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Regulating Finance and Capital

Richard Eccleston

KEY QUESTIONS

· Why is the availability of finance and capital critical for International Business?

· Why are finance and capital regulated?

· Why was the regulation of international finance liberalised in the 1970s?

· What threats does financial regulation pose to the global economy?

· What are the challenges associated with financial regulation in an era of globalisation?

‘Concerns about exposures to US mortgages cast a dark shadow over global financial markets during the period from end-May 2007, with deepening losses on mortgage-related products spilling over to markets for other risky assets. As uncertainty about the extent and distribution of these losses spread through the financial system, investors fled to safe havens and liquidity demands surged. This caused a pronounced squeeze across major financial markets, prompting central banks around the globe to inject large amounts of liquidity into the international financial system.’  

Bank of International Settlements (2007)

INTRODUCTION

These are the somewhat sombre words which the Swiss-based Bank of International Settlements (BIS), the so-called central bank of central banks, has used to describe the evolving and, at the time of writing, escalating Sub-Prime Mortgage Crisis of 2007. It may take months before the full extent of the Sub-Prime Crisis becomes apparent and years until we are in a position to fully analyse its causes and regulatory implications. Despite this uncertainty the Sub-Prime Crisis clearly demonstrates the global nature of the international financial system in the 21st century and the need to effectively regulate the increasingly complex market for financial products and services.

While many aspects of the 2007 Sub-Prime Crisis are unique, financial crises themselves are anything but new having been a recurring feature of capitalism for centuries (Kindleberger 1988). In the aftermath of the Asian Financial Crisis of 1997 even billionaire speculators such as George Soros (1998) were willing to concede that ‘financial markets are inherently unstable, left to their own devices, they are liable to break down’. Despite the economic benefits of effectively regulated financial markets and the devastating economic and social impacts of financial crises, international financial regulation is both complex and highly politicised. Not only do financial regulations need to be constantly revised and updated to keep pace with a bewildering array of new and complex financial products and instruments but, as in other policy arenas, nation states engage in regulatory competition to encourage financial investment while the investment banks and international fund managers that profit from the trade in financial products represent an extremely powerful political lobby for deregulation. This chapter will outline and analyse the key issues surrounding international financial regulations – one of the most significant issues affecting international business. It will begin by describing the nature of international finance and need for financial regulation before providing an overview of how the international financial system has evolved over the 20th century. We will conclude with an assessment of the considerable challenges to effective international financial regulation and their implications for international business in the 21st century.

THE ORIGINS OF INTERNATIONAL FINANCE

Despite the rhetoric of ‘free markets’, commerce needs robust regulation. While often taken for granted, money and currency is next to worthless unless its production and supply is effective controlled and regulated by Central Banks. In fact the history of money is closely linked to the growth in the regulatory capacity of states and the evolution of modern systems of banking, trade and exchange (Davies 1994). In ancient times the value of money was intrinsically linked to the value of the precious metals from which coins were pressed. However, as early as the 7th century, coins and notes took on a symbolic value which was set by an issuing authority and there was a promise by governments to honour the face value of coins and currency. With growing confidence in currencies it was not long before financial systems began to evolve as banks took deposits from creditors and lent funds to borrowers on the promise of repayment (Braithwaite and Drahos 2000). By the 14th century private banking centres had been established in a number of European cites and by the 16th century a number of state banks had been established to finance both private enterprise and government spending and military campaigns. The most significant of these emerging financial institutions from an economic and regulatory perspective was the Bank of England, established in 1694. Not only would the Bank of England finance Britain’s massive industrial and colonial expansion in the 18th and 19th centuries, as well as establishing London as the centre of global finance, but British banking practices and regulations would serve as a foundation of international finance for the following three centuries. Before we explore the central elements of financial regulation and how it has evolved over the years it is worth noting the economic impact of international finance and its central role in driving international capitalism.

One important distinguishing feature of capitalism is that it involves production for exchange rather than production for subsistence. As Adam Smith pointed out in the Wealth of Nations over two centuries ago, a capitalist system encourages specialisation and directly rewards an expansion of production because there are clear incentives to achieve economies of scale through supplying all accessible markets. When combined with the technological advancements of the industrial revolution there was an unprecedented expansion in global economic growth (see Figure 7.1 overleaf) which, after being almost static for 2000 years, rose dramatically over the course of the 19th and 20th centuries. While this brief sketch describes the key elements of industrial capitalism it neglects one important point – the important role of finance in accelerating the process of economic growth.

As business students we all know that investing in productive technology (capital equipment) can greatly improve industrial efficiency and profitability. However for small and emerging businesses it may take several years to accumulate sufficient profits to purchase capital equipment in much the same way that it would take most of us years to purchase a house out of savings. Indeed borrowing for investment is arguably more important in a commercial context because businesses that fail to invest promptly will lose their ‘first movers advantage’ and may be squeezed out of the market by competitors who do have the resources to invest in technology. However this problem of scarce capital can be resolved through the prudent use of finance, or the borrowing of capital to bring forward investment or consumption. An efficient and effectively regulated financial market can dramatically increase rates of economic growth because businesses can borrow against future profits to purchase capital equipment. In this context the key function of a financial system is to channel capital from savers to those who can use it most productively (Stilwell 2002). While early financial institutions were nationally based, it was not long before key commercial centres, such as the City of London, established reputations for providing international banking services – international finance had been born and required new levels of regulation.
For most of the 20th century finance was regarded as the ‘handmaiden’ to the broader economy, in that it facilitated and promoted investment in the real economy (Kay 2007). However, in recent decades and with the advent of economic globalisation, the scope and scale of international finance has expanded to the point where the trade in exotic financial products has become a massive industry in and of itself. As we discovered in Chapter 4, today only ten percent of foreign exchange transactions are related to physical trade in goods and services with the remainder representing trade in intangible financial products. In Britain an amazing 25% of national income is generated in the financial services sector and even in Australia’s resource rich economy the corresponding figure is 8% (Kay 2007). Such developments highlight both the challenges and importance of financial regulation. Efficient and effective capital markets are vital both to the financial services sector and the broader economy which it serves. However the scale and complexity of the sector poses a number of unique challenges to national governments and the international organisations responsible for financial regulation alike.
Figure 6.1
Expansion in World GDP per Capita 1-2003 AD
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THE REGULATION OF INTERNATIONAL FINANCE

Modern financial regulation dates from the late 18th century but many of the principles underpinning international finance are actually much older. Trade during medieval times was conducted under a system of self-regulation called Law Merchant which consisted of an international set of rules designed to facilitate commerce and trade established by merchants themselves. Arising from the Law Merchant were early financial instruments such as Bills of Exchange and Letters of Credit designed so that traders didn’t have to risk carrying gold and currency on trade routes (Braithwaite and Drahos 2000). By the late 18th century the City of London became established as the centre of international finance. Merchants soon realised they could get better prices and more credit on London money markets and by the early 19th century the majority of commercial bills and bonds were denominated in British Pounds Sterling and over 800 banks were trading in London. The most significant implication of the rise of the City of London was that the British government and the Bank of England in particular had to assume greater responsibility for international financial regulation. Financial regulation was no longer the product of an informal collection of established practices and shared norms, but, from the mid-19th century, would be governed by increasingly robust international agreements (Williams 1968). 

The foundation of London’s rise as an international financial centre was a strong commitment by the Bank of England to what became known as the Gold Standard. In simple terms this was a promise that the Pound Sterling could be converted into a given quantity of gold. When first formalised in the Currency Act (1816) one ounce of gold was valued at £3 17s 10d (Braithwaite and Drahos 2000). More importantly the Gold Standard and the British Government’s commitment to it inspired unrivalled confidence in the British Pound and financial system more generally with an estimated 60% of world trade being funded in British Pounds over the period 1860-1913 (Braithwaite and Drahos 2000). In addition to protecting the value of currencies and bonds against the risk of inflation the consolidation of the Gold Standard also helped create exchange rate stability in the late 19th century. Further, the governments of most major trading nations honoured an informal undertaking to fix their currencies relative to the British Pound creating conditions conducive to international trade and investment. Despite the many benefits of the Gold Standard it was not without weaknesses which were exposed during the turmoil of the interwar period leading to more formalised rules based international financial system after 1945.

The period between 1914 and 1945 witnessed unprecedented economic and political turmoil as the global economy lurched from the First Wold War to the excesses of the ‘Roaring 20s’ and then to the economic devastation and resurgent nationalism of the 1930s only to return to war in 1939. In terms of financial regulation the challenges of the interwar period highlighted two fundamental problems with the Gold Standard. Firstly, it limited the ability of governments to vary the supply of credit according to economic conditions. This exacerbated the depth of the depression and arguably contributed to the severe inflation experienced when national governments were forced to abandon the gold standard and print money in the lead up to the two World Wars. Of even greater significance is that the nationalism and international political tensions of the 1930s resulted in national governments devaluing their currencies to gain short term economic advantages. While devaluation can provide a temporary boost to exports, as the cost of production falls relative to competitors, over the medium term the strategy is damaging and counterproductive because it compromises foreign investment and creates financial uncertainty. The first initiative aimed at enhancing global financial cooperation was the World Economic Conference of 1933. However this attempt at exchange rate stabilisation failed when US President Roosevelt expressed a view that the $US – Pound exchange rate was too high and would hinder America’s recovery from the Depression (Braithwaite and Drahos 2000). While the British, French and US government did negotiate a more successful, although less formal agreement in 1936, it would not be until after the Second World War that there was a concerted attempt to develop a robust and sustainable international financial order.

BRETTON WOODS

As the Second World War drew to an end there was a growing determination amongst world leaders, led by Britain and the US, to avoid the economic anarchy of the 1930s. In 1944 this resolve was translated into an historic agreement between the then 44 major states in the world economy. What became known as the Bretton Woods agreement, named after the small resort town in New Hampshire where the negotiations were conducted, was an unprecedented commitment to international financial regulation with three very important dimensions. It included robust mechanisms to mange exchange rates between states, thus avoiding the competitive devaluations of the 1930s. Even more significantly, it imposed strict controls on capital movements between countries dampening international speculation and enhancing the ability of governments to manage their national economies. Equally important was the fact that the Bretton Woods agreement resulted in the creation of key international organisations such as the International Monetary Fund (IMF), the International Bank for Reconstruction and Development (which became the World Bank) and the International Trade Organisation (which became the GATT then WTO). Together these institutions would oversee the reconstruction of Europe and Japan as well as providing the regulatory foundations for the international financial system which remains to this day. In many ways the Bretton Woods system was a triumph of regulation which delivered clear benefits for the global economy, or in the words of Gilpin:

The post-war monetary system of fixed rates, which lasted until the 1970s, proved extraordinarily successful. Designed to provide both domestic policy autonomy and international monetary stability, the system in effect provided a compromise between the rigid gold standard of the late 19th century, under which governments had very little ability to manage their own economies, and the financial anarchy of the 1930s, when governments had too much licence to engage in competitive devaluations and other destructive practices. (Gilpin 2001)

Despite its success in terms of delivering economic stability and steady growth in trade and investment up until the early 1970s, the Bretton Woods system had economic and political vulnerabilities. Perhaps the most extraordinary feature of the regime was that it severely constrained international finance over the post-war period with capital and investment flows being limited to underlying patterns of trade (Helleiner 2005). In terms of regulation this meant that national governments had effective control over domestic finance and macroeconomic policy and were backed by the IMF in the event of any short-term balance of payments problems. This meant that speculative and potentially disruptive finance was effectively contained within national borders and that national governments could develop domestic financial and prudential regulations as they deemed appropriate. This regulation of international finance was successful to the extent that it tempered the excessive speculation and extreme volatility experienced in the global economy during the 1930s although critics argue that it increased the cost of credit. However, it is important to note that politically influential global financial actors, such as bankers and speculators, were vehemently opposed to this restrictive regime and actively lobbied for financial liberalisation ultimately culminating in what J.K. Galbraith described as a ‘revolt of the rich’ (Galbraith 1980, Bell 1997).

Despite its success many economists argued that the Bretton Woods system was unsustainable because it was structurally dependent on the strength of the US economy as the lynchpin of the system (Triffen 1960, Helleiner 2005). This occurred because all other national currencies were pegged to the value of the US dollar, with some scope for adjustment, which was in turn pegged to the price of gold at $35 per ounce. While this framework provided monetary stability and made sense in the immediate post-war period when the US clearly dominated the global economy, it was more difficult to sustain as the economies of Europe and East Asia prospered and began to rival the US. In short, the United States had to act as banker to the world economy and increase the supply of US dollars knowing that it lacked the gold reserves to back convertibility. Related to this problem was the fact that US firms were increasingly at a competitive disadvantage to their rivals abroad because the $US could not easily be devalued despite ongoing trade deficits in the late 1960s and early 1970s. While the precise details and dynamics are complex, by 1971 it became apparent that the Bretton Woods regime would be disbanded and the convertibility of the $US to gold was suspended. Within a decade many of the major global currencies were being floated and controls on international financial movements had been abandoned. The global economy had returned to an era of financial liberalisation.

FINANCIAL LIBERALISATION

As we have already noted in Chapter 4, the 30 years since the demise of the Bretton Woods regime have witnessed a rapid liberalisation, indeed a globalisation of international finance. The pace of liberalisation and the associated expansion of and innovation in international finance has been likened by some commentators to ‘letting a genie out of its bottle’; once freed, international finance took on a life of its own. Of the many consequences of the demise of the Bretton Woods system, our particular interest is on the implications for private financial markets and their regulation and how, in a matter of two decades, these markets have expanded to the point where they dwarf the funds controlled by regulatory institutions such as the IMF. At this point it is important to note that the liberalisation and rapid expansion of private financial markets post-Bretton Woods was not inevitable, but was driven by a combination of economic, political and technological developments.

Firstly, even before the demise of the Bretton Woods system, merchant and investment banks were starting to win limited support for calls to deregulate international finance. One example of this was the British Government’s support for leading UK banks to increase their lending activities on the Continent in what became know as the ‘euro-market’ (Helleiner 2005). This deregulation was partly motivated by a desire to ensure that British institutions maintained their historical domination of global banking and also reflected the increasingly influential view that a deregulated financial system would increase the availability of capital and enhance growth in the global economy. As we shall see below, while ‘the efficient market hypothesis (EMH)’, remains influential it has been subject to a number of significant critiques.

The growing appetite for financial deregulation was also bolstered by other geo-political developments such as the 1973 OPEC (Organisation for Petroleum Exporting Countries) oil crisis. Not only did the decision by OPEC members to impose an embargo on oil exports to the US and other Western countries lead to a quadrupling in the world oil price and a global recession, it also resulted in a massive financial dividend for oil producing countries. The need to invest the resulting ‘petro-dollars’ beyond the 

Middle East was also a significant driver of the expansion in global finance (Channon 1988). Finally, as noted in Chapter 4, improvements in information and 
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communications technology combined with the growth of transnational corporations have also played a significant part in the globalisation of finance experienced over the last quarter of a century (Braithwaite and Drahos 2000). While this phenomenal growth in international finance has been made possible by the liberalisation of regulation, it would be inaccurate to describe international finance as being unregulated. Indeed global credit markets and financial institutions are subject to a number of international and domestic regulatory regimes and we will briefly describe these structures before evaluating their effectiveness and the need for regulatory reform.

INTERNATIONAL FINANCIAL REGULATION

In stark contrast to the Bretton Woods system, the regulatory framework which has replaced it owes very little to design, but is a patchwork of agreements, forums and cooperative commitments between states which have been developed in response to various banking and financial crises which have occurred in recent years. While most analysts agree that these initiatives have collectively resulted in improved banking standards and information sharing between regulatory authorities, the fact remains that the size of international financial markets is such that international finance is at greater systemic risk today than at any time since the 1930s (Pauly 2005).


Despite playing an important and at time criticised role in providing loans and associated governance advice to developing countries, ironically key Bretton Woods institutions such as the IMF and the World Bank have played a diminishing role in global financial regulation, although the IMF retains an important role in post-crisis management (Braithwaite and Drahos 2000). Instead alternative forums such as the Bank of International Settlements (BIS) and the Basel Committee (also known as the ‘Basle’ Committee) on Banking Supervision in particular, have evolved to become key forums where member states can raise issues, exchange information, coordinate policies or establish more formal international agreements. As we shall see below, while there are relatively few international banking agreements which are binding under international law, nonetheless the degree of regulatory harmonisation between states in the banking sector is very high. This clearly demonstrates that informal governance structures can be just as effective as binding international agreements when it comes to regulating international business.

THE BASEL COMMITTEE

With the rapid expansion in international banking from the early 1970s it soon became apparent that national systems of banking regulation which existed under Bretton Woods were no longer adequate. The greatest problem here was information exchange because once banks generated international business, national regulators could not easily gather information on the bank’s risk profile, statutory reserves and the like. This problem of poor information was also compounded by increasing interdependence and the fact that international banks could transmit financial risk from one country to another, much like an infectious disease. Such concerns came to fruition as early as 1974 with the collapse of a major US bank, the Franklin National, after it became overexposed to a number of dubious projects in the third world (Braithwaite and Drahos 2000). Mindful of the systemic risks posed by poor banking practices the response was swift with the G10’s (Group of 10 largest industrialised economies) Bank of International Settlements agreeing to establish the Basel Committee on Banking Supervision in 1975. As mentioned above, technically the Basel Committee is not a legal body, but rather an informal advisory committee to the G10. Yet despite being something of a ‘gentleman’s club’ the Basel Committee’s achievements go well beyond offering advice on banking regulation and extend to brokering and implementing a number of significant international agreements.

The Committee’s first major initiative, in 1975, was gaining recognition of the need for consolidated regulation of financial groups. Whereas traditionally prudential regulation was narrowly applied to registered banks, with the growth of elaborate corporate structures from the 1970s onwards regulators were forced to consider the financial position of all entities involved in the provision of credit and financial services as well as their affiliate companies. This final point was highlighted by the fact that many high profile banking collapses, such as the Italian Banco Ambrosiano, in the late 1970s and early 1980s, were a result of debts held by the subsidiaries of major banks in developing countries and tax havens (Braithwaite and Drahos 2000). 

The greatest regulatory achievement of the Basel Committee has been reaching international agreement on capital adequacy ratios (CARs). CARs represent the reserve funds set aside to meet short term trading activities of banks and financial institutions. Setting CARs raises a number of dilemmas because capital set aside in such reserves achieves a lower rate of return relative to other investments thus represents a cost to the institution. Given this situation the temptation is to cut the CAR, although there is a real risk that in a financial crisis there may be inadequate reserves to meet depositors’ demands for their savings, exacerbating the crisis. The real concern was that in a deregulated financial system competitive pressures would force financial institutions to cut their CARs and expose the entire system to greater risks. Given this context, establishing international regulations concerning CARs was a clear priority for Basel Committee and in 1988, after two years of negotiations, the 10 member states and 75 non-member states finalised the Basel Capital Accord which effectively set CARs at a relatively conservative 8% (Basel Committee 2007). Since this historic agreement the Accord document has been extended and updated with the Revised Capital Accord (2004) maintaining the 8% CAR as a minimum requirement while including extra provisions to improve the internal assessment of financial risk management and reporting systems.

How then do we explain the Basel committee’s success in terms of achieving and enforcing international agreements in a regulatory arena in which there are clear commercial incentives to engage in regulatory competition? Firstly it is important to note that there has been a growing recognition amongst bankers and governments alike that the deepening of financial globalisation over recent decades has increased the systemic risks facing the sector and that the need to manage this risk has been a powerful impetus for global cooperation and regulation. Beyond this, the Basel Committee’s success in disseminating policy advice and implementing its various accords, often well beyond its G 10 membership, can be attributed to its expert, yet informal membership and the fact that that it serves as a node for a number of professional and intergovernmental networks. This informal approach to policy learning and building consensus has been summarised by former Committee Chairman, Peter Cooke:

The great advantage of such a forum is that people talk very frankly about their particular experiences, and so we had a much better chance of putting in place sensible, practical and well-judged regulations to prevent further regulatory failures. Out of this process arose a corpus of best practice…This has been a real benefit for every national regulator.



(Shah 1996: as quoted in Braithwaite & Drahos 2000)

In terms of broader approaches to international business regulation and governance, the Basel Committee represents an informal forum to assist state-based regulators gather information and coordinate their policy responses to the challenges of financial globalisation. Yet despite the Committee’s success in establishing more robust and consistent banking regulation and the expanded role of the IMF in funding and coordinating the response to financial crises, critics argue that these achievements have done little to address the causes of financial crises such as international financial speculation and the proliferation of global hedge funds (Pauly 2005). Indeed the evidence suggests that financial crises have become more intense in the past decade and represent a greater risk to the global financial system. To evaluate such claims we will briefly examine the two most significant crises of the period, the Asian Financial Crisis and the recent Sub-Prime Mortgage Crisis, before analysing the current challenges in relation to the regulation of international finance and their implications for international business.

THE ASIAN FINANCIAL CRISIS

In the years leading up to 1997 Asia was rightly regarded as the engine room of the global economy with most countries in the region recording double digit economic growth and a steadily increasing share of global economic output (Ravenhill 2000). The so-called ‘Asian economic miracle’ was rudely interrupted in mid-1997 as investment flows into a host of Asian economies abruptly went into reverse with significant and enduring economic, political and social implications. The five hardest hit countries were Indonesia, South Korea, Malaysia, Thailand and the Philippines. Rather than provide a comprehensive account of the Asian Financial Crisis, we will focus on its causes and implications for international finance.

During the early to mid-1990s the economic growth and industrialisation which had previously been experienced in the East Asian states of Japan, Taiwan and South Korea began to spread more widely in the region with Thailand, Indonesia and the Philippines all experiencing high levels of economic growth. Yet, as leading US economist Paul Krugman argued in 1994, this phenomenal growth was being driven by unsustainable foreign investment and speculation rather than economic fundamentals (Krugman 1994). These investment flows abruptly ended in July 1997 when persistent current account deficits and associated speculative activity forced the Thai Government to devalue the national currency, the Thai Baht. In a rapidly spreading crisis this action prompted international investors to liquidate their investments in Thailand and similar Asian economies.  In 1996 foreign investment in the region had been US$ 96 billion, yet in a devastating reversal in 1997, there was an outflow of US$ 12 billion (Gilpin 2001). We have already noted that capital is the fuel that drives global capitalism and, as we would expect, this massive decline in investor confidence in the region had catastrophic consequences. The affected economies fell into recession, there was political upheaval in Indonesia and millions of citizens in these developing economies fell into poverty. As investment was diverted to China and India over the period 1997-2005, real incomes in Thailand, Malaysia and Indonesia actually fell (CIA 2006).

The causes of the Asian Financial Crisis were complex and a decade later continue to be debated (for excellent accounts see Beeson and Robison 2000, Gilpin 2001), although most commentators agree that international lending practices played a significant role. The Asian economies hardest hit by the crisis all actively encouraged foreign investment by attempting to fix their exchange rates relative to the $US and by maintaining relatively high domestic interest rates. The goals of this strategy were to attract capital investment with high interest rates while protecting foreign investors from the risk of devaluation. Significantly, just prior to the crisis, it became apparent that the majority of foreign investment, particularly in Thailand, was of a short-term speculative nature as it was not being used to fund physical investment. When persistent current account problems, in part due to the impact of the high exchange rate on export competitiveness, led to speculation that the Thai Government would devalue the Baht, the result was a rush for the exits by speculators fearing foreign exchange losses. Not only did this outflow of capital destroy the local banking sector, but the Thai Government’s only means of supporting the currency was to increase interest rates which did more damage to the local economy. More significantly, bankers who had invested in the neighbouring economies of Indonesia, South Korea, Malaysia and the Philippines, fearing a repeat of the Thai experience, in a self fulfilling prophecy, withdrew their capital from these countries too.

Table 6.1
External Financing for Five Asian Economies ($US billions) 
	
	1994
	1995
	1996
	1997eiii
	1998fiii

	External financing, net
	47.4
	80.9
	92.8
	15.2
	15.2

	Private flows, net
	40.5
	77.4
	93.0
	-12.1
	-9.4

	Equity investment
	12.2
	15.5
	19.1
	-4.5
	7.9

	Direct equity
	4.7
	4.9
	7.0
	7.2
	9.8

	Portfolio equity
	7.6
	10.6
	12.1
	-11.6
	-1.9

	Private creditors
	28.2
	61.8
	74.0
	-7.6
	-17.3

	Commercial banks
	24.0
	49.5
	55.5
	-21.3
	-14.0

	Non-bank private creditors
	4.2
	12.4
	18.4
	13.7
	-3.2

	
	
	
	
	
	

	Official flows, net
	7.0
	3.6
	-0.2
	27.2
	24.6

	International financial institutions
	-0.4
	-0.6
	-1.0
	23.0
	18.5

	Bilateral creditors
	7.4
	4.2
	0.7
	4.3
	6.1

	Resident lending/other, net
	-17.5
	-25.9
	-19.6
	-11.9
	-5.7

	Reserves excluding gold (=increase)
	-5.4
	-13.7
	-18.3
	22.7
	-27.1


Source: Beeson and Robison 2000 
Notes: (I) South Korea, Indonesia, Malaysia, Thailand and the Philippines; (ii) including resident net lending, monetary gold, and errors and omissions; (iii) e = estimate, f = IIF forecast. 

The data presented in Table 6.1 above provides a more detailed breakdown of the actors involved in and causes of the Asian Financial Crisis. The key point here is the main source of capital in the lead-up to the crisis was from international commercial banks rather than through direct foreign or equity based investment. Just as commercial banks were largely responsible for the speculative bubble prior to the crisis, they were also the main actors to rush for the exits and withdraw capital from the affected economies. In this sense it can be argued that the Asian Financial Crisis was actually an international banking crisis. In stark contrast to the EMH outlined earlier, it seemed that banks were willing to speculate in Thailand and other Asian economies despite poor investment fundamentals and clearly exhibited irrational ‘herd like’ behaviour once market sentiments turned. While the causes and spread of the Asian Financial Crisis continue to be debated, it clearly added weight to arguments that the liberalisation of international banking regulation and financial flows has resulted in a more dynamic but less stable world economy. As Gilpin argues:

The experience suggests that something is seriously amiss in the international financial system. Attention should be given to whether or not regulations should be established to govern international finance. The fact that no mechanism exists to govern international finance is surely one of the most extraordinary features of the world economy at the opening of the 21st century. (Gilpin 2000)

The Asian Financial Crisis prompted renewed debate about the nature of the global financial system, the role of key actors within it and the need for more robust international regulation. However, in practice these discussions were dominated by criticisms of the IMF’s response, and claims that their market-based structural adjustment packages (SAPs) exacerbated the impact of the crisis and did little to address its underlying causes (Stiglitz 2002). So while key international economic organisations, such as the IMF, have become more transparent over the past decade and may now be better equipped to deal with the aftermath of a financial crisis, critics argue that little has been done to manage the financial risks confronting the global economy in the 21st century.

THE SUB-PRIME CRISIS
As we have already noted in Chapter 4, after a brief pause in 2001-02, if anything the rate of financial globalisation has increased over the past five years with foreign exchange turnover reaching a staggering US $3.2 trillion per day in 2007 (BIS 2007). Of even greater significance is the fact that these massive capital flows have largely been driven by a combination of the liberalisation of international banking practices, the unprecedented availability of cheap credit and the development and proliferation of increasingly sophisticated derivatives and other exotic financial products (Fischer 2006).

The globalisation of finance has many interrelated dimensions but perhaps the most significant and potentially threatening trend in recent years has been the massive growth in ‘securitisation’ of debt otherwise known as ‘structured finance’. From being virtually unknown in 1990, in 2006 alone $US 550 billion had been raised through securitisation – a staggering 300% increase on 2004 levels (Henry 2007). More specifically, the securitisation of debt involves banks and other financial institutions lending to borrowers and then repackaging this debt into securities, called Collaterised Debt Obligations (CDOs) and selling these bonds to third party investors. This represents a significant departure from traditional lending practices where the issuing bank or institution both assessed loans and assumed the associated financial risk. Advocates claim that securitisation delivers benefits to individual businesses and consumers, through increasing the availability of credit and to the financial system as a whole through diversifying credit risk. The argument in relation to the last point is that securitisation allows banks and financial institutions to transfer the risk of bad loans to third party investors so that in the event of an economic shock, such as the Sub-Prime Crisis, individual investors may face losses but the issuing bank will not be threatened in the way that would occur with more traditional deposit funded lending. While such claims sound plausible in theory, the Sub-Prime Crisis clearly demonstrates many of these claims are highly problematic in practice. Perhaps of greater significance is a growing realisation that despite innovations such as securitisation, the global financial system remains prone to crises. Moreover, with higher levels of interconnectedness banking problems in one market can have systemic implications. Rather than provide a comprehensive account of the Sub-Prime Crisis (see text-box Chapter 4) the final section of this chapter will explore the three most significant aspects of the crisis in terms of ongoing debates concerning international financial regulation.

Earlier in the chapter we highlighted how the efficient market hypothesis has been used as a justification for the liberalisation of finance. A central aspect of this argument is that markets, based on existing commercial information, will allocate resources, including the provision of finance, efficiently. While many influential economists, including 2001 Nobel Prize winner Joseph Stiglitz, argue that perfectly informed markets may allocate resources efficiently, in reality most markets operate on the basis of limited or asymmetrical information and thus require appropriate regulation (Stiglitz 1996). One obvious criticism of securitisation is that third party investors who purchase CDOs only have limited knowledge about the underlying loan in which they are investing. Such problems have been compounded by the fact that investment banks have been increasingly willing to manipulate the bond rating systems used by credit rating agencies such as Moody’s by combining high and medium risk loans in CDOs in such a way that they meet rating standards required by investors. When combined with the general complacency about the default risk prevailing in the global economy up until mid-2007, the result was that hitherto risk-averse investors took billions of dollars in high risk loans (Potts 2007).

The second claim in relation to securitisation which has been dispelled by the Sub-Prime Crisis is that it can help insulate banks and financial institutions from the effects of a financial crisis by diversifying credit risk. In reality large investment banks sold a significant portion of the $500 billion in CDOs to hedge funds which they either owned directly or financed. As The Economist magazine explains:

Conventional wisdom held that the process of slicing debts into numerous structured products dispersed risk and thus reduced it, especially for banks. But it turns out that the risks that banks ushered out of their front doors sneaked in again through the back. This is because the new owners of structured assets are either big clients of the banks or have borrowed from them.’ (Butcher 2007)

As a result some of the world’s largest investment banks have been hard hit by the Sub-Prime Crisis with Merrill Lynch being forced to announce an unprecedented write-down of $8.7 billion in its September quarter results.  With more write-offs to be announced and growing rumours of possible hedge fund collapses major US banks were forced to act and, in late October 2007, agreed to pool their resources and establish a $100 billion bail-out fund to help shore up investor confidence (The Australian 2007). While at the time of writing it is too early assess the full impact of the Sub-Prime Crisis, it is obvious that securitisation has been a spectacular failure in terms of insulating the banking sectors from the risks and losses associated with bad loans.

The final significant aspect of the Sub-Prime Crisis is the way it has precipitated a global credit crunch with implications well beyond its origins in the US. Despite the fact that the Crisis began in the high risk segment of the US home mortgage market, the fall-out has been truly global. The short term response on wholesale money markets has been for investors to reprice risk, that is, demand higher returns on investment in CDOs and other corporate bonds. In effect this has driven wholesale interest rates up by between 0.5% and 1.5% globally with direct implications for national credit markets, including Australia. This is because every day Australian banks and financial institutions raise tens of millions of dollars on wholesale debt markets to lend to their domestic customers. Clearly the Sub-Prime Crisis has increased the cost of borrowing on global markets with ongoing ramifications for profitability in the financial sector as well as interest rates. As we noted in the introduction to the chapter, the Sub-Prime Crisis has also hit the domestic credit markets forcing the Reserve Bank of Australia to make more than $10 billion available to domestic banks (RBA 2007). Hardest hit in all of this have been new non-bank lenders, such as Rams Home Loans, because they raise the vast majority of their funds on wholesale money markets increasing their vulnerability to interest rate price rises. Clearly the impact of the Sub-Prime credit crunch will be truly global, a fact reflected in the IMFs decision to downgrade global economic growth for 2008 by half a percent (Walker 2007).

CONCLUSION: REGULATING GLOBAL FINANCE?
This chapter has argued that the deregulation of international finance is something of double edged sword. Clearly financial liberalisation has increased the availability of credit, lowering the cost of investment and driving global economic growth. On the other hand, the growing interconnectedness of national and regional credit markets combined with a massive increase in international capital flows has increased the systemic risks confronting the global financial system, and by implication, the global economy. This is despite improved banking standards and policy coordination between governments. Given the challenges confronting the global financial system in the 21st century is there an appetite to bolster regulation and if so what form should a new regulatory regime assume?

In recent decades the politics of financial regulation has largely been reactionary. For example, the various Basel initiatives described above have been specific responses to particular banking crises. Similarly, in the aftermath of the Asian Financial Crisis there were literally dozens of proposals to regulate international capital flows (Pauly 2005, 1999). These varied from calls to revive the Bretton Woods system of capital controls, to proposals to introduce a low rate (.25%) Tobin tax (named after Nobel Prize winning economist James Tobin) on all international capital transfers to dampen speculation (Tobin Tax Initiative 2007). However, as the threat posed by various financial crises has abated so too have the calls for more radical reforms leaving two broad sets of financial reform proposals.

The first approach involves increasing the role of the IMF so that it would have a formal mandate to implement emergency lending and liquidation strategies as well as granting it the power to resolve international disputes between debtors and creditors. Such reforms would increase the IMF’s powers considerably in that the Fund would not have to use loans to induce states to implement regulatory reforms. However, given the criticism which has been levelled at the IMF in recent years it is unlikely such a proposal will gain broad based support, especially among developing nations (Krueger 2002). A more pragmatic reform agenda is to follow the Basel Committee’s formula of building informal networks and forums to bring together governmental and private stakeholders to formulate strategies which address financial problems as they arise (Pauly 2005, 2000). Indeed the privately financed $100 billion bail-out fund to manage the aftermath of the Sub-Prime Crisis is an example of such a strategy.

Despite the risks to the global financial system most commentators are of the view that the benefits of and political support for financial liberalisation are such, that calls for the imposition of strict international capital controls are unlikely to gain traction. Instead we will see growing calls to develop institutions and procedures which enhance the efficiency and effectiveness of market forces rather than constrain them (Eichengreen 2002). Such an approach strikes a regulatory balance between the benefits of financial liberalisation and the risks it poses to the global economy.
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THE EFFICIENT MARKET HYPOTHESIS





The EMH asserts that the price of financial assets in a liquid market represents that asset’s likely future value given prevailing information. This basic claim is controversial and has a number of implications for both investment and financial regulation. The most important point to note is that EMH, which rose to prominence in the 1960s after being promoted by the influential MIT Economist, Paul Samuelson, displaced the existing views that financial markets were fundamentally irrational and subject to speculative excesses. In terms of finance the EMH implied that in a deregulated and competitive market, credit would be allocated efficiently and that variations in interest rates would reflect exchange rate risks and other economic risks based on existing information. As such the EMH provided the intellectual justification for financial deregulation during the 1970s and 1980s. Despite its influence, the EMF generally and its application to financial markets specifically, has been subject to criticism by both academic economists and market actors alike.
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