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Calls for global financial
regulation put forward

Two prominent personalities have reiterated the need for financial
regulation at the global level to bring greater stability and growth to
the world economy. Former Dominican Republic President Leonel
Fernandez has called for regulation aimed at channelling financial
resources towards the promotion of innovation and development,
while Supachai Panitchpakdi, head of the UN Conference on Trade
and Development (UNCTAD), is advocating a multilateral system
of rules governing financial relations to prevent future crises.
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A new economic paradigm is
essential for development

Speaking at a UN policy dialogue with international financial and trade
institutions, former Dominican Republic President Leonel Fernandez
stressed that regulation should be undertaken “globally, transparently and
rapidly” to put finance at the service of innovation and development.

by Kanaga Raja

GENEVA: To ensure that prosperity can
be shared all over the world, it is neces-
sary to move towards a new economic
paradigm, one that requires a proper
regulation of financial activities in order
to make it an essential tool for develop-
ment.

This was the main conclusion of
Leonel Fernandez, former President of
the Dominican Republic, in a keynote
address during the High-Level Segment
of the United Nations Economic and So-
cial Council (ECOSOC) which took place
here on 1-4 July.

In his address at a high-level policy
dialogue with the international financial
and trade institutions on current devel-
opments in the world economy on 2 July,
Fernandez stressed that this new eco-
nomic paradigm “must prevent new epi-
sodes of high price volatility in com-
modities markets due to speculation; it
must prevent loss of competitiveness
caused by abnormal capital inflows and
it must prevent the manipulation of
benchmarks to restore the credibility of
the financial system.”

“Non-transparent profit-seeking fi-
nancial transactions are detrimental to
development. Innovative financing in-
struments are necessary to enable ad-
equate innovation policies, secure long-
term economic growth and foster sus-
tainable development worldwide,” he
said. “I think we can all agree this is the
world we want.”

Also participating in the policy dia-
logue were Wu Hongbo, UN Under-Sec-
retary-General for Economic and Social
Affairs (the moderator); Pascal Lamy,
Director-General of the World Trade
Organization (WTO); Supachai
Panitchpakdi, Secretary-General of the
UN Conference on Trade and Develop-
ment (UNCTAD); Zhu Min, Deputy
Managing Director of the International
Monetary Fund (IMF); and Mahmoud
Mohieldin, the World Bank Group
President’s Special Envoy on the Millen-
nium Development Goals (MDGs) and
Financial Development.

Huge cost

In his address, Fernandez said that
the Great Recession has had an unprec-
edented cost for the global economy.
According to a report published by the
US Government Accountability Office in
February, the 2008 financial crisis cost the
US economy more than $22 trillion. The
agency stated that the toll of the finan-
cial crisis on economic output may be as
much as $13 trillion, an entire year’s
gross domestic product. Paper wealth
lost by US homeowners totalled $9.1 bil-
lion. Consumption dropped much more
severely than in any other recent eco-
nomic meltdown.

Other sources, he said, indicate that
developing and developed nations have
seen 20 million jobs disappear since the
beginning of the 2008 financial crisis.
Various nations have reached double-
digit unemployment rates. Spain, specifi-
cally, has 26% of its working population
without a job. Youth unemployment
now exceeds 30% in Greece, Spain, Italy
and Portugal. It is greater than 15% in
two-thirds of advanced economies.

Furthermore, said Fernandez, the
crisis had large spillovers in the devel-
oping world. In a resolution of the 65th
General Assembly of the United Nations,
dedicated to the follow-up of the out-
come of the UN Millennium Summit, it
is clearly stated that “the financial and
economic crisis ... has reversed develop-
ment gains in many developing coun-
tries and threatens to seriously under-
mine the achievement of the Millennium
Development Goals.”

Today, he noted, a total of 178 mil-
lion children under five have difficulties
growing as a result of lack of food, and
the number of people who have become
malnourished has climbed to at least 1
billion.

“Due to the global economic down-
turn, 53 million more people will fall into
extreme poverty. In rural areas, more
than 19% of the population from poor
countries does not have access to clean
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water, nearly five times more than in ur-
ban areas, and the target of 75% cover-
age of access to sanitarian facilities will
not be met in 2015.”

He underlined that the total cost of
the crisis may even be larger if “we take
into account the impact it has had on in-
novation, which is the main engine for
economic growth”. Innovation, he said,
plays a major role in increasing produc-
tivity and is “the key driver to improve
our human condition”.

“Progress made in healthcare, for
example, raised our living standards: the
pacemaker (1958), artificial heart trans-
plants (1963), MRI (1971), biomedicine,
nanotechnologies used in surgery, HIV
treatments, all changed our lives. Thanks
to those breakthroughs, life expectancy
in the world increased by more than 15
years on average in the second half of the
20th century.”

“New technologies of communica-
tion completely changed the way we
work, move and relate to each other.
From the microprocessor (1946) to
Facebook (2007), miniaturization tech-
nologies, satellite communications, mo-
bile devices, cloud computing and arti-
ficial intelligence, have all transformed
our habits, made the world smaller, and
promoted dialogue among cultures,” he
added.

However, four years after the hous-
ing bubble burst, the number of patent
applications in most countries is yet to
recover to its pre-crisis trend. Invest-
ments in research and development
(R&D) by businesses were highly af-
fected. In Japan and the UK, for instance,
they dropped respectively by 12% and
5% between 2007 and 2009.

“In other words, the crisis disrupted
the innovation process,” Fernandez said,
citing some factors to explain this dam-
age on both the demand side and the
supply side.

Furthermore, austerity programmes
implemented in the US and Europe due
to the surge of public debts were not
favourable to large investments in R&D.
In the eurozone, for instance, public
spending in R&D significantly decreased
after 2009.

He also noted that the credit crunch
led to the fragility of the banking sector
and made it difficult for businesses, es-
pecially small businesses, to find finan-
cial support for their activities and inno-
vative projects. Total corporate loans fell
8% in Spain, 4% in Ireland and an aver-
age 2.7% in the eurozone this year, the
biggest drop in two years, according to

Morgan Stanley.
Deregulation drive

The former Dominican Republic
President posed the question: “How did
all this happen and what can we learn
from it?”

“The great progress we have expe-
rienced in the last decades has been ac-
companied by a change in economic
thinking, led by market liberalization in
the 70s and total market deregulation
since the 80s. It was indeed assumed that
markets were more efficient when self-
regulated.”

In the US, Fernandez said, President
Nixon began the first liberalization re-
forms in 1971, in the transport sector for
railroads and trucks. The sector was then
fully deregulated under the Carter ad-
ministration, which supported the Air-
line Deregulation Act (1978), the Staggers
Rail Act (1980) and the Motor Carrier Act
in 1980. The process then was pursued
in telecommunications, energy and fi-
nance by the Reagan administration,
while Margaret Thatcher launched the
deregulation of the UK financial sector
in 1986, giving rise to the City as a major
global financial centre.

But self-regulated markets induce a
“winners take all” effect, Fernandez em-
phasized, which leads to strong inequali-
ties. “We observe indeed that inequali-
ties surged worldwide since the 80s.”

“It is however striking to see how
deregulation became almost a dogma,
supported by all international agencies,
with several economic studies showing
the benefits of deregulation on labour,
productivity and growth.”

In 2005, assessing the global deregu-
lation process, the IMF conceded that the
reforms caused social unrest and politi-
cal upheavals. But rather than question-
ing the underlying logic, it concluded
that “reforms are most effective if ex-
ecuted in a coordinated fashion”.

“The financial sector followed natu-
rally these liberalization and deregula-
tion trends,” Fernandez said, pointing
out that the Gramm-Leach-Bliley Act
voted in 1999 by the US Congress re-
moved the constraints set by the Glass-
Steagall Act in 1933. Banks were now
allowed to own both commercial bank-
ing firms and securitized firms.

One year later, the Commodity Fu-
tures Modernization Act completely de-
regulated the use of over-the-counter de-
rivatives. In less than 10 years, the gross
market value of global over-the-counter

derivatives multiplied by 10.

During this period, new financial
tools were designed and commercial-
ized. The first SWAP was introduced in
1981, and Collateralized Mortgage Obli-
gations (CMO) were invented in 1982 to
package mortgages and sell fractions of
them as financial assets. The first Credit
Default Swaps (CDS) appeared in 1994
to provide insurance schemes against the
default of a loan, but with one specific-
ity: anyone could purchase a CDS, even
buyers who did not hold the loan instru-
ment.

“The theory suggests that such fi-
nancial innovations do improve market
efficiency, and contribute to reducing
asymmetries of information. But then a
question arises: what to do when finan-
cial products become a source of profit
by themselves and for themselves?”

Noting that the financial sector ab-
sorbed more than a third of the total cor-
porate profits in the US since the 1990s,
Fernandez asked: “Is such a
financialization of the economy compat-
ible with the idea that finance should
only be an intermediary in the produc-
tion process and at the service of inno-
vation?”

“There is in fact a strong paradox in
this rapid expansion of the financial sec-
tor. Taking advantage of the progress
made in communication tools, markets
made an extensive use of digital tech-
nologies to develop new trading tech-
niques.” High-frequency trading is the
best-known example. But there are oth-
ers: direct access trading is a technology
that allows stock traders to interact di-
rectly with stock exchanges, avoiding
brokers; tick-size variations can auto-
matically change the way prices are ad-
justed for each individual stock. Dark
pools of liquidity enable a set of inves-
tors to trade anonymously large blocks
of securities, on a separate network, hid-
den to other investors.

“These new tools, combined with
unregulated and profit-seeking financial
contracts eventually amplified the burst
of the housing bubble, and transmitted
this shock all over the world. In other
words, the unregulated finance grew
thanks to innovations, but then severely
damaged innovative structures, and de-
stroyed human capital.”

Fernandez cited a report from the US
Senate Permanent Subcommittee on In-
vestigations that sustained that a trad-
ing operation was found that ignored
limits on risk taking, hid losses, dodged
oversight and misinformed the public.
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It is called “synthetic credit derivatives
portfolio”. “Really, few people know
what it means, but it created a loss of
over $6 billion.”

Mobilizing finance for innovation

He stressed that finance is meant to
allocate resources for the real economy
and should only act as an intermediary,
at the service of innovation and there-
fore of development, adding that there
is a strong need to mobilize financial re-
sources “to overcome the challenges we
are facing and will face in the future”.

In this context, he highlighted that
in the health sector, HIV, malaria, genetic
diseases and cancer are today urgent pri-
orities, and innovations in healthcare can
result in more convenient, more efficient
and less expensive treatments. “New
drugs, diagnostic methods, drug deliv-
ery systems, and medical devices, will
offer the hope of better treatment and
care that should be less costly, disrup-
tive, and painful.”

The depletion of energy resources
also calls for urgent transition patterns
in all countries. Deep-water windmills
are still under development; smart grids
might enable flexible and efficient dis-
tribution of electricity; environment-
friendly exploitation techniques of shale
gas could also be promising. The finan-
cial sector should be dedicated to devel-
oping new products to finance these
long-term projects around the globe.

Fostering the formation of human
capital also needs important resources.
Education and life-long training are in-
dispensable to allow all continents to
integrate into the digital economy and
contribute to innovative projects. They
are necessary to overcome the challenges
of long-term unemployment.

In every country, a culture of inno-
vation should be taught at school, and a
whole new generation should be given
the tools to successfully address health,
energy, water supply and agricultural
challenges.

“To channel those financial re-
sources, it is necessary to introduce ap-
propriate regulation at the global level.
Currently, only national responses are
provided to curb the financial sector.”

Fernandez noted that the Dodd-
Frank Act in the United States was voted
in July 2010 and is still under implemen-
tation. It represents nearly 400 new rules
and mandates. Three years later, a total
of 279 Dodd-Frank rule-making require-
ment deadlines have passed. Of these,
175 have been missed and only 104 have
been met with finalized rules.

“This gives some insights on the
complexity of the regulation process, and
the resistance of certain sectors within

the financial industry to be regulated,”
he said, adding that in Europe, many
discussions are underway to design and
implement an appropriate regulatory
framework of the banking sector.

A process of regulation is thus just
starting. However, the monitoring of fi-
nancial activities will need a much
broader action plan than isolated na-
tional or regional regulations.

“Recent scandals, such as the Libor
manipulation, show that the opacity of
financial activities [makes] regulation a
challenge that should be undertaken glo-
bally, transparently, and rapidly, since
some Mortgage Backed Securities are
already back in the financial markets,”
he stressed.

Some guidelines for such reforms
have already been proposed. For in-
stance, as a response to the manipulation
of financial benchmarks, the Interna-
tional Organization of Securities Com-
missions (IOSCO) proposed a frame-
work that should be applied to assess the
risks of these financial instruments.

“In a word, it is of utmost impor-
tance that conflicts of interest be avoided
thanks to full transparency in market
operations.”

Innovation gap

Finally, said Fernandez, all must be
done to enable developing countries to
participate in the knowledge-based in-
novation economy. As of today, a dra-
matic innovation gap exists between de-
veloped and developing countries. More
specifically, high-income countries pro-
duce 20 times more patents than middle-
income economies.

“The great majority of developing
countries are parties to international trea-

ties regarding patents. Even though
patent laws are normally designed to
foster innovation by protecting innova-
tors, it has become difficult for middle-
income countries to overcome the ob-
stacles and legal difficulties of current
Intellectual Property Rules.”

Indeed, patents are definitely neces-
sary to protect huge investments in R&D.
But mechanisms to share technological
progress and to reduce this innovation
gap should be proposed.

Fernandez said that it is therefore
important to consider whether the cur-
rent system of intellectual property
rights and practices is adequate to en-
courage innovation, guarantee techno-
logical transfer and promote knowledge
sharing. He cited the Organization for
Economic Cooperation and Develop-
ment (OECD) as recognizing that “in cer-
tain cases the abuse of the control with
which IPR [intellectual property right]
owners are endowed could hamper com-
petition, fair use and the diffusion of
technology”.

In conclusion, he said that the Mil-
lennium Development Goals have been
a fabulous instrument to focus attention
of the international community on pov-
erty reduction. Three out of the eight
Millennium Development targets — on
poverty, slums and water — have been
met ahead of the 2015 deadline. But the
crisis has significantly slowed the
progress on the other targets.

Today, he added, the United Na-
tions has set up a task force on the post-
2015 development agenda. Interestingly,
he noted, the first report published by
this task force underlined that “an essen-
tially unregulated financial system” was
a threat to development policies.
(SUNS7620) a

A new Bretton Woods to prevent future

crises?

Averting future financial crises will require an overhaul of the current
system based on deregulated capital markets, contends Supachai

Panitchpakdi.

GENEVA: Almost five years have passed
since the global financial crisis, and the
world economy is still reeling from its
consequences. The main reason for this
is the continued stagnation in developed
countries, which is adversely affecting
economic dynamism in other regions.

Indeed, growth in the advanced
economies is likely to slow down from
1.2% in 2012 to only 0.8% in 2013. If de-
veloped countries remain unable to re-
vive their economies, there is a risk that
this mediocre pace of growth may yet
turn into a global recession.

At this juncture, we therefore face a
dual challenge: first, we must urgently
take measures to restore stable and sus-
tained growth in the world economy, so
as to truly overcome the crisis. Second,
and perhaps even more importantly, we
must ensure that such a devastating fi-
nancial crisis cannot recur. This will re-
quire making significant reforms to glo-
bal economic governance, far beyond
what has been achieved so far.

Slow growth in the advanced econo-
mies and thus in the world economy is
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partly the natural consequence of a credit
crunch and sharply reduced demand in
the aftermath of a crisis. However, in
many countries, these effects are being
exacerbated by severe austerity policies.
Despite years of unprecedented mon-
etary expansions in the United States,
Europe and, more recently, Japan, bank-
ing credit provided to the private sector
has stagnated, or even decreased. The
problem is not the supply of money, but
aggregate demand.

Desperately needed are measures to
support demand. And yet, austerity poli-
cies are contracting demand by raising
taxes and reducing expenditure, just
when such expenditure would be most
required. In this way, several countries
that have adopted austerity policies have
now been pushed into a double-dip re-
cession. In addition, since these auster-
ity programmes hamper growth — and,
consequently, public revenues — they do
not achieve their target of fiscal consoli-
dation either.

It is therefore time to reassess the
merits of the current policy approach.

Crisis prevention

The second key challenge is to pre-
vent a recurrence of the crisis. The finan-
cial meltdown at the heart of the finan-
cial system has reminded us of a lesson
we should already have learnt after the
Asian financial crisis (1997-98), namely
that deregulated financial markets do not
allocate resources efficiently and are
prone to herd behaviour and crises.

Nevertheless, after the initial flurry
of measures to bail out banks and com-
panies in need of liquidity, enthusiasm
to address the wider systemic origins of
the crisis quickly faded.

At the national level, there have been
efforts to strengthen regulation of the fi-
nancial sector in the US. But at the glo-
bal level, reforms have been limited to a
slight revision of the Basel capital ad-
equacy accord, as well as a number of
measures to address tax havens. It is not
clear whether these measures could have
prevented the financial crisis, had they
been in place in 2007. And yet, even these
minor steps are beginning to be rolled
back.

More importantly, the reforms have
not addressed the more fundamental
problems of our global financial archi-
tecture. The current system based on
deregulated capital markets and floating
exchange rates has not prevented pro-
longed misalignments of exchange rates
or the build-up of large current account
imbalances. It has also failed to avert the
disorderly expansion of short-term capi-
tal movements, which are a major factor
of economic instability.

In order to address these issues,
much bolder reforms will be required.
The United Nations Conference on Trade
and Development (UNCTAD) has long
argued that international monetary and
financial relations should be governed by
rules similar to those currently govern-
ing the use of trade policy measures in
the World Trade Organization.

In a world where tariffs and inter-
national trade are increasingly governed
by a set of rules to prevent “beggar-thy-
neighbour” policies and foster trade lib-
eralization, it is incomprehensible that
similar rules do not exist for the global
financial system. And this is despite the
fact that even small realignments of ex-
change rates can wipe out any gains from
trade liberalization, or that exchange rate
crises have repeatedly shown themselves
to have devastating effects.

A multilateral system of rules could
ensure that exchange rates better reflect
long-run fundamentals, and credibly
prevent the build-up of imbalances.

Similarly, there is a need to rein in
the large volumes of speculative capital

flows. Such unregulated capital flows
generate a risk not only in the recipient
country, but also in the source economy,
where the solvency of banks may be un-
dermined by their exposure to asset
bubbles in foreign countries.

Financial supervision should there-
fore be applied at both ends of capital
movements. Already, the International
Monetary Fund (IMF) has recently
changed its position on the use of capi-
tal controls under certain circumstances.
However, a multilateral arrangement
(such as the “Tobin tax”) would prob-
ably be more effective.

It is clear that truly preventing fu-
ture financial crises will require an over-
haul of the current system tantamount
to a new Bretton Woods. Any such sys-
tem must, of course, give greater voice
to developing nations than they have so
far enjoyed in the international financial
institutions. (IPS) a

Supachai Panitchpakdi is Secretary-General of the
United Nations Conference on Trade and Devel-
opment (UNCTAD).

Europe’s youth count 10 times less than

its banks?

Even as millions of young people across the continent struggle to find
decent jobs, it is the banks which are being showered with European

governments’ largesse.

by Roberto Savio

ROME: At the last summit of European
heads of state held in Brussels at the end
of June, the main theme was youth un-
employment, which has now reached
23% of European youth (although it
stands at 41% in Spain).

Last year, the International Labour
Organization issued a dramatic report,
Global Employment Trends for Youth 2012,
in which it spoke of a “lost generation”.

According to projections, the gen-
eration currently seeking to enter the
marketplace will retire with a pension of
just 480 euros - if it actually succeeds in
entering the market — because of tempo-
rary jobs without social contributions.

After long discussions, Europe’s
leaders decided to allocate $6 billion to
fight youth unemployment.

After much shorter discussions, they
decided to allocate up to $60 billion to
support Europe’s banks. This, on top of
the striking subsidies already received:
the European Central Bank alone has
given $1,000 billion to the banks at nomi-
nal cost.

All the efforts to create a European
banking system under a central regula-

tor are now on hold until the German
elections in September. As a member of
the German delegation at the June sum-
mit is reported to have said: “We know
well what we are supposed to do, to calm
financial markets. But we are not elected
by financial markets, we are elected by
German citizens” (International Herald
Tribune, 28 June 2013).

And of course, no effort has been
made to explain to Germany’s citizens
why it is in their interest to show eco-
nomic solidarity with the most fragile
countries of Europe. Democracy, as it is
understood today, is based on leaders
who follow popular feelings, not on lead-
ers who feel it their duty to push their
electors towards a world of vision and
challenges.

The summit was also obliged to ac-
cept the blackmail of British Prime Min-
ister David Cameron: either you main-
tain the subsidies that then Prime Min-
ister Margaret Thatcher obtained in 1973,
when you insisted that we join Europe
(which makes Britain a net recipient of
European money), or we will block the
European budget.
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This is because the anti-Europe elec-
torate in Britain is growing and Cameron
could not afford to appear weak. But
Cameron was one of the strongest pro-
ponents of the subsidy for the banks, and
no wonder: the financial system now
accounts for 10% of Britain’s gross do-
mestic product (GDP).

Financial shenanigans

It is a very curious situation, in
which Europe has not only spent several
hundred billion dollars on its banks, it
has even invited the International Mon-
etary Fund (whose controlling member
is the US) to join the European institu-
tions and manage the European crisis.

And, in an unprecedented sign of
independence from the US, Europe has
rejected American calls for reducing aus-
terity and starting policies of growth as
Washington and Tokyo have been doing,
so far with proven success.

Nevertheless, what is common to
the three most powerful players in the
West (the US, Europe and Japan) has
been their inability — and unwillingness
— to place banks under control and react
to their string of crimes.

Central bankers from the entire
world join in the Bank for International
Settlements (BIS) based in Basel. Now its
Basel Committee on Banking Supervi-
sion has come up with a proposal that
would tighten the relationship between
the capital of the banks and the volume
of financial operations they can afford.

The proposal establishes that banks
must maintain high-quality capital, like
stock or retained earnings, equal to 7%
of their loans and assets, and that the
biggest banks may be required to hold
more than 9%.

This is not exactly a revolutionary
proposal, and has been criticized as in-
sufficient by many analysts and regula-
tors. This is confirmed by the fact that
the US Federal Reserve estimates that
between 90% and 95% of banks with as-
sets of less than $10 billion already re-
spect such parameters.

Well, even this bland proposal has
been received with a howl of protest
from many banks, which claim that they
would have great difficulty in raising
capital.

Under the old capitalist economy, no
enterprise would run without capital
adequate to its need. Today, we have a
new branch of the economy which wants
to play without capital and expects the

(continued on page 16)
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Subdued, below-potential global

growth forecast

The world economy is expected to pick up gradually from the second half
of this year, but significant risks and uncertainties remain which could yet
derail this recovery, according to a UN economic outlook report.

by Kanaga Raja

GENEVA: “After a marked downturn
over the past two years, global economic
activity is expected to slowly gain mo-
mentum in the second half of 2013,” the
United Nations has said in a mid-year
update of its economic projections.

In its report titled World Economic
Situation and Prospects as of mid-2013, the
UN has now projected world gross prod-
uct growth at2.3% in 2013, the same pace
as in 2012, before gradually strengthen-
ing to 3.1% in 2014.

“Most world regions are likely to see
a moderate strengthening, but growth
will still remain below potential,” said
the report, which cautioned that several
key risks and uncertainties remain and,
if not mitigated, could derail global
growth again, as in the past few years.

The report is before this year’s sub-
stantive session of the UN Economic and
Social Council (ECOSOC), taking place
here from 1-26 July.

According to the report, since late
2012, several new policy initiatives in
major developed economies have re-
duced systemic risks and helped stabi-
lize consumer, business and investor
confidence, but with very limited im-
pacts on growth.

“In the euro area, sovereign bond
risk premiums of debt-distressed coun-
tries have fallen notably, but the real
economy is held back by austerity
programmes, weak bank lending and
continued uncertainty, and only a very
gradual recovery is expected as these fac-
tors diminish,” said the report, adding
that significant downside risks remain
“if the vicious cycle of de-leveraging and
banking sector fragility continues un-
abated”.

In the United States, the avoidance
of the fiscal cliff and the expansion of
monetary easing, along with a continued
recovery in the housing sector, have im-
proved growth prospects. While private
sector demand is projected to gradually
strengthen, the automatic spending cuts
and uncertainties associated with bud-
get issues will continue to weigh on ag-

gregate demand.

In Japan, the bold expansionary
policy actions adopted by the monetary
and fiscal authorities are expected to pro-
vide some support for economic activ-
ity in the short run. They may, however,
also create heightened medium-term un-
certainties regarding the sustainability of
public debt.

The report said that developing
countries and economies in transition
continue to register much stronger
growth than developed economies. In
response to the economic slowdown in
2012, many of them, including some
large countries in East Asia, South Asia
and Latin America, adopted more expan-
sionary monetary and — to a lesser ex-
tent —fiscal policies to strengthen domes-
tic demand.

“This, along with a slight upturn in
external demand, should provide a lift
to economic growth in 2013. The pickup
in growth will, however, be slower than
previously estimated as many large
economies in this group, including Bra-
zil, China, India and the Russian Federa-
tion, face significant structural chal-
lenges.”

Potential growth in many develop-
ing countries is likely to be lower than
before the global financial crisis; China,
for example, is expected to have shifted
to a lower but more sustainable and bal-
anced growth trajectory.

The least developed countries are
projected to see faster growth in 2013
than in the past two years. However,
with commodity demand moderating
and official development assistance fall-
ing, the pace of expansion in least devel-
oped countries will still be notably
slower than during the period from 2004
to 2008.

Unemployment challenge

Turning to labour markets, the re-
port underlined that the employment
situation remains a key policy challenge
in a large number of countries, as the

world economy continues to expand
well below its potential.

Among developed countries, unem-
ployment is most severe in parts of the
euro area, which continue to see sharp
contractions of economic activity amid
stringent fiscal austerity programmes. In
early 2013, the unemployment rate in-
creased to 26.7% in Spain and 27.2% in
Greece, with youth unemployment rates
exceeding 59%. In addition, unemploy-
ment is still on the rise in other euro area
countries such as Belgium, Finland,
France and Italy. Average unemploy-
ment in the euro area reached a new all-
time high of 12.1% in March 2013, and is
forecast to average 12.8% in 2014.

In most developing regions, labour
markets have not suffered as extensively
from weak demand as in developed
economies. In some emerging econo-
mies, unemployment rates have
dropped below the levels seen before the
financial crisis, particularly in South
America and East Asia. In both regions,
the employment outlook has remained
robust in the face of the recent economic
slowdown. By contrast, said the report,
employment continues to be a key prob-
lem in many African countries, despite
relatively high growth rates over the past
few years. Developing countries face
many structural labour market chal-
lenges, such as low participation rates,
particularly among women, high youth
unemployment, large informal sectors,
high shares of low-quality jobs and slow
productivity growth.

After slowing in 2012, growth in in-
ternational trade is projected to pick up
moderately in 2013 and 2014, in line with
the expected mild recovery in global ag-
gregate demand. Notably, the ratio be-
tween the growth of world trade and the
growth of global output may be at a
lower level than before the global finan-
cial crisis.

In 2013, growth in global trade vol-
ume is projected to recover slightly to
3.5%, before strengthening to 5% in 2014.
This forecast reflects expectations of a
moderate pickup in import demand in
developed economies and most develop-
ing regions, in particular East Asia and
Latin America and the Caribbean, said
the report.

The report further said that global
financial conditions have stabilized in
recent months as new policy initiatives
in developed economies, including a fur-
ther expansion of unconventional mon-
etary policies, reduced the near-term tail
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risks for the world economy.

“Increased global liquidity and
higher risk appetite among investors
have led to rising asset prices in devel-
oped countries, while also pushing up
capital flows to emerging economies.
These capital flows have been dominated
by portfolio investments, especially in
corporate debt.”

In many emerging economies, large
corporations have taken advantage of
low borrowing costs. Bond markets in
East Asian countries as well as Mexico
and Turkey saw particularly large in-
flows in late 2012 and early 2013. For-
eign direct investment flows to emerg-
ing economies have also strengthened
since mid-2012.

The report said that the upward
trend of private capital flows to emerg-
ing economies is likely to continue as sig-
nificant growth and interest rate differ-
entials will persist in the near term.

However, it warned, “the current
environment of low global interest rates,
moderate volatility and rising risk appe-
tite among investors poses considerable
risks for emerging economies. A further
surge in capital inflows could lead to an
appreciation of domestic currencies, ex-
cessive credit growth and a build-up of
significant leverage and asset price
bubbles.”

Corporate leverage and foreign ex-
change-denominated debt have indeed
been on the rise in parts of East Asia and
Latin America, a trend which, if contin-
ued, could lead to an increase in balance
sheet risks and heightened vulnerability.

In contrast to private capital flows,
net official development assistance de-
clined by 6% in nominal terms in 2012.
In real terms, this is the first time since
1997 that official development assistance
has fallen in two consecutive years. Most
of the fall was due to lower contributions
from European countries, many of which
were facing severe fiscal constraints.

According to the report, the past
three quarters have seen two major
trends in international currency markets,
resulting from the expansion of uncon-
ventional monetary policies in devel-
oped economies and lower risk aversion
among investors.

First, the Japanese yen has depreci-
ated sharply against all major currencies
following the fundamental changes in
the country’s monetary policy strategy.
Against the dollar, the yen depreciated
by 22% between September 2012 and

April 2013.

Second, the currencies of many large
emerging economies have appreciated
gradually since late 2012, mainly as a
result of rising capital inflows. Upward
pressures on the national currencies have
been particularly significant in Brazil,
Mexico, the Philippines and Thailand.
The Chinese renminbi also strengthened
gradually, reaching a 19-year high
against the dollar in the second quarter
of 2013.

“In several emerging economies,
policymakers have expressed concerns
over the shifts in competitiveness asso-
ciated with the recent swings in ex-
change rates and the resulting negative
impact on local export sectors. The sharp
weakening of the yen puts particular
pressure on the export industries of some
East Asian countries (notably the Repub-
lic of Korea), but the magnitude of this
effect is uncertain.”

Since capital flows to emerging
economies are expected to increase in the
quarters ahead, upward pressures on
national currencies are likely to persist,
especially in countries where economic
prospects become more favourable, the
report warned.

Downside risks

According to the UN, the world
economy continues to face significant
uncertainty, with risks still tilted to the
downside. It said that the World Economic
Situation and Prospects 2013 report re-
leased in January examined three major
global risks and analyzed their potential
impact on global growth: a substantial
worsening of the euro area crisis; the
United States falling off the fiscal cliff;
and a hard landing for some large de-
veloping economies.

“Since then, there has been improve-
ment in some of these areas, with short-
term risks diminishing but not disap-
pearing.”

Meanwhile, new risks and uncer-
tainties have emerged, particularly for
the medium run. First, the ever-expand-
ing monetary measures adopted in de-
veloped economies could have signifi-
cant adverse effects on financial stabil-
ity in the future. The bold new policy
actions adopted by Japan, for example,
could help reverse the country’s eco-
nomic weakness, but they also entail cer-
tain risks and uncertainties as already
evidenced by the sharp devaluation of

the yen.

Second, a prolonged period of sub-
dued growth in many economies, with
high unemployment and inadequate in-
vestment, may have led to noticeably
lower potential output in the world in
the medium term.

“These factors and other risks, in-
cluding those beyond the economic do-
main (such as geopolitical risks and natu-
ral disasters), have the potential to de-
rail the still feeble global recovery. This
could lead to much lower growth in the
world economy than what is projected
in the baseline outlook.”

The report said that the crisis in the
euro area remains a major risk factor for
the world economy, although recent
policy actions have lowered some of the
short-term risks. In particular, the Euro-
pean Central Bank’s Outright Monetary
Transactions programme and other
policy initiatives since late 2012 have sig-
nificantly reduced sovereign risks and
the risk of a euro area break-up. This
explains why the political impasse in
Italy and the Cypriot bank bailout have
caused only limited disturbances.

Despite the progress, it added, con-
siderable banking and fiscal risks re-
main. A large number of banks still have
weak balance sheets, remain fragile and
could face insolvency. The recent Cyp-
riot bailout actually raised risks in the
banking sector by increasing the possi-
bility of bank runs. This has heightened
the urgency to create a region-wide
banking union, but significant uncertain-
ties over the timeframe and the final form
remain.

In addition, despite improved bank
liquidity, there continues to be consid-
erable fragmentation in financial condi-
tions across the region. Lending condi-
tions are very tight in the southern coun-
tries, particularly for small and medium-
sized businesses, but markedly easier in
other parts of the region.

“The ongoing lack of adequate ac-
cess to funding in the crisis countries hin-
ders economic activity, exacerbates un-
employment and could threaten the re-
covery.”

Lower sovereign yields, meanwhile,
have not yet broken the downward spi-
ral formed between fiscal consolidation
and the economic downturn. Risks on
the fiscal front are primarily related to
countries missing their fiscal targets and
having to undertake additional auster-
ity measures.
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The countries already under assis-
tance programmes will have to follow
agreed-upon consolidation and restruc-
turing measures. These measures may
become more onerous, particularly in
light of the harsh resolution to the recent
Cypriot crisis, which demonstrated that
support for assistance has dwindled.

“In countries not under assistance
programmes, the key question is
whether they will be forced to adopt new
measures given that they are likely to
miss their current deficit reduction tar-
gets,” said the report.

In the United States, the report
noted, the full impact of the fiscal cliff
was averted when an agreement was
reached in March over the Bush-era tax
cuts, extending most but not all of the
cuts. But Congress failed to agree on a
new deficit reduction plan, triggering
automatic, across-the-board spending
cuts (sequestration) worth $1.2 trillion
over the next nine years. For the remain-
der of fiscal 2013, this is estimated to re-
sult in a cut of $85 billion.

According to the report, in the
baseline outlook, it is assumed that the
sequestration will be replaced at the end
of the current fiscal year (September
2013) by a new agreement with a combi-
nation of some tax increases and lower
spending cuts than in the sequestration.
It is also assumed that Congress will in-
crease the debt ceiling in May 2013.

Significant uncertainties and risks
remain, however, said the report, add-
ing that political gridlock may result in
a failure to raise the debt ceiling and the
sequestration may continue into 2014
and beyond. An additional risk is that
the private sector proves to be less resil-
ient than expected to the sequestration.

“If any of these transpire, economic
growth in 2013-2014 would be much
lower than projected in the baseline.
Policy impasse and more fiscal tighten-
ing could erode consumer and business
confidence, leading to weaker consumer
spending, business investment and hir-
ing. This, in turn, could undermine the
recovery in the housing sector.”

Many large developing countries,
including Brazil, China, India and the
Russian Federation, saw a significant de-
celeration in GDP growth in the past two
years, owing to a combination of weak
external conditions and domestic im-
pediments. In the baseline outlook for
2013-14, growth in these economies is

expected to strengthen in some cases,
such as Brazil and India, and to stabilize
in others, such as China.

For some economies, however, the
risk of a further considerable slowdown
in growth remains, the report said, not-
ing, for example, that in China, “eco-
nomic activity moderated again in the
first quarter of 2013, with growth slow-
ing to 7.7% year on year and 1.6% quar-
ter on quarter. While the baseline fore-
cast projects growth to stabilize between
7 and 8% in the coming years, the possi-
bility of a slowdown to about 5% cannot
be ruled out.”

Macroeconomic policy stances

The report further notes that the fis-
cal stance in most developed economies,
with the salient exception of Japan, is ex-
pected to continue tightening in 2013,
although the degree of tightening is ex-
pected to ease in some countries in 2014.

The  fiscal challenge for
policymakers in most developed coun-
tries is to support a solid recovery in
output and employment in the short run,
while at the same time ensuring the
sustainability of public finances in the
long run. According to recent studies, the
negative effects of fiscal tightening on
output and employment in the current
economic environment are much larger
than originally estimated, particularly
when a group of countries tighten their
fiscal policies simultaneously.

“Therefore, for those countries fac-
ing low financing costs and high unem-
ployment, it would be desirable to post-
pone fiscal tightening until the economy
has recovered. At the same time,
policymakers should lay out a credible
plan for fiscal sustainability.”

By contrast, most developing coun-
tries and economies in transition are ex-
pected to adopt a relatively neutral fis-
cal stance, with mild tightening in some
countries, such as Brazil and the Russian
Federation, and a moderate expansion in
others, such as China and the Republic
of Korea.

The report noted that major devel-
oped economies have recently strength-
ened their monetary policy measures,
both quantitatively and qualitatively, in
an attempt to offset the negative effects
of tighter fiscal policies on output and
employment. Policy interest rates in
these countries are expected to remain

at or close to zero in 2013-14.

The central banks will continue to
implement large-scale asset purchasing
programmes, the report said, further
noting that a new key feature of these
policy measures is the open-ended strat-
egy, which sets neither the total amount
nor the duration for asset purchases. This
strategy seems to have worked better
than earlier intermittent approaches in
providing a more stable anchor to finan-
cial market expectations.

“Major challenges for monetary
policy in the developed economies lie
ahead. One of them concerns when and
how to unwind the large-scale asset pur-
chasing programmes with a view to
keeping inflation in check and avoiding
risks of financial instability.”

For instance, said the report, the
purchases may support delays in balance
sheet cleanups in some banks, lead to
excessive increases in asset prices and
boost leverage- and risk-taking. The un-
winding of securities held by the central
banks could then trigger an abrupt in-
crease in long-term interest rates result-
ing in losses for bond holders and a re-
versal of asset price rises.

“The central banks should therefore
have a forward-looking mechanism to
mitigate possible financial instability
when those unconventional measures
end. They should also develop a sound
exit plan for the medium term and pro-
vide effective forward-guidance to an-
chor inflation expectations.”

According to the report, the mon-
etary stance varies across developing
countries and economies in transition.
Most recently, several of these econo-
mies, for example, India, have reduced
interest rates to counter the growth de-
celeration, while others, such as China,
have mainly relied on liquidity opera-
tions without reducing policy interest
rates.

“A common challenge for monetary
authorities in developing countries and
economies in transition is to deal with
the spillover effects of unconventional
monetary easing by developed countries,
such as increased volatility in capital in-
flows and international commodity
prices and appreciation pressures on lo-
cal currencies.”

In some cases, the report concludes,
the policy authorities may have to resort
to controls on short-term capital inflows
and macroprudential measures.
(SUNS7621) a
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TPPA affecting health policies?

The debate on the Trans-Pacific Partnership Agreement (TPPA) is part of
the global discussion on how trade and investment treaties are affecting
health, including access to medicines and tobacco control.

by Martin Khor

Are big companies making use of trade
and investment agreements to challenge
health policies? Evidence is building up
that they do so, with medicine prices
going up and tobacco control measures
being suppressed.

This issue came up in the Malaysian
Parliament in late June when Interna-
tional Trade and Industry Minister
Mustapa Mohamed said the government
would not allow the proposed Trans-
Pacific Partnership Agreement (TPPA) to
cause the prices of generic medicines to
go up. He added that he would defend
existing policies on patents and medi-
cines, and if Malaysia did not agree with
some of the terms, it could choose not to
sign.

Malaysia is one of the countries par-
ticipating in the TPPA negotiations,
which are spearheaded by the United
States.

Corporate interests

Trade agreements and health con-
cerns are linked because some compa-
nies selling tobacco, medicines and food
are using these agreements to sue gov-
ernments that introduce new regulations
to safeguard public health.

World Health Organization (WHO)
Director-General Margaret Chan re-
cently noted that corporate interests are
preventing health measures.

The costs of treating non-communi-
cable diseases are shooting up. The costs
of advanced cancer care are unsustain-
able, even in rich nations, and some
countries spend 15% of the health bud-
get on diabetes.

“In the developing world, the cost
of these diseases can easily cancel out the
benefits of economic gain,” Chan said. It
is harder to get people to adopt healthy
lifestyles because of opposition by “un-
friendly forces”.

“Efforts to prevent non-communi-
cable diseases go against business inter-
ests. And these are powerful economic
operators. It is not just Big Tobacco any-
more. Public health must also contend
with Big Food, Big Soda and Big Alco-

hol. All of these industries fear regula-
tion and protect themselves by using the
same tactics,” said Chan.

Those tactics include “front groups,
lobbies, promises of self-regulation, law-
suits and industry-funded research that
confuses the evidence and keeps the
public in doubt”.

Drug access and tobacco control
under threat

Many studies show how free trade
agreements (FTAs) with the United
States or Europe have raised the prices
of medicines because of the constraints
placed by the FTAs’ strict patent rules
on the sale of cheaper generic medicines.
Patients have had to switch to much
dearer branded medicines.

One study estimated that Colombia
would need to spend an extra $1.5 bil-
lion a year on medicines by 2030, or else
people would have to reduce medicine
consumption by 44% by that year.

Another study showed that the
patent provisions in the US-Jordan FTA
resulted in a hospital increasing its medi-
cine spending sixfold, and medicine
prices in Jordan have already increased
20% since 2001 when the FTA began.

“Data exclusivity”, one of the fea-
tures of the FTA, has delayed the intro-
duction of cheaper generic versions of
79% of medicines launched by 21 multi-
national companies between 2002 and
mid-2006 and ultimately the higher
medicine prices are threatening the fi-
nancial sustainability of government
health programmes.

The tobacco industry is also making
use of trade and investment agreements
to challenge governments’ tobacco con-
trol measures.

According to an article by Professor
Matthew Porterfield of Georgetown Uni-
versity Law Centre, the company Philip
Morris has asked the US government to
use the TPPA to limit restrictions on to-
bacco marketing.

In comments submitted to the US
Trade Representative (USTR), Philip
Morris argued that Australia’s “plain

packaging” regulations would be “tan-
tamount to expropriation” of its intellec-
tual property rights, and complained of
the broad authority delegated to
Singapore’s Minister of Health to restrict
tobacco marketing. In order to address
these “excessive legislative proposals”,
Philip Morris urged the USTR to pursue
both strong protections for intellectual
property and inclusion of the investor-
state dispute settlement mechanism in
the TPPA.

The company has already instituted
legal cases against Uruguay and Austra-
lia for requiring that cigarette boxes have
“plain packaging” with the companies’
names and logos disallowed. These cases
are brought under bilateral investment
agreements. The company claims that
the packaging regulations violate its
right to use its trademark, and also vio-
late the agreements’ principle of “fair
and equitable treatment”. It claims that
a change in government regulation that
affects its profits and property is an “ex-
propriation” for which it should be com-
pensated.

Under such agreements, companies
have sued governments for millions or
even billions of dollars. An oil company
was awarded over $2 billion in a recent
case against Ecuador.

The provisions in the bilateral in-
vestment treaties are also present in trade
agreements including the TPPA, includ-
ing that companies can directly sue the
governments in an international court,
under an investor-state dispute system.

Having been sued by the tobacco
company for its health measure, the Aus-
tralian government has decided not to
enter into any more agreements that
have an investor-state dispute system. In
fact, in the TPPA negotiations, Australia
has asked that it be granted an exemp-
tion from that agreement’s investor-state
dispute system. So far such an exemp-
tion has not been agreed to.

The controversies over how trade
and investment agreements are threat-
ening health policies will not go away,
because the rules are still in place, and
in fact new treaties like the TPPA are
coming into being. A Google search on
this issue will yield hundreds or even
thousands of documents. And the num-
ber will go up as long as the controversy
continues. a

Martin Khor is Executive Director of the South
Centre, an intergovernmental policy think-tank of
developing countries, and former Director of the
Third World Network.
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Further reflections from a reforming Indian
central banker

The new book by Yaga Venugopal Reddy, former Governor of the Reserve Bank of India, has an honourable
place in the explication of alternative ways of thinking coming from developing economies on financial
regulation and governance.

Review by Andrew Cornford

Economic Policies and India’s Reform Agenda: New
Thinking

by YV Reddy

Orient BlackSwan, Hyderabad, 2013

Yaga Venugopal Reddy, Governor of the Reserve Bank of In-
dia (RBI) during the critical period 2003-08, is widely given
credit not only for the RBI’s skilful management of India’s
external payments during this period but also for presiding
over the introduction of reforms of the country’s financial regu-
lation of which some actually anticipated parts of the interna-
tional financial reform agenda subsequently promoted by the
Financial Stability Board in response to the current financial
crisis.

His third book since 2009, like its predecessors (India and
the Global Financial Crisis: Managing Money and Finance and Glo-
bal Crisis, Recession and Uneven Recovery), consists of talks and
lectures given to official and academic audiences in India and
abroad, and covers the global financial and monetary system
as well as various specifically Indian policy issues — in both
cases subjects where he was actively involved in the process
of policy design while he was still Governor. The article which
follows is largely limited to Reddy’s commentary on issues
related to global governance, and his discussion of the Indian
financial system is included only when relevant to his global
commentary. Although the article consists primarily of expli-
cation of Reddy’s commentary, it also suggests ways in which
some topics raised but not discussed by him at length could
have been further developed.

Purpose of financial services and financialization

Reddy’s commentary on issues of financial and monetary
policy is rooted in his views as to the roles which financial
services should fulfil and as to who should be targeted as the
main recipients of these services. As he puts it, “The social
value of the financial sector can be assessed in terms of its
direct relevance as a service to the average person in provid-
ing financial services and its indirect relevance through its
resource mobilization and allocation, including managing risks
and rewards.”

Reddy’s concern with not only “average persons” but also
the poor helps to explain the space he accords the issue of
financial inclusion, i.e., the extension of banking services to
the poor (in India especially the rural poor), as well as the
constructive role which he believes public-sector banks (de-
spite the mixed historical record of their governance) can play
in extending such inclusion, in implementing priorities in

public policy, and in providing access to financial services to
the underprivileged. Occasional tart phrases in the book high-
light the central role of “average persons” in Reddy’s think-
ing. For example, he cites with approval a view held in the
RBI that socially “an ATM was ... a great level maker in the
sense that all the customers have to stand in the same queue,
unlike in the banks where the privileged customers could get
faster service”.

Unsurprisingly Reddy thus draws special attention to the
public-utility dimension of financial services and the relation
of this dimension to their regulation. He notes the heteroge-
neous experience revealed by empirical evidence concerning
the performance of the financial sector in different countries.
Nevertheless, his conclusion is that “there is an optimal level
and quality of financial sector intermediation and sophistica-
tion that seems to enable growth with stability while anything
above that has not added fundamentally to the society”.

Also unsurprisingly Reddy is highly critical of the exces-
sive financialization of the financial sector which he believes
is now characteristic of major advanced economies but not of
emerging-market and other developing economies. Features
of such excessive financialization identified by Reddy are in-
centives in the form of commissions related to transactions
leading to multiple layers of transactions, innovations func-
tioning like mirrors of reality whose multiplication has in-
creased the distortions of the original purposes of the under-
lying operations, and complexity injected to circumvent regu-
lations on transparency and capital or to mislead an
institution’s counterparties.

The consequences of excessive financialization are visible
in “the growth of the financial sector as a percentage of GDP,
the growth of profits of the financial institutions as a percent-
age of the profits of all the corporates engaged in the economic
activity, the remuneration of managers in the financial sector
relative to others and the share of shadow banking [the carry-
ing out of financial intermediation involving both credit and
maturity transformation through entities which are subject to
lighter regulation than traditional banks and lack a financial
backstop from the government] as well as derivatives in the
total activity of the financial sector”. Excessive financialization
has now extended to the commodity markets, resulting in an
enormous increase in the relative scale of speculative as op-
posed to hedging positions and in the susceptibility of these
markets to periods of high volatility. At the systemic level ex-
cessive financialization was inextricably linked to the exces-
sive leverage of both firms and households which was exposed
by and contributed to the financial crisis.

Major items of the reform agenda

The post-crisis reform agenda targets both cross-border
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and domestic regulation as well as other policies directed at
the financial sector. Some items on this agenda are self-evi-
dently cross-border. Others are concerned in the first instance
with countries” domestic financial sectors but usually also have
a partly cross-border rationale as well as cross-border impli-
cations.

Capital controls

Since the outbreak of the crisis the appropriateness of capi-
tal controls as a policy instrument is being reconsidered even
in policymaking circles in advanced economies and in the in-
ternational financial institutions which are under the sway of
these countries. Reddy has long had a pragmatic position on
capital controls, viewing them as the best policy in several situ-
ations. His new book contains perhaps the most systematic
and canonical statement of his views on the subject.

Reddy addresses both what he considers to be the prima-
rily conceptual issues and what he considers to be the prima-
rily empirical issues associated with capital controls. Key is-
sues which he raises under the first heading are as follows:

¢ OQOutflows and inflows are typically closely related and
should thus be considered together.

¢ The role of source as well as recipient countries should
not be lost from view.

® Proper account should be taken of the difficulty of re-
lying — as still recommended by major multilateral financial
institutions — on fiscal and other macroeconomic policies as
an alternative to capital controls.

¢ Account should be taken of the distribution of gains
and losses within the economy from capital movements and
from policy responses to them.

e The volatility associated with international capital
movements may involve not only financial flows but also the
value of external assets and liabilities — and thus balance sheets
throughout an economy.

* Means of circumventing capital controls always need
to be borne in mind.

e Effective capital controls may often need to discrimi-
nate between both countries and currencies. (This is a matter
to which we shall return under international trade in banking
services and the General Agreement on Trade in Services.)

The issues which Reddy classified as empirical — concern-
ing which his remarks clearly draw on his first-hand experi-
ence of Indian balance-of-payments management — are the
following:

e There is a need to distinguish between capital move-
ments driven primarily by domestic developments and those
driven primarily by global developments. Amongst the latter
Reddy draws special attention to changes in global liquidity
conditions.

e There is a lack of evidence concerning the long-term
costs of capital controls (in terms of a less efficient allocation
of savings and a lower growth trajectory).

e Capital controls need to be assessed not in the abstract
but in terms of the policy objectives of the government impos-
ing them. As Reddy puts it, “The policy makers have to con-
tend with not only the consequences of managing capital ac-
count, but also the consequences of not managing it under
stressful conditions.”

¢ Policy design needs to take account of a hierarchy of
types of capital flow in terms of their instability. For example,
“there is inadequate appreciation of the fact that the instabil-
ity of the capital account transactions is high with regard to

the activities of the financial sector, lower with regard to the
activities of the corporates, and least with regard to house-
holds”.

* Both liberalization and control must take account of
linkages between transactions on capital account and those
on current account. The latter must be monitored as to the
extent to which they are used to conceal transactions on capi-
tal account. India’s solution to this problem includes require-
ments for the repatriation and surrender of foreign exchange
earnings except in the case of categories specifically exempted.

Reddy also makes some general points concerning capi-
tal controls which do not fit easily into his binary classifica-
tion of conceptual and empirical issues. For example, capital
controls should be part of the authorities” policy armoury at
all times. In other words, they should not require piecemeal
legislative permission. Availability at all times will provide
the policy flexibility required for dealing with international
capital movements. Moreover, the level and stability of the
exchange rate have important implications for the stability of
the financial sector. Capital controls and prudential regula-
tion are thus closely linked — a point now acknowledged as
part of the agenda of macroprudential regulation.

Financial regulation

The global agenda of regulatory reform (enunciated prin-
cipally by the Financial Stability Board and the Basel Com-
mittee on Banking Supervision) covers the major components
of the financial system, namely markets, intermediaries, in-
struments and infrastructure.

The principal headings of this reform are included in
Reddy’s overview: the capital standards of Basel II and Basel
III designed to ensure that banks have adequate capital for
their exposures to credit and market risks as well as improved
internal management of these risks; the liquidity rules of Basel
III designed to ensure that banks have the liquid resources to
meet short-term outflows of funding and adequate stable
sources of funding in relation to the liquidity profiles of their
assets; the size and complexity of today’s large financial insti-
tutions — the Too Big To Fail (TBTF) institutions; shadow bank-
ing; systemic stability and macroprudential regulation; new
financial instruments, in particular over-the-counter (OTC)
derivatives; incentives and bankers’ remuneration; deposit
insurance and taxation; credit rating agencies and account-
ing; cross-border issues such as how to resolve failed banks
with entities in several jurisdictions and how to control regu-
latory and tax arbitrage; and the implications of the shift in
regulatory philosophy since the crisis away from self-regula-
tion and soft-touch regulation towards whatever framework
is required for financial stability.

Reddy has observations on several of the principal sub-
jects covered by the global reform agenda which are generally
highly pertinent but also in some cases — sometimes tantaliz-
ingly — open up or point to further questions not treated by
him.

TBTF banks are attracting increasing attention as part of
the design not only of the global agenda of regulatory reform
but also of national reform agendas which often go beyond
the globally enunciated rules either because national authori-
ties believe that the global proposals are insufficiently strin-
gent or because important issues are not considered suitable
subjects for, and are thus not included in, the global agenda.
Reddy wishes to add to TBTF that institutions — often the same
ones — can also be too powerful to regulate. I think he might
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have added that the same set of institutions have also often
become too complex to manage properly — as graphically de-
scribed by Richard Bookstaber, whose career has spanned risk
management at Morgan Stanley, Salomon Brothers and
Citibank, in his aptly entitled 2007 book, A Demon of Our Own
Design.

The approach adopted so far as part of the global reform
agenda has been to impose additional capital requirements
on TBTF banks, thus increasing the costs of size and, it is hoped,
providing an incentive to scale down. While not disowning
this approach, Reddy would also like to see greater recourse
to public ownership in this context. An appropriate mix of
private and public-sector banks is, as already mentioned, part
of Reddy’s agenda for the typical emerging market or other
developing economy. But he also believes that the state should
consider continuing public ownership of at least some of the
banks taken over in bailouts since the beginning of the finan-
cial crisis. Moreover, public-sector banks, Reddy maintains on
the basis of his Indian experience, provide regulators with
better access to information relevant to their task on several
issues than private banks, thus facilitating an enhanced qual-
ity of regulation.

Reddy acknowledges the increased importance since the
beginning of the financial crisis accorded to systemic instabil-
ity and macroprudential regulation. He also notes that the
measures proposed under this heading and the problems
which must be confronted draw heavily on the experience of
advanced economies such as the lack of synchronization of
financial and business cycles. Importantly, owing to the struc-
tural transformation which is part and parcel of economic de-
velopment, cycles in the sense in which the term is used for
advanced economies are more difficult to identify in develop-
ing countries.

However, this difficulty regarding the way in which the
concept has so far been developed in no wise means that
macroprudential regulation is not of great importance for de-
veloping countries. Indeed, as Reddy puts it, the “regulatory
framework must be an instrument for stability and, therefore,
it can be an instrument for promoting development”. But,
somewhat tantalizingly, Reddy takes this point no further.

In the context of development policy it can be difficult to
distinguish between components of microprudential regula-
tion (directed at the stability of individual banks) and
macroprudential regulation (directed at systemic stability). But
one can easily think of subjects where appropriate regulation,
arguably serving both macroprudential and microprudential
purposes, may differ for advanced economies, on the one hand,
and emerging-market and other developing economies, on the
other: rules on the permissible degree of concentration in the
loans in a bank’s portfolio; rules concerning the qualifying lig-
uid financial instruments under the headings of collateral and
of the liquidity standard of Basel I1I (a subject which the Basel
Committee on Banking Supervision does now appear to be
addressing); and rules concerning the appropriate liability
structures and capital for alternative financial institutions (such
as cooperatives) as well as for public-sector banks in view of
the deployment of the latter as instruments for the promotion
of the government’s development policy.

Reddy acknowledges the way in which management’s
remuneration in banks, owing to its connection to short-term
profits, has tilted decisions in favour of excessive risk taking
and thus contributed to the financial crisis. Moreover, he notes
the “massive and intense unhappiness” amongst the public
over the huge bonuses associated with this risk taking. How-
ever, on controlling this state of affairs he appears to believe
that the lobbying of the banks has prevented much progress.

But it would have been interesting to have had Reddy’s views
on the form which such control might take.

International initiatives have largely concentrated on rules
ensuring that the payment of bonuses is phased over several
years (with provisions for claw-back). It is possible to visual-
ize measures which would target more directly the connec-
tion between excessive remuneration and risk taking. For ex-
ample, investment banking activities (where most of those
receiving huge bonuses work) could be legally separated from
more traditional commercial banking activities in entities
which would not be permitted to enjoy limited liability. Reddy
does mention (in his chapter on trust in finance) limited liabil-
ity as an institutional innovation which has historically con-
tributed to the efficiency of the economic system. However,
he does not mention what seems to me to be the important
downside of limited liability as opposed to the partnership
form in investment banking regarding the question of accep-
tance by management of the consequences of decisions involv-
ing risk and management’s meeting of the cost associated with
its decisions.

Implications for the GATS

There has been a sea change in prevailing views concern-
ing both financial liberalization and financial regulation since
the negotiation in the 1990s of rules and commitments for in-
ternational trade in banking services as part of the World Trade
Organization’s General Agreement on Trade in Services
(GATS). In this book Reddy does not explicitly address the
shortcomings of the GATS with regard to banking services.
However, some of his reflections and recommendations none-
theless bear on GATS rules.

As mentioned earlier, Reddy believes that capital controls
may need to discriminate by the residence and currency, dis-
crimination which would be in contradiction with the provi-
sion concerning non-discrimination of Article XII of the GATS
(the article covering restrictions to safeguard the balance of
payments). Other potential contradictions between Reddy’s
views on capital controls and GATS rules might follow from
his emphasis on the authorities” need for flexibility regarding
capital controls and from his position that in the design of
policy towards foreign banks a distinction is necessary between
“multinational banks”, on the one hand, and “international
banks”, on the other.

In Reddy’s terminology multinational banks operate in
different countries through branches or subsidiaries financed
largely locally in local currency. International banks operate
across borders and are active in cross-border capital move-
ments. In Reddy’s view, the main focus of global coordina-
tion in regulation should be international banks, especially
large conglomerates. This is an interesting distinction, no doubt
based on Reddy’s Indian experience of central banking and of
financial regulation, which probably would have implications
for the GATS. Unfortunately Reddy does not elaborate on how
the distinction might be embodied in financial regulation.

Elsewhere Reddy has expressed his scepticism concern-
ing the appropriateness of the GATS rules on banking ser-
vices in the light of the lessons of the financial crisis. How-
ever, he has not addressed the difficulty of reforming these
rules, which were the result of lengthy and contentious nego-
tiations, in an institution (the WTO) which operates by con-
sensus. Uncertainty concerning the scope and limitations in
practice of the GATS rules dealing with governments’ free-
dom of action regarding prudential measures and capital con-
trols appears now to be widely acknowledged among the
member countries of the WTO. But precisely because the ap-
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plication of these rules in dispute settlement is largely terra
incognita, the generally prevailing line at present within the
WTO seems to be mutual forbearance in the form of avoid-
ance of testing the rules through cases directed at other mem-
ber countries” measures.

Lobbying, regulatory capture and the intellectual
high ground

Reddy discusses at length the way in which comprehen-
sive regulatory capture and lobbying by the financial sector
set the stage for the financial crisis. Regulators in the years
preceding the crisis (and to a still major extent even now) have
depended heavily on consultation with the financial firms
regulated by them concerning both the design of regulation
and the practice of supervision. Indeed, deregulation was to a
significant extent the result of the confluence of the all too fre-
quently cosy relationship between regulated and regulators
and a climate of opinion increasingly persuaded that modern
financial systems were contributing to the public good.

Incentives also played an important role here. In many
countries the financial sector has offered prospects of even-
tual highly paid jobs for those who have been employed in
regulatory agencies and ministries of finance. Moreover, a large
part of the academic research on the functioning and regula-
tion of finance is funded by the financial sector.

Under the heading of regulatory capture, Reddy seems to
me not to give sufficient emphasis to an insidious long-term
consequence of the close relations between the financial sec-
tor and the upper reaches of academe in major advanced econo-
mies. The consultancy fees for position papers on policy is-
sues and the speech payments for big-name financial — and to
alesser extent macroeconomic — academic experts can be large
($40,000 and upwards), as are the emoluments of academic
economists who are members of the boards of directors of fi-
nancial institutions. Eligibility here is mostly available only
for economists who either support positions favoured by the
financial sector or avoid subjects which the sector is likely to
find contentious or to regard as having potentially
unfavourable implications for the industry. The same big-name
economists also usually have a major influence on peer re-
viewing for the major professional journals which play an
important role in academic appointments and promotions. As
aresult, connections between the financial firms and academia
eventually influence not only the contents of work commis-
sioned by the firms but also the parameters of the research
agenda on finance — what is considered “scientific” and what
is considered unscholarly or “journalistic”. This has contrib-
uted to the technically accomplished but politically safe and
conventional character of much, if not most, academic research
on finance in recent decades.

So what does Reddy suggest to counterbalance these in-
fluences? He is understandably somewhat sceptical as to the
likely effectiveness of proposed codes of fair practice for fi-
nancial professionals, regulators and academics. Rightly —but
not simplistically — he suggests the need for trustworthy insti-
tutional structures to reassure the public that the scope for
regulatory capture — and the excesses that go with it — are be-
ing minimized. Such structures, it seems to me, will have to
be rooted in national cultures, which may differ in significant
ways. But the result which one may hope for is the restoration
of the fundamental concept of banking as “a people business”
(as an Irish friend and former regulator once described it to
me) in place of the overriding emphasis increasingly given in
financial institutions to quantitative methods and numerical
targets, which has spread outwards from the main Anglo-

American financial centres.
Trust

Trust is an issue of ethics but also of the proper function-
ing of an economy. Indeed, without the confidence in others
engendered by trust —a frequently overlooked economic over-
head - society is incapable of realizing its needs and wants. In
a separate chapter on trust in relation to the financial sector,
Reddy draws special attention to trust’s relation to the proper
functioning of an economy, emphasizing the essential role of
trust in exchanges involving movement of claims over time,
space and different risk profiles. Moreover, many banking
services are — or should be — of a long-term character and thus
require trust between the parties involved.

As Reddy notes, the erosion of trust during the financial
crisis has been principally directed at the financial sector in
advanced economies. The erosion has been due to the wide-
spread adverse impact of the crisis in terms of losses of in-
come and asset values and of increases in unemployment due
to dysfunctions of institutions previously widely lauded for
their performance and their positive contribution to the gen-
eral good. The erosion has also been the consequence of the
way in which the costs of the dysfunctions were often met
more by taxpayers than by the bankers and banks responsible
for mismanagement.

In Reddy’s view, while the post-crisis restoration of trust
in the financial sector is primarily a task for policymakers, regu-
lators and regulated institutions in major advanced economies,
the continuing promotion of such trust should also be a con-
tinuing objective in developing countries. This has the impor-
tant implication that whereas the restoration of trust in ad-
vanced economies will entail reregulation in the interests of
stability and the protection of the interests of the general pub-
lic, in many developing economies promotion of trust may
actually entail deregulation in the interest of increased effi-
ciency (though Reddy stresses that this should not compro-
mise regulators” and fiscal authorities” difficult task of con-
trolling the cross-border operations of financial conglomer-
ates).

Owing to Reddy’s conviction that trust is closely connected
to “ethics, morals, values, sense of fairness, etc., which are of-
ten country-specific and culture-specific”, he largely limits his
specific suggested steps for the restoration and promotion of
trust to its interface with regulatory and tax reform. He stresses
the need to ensure that the distribution of the burden of this
reform is generally perceived to be fair.

Here he draws special attention to the strengthening of
consumer protection in banking transactions, to making de-
rivatives trading more transparent — and thus presumably
easier to understand by a wider public - to the ring-fencing of
retail and traditional banking from investment banking, and
to the desirability of increased taxation of banking activities —
through, for example, the taxation of financial transactions —
as a contribution to meeting the cost of the current and pos-
sible future crises and as a disincentive to excessive
financialization. Reddy might also naturally have linked his
discussion of the restoration and promotion of trust to his dis-
cussion of lobbying and of the conduct of financial practitio-
ners and experts which have also been in the forefront of pub-
lic perception of the financial sector’s shortcomings since the
start of the crisis.

Global governance

Reddy clearly believes that, even after recent changes, the
current structures of global governance take inadequate ac-
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count of the specific concerns of emerging-market and other
developing countries. He notes that the larger developing
economies cooperated with the advanced economies regard-
ing measures designed to mitigate the impact of the global
crisis, though they were uncomfortable with the deficiencies
in the governance of the institutions through which the deci-
sions were taken.

Reddy has specific reservations concerning the way in
which standards for regulation and regulatory coordination
are being harmonized within the Bank for International Settle-
ments and the Financial Stability Board. As he puts it, “there
are some financial system issues that are unique to the emerg-
ing and developing economies, and so far these do not find a
prominent place in the agenda of the international standard
setting bodies”.

On these matters Reddy’s views are no doubt widely
shared by policymakers and regulators in developing coun-
tries. But he also puts forward another argument about global
governance — in this book and his other writings — regarding
which his views may be more controversial (though I strongly
agree with him). This argument concerns the appropriate bal-
ance between harmonization, on the one hand, and acceptance
of diversity at national level, on the other, in international stan-
dard setting.

On one side of the argument, the authorities in several
advanced economies and important parts of the international
banking lobby such as the Institute for International Finance
are pushing for a high degree of harmonization. Harmonized
global standards, in their view, are a prerequisite for the freer
cross-border movement of capital and of banks. Reddy raises
the opposite point of view with a question, “A simple prin-
ciple of any management, and in particular financial manage-

ment, is diversity. To what extent is the principle of diversity,
which is required for survival, undermined by insisting on
global coordination in the financial sector?” While Reddy ac-
cepts that signing up to minimum internationally enunciated
standards —but not necessarily to substantially increased cross-
border movement of capital and banks — will contribute to
global financial stability, he clearly also believes that beyond
these minimum standards national authorities should have
the latitude to decide on the gold plating of the standards re-
quired and on important aspects of the embodiment of global
standards in national supervisory rules.

Reddy’s dissatisfaction is understandable over the slow-
ness of the process through which developing economies —
despite the now widespread acknowledgement of their greatly
increased weight in the global economy — are achieving a
greater say in global economic governance. The obstacles here
involve not only such matters as voting shares in institutions
but also ways of thinking. Arguably acceptance of openness
to alternative ways of thinking is proving the more difficult of
the two obstacles despite the all-too-evident shortcomings of
advanced economies’ handling of the antecedents of the cur-
rent financial crisis as well as of their eventual policy response
to it. Reddy’s new book, like the others since 2009, has an
honourable place in the explication of the alternative ways of
thinking coming from developing economies which are now
at last getting a more serious hearing and eventually, one may
hope, will help to reshape global financial governance. a

Andrew Cornford is with the Observatoire de la Finance in Geneva. This
review appeared on the website of the International Development Econom-
ics Associates (IDEAs) (www.networkideas.org), and a version thereof was
originally published over two parts in SUNS — South-North Development
Monitor (Nos. 7591 and 7592, 27 and 28 May 2013).
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(continued from page 6)

state to bail it out if anything goes wrong.

So, let us just look briefly at how
many times things went wrong without
anybody ever going to jail:

e On 28 April 2002, the US Securi-
ties and Exchange Commission (SEC)
won a lawsuit ordering 10 banks to pay
$1.4 billion in compensation and fines be-
cause of fraudulent activities. One year
later, the SEC discovered that 13 out of
15 financial institutions randomly inves-
tigated were guilty of fraud. In 2010,
Goldman Sachs agreed to a fine of $550
million to avoid a trial for fraud.

e In July last year, the US Senate
presented a 335-page report on the Brit-
ish bank HSBC. Over the years it helped
drug dealers and criminals recycle illicit
money. The fine was $1.9 billion.

e In November 2012, SAC Capital
was fined $600 million, and in the same
month, the second leading British bank,
Standard Chartered, was fined $667 mil-
lion.

e In February this year, Barclays
Bank announced that it had set aside
1.165 billion euros to face fines for “il-
licit transactions”.

e And in March this year,
Citigroup agreed to pay a fine of $730
million for “selling investments based on
junk to unsuspecting clients”.

We all know that the crisis in which
we find ourselves (which, for the opti-
mists, will end in 2020 and, for the pes-
simists, in 2025) originated in the US,
caused by the 10 largest banks” decision
to sell derivatives based on junk and cer-
tified by the Standard & Poor’s and
Moody’s rating agencies.

US taxpayers “donated” $750,000
million to the banks, while the British did
the same for HSBC, Royal Bank of Scot-
land, Barclays Bank and Northern Rock.

While this financial disaster was
happening, the “Big Five” (Goldman
Sachs, Merrill Lynch, Morgan Stanley,
Lehman Brothers and Bear Stearns) paid
their executives $3 billion between 2003
and 2007. And in 2008, they received $20
billion in bonuses while their banks were
losing $42 billion.

All of this was certified by Standard
& Poor’s and Moody’s, which control
75% of the world market. Now, Standard
& Poor’s has been requested to pay $500
million.

But what about the millions of
people who have lost their jobs? The
millions of young people who see no
future in their lives? It’s the old story: if
you steal bread, you go to jail, but if you

steal millions, nothing will happen to
you ... and if you steal millions in a bank,
even less reason to worry.

Meanwhile, back at the summit
table, the priority for survival is to allo-
cate taxpayers’ money to banks, even if
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