in order to achieve greater economic potential. The
“ringmaster” role becomes relevant as we acknowledge that certain checks and
 balances need to be put in place in order to facilitate these flows in an orderly and
 sustainable fashion. 

The ringmaster structures the circus program so as to facilitate the performances of
the various acts. He also ensures that the safety nets and protective barriers are put up
to protect both performers as well as the audience when the more risky acts come into
the ring. In much the same way, one key responsibility of financial authorities is the
maintenance of reliable infrastructure to facilitate the smooth functioning of global
capital. 

For example, the ease of global capital mobility was not the only culprit during the
Asian Financial Crisis, as equally guilty was the absence of robust financial market
 systems and infrastructure to handle the influx of capital when markets were opened up

Central Banks and Global Capital –
Ringmaster or Facilitators?

Teo Swee Lian
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to international investors. Apart from the building of such structural capabilities,
 financial authorities should be unobtrusive during day to day operations, only to step in
when disorderly behaviour or market failure makes it necessary to do so in order to
preserve financial and macroeconomic stability.

The Central Banker’s Toolbox

In recent debates, much has already been said about the issue of potential moral hazard
when financial authorities intervene in markets. According to that argument, the
 assistance of financial authorities for struggling institutions could have the undesirable
 effects of encouraging risky behaviour in the future and undermining the efficient
 pricing of risk. On the other hand, many bankers would argue, as some of you in the
 audience have, that the incentives for prudent risk management in the private sector are
still in place, as can be seen from the numerous heads that have rolled because of the
 recent market fallout.

To me, the more pertinent issue is a hazard of a different kind, and I am not sure if it
is moral or otherwise. This hazard is the potential loss of effectiveness of financial
 authorities’ policy tools. A central bank clearly has a case to intervene if a crisis threatens
its objective of financial stability, however in doing so, it should avoid creating expec -
tations that may undermine its effectiveness in future crises. In many, if not all crises, the
management of sentiment and expectations are just as important as the management of
fundamentals. Under “business as usual” conditions, predictable and consistent policy
actions are the best facilitator, but ironically in times of crisis, financial authorities may
need to have a more varied array of policy options so as to retain the ability to “shock
and awe.” 

In order to remain effective, central banks need to have a variety of tools at their
disposal. In light of recent events, one current issue worth considering is for central
banks to expand the range of acceptable collateral. While valuation difficulties may
present some challenge, such an option would allow central banks more leeway to tailor
their response to a crisis. Additionally, central banks may even have to consider devel-
oping instruments tailored not just for their domestic markets, but which also accomm -
odate foreign markets that their institutions operate in. 

Apart from an arsenal of crisis management tools, the enhancement of preventive
tools is also important to aid in risk detection and mitigation. Furthermore, central
bankers and supervisors need to continually upgrade their skills so as to keep up with
latest market innovations.

Effective Regulation Requires Cooperation

Cooperation amongst regulators is also crucial as markets become more complex and
global. While no one denies that financial innovations have many positive uses, some of
which actually reduce risk, the misuse of these new fangled instruments can also mean
that risks are obscured and transferred to less well-informed investors in an unsavoury
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manner. As many of these risk transfers occur across geographical borders, home and
host regulators need to engage in greater dialogue and collaboration in order to gain a
better picture of systemic risks that could affect a broad range of market participants. 

At this point, I would like to acknowledge the sharing by US and European financial
authorities of their experiences and supervisory information regarding the impact of
the recent subprime crisis. For host regulators such as the MAS, such forthcoming
 cooperation has been very useful in helping us discharge our supervisory responsibilities.
I hope that this exchange of information between financial authorities will continue to
strengthen so that system-wide problems can be more effectively dealt with. Better
 collective understanding and cooperation among regulators are essential in managing
risk of a global financial institution. 

Allow me now to touch briefly on the effect of the subprime crisis on Asia.

Effect of the Subprime crisis on Asia

Generally speaking, Asian financial systems are much less securitised than the US or
European markets, and thus have been less affected by the recent turmoil. Asian
 holding of US mortgaged-backed securities (both subprime and otherwise) amounted
to about 1% of banking assets in Asia. However, Asia was not entirely unscathed. 

The month of August saw a significant widening of Asian sovereign spreads coupled
with a fall of Asian currencies and a sell-off in the Asian equity markets. Yet risk aversion
in Asian financial markets abated fairly quickly. Once bitten, twice shy. I believe that
one of the major reasons for Asia’s resilience is the experience of the Asian Financial
Crisis, which continues to reside in the collective consciousness of the region. Asian
 financial institutions are much stronger today than ten years ago when the Asian crisis
unfolded. The Asian markets are now deeper and investors are much more cognizant of
possible downside risks. There has also been a substantial build up of foreign reserves
across the region which underlies a systemic effort to reduce vulnerabilities. Another
reason Asia was less affected was because banks were still getting decent returns from
the more traditional deals in recent years without having to do as much searching for
yield in the universe of more esoteric instruments. 

Asia has thus far weathered the sub-prime crisis well and fundamental growth
prospects remain generally sound as there are now more growth engines in the region.
Most Asian economies also run current account surpluses and have built up a cushion
of foreign reserves over the years. Nonetheless, caveats still remain. The biggest risk to
the region’s macroeconomic outlook remains a sharp downturn in the US economy as
Asia is still highly dependent on exports. In addition, the Asian region would continue
to face challenges associated with large capital inflows such as the impact on exchange
rates, asset prices and credit growth. The recent sharp increase in oil prices would also
lead to some inflationary pressures, thus posing further challenges to policy-makers.
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Conclusion

On a day to day basis, financial authorities have the responsibility of ensuring the
 efficient functioning of the necessary infrastructure to facilitate orderly capital flows. In
order to effectively discharge this duty, financial authorities need to be proactive in
identifying emerging risks so as to be able to develop strategies to mitigate them.
 Central bankers in particular need to develop and refine a variety of tools in order to
act decisively in times of stress. Furthermore, close cooperation amongst regulators will
aid the early detection of problems and better facilitate the coordination of efforts in
the event of a global financial crisis.

The events in recent months hold many important lessons for the financial commu-
nity, and to a large extent, we are still in the midst of the learning process. Yet in thinking
about how to prevent a similar crisis in the future, we must be careful not to let the 
 regulatory pendulum swing too much to the conservative, as stifling markets will not
make them healthier. The first line of defence should always be the financial institution’s
own internal risk management process, and it is the ultimate responsibility of senior
management and the Board to ensure that the risks are understood, correctly assessed
and within acceptable parameters. As such, I would like to acknowledge the work done
by banks in Europe and international organizations such as the IIF , in fostering self-
awareness amongst the banking community by identifying current weaknesses and
 recommending best practices for the industry.

Thank you for your kind attention.
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One of the pleasures of this occasion is the admirably firm instructions which the
 organisers – and the chairman of this session – have given to the central bankers and
 financial regulators speaking: an example of the tables being turned, the regulated
 dictating to the regulators – with, I suspect, a degree of pleasure. In keeping with my
normal concern to maintain and improve the regulatory relationship, I will try to
 respond to the particular exam questions I was set. They were:

• What should be the regulatory relationships in a globalised world?

• How do we enhance transparency and boost risk management?

• Do we need closer cooperation between national regulators?

• What should be the division of responsibility between supervisory and monetary
institutions?

Of necessity, I will be very brief. Each question could occupy us extensively.

Regulatory relationships

2. Let me deal with the first and third questions together, since they are obviously
 related: how should national regulators work together to provide effective supervision
of the major international financial groupings which are of such increasing importance?
 Responding to the justified demands of the large international banks, insurance
 companies and securities companies which already are so significant and which I
 believe will become much more so is a major challenge to the regulatory community, in
Europe and globally. It is a challenge to which the response is not yet adequate – either
conceptually or in relation to particular initiatives.

3. Conceptually, we need to agree what I have on other occasions called a taxonomy
governing home and host issues. This cannot be based on a simplistic rule that the home
regulator for any institution is the decision maker for that institution's activities,
 wherever they may be situated. This subordination of host responsibilities to home
 supervisor has the benefit of simplicity – but simplicity at the cost of ignoring important
realities. There are at least four realities which the home country supervisor approach,
at least in its simple form, does not acknowledge:

Central Banks and Global Capital –
Ringmaster or Facilitators?

Sir Callum McCarthy
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• First, there is a question of legitimacy: regulators are accountable, and cannot be
expected, in relation to a financial institution which is important in a host country, to
 answer questions about that institution by referring them to the sometimes distant
“lead regulator”. I do not think you can, for example, expect the Hungarian Financial
Supervisory Authority (PSZAF) to respond to questions about Citibank’s extensive
and – to Hungary – significant activities in Hungary by referring them to the US Federal
 Reserve Board or the Office of the Comptroller of the Currency.

• Second, there are substantial differences between the legal powers granted to
 different regulatory organisations in different countries. Even within the EU there is no
common basis of legal powers. And beyond the EU the position is even less clear.

• Third, there are questions of political will: it is clear that the degree of independ-
ence of financial regulators is not uniform across the world, nor is it uniform even
 within the EU.

• Fourth, there are questions of competence. Not all countries are able to devote the
resources, or have the experience, to discharge all the responsibilities that might be
 expected of a lead regulator even with the benefit of some collaboration with host
 authorities. We should recognise that this is a real problem, which should not be glossed
over.

Instead of a simple policy of lead or home supervisor supremacy, we need to devel-
op a more realistic taxonomy which recognises that some – but certainly not all – banks
are too important in host countries to be left to the home regulator; and we need to
 develop protocols which define, forthe various issues and circumstances which arise, the
rights and duties of both home and host regulator.

4. We also have to develop effective and practical means of translating these
 principles into day-to-day cooperation between national regulators. There have been
helpful developments, both of a legal nature and in terms of developing working
 practices. Legally, the combination of the EU Financial Groups Directive and the US
Consolidated Supervised Entities (“CSE”) regime for the large US investment banks
has led to a welcome expansion in the scope of the SEC activities to take account of the
global consolidated position of the major broker-dealer groups, including their capital
on a Basel basis. The CSE has also led to the identification of a coordinating authority
at EU level charged with coordinating the regulatory relationship and information
flows. These arrangements enable us to address some of the central questions of capital
adequacy, both atgroup level and in terms of its availability to different parts of a group.
And in terms of developing good working practices between regulators, we have made
real advances. For major international banks we at the FSA are establishing or support-
ing other regulators in establishing groups of regulators who meet together to exchange
information on and to discuss the regulatory issues associated with the bank as a group.
For Credit Suisse and UBS, for example, the Swiss EBK has established “trilateral”
arrangements with the UK FSA and the New York Fed. By exchanging information and
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views about the bank among this group, it is possible to prepare for and hold a single
regulatory meeting with the bank, with the benefit of both a reduced, non duplicative
information demand on the bank, and – I hope – an improved quality of regulatory
 discussion. We, as a host regulator, are happy to contribute to this from the FSA. The
FSA has done the same as home regulator in the context of Basel implementation by
holding a series of regulatory colleges for our most important banks with extensive
overseas operations. We have organised these, for example, for HSBC, Standard
 Chartered and RBS. We have also aimed to develop those groups beyond the most
 important jurisdictions by involving, in variuos ways, regulators from a range of coun-
tries in which the banks operate. In February, for example, we organised a two-day
meeting at the FSA of some 83 regulators of HSBC, drawn from 44 countries. We are
developing for Standard Chartered a regional approach, under which we talk with
 regional groups of that bank’s regulators.

5. In summary, the challenge to regulators of responding to international financial
services groups is important. We need a framework which is not just simple, but rather
reflects realities. And, for all that we have made progress, it remains a challenge to
which the regulatory response is not yet fully developed.

Risk management

6. The issues raised by transparency and risk managemment are wide and central to the
questions we all – bankers and regulators – have to address in framing our responses to
the present stresses in the world's financial systems. I will make only two comments on
this very broad range of issues.

7. First, it is important not to confuse transparency – which I will define as the
 provision in comprehensible form of information which is relevant to risk and reward –
with disclosure – which I define as the provision of more and more data. To be truly
 effective, transparency needs to be principles-based, that is to say designed to meet the
needs of decision-makers. There is always a risk that prescribed levels of disclosure may
allow firms to meet the letter of the requirements but not necessarily in a way which
 assists the market to make the necessary judgements. The 2006 annual report of
 Citigroup ran to 200 pages; but when Citi announced on 4 November that its US   
sub-prime related super senior exposures amounted to approximately US$ 43 billion it
came as surprise to the market. There is a growing problem that disclosure of data can
be so copious that information is obscured: the last annual report of Deutsche Bank ran
to 308 pages; that of HSBC of 458 pages; that of Goldman Sachs to 137 pages. None of
these distinguished institutions set out to do other than meet their legal obligations as
to disclosure. But it is far from clear that the disclosure of so many data aids information.
We need to ensure that the principle of transparency does not become translated into
counterproductive data requirements. This is why, when implementing Pillar 3 of the
new Basel 2 framework, we have made clear our view that these disclosures should be
by the market for the market.
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8. Second, as to risk management recent events have underscored – as if such
 emphasis was needed – the central importance of both strong processes of the sort
which the Counterparty Risk Management Group under Gerry Corrigan’s leadership
has done so much to advance, and of the fundamental importance of stress testing by
firms of the central vulnerabilities to which they are subject. I know of no subject more
important for prudential supervision than first the identification, and second the stress
testing, of severe but plausible states of the world. I should emphasise that stress testing
itself – namely the selection of stresses, and the taking of strategic decisions on the basis
of the tests – is a task for management, while it is for the supervisor to be satisfied that
the tests properly reflect the risks being taken. This area will continue to test both the
management and the regulators of banks. It is testing because at the heart of the process
is judgement – what severe stress could plausibly occur and would mitigating action
provide comfort in those circumstances – not the application of statistical analysis;
 because the judgement is specific to each institution; and because – as recent events
have shown – it is only too easy to make misjudgements. But it is clear that we will need
to devote more time and thought to stress testing.

Responsibilities

9. The last question I have been asked to address is the division of responsibilities
 between supervisory and monetary policy organisations. On the question of whether
these responsibilities should be combined in one organisation or divided, I would repeat
what I have always said, namely that it is manifest that either model can be made to
work. I see very considerable advantages in avoiding the regulatory arbitrage which is
inevitable if banking, insurance and securities regulation occur in separate organisations;
and I am struck by the stylistic and organisational differences between between the
 repeated consideration of a single question in relation to monetary policy – the
 centralised decision normally taken monthly as to hold or change interest rates – on the
one hand, and the enormous range of supervisory decisions, distributed across any
 supervisory organisation, taken at many levels within the organisation on a day-to-day
basis, which comprise the task of regulation. Because of this, both the Bank of England
and the FSA continue to believe there are advantages in maintaining monetary policy
separate from the supervision of individual institutions.

10. This division of responsibilities also involves substantial areas of mutual interest.
For example, the setting of liquidity requirements for individual institutions must clearly
take into account the central bank's policy as to what instruments it will accept as eligible
collateral for various liquidity purposes; the central bank’s balance sheet is normally
central to systematically important payment systems; and the central bank, rather than
the regulator, will have the balance sheet assets which permit provision of liquidity
 support. Whatever the separation of certain responsibilities, there will remain very
 substantial shared interests and responsibilities, which emphasise the need for close,
continuous and cooperative working.
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Ladies and Gentlemen, this year’s European Banking Congress is coming to an end.

I think we’ve had a useful day! In our panels we have had very wide-ranging
 discussions. I hope that this year’s congress has helped to find common ground  
between everyone involved in these markets. 

So, on behalf of all of us, I want to thank the speakers and panelists for their
 excellent contributions. I also want to thank all those in front of and behind the scenes
who helped make this congress a success. Next year’s event will take place on
 November 21st. My co-hosts and I look forward to seeing you again here in Frankfurt. 

But before, after so much talk about subprime, we can now look forward to a prime
event tonight, the Finanzplatz Gala, starting at 7pm.

Take care, goodbye and auf Wiedersehen.
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