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TIE: Do you share the view of other central bankers and economists that the
global economy is recovering?

Knight: | think we are seeing signs of a strengthening and broadening out of
the recovery in the world economy. Of course, the degree of uncertainty that
existed ayear ago at the geopolitical level and the concerns about the risks as-
sociated with corporate disclosure scandals and the profitability of fixed in-
vestment have dissipated. In line with these devel opments, there are signs of
strengthening not only in the United States but aso in other countries. Inthe
United States, some of the factorsthat led the growth of economic activity to
accelerate to avery high rate by the third quarter may not necessarily endure.
These include the impact of recent U.S. tax reductions and refunds on con-
sumption spending, the additional cash that consumers obtained from home
equity withdrawals in the early part of the year, the continuation of large fi-
nancia incentivesto purchase automobiles, and so on. The effects of these fac-
tors on consumption should dissipate in the U.S. economy going forward.
But on the other side, fixed investment in the United States strengthened in the
third quarter. Asregards stockbuilding, the latest indications are that inventory
investment was positive in September. So the U.S. economy seems to be
strengthening.

At the same time, there are also signs of strengthening in Asian
economies. In China, for example, aggregate demand has grown more rapid-
ly than output, so that the external current account surplus has declined
markedly. In that sense, China has a so been contributing to the strengthening
of global demand. The same s true for anumber of other Asian economies.
And athough the picture is still mixed in the euro zone, we are seeing signs
there of an improvement in business sentiment and activity.

TIE: How sustainable are the forces of recovery in the U.S. economy?

Knight: | think the strengthening of activity in the United Statesis likely to
prove durable into 2004 and 2005 as well. What we should see is a strength-
ening of investment spending that offsets the owing of consumption growth.
Government spending is aso likely to remain strong, so that disposable in-
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or, isrunning the Bank for International Settlements (BIS). As general manager
the BIS, Knight succeeded Andrew Crockett, who for almost adecade played
acrucial role in broadening the membership and agenda of the “Bank of Central
Banks.” When a search committee chaired by Dutch central bank governor Nout
Wellink rejected two European central bank governorsfor the job and opted for a 24-
year IMF veteran who only had joined Bank of Canadain 1999, there was consider-
able unease at the “Tower of Basel” and in European capitals. (See The International
Economy, Spring 2003.) Unlike his predecessor Crockett, Knight isnot chairing the Fi-
nancial Stability Forum, asthe G7 finance ministers and central bank governors gave
thisimportant roleto U.S. Federal Reserve Vice Chairman Roger W. Ferguson.

But in aquiet way Knight, age 59, is taking over the administrative reins at the
Basel tower and putting the unique service institution for central banks and financial
Supervisors on acourse of lesser expansion and more consolidation. As an insider of
the IMF world and as a long-time economics professor—Johns Hopkins, Virginia
Polytechnic, and London School of Economics—Knight bringsto his Basel job two
important assets: the ability to stay connected with those who are monitoring, re-
forming and stabilizing international financial markets, and the ability to mobilize the
impressive research capacities of the BIS and its member central banksin order to en-
hance transparency and stability in the global financia system.

S:BApril 1,2003, Malcolm Knight, former Bank of Canada senior deputy gover-

come growth will be quite rapid. All in al, demand growth in
the United States looks like it will remain quite durable.

The other thing that isimportant to remember is that pro-
ductivity growth in the United States has continued to be very
strong over the past two years even in conditions of relative
weakness in the global economy. And that means that a further
strengthening of demand in the United States can be met by ris-
ing supply without putting alot of pressure on U.S. prices.

TIE: So are you saying that loose monetary and fiscal poli-
cies in the United States are doing the trick?

Knight: | believe that accommodative fiscal and monetary poli-
cies can be quite effective in strengthening demand at times
when the economy is weak and has alarge output gap. If you

The strengthening of activity in the
United Statesislikely to prove durableinto

2004 and 2005 as well.

—K. Engelen

take the last two years, the fact that monetary policy was re-
laxed significantly in a number of countries, so that interest
rates came down markedly, was akey factor responsible for the
strengthening of housing markets, and also for strong growth of
demand for consumer durables. That helped to sustain economic
activity during a period when investment spending was very
weak. Likewise, although the recent shift towards higher fiscal
deficitsin the United States and several other industrial coun-
tries has strongly underpinned aggregate demand and econom-
ic activity in the short run, the key will be to ensure that
macroeconomic policies operate in a sustainable fashion over
the longer term. Monetary policy nowadays is unambiguously
dedicated to maintaining low, stable, and predictable inflation.
That means it can be relied on to stimulate activity when de-
mand isweak. But it also means that monetary policy needsto
tighten at times when economic activity is pushing against ca-
pacity. Similarly, as| said, in recent monthsfiscal stimulus has
been quite effective in strengthening aggregate demand in the
United States and other countries aswell, but budgetary policy
must also be set in a context where markets are convinced that
fiscal sustainability will be maintained in the longer term.

TIE: But is that a realistic assumption?
Knight: Over the past severd years, there hasbeen avery large

change in the fiscal position of the United States, from a small
surplus—about one percent of GDP in 2000—to a substantial

WINTER 2004 THE INTERNATIONAL ECONOMY 61



KNIGHT

deficit at the present time. Part of that deficit has come from
the fact that economic activity has been weak. But part of it is
structural and is related to strong spending, including military
spending and tax reductions. Over time, it will be necessary to
bring this structural fiscal position into equilibrium in order to
ensure that it is sustainable. And
that will require policy measures
going forward. But for the pre-
sent, | think that the U.S. fiscal
position has contributed positive-
ly to the signs of strengthening
that we are currently seeing.

TIE: What does this mean for Eu-
rope’s Stability and Growth Pact?

Knight: The spirit of the Stability
and Growth Pact isto endeavor to
ensure fiscal sustainability in the
longer term, and that is absolute-
ly essential for making good fisca policy. The preciserole of the
Stability and Growth Pact isamatter for the EU countriesthem-
selvesto determine.

TIE: Do you see any looming risks that could jeopardize re-
covery of the U.S. economy?

Knight: There are always downside risks. The first type of
downside risk one worries about is that, while there has been
some strengthening of fixed investment, it is not yet strong
enough to push the economy back up towardsfull potential out-
put—until very recently we have been looking for the kind of
strengthening in business confidence that is needed to sustain
fixed investment. Secondly, until recently inventories were still
declining in the United States, even though they were already at
low levels. So indications of inventory rebuilding, which are
apparent in the September 2003 data, appear to be an impor-
tant positive sign. And thirdly, an-

in 2001. More recently, the financing of the U.S. current ac-
count has come mainly from net purchases of U.S. Treasury
and agency securities. Going forward, international investors
will be looking to see how sustainable those high rates of pro-
ductivity growth in the United States are going to be.

TIE: Why then is the U.S. labor
market deteriorating?

Knight: | would not agreethat the
U.S. labor market is deteriorating,
although employment has been
quite weak until recently. Produc-
tivity growth in the United States
is high, partly because firms are
actively cutting costs so that they
can increase output without in-
creasing their demand for labor
commensurately. Over thelast two
yearsthere has been someincrease
in the unemployment rate in the United States, which isthe oth-
er side of the coin of being able to have reasonably strong
growth without increasing labor input. In thelonger term that is
agood thing. Sustained increasesin output eventually mean in-
creasesin real wages and higher disposableincomes. Inturn, ris-
ing disposable income creates the conditions for stronger
demand and employment growth over the longer term. And
over recent months, we have seen employment starting to grow
in the United States.

TIE: With the U.S. economy gaining strength, interest rates
will have to go up eventually. What are the risks of rising in-
terest rates?

Knight: We arelikely to see that as economic activity strength-
ens around the globe, long-term interest rates gradually rise.
That would be an indication that output growth is stronger and

the demand for funds to finance

other risk element is that the
United States has avery large ex-
ternal current account deficit. In
conditions where productivity
growth isvery rapid, that's not too
surprising, because high produc-
tivity growth means high prof-
itability and creates strong
incentives to invest in an econo-
my. These capita inflows help fi-
nance the current account deficit.
Thiswas broadly the pattern in the
United States from the mid-1990s
to the beginning of the dowdown

Over the past year, financial
Ingtitutions weathered sharp
movements in interest rates and

financial conditions very well.

investment to expand plant and
equipment is more robust. So |
think that, in general, arisein
longer-term interest rates going
forward will be areflection of a
firming global economy rather
than something that will slow it
down. Now, that said, if fiscal po-
sitions were to remain in large
deficit as economies strengthened,
they could place upward pressure
on real interest rates and exert a
negative impact on investment,
spending on consumer durables,
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and economic activity. So thereis
arisk to economic activity if in-
terest rates rise, but the nature of
the risk depends on what causes
rates to move.

of the U.S dollar would be widely

TIE: Until recently, cash from
home mortgage refinancing has
provided a needed hoost to U.S.
consumption. What are the risks

The wealth effects of a depreciation

spread around the world.

dollar terms and as a percentage
of its GDP. The euro zone coun-
tries have a current account sur-
plus, as do the countries in the
Asian region. One would like to
See current account imbaancesre-
duced by a strengthening of de-
mand growth in those areas where
activity has been weak up until
now. Thisis one of the elements

to the economy as the refinanc-
ing hoom tapers off?

Knight: Theriseininterest ratesin the United States that took
place from June to August thisyear markedly slowed mortgage
refinancing and the extraction of equity, which had been akey
factor underpinning consumption. That should already be con-
tributing to dower growth in consumption relative to the past six
months or so. But on the other side, it looks as though fixed
capital formation, government spending, and inventory re-
stocking can offset the effect of gradually slowing consump-
tion. What we are seeing in the United States is very strong
productivity growth in the context of strong demand growth.
In those conditions, upward pressure on prices does not appear
to be asignificant risk in the near term.

TIE: Are the financial institutions strong enough to withstand
sudden rises of interest rates?

Knight: As| mentioned, therewasavery largerisein market in-
terest rates between early June and late August this year. In-
deed, it was the sort of movement that could have exerted a
severe effect on financia institu-
tions, aswasthe casein 1994. But
over the past year, and particular-
ly during that episode, financial
institutions weathered sharp
movementsin interest rates and fi-
nancial conditions very well. |
think thisresilienceisareflection
of the fact that financial institu-
tionsin anumber of countries now
have better risk management tech-
niques and are more diversified in
their revenue flows than they were
some years ago.

TIE: If the U.S. economy grows much faster than the Euro-
pean economy, will global imbalances increase further?

Knight: External imbalancesarelarge at this stage. The United
States has a historically large current account deficit, both in

that would help to make the ad-
justment relatively smooth. We
are seeing evidence of at least the beginning of a strengthening
of demand in these areas. Demand growth isstrong in Asig, and
recent data for the euro zone show that business sentiment is
improving, alikely harbinger of stronger activity going for-
ward.

TIE: But there is growing fear that the strong appreciation of
the euro will dampen Europe’s recovery.

Knight: You haveto look at that issue in the context of alarge
U.S. current account deficit that will need to be reduced at some
point. As|’ve aready said, one of the elements of the interna-
tional adjustment processisthe strengthening of demand growth
in other regions relative to the United States. I’ ve noted that if
you look at the People’s Republic of China, there has been a
strengthening of demand growth. The sameistruein anumber
of other Asian countries. So that's an element which should
contribute to the adjustment of current account imbalances. The
other mechanism by which current account positions could ad-
just would be an eventual depreciation of the U.S. dollar. If that
depreciation occurred in condi-
tions where a large number of
currencieswererising against the
U.S. dollar, theimpact on the euro
zone would be moderated. It
seems likely that there will have
to be some movementsin real ef-
fective exchange rates going for-
ward to adjust the situation. But
the other thing that you have to
keep in mind is that there has al-
ready been a substantial apprecia-
tion of the euro against the U.S.
dollar over the past six months,
and that should already be con-
tributing to areduction in payments imbal ances.

TIE: What should we do if there is a sudden further loss of

confidence in the U.S. dollar causing foreign capital inflows
to dry up? Continued, page 76
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Continued from page 63

Knight: That's ahypothetical question. As| said, there has al-
ready been a significant appreciation of the euro against the
U.S. dollar. | think the wealth effects of a depreciation of the
U.S. dollar would be widely spread around the world. While
there are risks, central banks could respond to exchange rate
movements they regarded as unsustainable by adjusting their
monetary policy stance.

TIE: The appreciating euro is hearing the brunt of the adjust-
ment to the depreciating U.S.

Knight: There has been an animated discussion in anumber of
industrial countries about the housing market, the role it has
played in maintaining aggregate demand in various countries,
and whether it carries systemic risks. In several industria coun-
tries there has indeed been substantial wealth creation in the
housing sector. In these countries, the strengthening of housing
demand owing to declining interest rates was met by a strong
supply response—alot more new houses were constructed. And
that is an increase in economic wesalth. In those countries, we

have not seen such alargerise

dollar. Is the G7 strategy of
asking the Asian countries to
allow their currencies to rise a
failure?

Knight: Over timetherecanbe
changes in countries’ real ex-
change rates relative to the
United States, whether there are
nominal exchange rate move-
ments or not. The question is:

|sthe G7 strategy of asking
the Asan countriesto allow

thelr currenciestorise a failure?

in housing prices because of the
strong induced increase in the
supply of housing. Theincrease
in the real stock of housing in
these countries is an important
factor that underpins the situa-
tion and means that there are
not large systemic risks.

But there are other coun-
trieswhere the declinein inter-
est rates has resulted in a

how much do agiven country’s

goods cost relative to those produced in the United States? A
country’s prices can rise relative to U.S. prices, either because
its home country prices stay the same and itsexchange rateris-
esagaing the dollar or because the exchange rate stays the same
and its home country prices rise more than those in the United
States. In either case, the competitiveness of the country’s goods
relative to goods produced in the United States will decline,
helping the U.S. current account adjust.

Despite the fact that productivity growth in the United
Statesisrapid, the current account deficit isvery large. By his-
torical standards it seems too large to be sustained over the
longer term. We can expect that the adjustment of current ac-
count positionswill come through changesin incomes, changes
in prices, and changes in exchange rates in various parts of the
world. It is not easy to predict where they’ll come from, or in
what combination, but they will come. The Asian economies
are quite open. A number of them are recovering from the seri-
ous financial problems of 1997-98. Exchange rate policy isa
major concern for them. At the same time, most of those
economies aready have more flexible exchange rates than they
had before the Asian financial crisis. Exchange rate policies
will be apart of the adjustment picture. How much | don’t know.
For those economiesthat continue to intervenein order to main-
tain their nominal exchangerate to the U.S. dollar, intervention
purchases of foreign exchange mean that domestic liquidity and
prices will eventually begin to rise, contributing to a reduction
in their international competitiveness.

TIE: Just to get this straight—why do we call rising home
prices wealth creation?
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marked increase in demand for
housing but the stock of housing has not increased very much,
so housing prices have climbed sharply. The examples are
Britain, the Netherlands, and, to a lesser extent, Australia. In
those countries, rising housing prices have been associated
mainly with a redistribution of wealth to housing owners and
sellers, rather than an increase in total wealth. Large changes
in asset prices are developments that central bankers should
watch. | believe that monetary policy should be focused on
maintaining price stability over the longer term and keeping in-
creasesin the genera pricelevel low, stable, and predictable. If
central bankers have that objective, they will be vigilant about
developmentsin housing prices. And they will also look at the
prices of other assets in the economy, because as people feel
richer, they spend more and that can push up the prices of cur-
rent goods and services.

TIE: Are central bankers and financial market supervisors sat-
isfied with the level of stability in global financial markets?

Knight: The major message from central bankers and financial
system supervisorsisthat most financial institutions weathered
the recent period of weaknesswell. Thisis partly because cen-
tral banks had been able to respond to the recent period of weak
economic activity by lowering interest rates. Those actions
hel ped financid ingtitutions to finance housing construction and
consumer durables with intermediation spreads that wererela-
tively attractive. In addition, most financia systems have been
ableto diversify risks more effectively through the use of cred-
it risk transfer instruments, securitization, and other instruments,
and have coped with considerable interest rate volatility with



few signs of stress. They also weathered a period of major de-
clinesin equity values and weak economic activity.

TIE: Haven’t efforts to improve prudential policies and to
strengthen prudential standards made a difference?

Knight: We have just gone through a period of significant dis-
closure problems in a number of firms in advanced industrial
countries. But there is an agenda to strengthen the global fi-
nancia system. Thefirst strengthens the standards of risk man-
agement in banking. Thisisthe proposed Basdl 11 accord, which
will likely be finalized around the middle of next year. Many
commercia banks are working on implementing it, and finan-
cial supervisors are devel oping their techniques of oversight to
meet the new Basal 11 environment. Through the Financial Sta-
bility Ingtitute, the BIS is supporting this process. Second, we
need a strengthening of international accounting standards.
Here, the International Financial Accounting Standards Board
isworking on developing a set of principles-based accounting
standards that can be adopted by alarge number of countries.

TIE: Isn’t the BIS acting more and more as a sort of junior
partner to the International Monetary Fund? Does the BIS have
the freedom to set its own agenda?

Knight: | think the work of the BIS is complementary to that of
the IMF, the World Bank, and other internationa financial in-
stitutions. We each work in somewhat different spheres. At the
BIS, we are concerned with assisting the committees of central
bank experts that work here in Basel to develop standards for
global financial stability. We are also very interested in the dis-
semination of those standards, for example through our Finan-
cia Stability Institute. The IMF, initswork, is concerned with
surveillance of the macroeconomic policies of its member coun-
tries. As a part of this work, the IMF and World Bank assess
how well their member countries are implementing financial
stability standards. | think that, in these areas, the tasks under-
taken by the BIS, the IMF and the World Bank are quite com-
plementary.

TIE: And what about the role of the BIS in crisis management?

Knight: If you aretaking about addressing financial crisesinin-
dividual countries, that is the role of the IMF. It is not an area
where we have an active involvement.

TIE: The BIS has increased its membership in recent years to
55. How far will this “bank of central banks™ go in broaden-
ing its global reach?

Knight: By extending membership beyond theindustrial coun-
triesto include anumber of key emerging markets, the BIS has

KNIGHT

become a global institution, without striving for the universal
membership that is characteristic of the IMF and the World
Bank. In recent years we have offered membership to the cen-
tral banks of key emerging market countries that have a bank-
ing relationship with us and are interested in international
cooperation. These initiatives have expanded the dialogue on
monetary and financial stability policy to amuch broader group
of countriesin our globalized economy. But at the BISwe also
try to reach out to non-member countries by undertaking ana-
Iytical work that is relevant to them and organizing meetings
in which they can discuss policy issues that are of mutual in-
terest. In fact, the kind of international cooperation that we are
trying to foster is very much directed not only at our member
central banks, but at those in a wide group of countries, ac-
cording to the problems they face.

TIE: The BIS has a history as a service institution for central
banks with a European/G10 focus. Isn’t that role changing,
considering the supporting role the BIS has assumed for the
Financial Stability Forum—the forum of financial supervisors
and central bankers?

Knight: Our relationship has always been primarily with cen-
tral banks. One key factor of mutual interest is that central
bankersall over theworld have avery similar job—the task of
maintaining monetary and financial stability. For that reason,
our natural focus of cooperation is with central banks. The
discussions that take place here every two months among cen-
tral bankers are very frank, very forward-looking, and, | think,
very useful in ng what the key economic developments
are, and what are their implications for the conduct of mone-
tary policy.

The other areawhere we have astrong interest isin achiev-
ing financial stability. While central banks also act as the fi-
nancial supervisor in many countries, in other countries the
financial supervisory agencies are separate from central banks.
So it is very important for the BIS to work to strengthen inter-
national cooperation, not only in the monetary area but also be-
tween central banks and financial supervisors. Thisiswhy we
actively support the work of the Financial Stability Forum,
where representatives of central banks, financial system super-
visors, and finance ministries meet frequently to address vul-
nerabilities and key risksin theinternational financia system.

TIE: Considering the sethacks and political pressures af-
fecting the Basel Committee on Banking Supervision as it tries
to complete the Basel Il accord, do you think that this Basel
forum will have a future since it lacks the needed legitimacy
from elected officials and parliaments?

Knight: The Basel Committee on Banking Supervision was es-
tablished by the central banks of the G10 countries. The BIS
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provides ahomefor the Basdl Committee and secretaria support,
asit doesfor other key committees of central bank experts. What
isremarkable about the Basd Committee'swork to prepare Basd
Il is how transparent the process is, and how willing the Basel
Committee has been at al stages of its work to request and re-
celve comments from the financial community, from govern-
ments and so on. Ultimately, | think, the standards for capital
adequacy and risk management by banking institutions need to
be established by expertswho are familiar with the workings of
their own national financial systems. The approach of the Basel
Committee in making its proposals very public and asking for
comment al the way along is the appropriate one in proposing
comprehensive new international financial standards.

TIE: In terms of receiving comments from the financial com-
munity and fostering dialogue, hasn’t the BIS set a precedent
for central banks and international financial institutions in
their dealings with market actors?

Knight: Yes, | think that thisis a very good way to proceed in
making rules and standards for internationaly active commercial
banking ingtitutions. The Basel Committee received about two
hundred comments on its third consultative paper. Those com-
mentswere by and large supportive of what the Committeeis do-
ing, but raised a number of issues that the Basel Committeeis
currently dealing with. | think that isindeed an excellent model.

TIE: Now, as you are settled in the new job of General Man-
ager of the BIS, one personal question: Did the new joh, so
far, turn out as expected? What were the pleasant, what the
bad surprises?

Knight: Before coming to the BIS, | had worked as an acade-
mic, asasenior staffer at the International Monetary Fund, and
as the senior deputy governor of a central bank. So | was a-
ready familiar with alot of the activities of the BIS before | ar-
rived here. | aso did my homework over a period of severa
months after my appointment. My predecessor, Andrew Crock-
ett, and | discussed the functions, organization, and strategic di-
rection of the BIS in detail. As aresult, | wouldn’t say that in
coming here | was confronted with major surprises. But thereis
one exception: even with all the preparationsthat | had made be-
foremy arrival, | was gtill quite surprised at the volume of work
that is produced by this organization with a rather small staff
of 520, coming from 44 countries. It covers avery wide range
in both its economic analysis and its monitoring of economic
and financial developments around the globe. It also doesalot
of work to organize the meetings sponsored by the BIS, where
the goal isto help central bankers and financial supervisors do
their jobs in the most effective way.
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TIE: What personal agenda do you have for the BIS?

Knight: No matter how well organized an institution is, it
should always be striving to adapt to new conditions and to en-
hance its effectiveness. At the BIS, our banking operations
and risk management are state-of-the-art. Nevertheless, we
must continue to keep up with the latest innovationsin finan-
cia instruments, financial markets, and risk control techniques.
Looking at theinside of theinstitution, | think we also need to
work on our internal communications and to make sure that we
function in aflexible way as new issues come up. Most im-
portantly, we need to continue to adapt our cooperation with
central banks and financial supervisors, and the analytical
work that underpins it, to the ever-changing demands of the
global economy.

TIE: Will the BIS under your leadership open new offices in
other parts of the world?

Knight: At thisstage, | believe that continuing to focus on de-
veloping the work of our Representative Office for Asia and
the Pacific and our Representative Office for the Americasis
the right strategy. With the members we have admitted since
1996, we now have alarge and varied group of member cen-
tral banks in both industrial and emerging market countries.
We need to continue to develop the BIS to serve those mem-
bers better.

TIE: And what will be the focus of BIS research?

Knight: We are a small indtitution, so we have to concentrate
our research. In all that we do—in our monetary and econom-
ic department, in our banking department and in our cooperation
with central banks and financial supervisors—we need to con-
tinue to focus our anaytical work on the nexus between mon-
etary policy issues and financial stability issues. That means
continuing to work on all aspects of monetary policy formula-
tion and implementation, taking account of the implications of
different exchange rate regimes, the differing economic struc-
tures of various countries and regions, and constantly chang-
ing cyclical conditions. It involves looking at how monetary
policy actions and other developments impact on private fi-
nancial institutions and financia systems over time asthe busi-
ness cycle evolves. It also means observing and analyzing
developmentsin key global financia markets, particularly the
foreign exchange markets, the fixed income markets and the
derivatives markets that are associated with them. Despite its
clear focus, thisisacomplex and fascinating field of analysis.
And | think it's one where the BIS staff has a comparative ad-
vantage that can be of benefit to national policymakers. *



