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Key Questions

e What must economies do to improve domestic financial resilience and
stability?
— What further reforms are needed to help this process?

— How must the regulatory framework evolve to ensure further financial sector
development without upsetting financial stability?

 How should financial institutions and markets reduce the key
impediments to broader financial access?

 What are the primary international factors that affect financial resilience
and stability?

e What are the opportunities and risks of divergent monetary policies—
impending US tightening versus continued easing in Europe and Japan?

— Can policy coordination play a significant role globally and regionally to
promote financial resilience and stability?

e Are current financial safety nets adequate?

e Can macro-prudential policies and capital flow management measures
mitigate the destabilizing impact of capital flows?
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How is finance connected to economic growth?

 Long history on whether economic growth leads finance or
vice versa (Shumpeter vs. Robinson; Goldsmith, McKinnon &
Shaw)

— Now largely settled in favor of a positive relationship between a well-
functioning financial system and growth (Rajan & Zingales; Buera et al)
 Channels for growth effects
— Less costly matching of savers and investors
e Better management of information asymmetries
e Benefits of pooling
— Possible effects on the size of savings and the return on investment
— Reductions in risk that lower the volatility of growth
— Allocation of risk to holders more desirous of holding it
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Firms with high external financing needs grow faster with
deeper financial markets, in part because the have higher TFP

GOPMarker Relative to the U5,
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Source: Buera, Francisco, J Kaboski and Y. Shin, “Finance and development: A tale of two sectors.
American Economic Review, August, 2011.
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Where does financial instability come from?

e Finance is the surrender by a saver/investor of value today for the
promise of a greater (though riskier) value in the future

— Information/expectations about the future are, therefore, always integral
to the process; so are the cognitive/decision making biases of people

* Herd behavior; loss aversion; money illusion; gambler’s fallacy, etc.
e Financial innovation, like all innovation, is subject to Knightian
uncertainty
— It’s not risk, which is quantifiable on the basis of past examples
— CDO-Squared

e Experience matters—it is the basis for holding more informed views
of the risks and of parsing information

 The costs of altering contracts and allocating losses affects stability
and resiliency
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What must economies do to improve domestic financial
resilience and stability?

e If financial efficiency comes from balancing risks and returns,
then regulation needs to ensure the this occurs

— Greater availability of reliable information about investments, their
returns and their risks
— Minimizing principal/agent problems

e Ensuring that intermediary firms maintain a franchise value so that
the discipline of repeated games keeps intermediaries from taking
excessive risks

e Pricing explicit guarantees so as to avoid abuse of the put to
taxpayers that comes with systemically important financial firms

e Since the future is uncertain:

— Minimizing the costs of breaking and revising contracts; shrinking
bankruptcy costs; facilitating moving capital and labor across different
sectors of the economy
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Measuring System Risk of Loss Is a Means of Tracking Resiliency

Systemic Risk of Loss by Country as a Share of GDP
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Note: For an explanation of the methodology see http://vlab.stern.nyu.edu/public/static/capital shortfall-2012.pdf
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Asia’s Systemic Risk of Loss Has Tended to Decline Lately
Driven by China

Asia - Total SRISK (US$ billion) , 7 , , ~ ViLab (2015)
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Source: V-Lab, NYU Stern, http://vlab.stern.nyu.edu/welcome/risk/

Note: For an explanation of the methodology see http://vlab.stern.nyu.edu/public/static/capital shortfall-2012.pdf
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There is Tremendous Scope to Benchmark

Source: Doing Business 2015
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Strength of Depth- of Crgdlt Credit bureau
Rank legal rights |, credlt. registry o, | coverage (%
index (0-12) |r|format|on coverage (% of adults)

Economy index (0-8) | of adults)
Australia 4 11 7 0 100
Bangladesh 131 6 0 0.9 0
China 71 4 6 33.2 0
Germany 23 6 8 1.3 100
Greece 71 3 7 0 82.5
Hong Kong SAR, China 23 7 7 0 96.1
India 36 6 7 0 22.4
Indonesia 71 4 6 46.4 0
Italy 89 2 7 24.6 100
Japan 71 4 6 0 100
Korea, Rep. 36 5 8 0 100
Malaysia 23 7 7 56.2 78.6
Mongolia 61 5 6 32.7 0
Myanmar 171 2 0 0 0
Nepal 116 7 0 0 1
New Zealand 1 12 8 0 100
Pakistan 131 3 3 7.3 4.5
Philippines 104 3 5 0 11.3
Singapore 17 8 7 0 50.8
Spain 52 5 7 50 15.3
Sri Lanka 89 3 6 0 44.5
Switzerland 52 6 6 0 26.3
Taiwan, China 52 4 8 0 87.9
Thailand 89 3 6 0 52.7
United Kingdom 17 7 8 0 100
United States 2 11 8 0 100
Vietnam 36 7 6 41.8 1.4
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There is Tremendous Scope to Benchmark

Source:
Doing
Business
2015
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United Kingdom 13 82.04 1 6 1 88.6 3 5 1 2 11
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What are the primary international factors that affect financial
resilience and stability?

 The degree of financial market integration/contagion
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What are the opportunities and risks of divergent G3
monetary policies? What is priced in to yield curves?
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Volatility Connectedness Can Help Avoid Surprises

Sovereign Bond Markets - Volatility Connectedness Index Foreign Exchange Markets - Volatility Connectedness Index
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Source: http://financialconnectedness.org/index.html
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Editorial Suggestions
To suggest new coverage, resources or content, e-mail our research team at editor@roubini.com.

General Information
Roubini welcomes your feedback! Please send us your comments or questions via e-mail at americas@roubini.com.

Technical Support
For technical support or questions about using our site, please contact support@roubini.com.
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Terms & Conditions/Certification/Disclaimer

Terms and Conditions

RGE analysis is the property of Roubini Global Economics, LLC for the internal use of RGE clients. Any redistribution, including
summarizations or synopses, is expressly prohibited without prior agreement from RGE. All rights reserved, Roubini Global
Economics, LLC. For questions about reprints or permission to excerpt or redistribute RGE content, clients should contact their
RGE account representative. http://www.roubini.com/tos

Analyst Certification

I (name of analyst/ lead analyst) certify that the views expressed herein are mine and are clear, fair and not misleading at the
time of publication. They have not been influenced by any relationship, either a personal relationship of mine or a
relationship of the firm, to any entity described or referred to herein nor to any client of RGE nor has any inducement been
received in relation to those views.

| further certify that in the preparation and publication of this report | have at all times followed all relevant RGE compliance
protocols including those reasonably seeking to prevent the receipt or misuse of material non-public information.

Disclaimer

Roubini Global Economics LLC and all of its affiliates (RGE) do not conduct “investment research” as defined in the FCA
Conduct of Business Sourcebook (COBS) section 12 nor do they provide “advice about securities” as defined in the Requlation
of Investment Advisors by the U.S. SEC. RGE is not regulated by the SEC or by the FCA or by any other regulatory bodly.

This research report has not been prepared in accordance with legal requirements designed to promote the independence of
investment research and is not subject to any prohibition on dealing ahead of the dissemination of investment research.
Nonetheless, RGE has an internal policy that prohibits “front-running” and that is designed to minimize the risk of receiving
or misusing confidential or potentially material non-public information.

The views and conclusions expressed here may be changed without notice. RGE, its partners and employees make no
representation about the completeness or accuracy of the data, calculations, information or opinions contained in this report.
This report may not be copied, redistributed or reproduced in part or whole without RGE’s express permission.

Information contained in this report or relied upon in its construction may previously have been disclosed under a consulting
agreement with one or more clients. The prices of securities referred to in the report may rise or fall and past performance
and forecasts should not be treated as a reliable indicator of future performance or results. This report is not directed to you
if RGE is barred from doing so in your jurisdiction. Nor is it an offer or solicitation to buy or sell securities.

© Roubini Global Economics Copyright 2015
No reproducing or redistribution without written consent.
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