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Good morning, 

Distinguished speakers and participants, I welcome you all to the 2013 Bank of Korea 

International Conference. 

I would like to begin by expressing special thanks to Professors Thomas Sargent and Barry 

Eichengreen for their invaluable help in organizing this conference; to BIS General Manager     

Jaime Caruana and IMF Deputy Managing Director Naoyuki Shinohara, our keynote 

speakers; to the Governor of the Central Bank of the United Arab Emirates, His Excellency 

Sultan Bin Nasser Al Suwaidi, our luncheon speaker; and to all of our speakers, discussants 

and moderators for their contributions to this conference. I’m also very grateful to all of the 

participants from central banks, international institutions and academia, who have traveled 

halfway around the world to be with us today. 

“Assessing global liquidity in the global framework”, the main theme of this conference, is an 

integral part of steering our course toward a sustainable global recovery. During the global 

financial crisis, both advanced and emerging economies experienced a severe credit crunch 

and economic contraction as global liquidity suddenly dried up in the process of the 

adjustment of financial imbalances. In response to the crisis, major advanced economies with 

limited fiscal maneuvering room implemented aggressive quantitative easing in the 

expectation that it would jumpstart their still struggling economies. Although there is a full 

recognition of the case for such a policy response and its positive aspects, concerns are also 

mounting over the negative externalities and potential risks that the current global liquidity 

expansion might pose. 

Despite the critical importance of global liquidity, there is as yet no broad consensus on its 

definition and measurement, spillover effects, and desirable policy responses to it. 

I believe that this conference will be a valuable opportunity for us to have meaningful 

discussions on global liquidity from both academic and practical perspectives. In this regard, 

I would like to say a few words about several critical issues. 
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Inherent characteristics of global liquidity 

At the outset we should have a clear understanding of the multi-faceted characteristics of 

global liquidity. On the positive side, it can promote growth and welfare by enabling the 

efficient allocation of resources across borders. However, it is not without its negative side, 

including the piling up of financial imbalances and economic fragilities arising from the 

enlarged risk appetite and volatility of capital flows. 

Also, in this closely interconnected world, global liquidity may have far-reaching and 

complex effects across countries and international commodity and financial markets through 

mutual interactions between source and host countries as well as between the private 

and public sectors. Major countries’ monetary policies and global banks’ activities played 

critical roles in driving and transmitting global liquidity to every corner of the earth. An 

excess of it, though, could well lead to asset bubbles, sudden reversals in capital flows and 

exchange-rate related issues in host countries, causing cross-border conflicts of interest and 

posing risks to the global economy. It follows that to handle global liquidity effectively, it is 

crucial to gain an understanding on the basis of the cross-border linkages of its 

mechanisms of creation and transmission. 

Roles of global liquidity before and during the crisis 

I would like to first call your attention to the role played by global liquidity in the run-up to 

the global financial crisis on three fronts; namely, monetary policy, financial regulation, and 

global imbalances. 

Firstly, the accommodative monetary policy of key currency countries acted as one of the 

main sources of this global liquidity. Its expansion brought in its train asset price bubbles, the 

amplified pro-cyclicality of the credit cycle and macro-finance dissonance. Capital inflows to 

emerging market economies also led to negative externalities, increasing their business 

cycle fluctuations and vulnerability to external shocks.  

Secondly, regulation was insufficient in the process of rapid financial innovations such as 

shadow banking, leading to a failure to contain the private sector’s excessive risk-taking. As a 

result, we experienced surges in procyclical global liquidity created by the private sector: the 
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financial sector increased the creation of credit during a long boom in which global banks 

expanded their leverage, but its supply then dried up during the bust phase as global banks 

deleveraged rapidly. 

Lastly, global imbalances continued to grow in the run-up to the global financial crisis. 

Low real interest rates in advanced economies were associated with a negative saving-

investment gap, accompanied by large current account deficits, while in response to large 

capital inflows, emerging economies built up large foreign exchange reserves and reinvested 

them, in a process dubbed “the uphill flow of capital,” in safe assets such as U.S. Treasuries. 

In this way, the monetary policy accommodativeness, financial regulatory and supervisory 

shortcomings and the accumulation of global imbalances—cited as the root causes of the 

global financial crisis—were intimately interlinked with global liquidity conditions. 

Global liquidity issues since the crisis 

Now let me shift the focus to global liquidity issues in the wake of the crisis. To this end, I 

would like to focus on three points: (1) the adverse effects of advanced countries’ quantitative 

easing policy, (2) the erosion of the efficiency of intermediation between the real and 

financial sectors, and (3) the uncertainty surrounding exit strategies. 

(Quantitative easing by advanced economies) 

First, let me speak about quantitative easing policies. In tackling the global crisis, major 

advanced economies have employed a set of accommodative monetary policies, including 

nonconventional instruments such as asset purchase programs. With this initiative, central 

banks substantially increased their injection of base money at very low interest rates. Such 

proactive responses helped moderate the global economic recession and stabilize 

international financial markets in the post-crisis era, which was of course the intended 

consequence. That said, the continued quantitative easing by key currency countries also 

brought in its train unintended negative externalities in forms such as burgeoning 

financial imbalances and the accentuated vulnerability of emerging economies through cross-

border financial linkages. 

What is more, the advanced countries’ quantitative easing has heightened the incentive for the 
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accumulation of foreign reserves by the capital recipient countries in their concern about 

price competitiveness and sudden capital outflows. The upshot is that the mechanism that 

built up the global imbalances of pre-crisis day is still running strong. Although advanced 

countries’ quantitative easing primarily seeks to revive their domestic economies, it also 

affects other countries through various channels including capital flows and exchange rates. 

Although it may arguably act to shrink emerging economies’ current account surpluses in the 

course of time, this would not necessarily resolve global imbalances if emerging economies 

increase their foreign exchange reserves in order to offset appreciation pressures and counter 

abrupt surges in capital outflows. In addition, if advanced countries’ excessive quantitative 

easing brings about abrupt swings in the relative exchange rate parities of the key 

currencies, it could well further erode confidence in the stability of the international 

monetary system.   

(Inadequate financial-real linkages amid ample global liquidity) 

Another problem is the weakness of the linkages between the financial and real sectors 

despite the abundance of liquidity. To be specific, liquidity in individual economies is heavily 

concentrated in asset markets rather than flowing into the real sector that is in need of funding 

for materializing potential and innovation for growth. As the IMF rightly suggests, the weak 

linkages between the financial and real sectors might come in part from the fact that 

economic agents lack conviction as to economic recovery and the effectiveness of policy 

initiatives being undertaken toward it. 

In this regard, attention should be paid in policy terms to how best to ensure the efficient 

intermediation of funds, above all to small businesses and those sectors with great 

uncertainty as to future growth at the outset. 

(Uncertainty surrounding exit strategies) 

Lastly, when advanced economies implement their exit strategies, global liquidity condition 

could tighten rapidly, resulting in asymmetric spillover effects. With the three-speed recovery 

in progress, the implementation of exit strategies by individual countries might trigger 

sudden capital outflows and international financial market turmoil. Given the different 

economic conditions of individual countries, it is by no means easy to coordinate when and 
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how to implement exit strategies. Nevertheless, we should work more on policy coordination 

to avoid, or at least minimize, such adverse effects. In the event of a synchronized unwinding, 

emerging economies are likely to bear the brunt of sudden stops or reversals of capital flows. 

If there is a sequenced unwinding, then the long drawn-out volatility and uncertainty of 

financial markets could continue to weigh on emerging economies for a substantial length of 

time. 

Global liquidity and policy implications 

So far I have talked about global liquidity before the crisis and three problematic issues 

concerning it since the crisis. Now let me move on to draw out some policy implications for 

countering the problems that arise from the expansion of global liquidity. 

(Designing an appropriate policy mix at the country level) 

First, it is important to design a suitable policy mix at the national level. In an open economy, 

monetary policy alone is not enough to deal with the capital flows generated by global 

liquidity. Raising interest rates in response to the credit expansion and asset price inflation 

triggered by capital inflows may itself widen interest rate differentials and thus accelerate 

those capital inflows. In the event of capital outflows, raising interest rates is needed for their 

containment, but it could well deepen the economic downturn by raising funding costs and 

the debt servicing burden. 

In this regard, the question of how to design a desirable policy mix to overcome these 

difficulties is one of the most pressing challenges. In particular, we are faced with a number 

of key questions. “Should we employ macro-prudential policy exclusively for financial 

stability and monetary policy solely for price stability?” “If we deploy monetary policy 

together with macro-prudential policy to counter the financial instability generated by 

procyclical capital flows and excessive risk-taking, how and when should these policies be 

used?” Deeply concerned about financial stability, Korea took the initiative in introducing 

new macro-prudential tools, which, I believe, provide a number of pointers for other 

countries. We have laid the groundwork for a more stable financial architecture by imposing a 

macro-prudential stability levy on non-core foreign-currency liabilities, ensuring the Bank of 

Korea’s access to relevant information on non-bank financial institutions, and constructing a 
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model for financial system risk assessment. These macro-prudential tools are assessed as 

having made a positive contribution to financial stability. 

(Rethinking the role of central banks in encouraging financial intermediation) 

Secondly, it is vital to increase the role of the central bank in boosting financial 

intermediation. Since the crisis, a general consensus has arisen that the central bank could 

exercise a wide range of responsibilities including striving for price stability, financial 

stability, robust growth and financial inclusion. Seen in this light, the credit policy of central 

banks can usefully complement monetary policy as an effective tool in achieving these 

objectives. 

In the current situation in which interest rates are already low because of the burgeoning 

global liquidity, what is crucial is to ensure the seamless supply of funds to those sectors 

where financial frictions exist. This calls for the building up of a system of incentives not 

only to rectify failures in financial intermediation, but, in time, to rebuild growth 

potential by nipping in the bud the price instability and accumulation of financial 

imbalances. 

Credit policy also promises to tackle effectively the economic contraction and financial 

instability that could arise in the event of a global liquidity crunch provoked by advanced 

economies’ exit strategies. For instance, in the real economy, expansion of trade finance will 

help avoid the withering of international trade while, for the financial sector, an 

instrumentality can be put in place for flexible liquidity support to resolve abrupt credit 

crunches. 

It is in the light of such considerations that the Bank of England has recently introduced and 

enlarged a Funding for Lending Scheme (FLS) to induce banks to increase credit provision to 

small and medium businesses. The importance of enhancing this provision was also 

mentioned by the European Central Bank. The Bank of Korea, for its part, is pressing ahead 

with an overhaul of its current lending scheme to foster financial access for small and 

medium businesses in an effort to invigorate financial intermediation. What we are looking 

for in this is to enable the more seamless working of the monetary policy transmission by 

bringing credit policy into a complementary relationship with monetary policy; which will at 
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the end of the day contribute greatly to restoring growth potential. 

 

(International coordination for global liquidity management) 

Lastly, I would like to stress the importance of global policy coordination. In theory, if all 

countries fully cooperated in financial regulation and monetary policy, we could minimize the 

potential financial instability arising from capital flows, while maximizing the associated 

benefits. However, conflicts of interest among countries mean it is by no means easy to set 

out a uniform set of rules. Moreover, individual countries are apt to put their economic 

conditions first in implementing monetary policy rather than approaching it from a global 

perspective. 

That said, global policy coordination is of the essence, given that individual countries are not 

in a position to cope adequately with the global liquidity cycle. The policy response is 

deemed appropriate for a specific country may well result in undesirable outcomes for 

neighboring countries, leading for example to a “beggar thy neighbor” situation. As a result, 

the world economy can only reach local equilibria, not a global equilibrium. To prevent the 

rise of global systemic risks, countries should work together to manage capital flows 

effectively because macro-prudential policy has only limited effectiveness in the presence of 

cross-border regulatory arbitrage. 

Hence, what we need to do is to come up with ways to create a win-win situation for both 

advanced and emerging market economies from the long-run perspective rather than 

prioritizing interests from a short-term perspective. The global community needs to work as 

one to reach a global equilibrium beneficial to both advanced and emerging economies, 

escaping from that sub-optimal state where a good and a bad equilibrium coexist. At this 

juncture, advanced economies need to provide transparent and consistent policy signals to 

help economic agents better understand the future course of policy and get ready for an exit 

strategy, while emerging economies are called upon to heighten their macroeconomic 

soundness and implement structural reforms to strengthen economic fundamentals. 
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Closing remarks 

Let me now wrap up my remarks. Since the global crisis, a wide raft of proposed reform 

measures has been discussed in a global framework, ranging from proposals for upgrading 

financial regulation and macro-prudential soundness to international monetary policy 

cooperation; and indeed, a substantial degree of progress has been achieved, as evidenced by 

Basel III and the G20 forum. However, we need to remain keenly conscious of the problem 

of excess global liquidity since it was one of the major elements in triggering the global 

financial crisis, and it remains as before a potential risk factor.  

Also, in the absence of a global jurisdiction, domestic-oriented policies could cause another 

crisis. Thus, liquidity injection by an international lender of last resort, over and above the 

macro-prudential policies of individual countries, is crucial to preventing financial crisis 

contagion. I hold it essential for central banks to seize the initiative in global cooperation 

in supplying liquidity together as an international lender of last resort, enhancing the 

multi-layered global financial safety net.  

We still have a long road ahead of us bringing about the sustainable growth of the world 

economy. We need to moderate the boom-bust cycle of global liquidity, ferret out fresh 

sources of growth for the productive real sector of the economy from a global perspective, 

and support financial intermediation to relatively vulnerable sectors. We also need to be well 

prepared for the exit from the quantitative easing policy by major advanced economies. In 

this regard, both advanced and emerging market economies should work together to avoid 

financial imbalances over the long-term horizon and improve efficiency in real and financial 

inter-linkages, thereby boosting growth potential. 

It is very much the case that a thorough theoretical and empirical understanding of the factors 

giving rise to the unsustainable expansion of the financial sector is needed to enable an 

appropriate policy response. I therefore very much look forward to productive discussions 

and the frank and open sharing of opinions among all those attending this conference. 

Thank you. 

 


