¢

International
Corporate Rescue

Cambria ||||||| u CI
3-4 SOUTH SQUARE UCL LAW FACULTY
BARRISTERS

CCCCCCCCCCCCCCCCCCCCCC



Published by:

Chase Cambria Company (Publishing) Ltd
4 Winifred Close

Barnet, Arkley

Hertfordshire EN5 3LR

United Kingdom

Annual Subscriptions:

Subscription prices 2010 (6 issues)

Print or electronic access:

EUR 695.00 / USD 845.00 / GBP 495.00

VAT will be charged on online subscriptions.

For ‘electronic and print’ prices or prices for single issues, please contact our sales department at:
+44(0) 207014 3061 / +44 (0) 7977 003627 or sales@chasecambria.com

International Corporate Rescue is published bimonthly.

ISSN: 1572-4638

© 2010 Chase Cambria Company (Publishing) Ltd

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system, or
transmitted in any form or by any means, mechanical, photocopying, recording or otherwise, without
prior permission of the publishers.

Permission to photocopy must be obtained from the copyright owner. Please apply to:
E-mail: permissions@chasecambria.com
Website: www.chasecambria.com

The information and opinions provided on the contents of the journal was prepared by the author/s and
not necessarily represent those of the members of the Editorial Board or of Chase Cambria Company
(Publishing) Ltd. Any error or omission is exclusively attributable to the author/s. The content provided
is for general purposes only and should neither be considered legal, financial and/or economic advice or
opinion nor an offer to sell, or a solicitation of an offer to buy the securities or instruments mentioned

or described herein. Neither the Editorial Board nor Chase Cambria Company (Publishing) Ltd are
responsible for investment decisions made on the basis of any such published information. The Editorial
Board and Chase Cambria Company (Publishing) Ltd specifically disclaims any liability as to information
contained in the journal.



ECONOMISTS OUTLOOK

The Global Financial Crisis: Implications for Finance and Financial

Regulation

Douglas W. Arner, Director; Asian Institute of International Financial Law, Faculty of Law, University of Hong Kong,

Hong Kong

|. Introduction

During 2008, for the first time since the 1930s, the
world economy experienced a systemic financial crisis:
on 18 September, the international financial system
was on the precipice of collapse and global credit mar-
kets essentially ceased to function for the following four
weeks. While the ultimate economic impact of the glo-
bal financial crisis is still unfolding, following a series of
dramatic events including the failure of major financial
institutions and significant government interventions
in the financial system around the world, it is now
unlikely that either the global or any major domestic
financial system will collapse, causing the onset of
an economic depression of the sort unseen since the
1930s. The causes of the global financial crisis are now
generally understood, however, and major initiatives
are underway around the world to reform financial
regulation, with far reaching consequences for the
future of global finance.

2. Underlying causes

As is often the case with financial crises,! many of the
underlying factors leading to the global crisis of 2007-
2008 arose from responses to previous crises. In this
case, certain underlying factors date as far back as the
design of the US financial regulatory system in the
Great Depression of the 1930s. However, the most im-
portant elements developed primarily from reactions in
the 1980s and 1990s to the 1980s developing country
debt crisis and the 1990s Asian financial crisis.

One of the underlying causes of the global crisis
was a divergence between domestic regulatory struc-
tures and the realities of global finance. This was
most acutely the case in the United States but also in

the European Union and the United Kingdom among
others. In the context of the United States, one must
look back to the previous major systemic financial
crisis and resultant economic collapse: the 1920s and
the Great Depression of the 1930s. In addition to its
economic interventions, the Roosevelt administration
also initiated the wholesale redesign of the US financial
system through legislation and regulation. With cer-
tain changes, this regulatory system continues to exist.
However, the financial and economic environment in
which it operates has changed completely, not least as
aresult of globalisation, technology and complexity. As
can be seen, the complexity of this system was certain
to produce overlaps and gaps: these were to be brought
dramatically to light in 2008.

In 1983, the global financial system experienced its
next major episode of systemic risk, but one that did
not lead to a systemic crisis in international financial
system: the Developing Country Debt Crisis. This crisis
essentially destroyed the capital base of the world’s
largest international banks and led developed country
governments (led by the United States and the United
Kingdom) to develop a new internationally agreed
minimum capital standard, the Basel Capital Accord of
1988.2

In 1988, the Basel Committee on Banking Super-
vision (‘Basel Committee’), hosted by the Bank for
International Settlements (BIS), reached an agreed
approach among the Group of Ten (G-10) developed
nations regarding regulation of bank capital of inter-
nationally active banks.? The 1988 Accord is a fairly
simple framework, focusing on one aspect: capital in
relation to credit risk in banks. At its heart is an equa-
tion: total capital divided by total risk-adjusted assets
must equal at least 8 per cent. Overall, this simple
framework, while not very precise in term of risk calcu-
lation, provides for the majority of economies around

1 SeeD. Arner, Financial Stability, Economic Growth and the Role of Law (Cambridge University Press 2007).
2 See]. Norton, Devising International Bank Supervisory Standards (Kluwer 1995).
3 Basel Committee, International Convergence of Capital Measurement and Capital Standards (Jul. 1998) (‘1988 Basel Accord’).
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the world a central element of bank regulation. It also
provided perhaps the major incentive to the develop-
ment of the ‘originate and distribute’ model of finance
which, when taken to excess, has subsequently come
to be seen as one of the most significant underlying
causes of the current global financial crisis.

In addition to the 1988 Basel Capital Accord, the
1980s debt crisis also triggered two major behavioural
changes in debt capital markets, largely because the
crisis had emanated from large syndicated loans. In
the aftermath of the crisis, banks began trading loans
originating from developing country syndicated loans.*
These early beginnings of the market for loan trading
were the starting point for a major conceptual shift
in banking: a bank could make a loan to a borrower
but did not necessarily have to hold the loan to term.
Rather, loans could be bought and sold amongst first
banks and then other financial institutions such as in-
vestment funds. Second, because banks had lost money
on syndicated loan defaults, they became increasingly
interested in bond markets, wherein they could
originate loans (and charge fees for arranging the fi-
nancing) then sell on the risk to a range of investors
around the world. The banks were thus insulated from
potential defaults. In addition, the eventual resolution
programme (‘Brady bonds’) relied on securitisation
techniques, which as a result became more widely
known and accepted. This trend was further reinforced
by experiences in the US Savings and Loan (S&L) Cri-
sis of the 1980s° through its wide use as a tool in the
resolution of failed S&Ls by the Resolution Trust Cor-
poration (RTC), thereby reinforcing understanding and
acceptance of resulting securities.

On the economic front, the Asian financial crisis can
now also be seen as a central to the current global cri-
sis: As a result of the crisis, Asian countries and other
emerging market countries, including Japan, South
Korea, China and, eventually, India, Russia and Brazil,
among others, concluded that the best prevention in
the future was export-led growth supported by under-
valued currencies and massive accumulation of foreign
exchange reserves, greatly exceeding any rational need
but viewed as insurance against any future currency, fi-
nancial and economic crises. Export-led growth in turn
relied on consumption primarily in the United States,
which exporting countries currencies kept competitive
through investment of large portions of their rapidly
accumulating foreign exchange in US government and
agency securities.

In many ways, the final episode of the Asian finan-
cial crisis was a serious domestic financial crisis in
Russia in August 1998 which in turn caused the near
failure of the world’s largest and most famous hedge

fund: Long Term Capital Management (LTCM). The
US Treasury and Federal Reserve felt that a collapse of
LTCM would pose strong potential for systemic risk and
organised a private sector bailout of the firm by a series
of the world’s largest financial institutions. While the
firms involved eventually profited significantly, there
were two unintended consequences: first, financial
market participants came to believe that the US Fed-
eral Reserve would not allow a systemically important
financial institution (even an unregulated firm such as
a hedge fund) to fail; and second, regulators came to be-
lieve that the key systemic risks lied not in the regulated
institutions but in unregulated investment firms such
as hedge funds.

3. Originate and distribute

By the end of the 1990s, this series of underlying
events led to the view that a new model of banking had
emerged. This model was based on several elements,
most importantly universal banking and the originate
and distribute business model, both of which received
important support from international financial regula-
tory standards.

Unlike the system of finance established in the
United States in the 1930s, the new model of finance
was based on a European-style model of universal
banking rather than on the US New Deal’s strict secto-
ral separation. This aspect was secured with the repeal
of Glass-Steagall in 1999 through the Gramm-Leach-
Bliley Financial Modernisation Act of 1998 (GLBA). As
a result of this change, competition between commer-
cial banks and investment banks for securities business
increased dramatically, forcing the investment banks
into ever more risky reliance on proprietary trading —
speculating with their own capital and using leverage
to increase returns.

Second, the model was based on securitisation,
forming the basis of the originate and distribute model.
Under the originate and distribute model, financial
institutions would originate assets (such as loans) then
repackage these and sell them to investors. The result-
ing funds would be used to originate more assets which
in turn would be repackaged and sold, recommencing
the cycle. From the standpoint of financial institutions,
this model had two benefits. First, it increased profit-
ability by increasing velocity of transactions which
in a low interest rate environment relied more on fees
charged for origination than on spread based income
produced over the life of the asset. Second, it reduced
risks of any potential defaults because the originators
did not own the assets originated; instead the resulting

4 See R. Buckley, Emerging Markets Debt: An Analysis of the Secondary Market (Kluwer 1999).
5 See]. Barth, S. Trimbath & G. Yago, The Savings and Loan Crisis: Lessons from a Regulatory Failure (Cambridge University Press 2004).
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securities were widely distributed in the markets. From
the standpoint of regulators, this model likewise had
two benefits. First, banks were less risky because they
were holding fewer loans and hence were exposed less
to default risk in any future economic downturn. Sec-
ond, by repackaging and distributing credit risks widely
into the market, this brought down the charges which
lenders had to charge borrowers, increasing home
ownership and economic activity. Unfortunately, these
benefits, when taken to excess, also turned out to be the
greatest weakness of the new model.

Importantly, international regulatory changes
provided significant incentives for these changes. In
the context of the 1988 Basel Capital Accord, over
time and in reaction to various international bank-
ing crises, it was modified in certain significant ways
through a variety of ‘amendments’. Of most sig-
nificance are four: First, the Accord was amended in
July 1994 to redefine countries which can qualify for
OECD weighting, disqualifying countries which have
rescheduled external debt within the previous five
years. This amendment reinforced procyclical effects
of the Accord in encouraging lending to emerging
market OECD members but dramatically reducing it
following any restructuring. Second, the Accord was
amended in April 1995 to, of most significance, rec-
ognise netting in the treatment of off-balance sheet
items. Specifically, regulatory recognition of netting
underpinned netting as one of banks’ most significant
tools to reduce counterparty credit risk exposures.
This move towards collateralisation of counterparty
risks through marketable securities accelerated in the
wake of the failure of LTCM. Unfortunately, however,
the premise rests on two assumptions:

(1) that the exposure or collateral can be valued and

(2) that collateral can be sold (i.e., that the securities
are liquid).

Both assumptions were to fail in 2008 for the majority
of collateral. Third, the Capital Accord was amended
in January 1996 and modified in September 1997 to
incorporate market risks. Previously, the 1988 Accord
only dealt with credit (i.e. counterparty) risk. How-
ever, following the failure of Barings Bank in 1995,
regulators became acutely aware of banks’ exposures
to securities activities and therefore moved to address
such risks (‘market risk’) through two alternative ap-
proaches: a standardised approach and an internal
models-based approach. The internal models-based
approach allowed banks to develop their own internal
quantitative models to determine capital to be held
against market risks. Regulators believed such models
(especially those of the largest and most sophisticated
banks), based on proprietary mathematical structures
derived from modern finance and other disciplines
such as physics, to be superior to any possible regula-
tory standard. While excessive reliance on quantitative
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modelling was tested by the failure of LTCM, regulators
continued to allow banks to hold capital for market
risks solely on the basis of their own internal models.

Fifth, the Accord was amended in April 1998 to
reduce the risk weighting for claims on regulated
securities firms, subject to certain conditions, and
substituted ‘loans’ for ‘claims’ in parts of the text. Es-
sentially, the view was that by the end of the 1990s,
securities firms (especially the major international
investment banks) had become sufficiently regulated
to merit similar treatment to banks in the context of
capital requirements relating to interbank lending. As
a result, securities firms (and major financial centre
banks) came to rely ever more heavily on short-term
funding interbank, money market and capital mar-
ket funding mechanisms rather than on traditional
deposits.

These changes also had important consequences
for investment banks. Traditionally, investment banks
had relied on advisory, fee-based transaction arrange-
ment and advice — ‘merchant banking’. This sort of
business is relatively low risk because the financial
institution is not putting its own capital at risk. Follow-
ing the Second World War, this business was bolstered
with the addition of brokerage, which until 1975
was highly profitable and low risk in the context of a
system of fixed commissions. Following May Day and
the gradual encroachment of commercial banks into
traditional investment banking business (in which
they were bolstered by availability of deposits and in-
terbank financing), especially in the wake of the repeal
of Glass-Steagall, investment banks found that in or-
der to maintain and increase profitability they had to
have access to their own capital (hence the rush to list
across the 1990s) and that they had to put their capi-
tal at risk, especially through proprietary trading in
the late 1990s, and increasing leverage prior to 2008.

The combination of proprietary trading, leverage
and the originate and distribute model would prove
toxic to the many of the largest, most famous and
seemingly most sophisticated international financial
institutions in 2008.

From the late 1990s, the majority of large interna-
tional banks and investment banks came to adopt the
new model of originate and distribute universal bank-
ing. During the 2000s, this model was taken further,
with the development of an essentially manufacturing
model of debt securities. Under the ‘originate to dis-
tribute’ manufacturing model, financial institutions
would on a continual basis either create or purchase
underlying assets from other originators. The assets
would be packaged together into structured pools of
risks designed to appeal to various classes of investors.
Such pooling would take place either on-balance sheet
or off-balance sheet through separate (though often
not truly independent) entities such as conduits and
structured investment vehicles (SIVs). Pools where
necessary would be supplemented by synthetic credit

International Corporate Rescue,Volume 7, Issue |
© 2010 Chase Cambria Publishing



Douglas W. Arner

risk through credit default swaps (CDS) to meet the
requirements of complex quantitative models de-
signed on the basis of portfolio theory to reduce risk
and enhance return, including those of ratings agen-
cies. Pools then would be used to back a structure of a
securities rated by external credit ratings agencies. Re-
sulting securities would be sold or held (‘warehoused’)
depending on prevailing market conditions, with pur-
chasers including banks and investment banks (both
of which viewed highly rated securities as desirable
investments and also useful for regulatory and risk
management purposes, including collateralisation),
insurance companies, and pension and investment
funds, including hedge funds (all of which viewed the
products as desirable investments and useful collat-
eral). Funds resulting from sales of securities (which
might in turn be repackaged into collateralised debt
obligations (CDOs) and eventually CDO’s etc.) would
be used to collect new assets, thus continuing the
process, so long as investors continued to be willing
to purchase the resulting securities. As noted above,
rating agencies played a key role in supporting the
advanced originate and distribute model.

Significantly, these excesses received regulatory
support through the replacement for the 1998 Ba-
sel Capital Accord — Basel II. Basel II incorporates a
number of significant elements, including a menu-
based approach to capital charges, greater use of both
credit assessments by rating agencies and through
banks’ own internal models, increased recognition of
a variety of risk mitigation techniques, a new charge
for operational risk, and new requirements relating to
supervisory review and new market disclosure obliga-
tions imposed on banks. Overall, three elements of
Basel II provided the most significant incentives to the
excesses of the final years preceding the crisis of 2008:
greater recognition of quantitative risk modelling,
reliance on credit ratings, and regulatory recognition
of credit risk mitigation techniques, especially credit
derivatives.

First, while the LTCM episode highlighted the poten-
tial dangers on overreliance on quantitative modelling
for risk management purposes, Basel IT adopted many
of the techniques developed for market risk and al-
lowed those to be applied not only to market risk but
also to credit and operational risk capital require-
ments, albeit with greater limits than in the context
of market risk. Under the Basel II framework, banks
were encouraged to develop internal risk models for
all major categories of risks, with regulators setting
minimum parameters in which these models were to
operate and be recognised for regulatory purposes.
The intention was to bring regulatory, economic and
accounting capital into alignment. The result was to
place enhanced reliance on quantitative risk manage-
ment techniques which proved to be less robust than
previously though when subjected to circumstances
of extreme stress.
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Second, Basel II, especially in the context of the
standardised approaches, relies heavily on external
credit ratings for assignment of risk weights to vary-
ing categories of assets. The intention was that use of
external ratings would reduce the arbitrariness of the
1988 risk weightings and enhance their reasonable-
ness from a market standpoint. The result was that
rating agencies received a substantial regulatory
enhancement of the usage of their products and in-
creased market confidence therein. At the same time,
as with the earlier amendment dealing with risk
weighting of restructuring OECD members, reliance
on credit ratings enhanced the procyclicality of capital
regulation: in good times, ratings were high with lower
capital requirements and higher demand for highly
rated products. When the cycle turned, credit ratings
were downgraded aggressively, leading to higher capi-
tal requirements and need for capital.

Third, Basel II, in increasing regulatory recogni-
tion of risk mitigation techniques (based largely on
the experiences of the earlier amendment to recog-
nise netting) increased the use of both collateral and
credit derivatives, especially CDS. In relation to collat-
eral, recognition was extended beyond traditional high
quality government bonds to a range of other highly
rated debt securities. Such recognition increased the
demand for such securities, especially among regu-
lated financial institutions; however, during 2008,
many of the securities proved difficult to value or
valueless and illiquid, thereby greatly reducing their
value as collateral and at the same time impairing
capital of regulated institutions. Perhaps more signifi-
cantly, Basel IT recognised CDS from two angles: first
as a credit risk mitigation technique and second as a
means to acquire credit risk for portfolio purposes. Asa
credit risk mitigation technique, financial institutions
received strong incentives to use CDS to manage credit
exposures, thereby providing an important incentive
to market development. At the same time however
this dramatically increased counterparty risks among
financial institutions and the major dealers (which
were assumed, incorrectly, to be not allowed to fail, on
the basis of LTCM experiences). Most significantly, Ba-
sel I through a combination of regulatory recognition
of CDS and internal risk modelling provided a strong
incentive for financial institutions to view credit on
a portfolio basis (as had traditionally been done with
market risk, such as equity securities). Where banks
were unable to purchase the credit risk (through loans
or bonds) necessary from the standpoint of portfolio
construction, they were able to use CDS to acquire syn-
thetic credit risk. While a portfolio approach to credit
is probably the correct approach for a complex institu-
tion, the use of CDS brought with it counterparty risk
to the major dealers, such as Lehman and AIG. Such
regulatory recognition also supported the use of CDS
in the context of structured finance, for example in the
context of CDOs.
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4. The role of securitisation

In essence, the current financial crisis resulted from
an unprecedented period of excessive borrowing, ex-
cessive lending and excessive investment incentivised
by a series of significant economic and regulatory
factors.® Excessive borrowing and lending most di-
rectly arose in the context of the market for subprime
residential mortgages in the United States, especially
during 2005 and 2006. However, excessive borrow-
ing and lending were prevalent in virtually all asset
classes globally, including commercial real estate, cor-
porate lending (especially for mergers and acquisitions
and private equity transactions), commodities and
international (especially emerging markets) equities.
These excesses were not limited to the United States;
they were truly global, impacting almost every market
and asset class. This broad based excessive borrowing
and lending were fuelled by excessive investment from
a wide range of investors around the world.

Excessive borrowing, lending and investment
were inextricably interconnected through a range
of transaction structures derived from well under-
stood techniques of securitisation. At its simplest,
securitisation makes a great deal of sense: it allows
the distribution of risks to a wider pool of investors,
thereby reducing the cost of borrowing for ultimate
borrowers and reducing the risk to lenders of defaults
on underlying loans. At the same time however the
structure has the potential to provide significant in-
centives to abuse, and this in many ways lies at the
heart of the current credit crisis. Especially in the
United States and the United Kingdom, loans came
to be made not by banks with an on-going interest in
their repayment but instead by specialists — mortgage
brokers for real estate and a range of financial institu-
tions, especially investment banks, for corporate loans
— intent on profiting from charging to arrange loans
and with no intention of maintaining an interest in
the ability of the borrower to repay in the future.

Securitisation was thus the central linkage between
excessive investment in credit securities and exces-
sive borrowing and lending. Excessive investment
was largely the result of two economic factors: first,
the period of low interest rates in Japan in the wake
of the onset of its banking crisis at the beginning
of the 1990s and in the United States following the
bursting of the dot.com bubble in 2001; and second,
the imbalances in saving and investment between the
Anglo-American economies, especially the United
States and United Kingdom, and the rest of the world,
especially Japan, China and the major oil-producing
countries such as Russia and Saudi Arabia. The

combination of low interest rates and large volumes of
investment funds from outside the United States and
the United Kingdom supported massive investment in
debt securities in New York and London designed to
produce an appealing combination of perceived safety
and attractive yields.

In addition to issues which arose in the context of
relatively simple securitisation transactions, the tech-
nology of securitisation was expanded over the past
decade to encompass a range of ever-more complex
techniques and structures, including SIVs and con-
duits, CDOs, collateralised loan obligations (CLOs),
synthetic securitisations and a range of other exotics
such as CDO’s and synthetic CDOs. Many of these
took the technology of securitisation (pooling of risks,
off-balance sheet structure, capital markets funding)
and combined it with that of over-the-counter (OTC)
derivatives, especially credit derivatives such as CDS.
While such transaction structures in hindsight may
seem an obvious source of risk, in fact, in the period
leading up to the global credit crisis, such techniques
received important support and developmental incen-
tives from regulators around the world, especially
through the internationally developed and globally
implemented Basel Capital Accords. This combination
of debt capital market technology, regulatory incen-
tives, excessively low interest rates and massive global
investor demand set the stage for the crisis.

5. International responses

Initially, international activity centred on the Group of
Seven (G7) Industrialised Nations, the centre of global
economic and financial policy coordination for the pre-
vious two decades and also the forum comprising the
major economies suffering from the systemic financial
crisis in the global financial system.

5.1. Early responses

During the week of 6-10 October 2008, a compre-
hensive global response emerged. While not sufficient
to prevent the systemic financial crisis or significant
economic damage, the response has been sufficient to
resuscitate the US and global financial systems. An-
nounced by the G7 on 10 October, the comprehensive
approach included the following elements:”

(1) use of ‘all available tools to support systemically
important financial institutions and prevent their
failure’;

6 For detailed discussion, see D. Arner, ‘The Global Credit Crisis: Causes and Consequences’, (2009) 43 International Lawyer 91.
7  G-7 Finance Ministers and Central Bank Governors, Plan of Action, Washington DC (10 Oct. 2008).
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(2) ensuring that financial institutions ‘have broad ac-
cess to liquidity and funding’;

(3) establishing recapitalisation schemes so banks can
‘raise capital from public as well as private sources’;

(4) ensuring ‘robust and consistent’ protection for
depositors; and

(5) taking action to ‘restart the secondary market for
mortgages and securitised assets’.

Clearly, the focus at this point was directly on address-
ing the systemic financial crisis and halting its collapse.
The statement and plan was rapidly reaffirmed by the
full membership of the IMF and World Bank,® as well as
the Financial Stability Forum and the European Union,
with actions directly following the agreed approach.

In addition, the world’s major central banks an-
nounced their first globally coordinated interest rate
cut, with the US Federal Reserve, European Central
Bank (ECB), Bank of England, Bank of Sweden, Swiss
National Bank and the Bank of Canada all cutting
interest rates and issuing a coordinated statement for
the first time. Further, the Federal Reserve dramati-
cally increased the provision of liquidity in dollar to
the world’s major central banks, agreeing to provide
unlimited dollar liquidity to a range of central banks,
including the ECB, Bank of England, Swiss National
Bank and Bank of Japan.

In the realm of financial regulation, the FSF met
again in October in the context of the G7 and IMF/
World Bank annual meetings. In its report,’ it reaf-
firmed the contents of the April 2008 report and
extended its attention to four new areas:

(1) international interaction and consistency of
emergency arrangements and responses (an issue
which had clearly become important by this time);

(2) mitigation of pro-cyclicality, including in the
context of capital, loan-loss provisioning, compen-
sation and valuation / leverage;

(3) addressing the scope of financial regulation to em-
phasise currently unregulated aspects; and

(4) better integrate macroeconomic oversight and
prudential supervision.

While significant in terms of content, this report was
subsequently largely subsumed in the November 2008
G20 statement.

5.2. Group of Twenty responses

In November 2008, the leaders of the G20'° released a
declaration'! which discussed the causes of the crisis,
committed to supporting an open global economy and
defined a range of actions to be taken to reform financial
regulation to avoid future crises. While the majority of
press and market attention focused on the various global
economic aspects (and the general lack of tangible suc-
cess in this respect), the most significant aspects relate to
reform of financial regulation. In this context, the G20
established five main principles to guide reforms:

1) strengthening transparency and accountability;
enhancing sound regulation;

promoting integrity in financial markets;
reinforcing international cooperation; and

reforming the financial architecture.

For each of these five principles, the leaders established
a detailed action plan,'? incorporating immediate
actions (to be taken by 31 March 2009) and medium-
term actions. The detailed action plan establishes the
core content of the refinements to international finan-
cial regulatory standards to take place. In addition, the
leaders tasked finance ministers to give highest priority
to six areas:

(1) mitigating against pro-cyclicality in regulatory
policy;

(2) reviewing and aligning global accounting stand-
ards, particularly for complex securities;

(3) strengthening the resilience and transparency
of credit derivatives markets and reducing their
systemic risks, including by improving the infra-
structure of the OTC markets;

(4) reviewing compensation practices as they relate to
incentives for risk taking and innovation;

(5) reviewing the international financial architecture;
and

8 Communiqué of the International Monetary and Financial Committee of the Board of Governors of the International Monetary Fund, IMF

Press Release No. 08/240 (11 Oct. 2008).

9 FSF, Report of the Financial Stability Forum on Enhancing Market and Institutional Resilience: Follow-up on Implementation (Oct. 2008).

10 The G20, formed in 1999 in the wake of the Asian financial crisis, comprises Argentina, Australia, Brazil, Canada, China, France, Germany,
India, Indonesia, Italy, Japan, Korea, Mexico, Russia, Saudi Arabia, South Africa, Turkey, United Kingdom, United States, European Union, IMF,
and World Bank. In addition, the United Nations Secretary General and the FSF Chair, among others, were invited to attend the Nov. 2008 and

Apr. 2009 meetings.

11 G20, Declaration: Summit on Financial Markets and the World Economy, 15 Nov. 2008 (‘G20 Declaration’).
12 G20, Action Plan to Implement Principles for Reform, 15 Nov. 2008 (‘G20 Action Plan’).
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(6) defining the scope of systemically important finan-
cial institutions and determining their appropriate
regulation and oversight.

While much of the detail had been previously addressed
by the FSF, the November G20 Declaration established
the general framework for the content of financial
regulation going forward.

In April 2009, the G20 leaders met a second time
to address issues relating from the financial crisis and
resulting economic crisis. In their communiqué,® the
leaders revisited many of the issues discussed in No-
vember 2008, pledging ‘to do whatever is necessary’ to:

(1) restore confidence and growth;

2) repair the financial system;

(2)
(3) strengthen financial regulation;
(4)

4) fund and reform the international financial

institutions;

(5) reject protectionism and promote global trade and
investment; and

(6) ‘build aninclusive, green and sustainable recovery.’

If the Washington communiqué provided the outline of
the content of international financial regulation going
forward, the London communiqué provides the outline
of the system of international financial regulation as
well as additional detail regarding content. At the same
time, details of the reform of the international financial
institutions such as the IMF is left for the next leaders’
summit (to be held in September 2009 in Pittsburgh).'*

In relation to financial regulation and supervision,
the leaders committed to building a stronger, more
globally consistent, supervisory and regulatory frame-
work. In this regard, the leaders argued that regulation
and supervision must be designed to:

(1) promote propriety, integrity and transparency;
(2) guard against risk across the financial system;

(3) dampen rather than amplify financial and eco-
nomic cycles;

(4) reduce reliance on inappropriately risky sources of
financing; and

(5) discourage excessive risk-taking.

Significantly, the leaders committed to continued
implementation of the November Action Plan, with
substantial progress in all areas relating to financial
regulation,'® and also extended their commitments in
nine major areas.'® First, the FSF was renamed and
reconstituted as the Financial Stability Board (FSB),
including all G20 countries, FSF members, Spain,
and the European Commission.!” This is the founda-
tion of reform of the system of international financial
standards as opposed to their content, the focus of the
Washington meeting. Second, the FSB and IMF were
directed develop appropriate early macroeconomic and
financial warning systems. Third, leaders committed
to reshaping regulatory systems to address macropru-
dential risks. Fourth, regulation is to be extended to all
systemically important financial institutions, instru-
ments and markets, including systemically important
hedge funds. While the first part of this statement is a re-
iteration of the agreed approach from November 2008,
it is significant that the commitment (and with it, regu-
lation) has now been explicitly extended to hedge funds.
Fifth, the leaders endorsed the FSF’s new principles on
pay and compensation'® and committed to supporting
‘sustainable compensation schemes and the corporate
social responsibility of all firms.""* The result is the
basis of a globally agreed approach to financial sector
compensation and its regulation — potentially one of
the most far-reaching consequences of the credit crisis.
Sixth, in the context of eventual recovery, the leaders
agreed to improve the quality, quantity, and interna-
tional consistency of capital, including with regulation
to prevent excessive leverage and require buffers of
resources to be built up in good times. Seventh, the
G20 committed to take action against non-cooperative
jurisdictions, including tax havens.?® Eighth, the G20
called on accounting standard setters to improve
standards on valuation and provisioning and achieve a
single set of high-quality global accounting standards.

13 G20, The Global Plan for Recovery and Reform, 2 Apr. 2009 (‘G20 Leaders’ Statement’).
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Issues concerning reform of the international financial architecture are beyond the scope of this chapter. For detailed discussion, see D. Arner
& R. Buckley, ‘Redesigning the Architecture of the Global Financial System’, AIIFL Working Paper No. 7 (Sep. 2009), available at <www.aiifl.
com>.

See G20, Progress Report on the Actions of the Washington Action Plan, 2 Apr. 2009.

G20 Leaders’ Statement, above n. 13, para. 15. See also G20, Declaration on Strengthening the Financial System, 2 Apr. 2009 (‘G20 Financial
System Declaration’).

For detailed discussion, see D. Arner & M. Taylor, ‘The Global Financial Crisis and the Financial Stability Board: Hardening the Soft Law of
International Financial Regulation?’ (2009) UNSW Law Journal.

FSE, FSF Principles for Sound Compensation Practices (Apr. 2009).

G20 Leaders’ Statement, above n. 13, para. 15.

The statement takes a very firm line in this context: ‘The era of banking secrecy is over.” Ibid. In this respect, the G20 ‘noted’ the publication by
the OECD of a list of countries assessed by the OECD’s Global Forum on Taxation vis-a-vis international tax information exchange standards.
Ibid. See OECD Global Forum on Taxation, A Progress Report on the Jurisdictions Surveyed by the OECD Global Forum in Implementing the
Internationally Agreed Tax Standard (Apr. 2009).
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Ninth, leaders agreed regulate and supervise credit
rating agencies.?! These final two commitments largely
reiterate November commitments but with some rein-
forcement. In relation to other commitments, an annex
to the leaders’ statement provides greater detail.?> Spe-
cifically, the G20 Financial System Declaration provides
additional detail in eight major areas:

(1) Financial Stability Board,

(2) international cooperation (focusing on financial
institution failures),??

prudential regulation,

scope of regulation,

compensation,

tax havens and non-cooperative jurisdictions,
accounting standards, and

credit rating agencies.

6. Looking forward to a return to a new
normal?

Perhaps as early as the autumn 2009 G20 and FSB
meetings, it may be possible to being to see the outlines
of the agreed pattern for the international financial
architecture and international financial regulation. At
the same time however the pattern will take at least an-
other year to work its way its systems of international
institutions, treaties, standards and domestic laws and
regulations.

While the eventual outlines are unclear, a number of
implications appear certain. First, policymakers will fo-
cus on enhancing the linkage between finance and the
real economy, thus reducing the financialisation which
became characteristic of global finance in the years im-
mediately preceding the crisis. In broad terms, finance
will become less significant in the global economy. At
the same time, there is likely to be a divergent approach
between individual jurisdictions, with some jurisdic-
tions determining that financial institutions will not
be allowed to fail. The corollary of this is restrictive

regulation in terms of products and activities. Other
jurisdictions will continue to allow a more permissive
approach to finance, and it is these jurisdictions which
eventually will emerge as the major global financial
centres. Second, for at least a number of years, financial
institutions and transaction structures will become
significantly less complex and significantly more
transparent. While securitisation and covered bond
structures should return, the more complex products
such as CDOs are likely not to become common again in
the foreseeable future. Financial institutions themselves
will also become significantly less complex. These two
factors will significantly reduce the role of off-shore
jurisdictions, except to the extent that global finance
moves to these centres due to the restrictive versus
permissive divergence highlighted above. Third, un-
regulated portions of the financial system will become
regulated, with the focus on OTC derivatives and hedge
funds. The former are likely to move increasingly to cen-
tral counterparty structures and/or exchange-based
platforms, while the latter will face increased disclosure
requirements and leverage restrictions. In this context,
individual jurisdictions will reform domestic financial
structures along lines appropriate to the activities to be
allowed to take place within their respective financial
systems. The highest profile example of regulatory
structure reform will likely be the United States; signifi-
cant structural changes are also likely in the euro area.
For off-shore jurisdictions, this will mean that even if
they continue to adopt a more permissive approach,
they will be forced to meet minimum international
regulatory and transparency standards emanating
from the FSB. Fourth, quantitative finance, especially
risk modelling, will receive much less regulatory trust.
This will extend to rating agencies and their models
but also has important implications for the future of
financial education and the requirements of financial
institutions and regulatory agencies. Finally, as a result
of cooperative efforts, international cooperation and
related institutional structures will have an increasing
role, either as a result of a continued mandate for eco-
nomic and financial globalisation or as a result of any
possible decision to limit the role of global finance.

21 See I0SCO Technical Committee, Code of Conduct Fundamental for Credit Rating Agencies (May 2008); IOSCO Technical Committee, Inter-
national Cooperation in Oversight of Credit Rating Agencies — Note (Mar. 2009); IOSCO Technical Committee, A Review of Implementation
of the IOSCO Code of Conduct Fundamentals for Credit Rating Agencies (Mar. 2009). See also I0SCO, ‘I0SCO Update on Progress Made in
Addressing G-20 Concerns’, [OSCO Media Statement IOSCO/MS/05/2009 (3 Apr. 2009).

22 G20 Financial System Declaration, above n. 16.

23 For discussion of problems relating to the failure of global financial institutions, see D. Arner & J. Norton, ‘Building a Framework to Address
Failure of Complex Global Financial Institutions’, 39 Hong Kong Law Journal 95.
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