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From “liberalize the market” to “standardize the market”: the  standards-surveillance-compliance system of global financial regulation and its dysfunctions
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Introduction


At the time of writing (mid May 2008) the First World is holding its breath to see whether the credit crunch which began in the US in the summer of 2007 will tip into a second wave of corporate and consumer defaults which will in turn generate a slow-burning vicious circle between the financial economy and the real economy.  These events raise the question of what was done in the wake of the East Asian/Brazilian/Russian/Long Term Capital Management crisis of ten years ago to guard against repeats. 
The short answer is that the High Command of world finance (US Treasury, US Federal Reserve, G7/G8, IMF, Bank for International Settlements, World Bank) decided that the system of global financial regulation urgently needed strengthening.  It interpreted strengthening as the development of comprehensive and universal standards of best practice in such areas as data dissemination, bank supervision, corporate governance, and financial accounting, using organizations like the  IMF, the Basel Committee on Banking Supervision, the Financial Stability Forum, the G20 of finance ministers, and a gamut of  nonofficial bodies.   Enforcement was to come largely by peer pressure and market reactions to information about compliance; countries, banks and firms which complied more with the standards would gain better access to finance than those which comply less.  The resulting system received no name, but I call it here the standards-surveillance-compliance (SSC) system.

Earlier, through the 1980s and 1990s, the High Command had agreed on a single broad economic policy recipe for countries in general and developing countries in particular.  This is the recipe known as the Washington Consensus, summarized in the commandment, “liberalize the market”.  The commandment expressed (a) the economic theory that free markets allocate capital efficiently, coupled with (b) the classical liberal norm that freedom and government are opposites – hence government “intervention” in markets must be shrunk in order to expand freedom. 

However, the shock of  the Asian and other financial crises of the 1990s prompted a shift in the  consensus from  “liberalize the market” to “standardize the market” on a global scale. Standardize meant to use public power to promote convergence in national political economies to a broadly Anglo-American political economy model. Convergence would create a level playing field;  a level playing field would accelerate  globalization; globalization would generate higher profits and widely diffused improvements in living standards.  
The shift from “liberalize” to “standardize” is not the small step beyond the Washington Consensus that it seems at first glance.  While the new consensus continues to accept the theory that markets allocate capital efficiently, it emphasises more than before the need for markets to be reshaped and standardized  through rules set in a national and global political process. This amounts to turning classical liberalism on its head, because it gives normative sanction to a big increase in governmental and multilateral “intervention”. The shift from liberalize to standardize signals a shift from the Washington Consensus to the Post Washington Consensus. 

The crafting of the standards and rules has been done by an institutional complex including not only developed country governments and multilateral organizations like the IMF, but also by private international financial and accounting firms from developed countries and their industry associations and think tanks. Developing country entities have had little representation.  The resulting regime reflects the collective preferences of developed country governments and firms. On the other hand, the more radical proposals for strengthening the international financial system advanced after the Asian crisis – including an array of new international financial organizations intended  to curb the frequency of crisis – would have seriously curbed the freedom of private financial firms, and consequently have not left the drawing board. 

The SSC system described here is just one part of a larger complex of international regimes, backed by the authority of the leading industrial states (often delegated upwards to multilateral organizations), which have the effect of redistributing income upwards to (a) the industrial countries, (b) the financial sector, and (c) the top percentile of world income distribution.  These international regimes have their complements in upwards-redistributing domestic regimes of the leading industrial states. The role of state authority in this upwards redistribution is obscured by the standard framing of “conservative” and “progressive” world views as “pro-market” and “pro-government”.  The standard view is misleading, because it obscures the conservative sympathy for government intervention which assists upwards distribution.  The SSC system is part of this broad thrust of rule-making which has the effect – intended or not – of redistributing upwards.

But stabilizing the financial system while shifting income upwards and towards  finance  were only two of the big motives.  A third was the High Command’s concern to respond to the rise of China and other “emerging markets” by opening markets in the rest of the world and reconfiguring domestic political economies so as to facilitate the operations of western, especially Anglo-American firms – without much more than lip service to the idea of compromise with the national interests and preferences of developing countries (hence the lack of developing country representation in the standard setting bodies).  This is a paradox of liberalism: in the name of liberalism, the western side is seeking to build a comprehensive system of global economic standardization, surveillance and correction around one particular kind of capitalism, and to shrink the scope of “policy space” for national political systems.  It is  doing so through interstate organizations with democratic deficits so big they could almost be called democratic absences.  
This chapter  describes the evolution of the SSC system, and examines the arguments used to justify it.  Then it assesses its effects so far, including on developing countries’ access to finance and on the direction of evolution of developing countries’ wider political economies.  At the end it advocates three modest changes.    (1) Revise IMF and World Bank surveillance standards to give more emphasis to the world economy and policy spillovers from one country to another. (2) Revise Basle 2 in a process where developing country governments and banks have more voice, with more scope for alternative ways of meeting prudential standards and reducing harmful spillovers (eg accept government guarantees of banks as an alternative to stipulated levels of core capital).   (3) Change global norms to accept capital controls as a legitimate instrument of developing country economic management.  These changes, though modest, would help bring the global economy into closer correspondence with liberal values which it currently short-changes.  The chapter does not consider the impacts of the credit crunch which began in the US, the UK and parts of continental Europe in the second half of 2007. 
  
The shock of the Asian crisis

Ten years ago the High Command of world finance was petrified that the whole world economy, including the biggest industrial economies, would be dragged down as the crisis ricocheted out of Asia and into Russia, Brazil and elsewhere.  Paul Blustein, author of The Chastening  (2001), gives a  tick-tock account of how these crises unfolded, and quotes chairman of the Federal reserve Alan Greenspan in October 1998 saying to  the National Association for Business Economics, 

“I have been looking at the American economy on a day-by-day basis for almost a half century, but I have never seen anything like this” [“this” meaning the disintegration of market confidence].”
Blustein also quotes a bond market analyst telling his forecasting consultant, in mid October 1998,  

“I’ve never called you before, and I wouldn’t do it, but I owe it to you to let you know, it’s never been like this before out there.”  

Stanley Fischer, deputy managing director of the IMF, told Blustein that when the Brazilian governor of the central bank told him, in January 1999,  that Brazil would no longer make an iron-clad defence of its exchange rate, 

“I thought, this is it. We’re going to lose Latin America, and then it will go back to Asia.”  
  
The High Command’s worries about the Asian crisis went far beyond the fact that it affected a sizable portion of the world’s population in fast growing countries.  It seemed likely to discredit the hard-won consensus about the virtues of market liberalization and maximum openness for all developing countries.   The crisis-affected countries had been regarded as star pupils of the Washington Consensus -- indeed their economic success was routinely attributed to their adherence to it and held up as proof of  its general validity.

Moreover the crisis hit only a few years after the Mexican “peso crisis” of 1994, and Mexico too had been regarded as a star pupil of the Washington Consensus.  In the wake of the Mexican crisis academics and official agencies rushed to present proposals for safeguarding the world economy against a repeat, including better financial supervision at the international level, more transparency of financial markets, sensible macroeconomic policies and exchange rate regimes, better monitoring of macroeconomic performance. But once the crisis was seen to be confined to Mexico , “complacency soon reasserted itself”.
  So the shock of the Asia crisis was compounded by the realization that nothing much had been done to strengthen the international financial system in the several years since the Mexican crisis.
New International Financial Architecture

In the wake of these frightening  events, leading policy economists tripped over themselves to offer up plans for a “new international financial architecture” (NIFA) – not merely new interior decoration, or even plumbing, but new architecture to create a much stronger supranational authority in financial markets, a change on the order of magnitude as the one initiated at the Bretton Woods conference of 1944. 

The NIFA proposals included ambitious new global organizations such as a much larger IMF, a global financial regulator, a sovereign bankruptcy court, an international deposit insurance corporation,  even a global central bank.  They included the proposal for the IMF to be given greater authority to support standstills – postponement of foreign debt repayments and even controls on capital outflows, which amount to “bailing in” countries’ private creditors – so as to give countries protection from creditor panics, analogous to the kind of protection companies get with bankruptcy laws. 

In the event, none of these proposals got legs.  The IMF has not been super-sized, as some analysts wanted on grounds that the giant size of global financial markets required a big increase in the Fund’s resources and staff so that, when crises erupt, it could provide enough hard currency for financial investors not to panic about a shortage of liquidity.  On the other hand, nor has the IMF been abolished , as prominent conservatives like former Secretary of State George Shultz wanted; nor even substantially cut, as wanted by the majority on a congressionally appointed panel led by conservative economist Allan Meltzer.   

One of the more radical proposals to originate from the official sector -- the Sovereign Debt Restructuring Mechanism (SDRM) proposed by Ann Krueger of the IMF, which contained elements of a global bankruptcy procedure -- was defeated by a combination of developed country states and private financial organizations at the IMF meetings of March 2003.  The SDRM would have involved full debt restructuring: changes in interest rates, reductions in amounts owed, and influence over private investments and contracts. It would have entailed a big jump in the authority of an international organization over private financial markets. 

However, it turned out that to get the necessary authority for the SDRM the Fund would have to change its Articles of Agreement.  But Fund members are extremely reluctant to change the Articles of Agreement, having  changed the Articles only  three times between the IMF’s founding in the 194os  and  1999.  Also, major industrial countries would have to pass laws recognizing the Fund’s authority so that bondholders would be prevented from asserting claims in court. But such laws recognizing the Fund’s authority would encounter storms of opposition, because they involve (a) authority to abrogate contracts – the covenants that govern borrowers’ obligation to pay interest and principal on loans and bonds, and also (b) authority to block a country’s own citizens, as well as foreigners,  from  moving their money abroad.  The US Congress, in particular, would be sure to oppose tooth and nail.  

The proposal for Contingent Credit Lines (CCL) was implemented, in that the IMF did create a facility which enables the Fund, for the first time, to lend pre-emptively to help prevent a crisis.  However, countries had to volunteer to join the facility, and the IMF had to certify that the country had strong enough economic policies. In the event, no country signed up and even the IMF was unenthusiastic.  From the country side, signing up looked like a confession of fragility. From the IMF side, ejecting a country which acquired a new government not to the Fund’s liking would send a bad signal to the markets, possibility precipitating a crisis. 

In short, there was little movement on any of the more radical NIFA proposals. The central reason was the unwillingness of participants in private financial markets to accept more international authority or constraints on  the markets. They prefer to operate in a world where authority lies mainly with nation states, which gives them more freedom to do what they want than in a regime with stronger supranational authority. 

Such movement towards strengthening the international financial system as there has been over the past 10 years has been movement towards strengthening developing countries’ ability to sustain high integration into the world financial system – on the implicit assumption that the cause of the crises lay with developing countries’ weak institutions and practices, and not with the international system.   

Accordingly, there has been real movement in the area of global economic standardization: standards for good quality financial data (“transparency”), standards of best practice (including the Basel 2 capital requirements for international banks), and surveillance of national financial systems by multinational authorities, aimed especially at developing countries.  

The central thrust of this effort has been to further constrain policymaking and institutional arrangements in developing countries in order to ensure they fit the preferences of international investors for full openness, arms-length relations between firms, banks, financial markets, and government, and no government guarantees to banks that might give them an “unfair” competitive advantage.  

Construction of the SSC system
In October 1998, as the Asia crisis was still unfolding, the G7 Finance Ministers and Central Bank Governors declared agreement on “the need for greater transparency” (repeating their declaration after the Mexican crisis) – meaning the provision of “accurate and timely” macroeconomic and financial supervisory data, including the reserve positions of central banks and levels of national public and private indebtedness. 
  World Bank economists supported this line of crisis prevention with the argument that the East Asian crisis was due in large measure to “lack of transparency” in financial data.  In the words of a World Bank paper published in 2001,  

“The findings suggest that these [crisis-affected] countries did not follow International Accounting Standards and that this likely triggered the financial crisis. Users of the accounting information were misled and were not able to take precautions in a timely fashion”.

The IMF argued in 2003 that the global 

“adoption of internationally recognized standards of good practices [would help] foster financial market stability and better risk assessment”. 

Compliance with standards – said the IMF -- would help a country

“mitigate the impact of an external crisis by supporting continued access to external borrowing”, 
and 

“help prevent crises” by reducing the cost of foreign capital and thereby help a government “remain solvent in cases it otherwise might not have remained solvent”. 

Notice how the underlying theory of crisis protects the IMF and World Bank from blame.  It implies that they did not act in advance to counter the build up of crisis potential in Mexico and then in East Asia because they were misled by the Mexicans and East Asians.  It eclipses an alternative theory, that they (and central bankers) were asleep at the wheel.   


The initial concern to improve “transparency” grew into a broader concern to reorder economic activity around the world.  The re-ordering had four main components:  (1) standards of good information;  (2) standards of best practices, including banking supervision, payments systems, corporate governance,  and financial accounting; (3) systematic surveillance of economies in order to judge compliance with the standards; and (4) mechanisms for encouraging governments and firms to comply with the standards.

The Financial Stability Forum (FSF) -- established in April 1999 with the G7 finance ministers and central bankers at its core, plus those from four other industrial countries (or territories, in the case of Hong Kong), together with representatives from international financial organizations like the IMF, World Bank, and Bank for International Settlements (BIS), and representatives from private sector associations of financial firms -- helped to develop standards in many areas, in the domains of banking supervision, risk management systems of banks, financial accounting, and corporate governance.  The FSF was chaired by the general manager of the BIS.  It included no representatives of developing countries. 

The IMF was charged with developing Special Data Dissemination Standards (SDDS), mainly for macroeconomic data.  The IMF was also to be the primary enforcer of many of the standards, through formal mechanisms of structural conditionality, contingent credit lines, and Article IV consultations.

However, these formal IMF-based enforcement mechanisms were never developed, for the same reason that the more radical of the New International Financial Architecture proposals were not developed.  Instead, the IMF – and the “transparency” thrust more generally – relied on indirect enforcement through the response of “financial markets” (Electronic Herd). The IMF would make public the results of the surveillance, either publishing them itself or having the government publish them (and even if the government restricted the public information, the network of experts who did the surveillance was leaky enough to ensure that anyone who wanted to see the results could see them).  Financial markets would respond to the high quality information appropriately; they would lend more funds at cheaper rates to governments that complied more fully with the standards, and less at higher rates to governments that complied less.  Knowing this market-driven reward and punishment system, governments would strive for more compliance, and the international financial system would become more stable.  

This was the theory behind the standards-surveillance-compliance (SSC) system.  In line with the theory the IMF (supplemented by the World Bank) in 1999 set about producing Reports on the Observance of Standards and Codes (ROSCs), and undertaking a Financial Sector Assessment Program (FSAP).  Between 1999 and end 2006 the IMF produced 502 ROSCs and the World Bank 92, making a total of almost 600.  130 countries had at least one ROSC. 

The ROSCs fed into the larger exercise of the FSAP, which had three main assessment components: (1) compliance with standards (based on the ROSC); (2) stability of the financial system; and (3) the financial sector’s needed reforms.  Operationally, the FSAP exercise may entail, for a large country, a sizable team of people from the IMF, the World Bank, and outside consultants, coming to a country and having sustained dialogue with financial authorities on critical matters such as, for example, payments systems, and feeding back their findings to the authorities.  

At much the same time on a separate  track, the Basel Committee on Banking Supervision, under the umbrella of the Bank for International Settlements (the club of  rich world central banks),  was developing a new set of standards for banks’ capital and for banking supervision.  The impetus came from (a) bank regulators’ feeling  overwhelmed by financial innovations in the 1990s, (b) from banks’ development of new kinds of risk assessment models, and (c) the prevailing norm that “markets (as distinct from regulators) know best”.   Formulating the new set of standards  came to be known as the Basel 2 process, because the original Basel rules had come to be seen as lagging far behind financial innovation.   The initial Basel 2 proposals from the Basel Committee were published in 1999, the Asian crisis having given them added urgency. 

A whole gamut of unofficial, private sector bodies have also been formulating standards with global reach. They include the International Association of Insurance Supervisors, the International Accounting Standards Board (created in 2001), the International Organization of Securities Commissioners, the International Organization for Standardization, and the International Federation of Stock Exchanges, and the Institute for International Finance.    
Effects of the SSC system

What have been the effects of the drive for transparency, standards,   surveillance, and correction?  At first glance more transparency and common  standards are as desirable as motherhood and apple pie.  But things are not so simple. 

On the plus side:  The FSAP exercise has produced useful results, according to insiders on the country end. The IMF’s FSAP team typically concentrates on “supervising the (national) supervisors” – on examining how the national financial supervisory system is working and making suggestions for improvement.  Often its political role is to strengthen the hand of regulators against the government. The regulators can say to the government, “The IMF says X and Y must be done.  If we don’t comply, we will be subject to international criticism and market discipline”.  Indeed, quite a few governments have overhauled their financial regulatory system ahead of an FSAP exercise, especially when the government has undertaken in advance to publish the FSAP’s findings. (The UK Financial Services Authority, for example, has often been asked to provide technical help to other governments in advance of an FSAP exercise.)  

On the other hand, the list of negatives is long:  First, the FSAP and the ROSCs have tended to compiled in a check-list approach.   As one involved World Bank insider put it: 

The problem with the FSAP is that the shareholders, primarily G7, burdened it with doing a huge amount of mindless assessments of compliance with a large number of standards.  This prevented and/or distracted staff from looking at first-order issues.  For example, in [an Eastern European country] two successive heads of the SEC were assassinated by 'defenestration' from their office windows.  Yet the FSAP concentrated on their compliance with IOSCO standards, even though with this degree of lawlessness, it is difficult to expect any securities market activity except for trade among insiders.  Such silly exercises took resources away from consideration as to why some markets were missing or malfunctioning.  The British, the French, Canadians, and Americans were the worst in their relentlessly checklist approach to doing assessments.  If the Bank and Fund had been serious about this effort, they would have needed a number of new staff to implement it.

In other words, the country assessments tend to lack focus, and to include much detail on so-called “structural” issues which are not closely related to what should be the focus, external stability.  (Structural issues refer to institutional domains, such as social security systems or the energy sector, as distinct from macroeconomic policy issues to do with international reserves, external borrowing, and fiscal balances.)   

Second, as Rachel Lomax, deputy governor of the Bank of England, said,  

“The Fund does not devote enough time and effort to overseeing the system as a whole, through assessing global economic prospects and analysing international economic linkages and policy spillovers (so-called multilateral surveillance)….The Fund needs to be better focussed on the big global issues, including financial issues and on the interactions between different regions and countries.”

Moreover, the IMF’s Independent Evaluation Office found that the Fund’s operational staff tend not even to read the global stability reports, let alone integrate findings into their bilateral work.  Only 14% of senior staff said that the IMF’s findings from its “multilateral surveillance” were discussed with national authorities. 
  Conversely, bilateral surveillance reports show little discussion of policy spillovers even from systemically important countries like Germany, Russia, and even the US.  

Third, it seems that on the whole, financial market participants pay rather little attention to the data provided through “transparency” exercises – even though they would presumably no longer be “misled”  (as they supposedly were before the Asian crisis). A recent independent evaluation of the IMF’s FSAP concluded that 

“while many authorities identified the ‘signalling role’ to markets as one of their motivations for participating in the FSAP exercise, the impact of FSSAs [Financial Sector Stability Assessments ] on the views of financial market participants appears modest”.

Again, 

“Our interviews with a wide range of market participants indicate that most have limited knowledge of the contents of FSSAs, a conclusion reinforced by the results of the recent survey conducted in connection with the internal review of the standards and codes initiative. Use of FSSAs by credit rating agencies appears to be somewhat greater, but they have used them only selectively”

Financial markets pay more attention to “traditional” macroeconomic indicators like inflation than to compliance with standards of good financial practice.  Most studies of the link between compliance with standards and cost of foreign capital have found no significant impact of the former on the latter.

Yet as noted, the Fund’s approach to enforcement of compliance with standards of best practice relies on indirect enforcement through financial markets rewarding high-compliance countries and punishing low-compliance policies.  If financial markets do not pay much attention to the data released from surveillance exercises, the compliance mechanism is hobbled. 

Fourth, to the extent that markets do pay attention to the information made available through transparency exercises the effects may be to make financial markets less stable and more prone to crisis.  Why?  Because these  developments, by homogenizing the data about economies and reducing the diversity of opinion on the near future,  may accentuate the tendency to pro-cyclical herding behaviour  -- bankers and investors buying what others are buying, selling what others are selling, owning what others are owning. 

In short,  the Fund’s attempt to alter what the High Command took to be a major cause of the Asian financial crisis – to ensure that the users of accounting information would not again be “misled” -- may have helped to strengthen financial supervision (through the FSAP process). On the other hand, it has probably had rather little effect on behaviour of financial market participants – because they don’t notice much of the resulting information.  Moreover, to the extent than their behaviour has been affected by the provision of more transparency , it may be in a more pro-cyclical and destabilizing direction rather than the opposite. 

The discussion has been about the impacts of IMF surveillance.  What about the impact of the Basel 2 standards (starting to be implemented in 2008)?  It is quite likely that Basel 2 standards, too, will generate pro-cyclical tendencies and raise the volatility of borrowers’ access to bank finance.  Avinash Persaud, former head of research at State Street Bank, argues that Basel 2’s move towards more quantitative, market sensitive risk management practices reinforces herding behaviour and market volatility in a vicious circle. 
  Two other analysts make the same point in the following terms: 

“[T]he application of models-based risk management may result in the creation of second-order dangers”, which “raises questions about the recent move of financial regulators worldwide toward an integration of mathematical risk assessment tools in the regulatory framework”. 

One reason is that the Basel 2 standards encourage the more sophisticated banks – those based in developed countries – to adopt a single type of internal ratings-based (IRB) model,  a model which relies on current asset prices, which tend to be pro-cyclical, and which raises the capital requirements at times of downturns when banks are less able to meet the requirements.  A second reason is that  banks will tend to react similarly to similar signals – because they are using the same type of risk assessment model, which leads them to downgrade or upgrade clients en masse. 
  

So Basle 2 standards, like IMF standards, may well make market participants behave in ways that increase rather than decrease market volatility. But the impact of standards of best practice and their diffusion through regular surveillance is not limited to the behaviour of market participants.   

Effects on developing countries’ access to finance and competitiveness of developing country banks  

Standards of best practice are rarely distributionally neutral: they usually benefit some participants more than others. The standards coming from the Basel Committee, the IMF, the FSF and the like – and surveillance in line with the standards -- may be having at least two far-reaching impacts, which are disadvantageous for developing countries and advantageous for developed countries, especially the Anglo-American kind.   

First, Basel 2, as compared to Basel 1 (or as compared to a “first best” solution), will shift competitive advantage even further towards developed country banks and against developing country banks, by raising the cost of finance to developing countries; and will likely hurt development prospects more broadly by making developing country access to finance more pro-cyclical. Why? Because Basel 2 requires banks with less sophisticated risk management systems – which tend to be based in developing countries – to carry relatively more supervisory capital than banks with more sophisticated systems.  Therefore it raises their costs of lending relative to those with more sophisticated risk management systems, which tend to be based in developed countries.   The latter are allowed to establish their credit risks and capital adequacy themselves (“self-supervise”), subject to the financial supervisor approving their model.  Also, Basel 2 requires bigger differential risk weighting to lower-rated borrowers than Basel 1, who are disproportionately in developing countries. And its standards insufficiently recognize risk diversification benefits of lending to clients in developing countries. 

The Basel Committee’s own most recent quantitative impact study reveals a large variance in the amount of capital required for banks using the different Basel II-based risk assessment methodologies.  For example, some banks using the advanced “internal ratings-based” (IRB) approach – coming predominantly from developed countries – are expected to have big reductions in their capital requirements of the order of 30%.  Banks using the simpler “foundational” approach – predominantly from developing countries -- are expected to experience an increase in their capital requirements of over 38%. 
  The Basel 2 standards thus give  structural advantage to large developed country banks and  structural disadvantage to developing country banks – and also to the regional, national, and local economies they are nested within. 

The upshot is that developing countries under Basel 2 could face a higher cost of capital and a lower volume of lending than under Basel 1, with more pro-cyclical volatility, and with their banks having less chance of establishing international operations and more likely to be taken over by developed country banks.
   No country should let its banking system be taken over by foreign banks, even if, in developing countries, western  banks are likely to be more “efficient” than domestic ones; for at times of crisis banks rely heavily on their home state and are likely to sacrifice operations in developing countries in order to protect their home base. 

The pull  towards norms of Anglo-American  capitalism

The second far-reaching impact is the way that the new standards and surveillance mechanisms tend to frame a global “attractor” point, in the sense of taking the Anglo-American or liberal market economy as the “normal” or “proper” kind of capitalism. 
  By the Anglo-American or liberal type is meant: 
· short-term and arms-length relations between banks, non-financial companies, and the state; 
· non-discretionary regulation which is delegated to “independent” agencies, like the Financial Services Agency in the UK; and 
· banks oriented to  maximizing profits.  
A contrasting type has been common in East Asia, based on longer-term and more “multiplex” relations between companies, financiers, and the state, discretionary regulation, and some banks invested with social purposes beyond profit maximizing (including development banks).  I have argued elsewhere   that this system was an important factor in the very high rates of investment and diversification in capitalist East Asia over the 1950s to the 1980s, particularly  because it enabled big firms to carry very high levels of debt to equity compared to counterparts operating in an Anglo-American type of capitalism.  High debt/equity ratios supported high rates of investment.  
  

As long as the East Asian system operates on the basis of long term relationships, patient capital, and government guarantees, Anglo-American capital is at a disadvantage in these markets.   On the other hand, US and UK financial firms know they can beat all comers in an institutional context of arms-length relations, stock markets, open capital accounts, and new financial instruments. Therefore the Asian system must be changed towards theirs. For example, the US Senate passed a Foreign Operations Appropriation Bill in 1998 saying that no US funds may be available to the IMF until the Treasury Secretary certified that all the G7 governments publicly agreed that they will require the IMF to require of its borrowers, (a) liberalization of trade and investment, and (b) elimination of “government directed lending on non-commercial terms or provision of market distorting subsidies to favored industries, enterprises, parties or institutions”  (eg elimination of sectoral industrial policy).  

When an East Asian economy adopts the High Command’s standards of best practice its banks have to operate under much tighter prudential standards, and cannot support debt/equity ratios anywhere close to those they supported before.   This puts pressure for change on the whole chain of savings, credit, and investment, and curbs the rate of investment. 

The Basel Committee’s rules illustrate the mechanism by which the SSC system pulls other economies towards the Anglo-American model. The rules have as their ostensible purpose the enforcement of a uniform level of prudence sufficient to make bank failure and contagion unlikely. The High Command -- taking as “normal” the Anglo-American system of arms-length relations between banks, firms and government and banks oriented solely to maximizing profits -- has defined the level of prudence in terms of level of the bank’s assets, liabilities, and core capital. Hence the Basel Committee’s rules of prudence translate into rules about capital adequacy.   But in a national economy where banks receive government guarantees they have to mobilize less capital for their operations. This has been the case with Japanese banks, other East Asian banks, the German lande banks, and developing country development banks.  These are different kinds of banks than those assumed in the Basel rules.  They are not devoted solely to maximizing profits for their shareholders. Their government guarantees allow them to support a cross-subsidizing mixture of public and private purposes, and to operate with a trading ethic that does not force them to drop unprofitable borrowers overnight. The High Command, however, considers that such banks have an unfair competitive advantage, and wants them to behave like “normal” banks, without government guarantees – which means giving up their mix of public and private purposes. 

In other words, the justifiable rules of prudence become rules for forcing convergence of a key feature of political economies to the Anglo-American model, disguised as making a “level playing field” for all competitors. 

Moreover, financial systems are sub-systems within a larger institutional complex. Changes in financial systems spill over into changes in related institutional areas, including corporate governance, product markets, labour markets, and further on into the welfare state and education.  By making it more difficult for developing countries to reform their financial systems in the direction of the East Asian type the SSC system also makes it more difficult for developing countries to adopt other features of a “coordinated market economy”, as distinct from a “liberal market economy”.
 

So to the extent to which the High Command is able to get its standards of best practices accepted as “normal” and non-compliance as “deviant”,  it imparts a “global warming” type of change in the international political economy away from coordinated market economies towards the attractor point, the liberal market economy of the Anglo-American type.  Therefore the High Command’s efforts at surveillance should not be understood as just a small add-on to previous efforts at market liberalization. The drive for transparency and standards involves not so much  “removing the veil” as a project of homogenization around norms derived from good  practice in the liberal market economy type of capitalism rather than from good practice in more coordinated forms of capitalism.  It thereby reinforces and legitimizes the injection of the power of dominant states (G7) and multilateral organizations in order to intensify and stabilize financial liberalization.  This is why the change is big enough to warrant the label Post Washington Consensus.  
  

How did this agenda of transparency, standards, and surveillance crystallize out?  Representatives of developing countries and their financial organizations had virtually no place in formulating the agenda or the implementation.  The G7 finance ministers led the debate. Of the bodies which did the further decision making and implementation, the Financial Stability Forum, the Basel Committee, and the OECD include virtually no developing country members, while the IMF and the World Bank are dominated by the G7 states (including via the fact that seven executive directors from developed countries, like Belgium, the Netherlands, Spain, and Italy represent 64 developing countries between them).  The G7 states are highly responsive to the preferences of private financial organizations rooted in their states.  The large array of international standard-setting unofficial bodies of the kind mentioned earlier have almost no representation from developing countries. 

The big international – developed country -- banks have an especially effective spokesperson for the industry in the form of the Institute for International Finance (IIF), based in Washington DC, which does research and lobbying on their behalf.  When the Basel Committee on Banking Supervision came under pressure from the states of its members (all developed countries) to consult with “the industry” about improving the working of Basel 1 in the mid 1990s, the Basel Committee turned to the IIF as its principal interlocutor.  In formulating Basel 2 the Basel Committee relied even more on the IIF. But the IIF has the reputation of being the voice of the international –  mostly developed country -- banks, and of taking little notice of the preferences of less international banks, including most developing country banks.

In short, the process of formulating how to strengthen the global financial system after the Asian crisis was shaped by the preferences of the developed country states and developed country private financial actors, and very little by developing country states or their private financial actors. 

That being said, it is misleading to say that the spread of Anglo-American norms occurred only because of “supply” push, as distinct from demand pull.  The mechanism of diffusion seems to involve two steps: first, pressure from the IMF, the Financial Stability Forum, the G20 and the like, especially in the wake of the Asian crisis, for countries to adopt best practice standards.  These standards are derived from “western” practice, and especially Anglo-American, as distinct from, say, Japanese, German, or Scandinavian.  But they are fairly general, for the most part.  At the second step, once governments began formally to adopt the standards, they turned to more specific regulations on the books in western countries,  especially to the regulations of Anglo-American countries.   

Pushback and pretend compliance

The story of the SSC system cannot stop here, however.  The effects of the system on the ground cannot simply be inferred from the features of the system, because compliance, too, is a variable.  Developing country compliance with the standards has unsurprisingly  often fallen a long way short.  In some countries and with respect to some standards  a post-crisis surge of formal compliance was followed by regulatory forebearance and selective enforcement – and hence pretend compliance and behavioural non-compliance. For example,  in the four crisis-affected countries of East Asia (Korea, Malaysia, Thailand, Indonesia), compliance as of 2006 varied across standards and across countries.  In general, compliance with the Special Data Dissemination Standards, for macroeconomic data, has been highest, for the costs of compliance do not bear on private firms and the degree of compliance is relatively easily monitored.  Next highest was banking supervision.  Compliance with the standards of corporate governance and financial accounting was lowest, for these ones are most costly to the private sector and the most difficult to monitor.   Malaysia had the highest overall compliance, then Korea, Thailand, and, at the bottom,  Indonesia. 
  
Conclusion

Since the Asian crisis, the High Command of international finance continues to place the onus on developing countries to prevent crises, without changes at the international level to mitigate the intensity of pressures from global financial liberalization.  For example, it has rejected such mechanisms for reducing the severity of crisis as the Sovereign Debt Restructuring Mechanism, and standstills more broadly.   It has rejected capital controls for developing countries (with qualifications). The fact that the world economy had a run of fast growth without crisis for about six years from 2001 to 2007, in contrast to  the crisis-prone period  from the 1980s through to the early 2000s, was due less to national or global regulatory changes than to generally benign world macroeconomic conditions, including fast  growth in China and India and downwards pressure on prices of manufactured goods thanks to the China price. 
The central reason why the High Command has put the onus on developing countries is that the High Command includes only slight representation of developing countries, while it includes strong representation of internationally-active private financial firms based in developed countries. Private financial market participants in the West remain hostile to measures which go beyond standardization on an Anglo-American model of arms-length, short-term capital markets. No surprise, then, that the international financial architecture continues to operate in a way that “externalizes” serious costs onto developing economies.

Looked at more broadly, the SSC system shows the following drawbacks: 

(1) It tends to treat each national economy as a unit and gives only slight attention to the world economy as a whole and to policy spillovers from “systemically important” economies onto others.  

(2) It may raise the propensity of financial market participants to “herd”, and thereby increase the volatility and pro-cyclicality of developing country access to finance.    

(3) It tends to give a structural advantage to developed country banks and other financial organizations and a structural disadvantage to those based in developing countries, especially through the dramatic effect on the cost of their capital adequacy requirements.   

(4) It tends to further shrink developing country “policy space” even beyond that allowed by the Washington Consensus. 

(5) It tends to further narrow the notion of the national interest to promoting economic growth and increasing personal economic welfare, and to marginalize important developmentalist objectives such as constructing national unity,  deepening national economic integration, and strengthening sociql cohesion.  

(6) It imparts to national economies a gravitational pull towards an Anglo-American type of capitalism and away from other types of advanced capitalism, such as Scandinavian, continental European or pre-crisis East Asian.  This pull is in line with the preference of western investors for developing countries to adopt a regime of full openness and arms-length, short-term relations between banks, firms, and government: a neoliberal system.  

The SSC system is therefore deeply problematic from a liberal perspective. In the name of economic freedom  --  expanding market participants’ freedom to move their finance where and how they wish – it curbs the liberal value of national choice of policy framework by  injecting a single model from above. And by nearly excluding developing countries from the standards-setting fora it curbs the liberal value of democratic participation , such that those who are subject to a decision should have some role in making it or at least in holding those who make it to account.  

On the other hand, developing countries have by no means complied with the regulatory push emanating from the High Command. They may formally comply and advertise their formal compliance as though it is behavioural compliance.  But domestic politics shapes what happens between formal compliance and behavioural compliance.  Inside the regulatory agencies and the regulated banks and firms “a varying combination of regulatory forebearance, administrative blockage and private sector non-compliance [can] flourish. The result [is] mock compliance: a combination of considerable formal compliance with international standards and behavioural departure from their prescriptions”.

What should be done? 
Here are three modest suggestions for directions of reform. 

First, the Fund, the World Bank and other such organizations should shift their  emphasis towards (a) surveillance of the world economy (“multilateral surveillance”) and (b) the analysis of policy spillovers in their bilateral surveillance (as distinct from “structural” issues, like the design of pension systems). Partly just to fortify their credibility as independent of the  G7 and  the G1 they should – in Rachel Lomax’s words – 

“explicitly recognize members’ undoubted right to choose their own policy frameworks, providing that they are consistent with their commitments under the Articles” (11). 

Or in Martin Feldstein’s words during the Asia crisis, 
 “[The IMF] should strongly resist pressure from the United States, Japan, and other major countries to make their trade and investment agenda part of the IMF funding conditions”. 

A useful analogy is the concept of “middleware”, a piece of software that connects two or more software applications so that they can exchange data. 
  Middleware enables an organization to permit user departments to choose their own software systems, bottom-up, with the facilitation of a central information department (and within broad limits of intercommunication), as an alternative to a central data processing department which makes top-down decisions about software for the whole organization and does the processing itself.    Middleware provides an analogy to the kind of rules that the international financial regime should aim at.  
Second,  the Basel 2 standards should be revised in a process less dominated by developed country states and developed country banks.  Currently, developing country banking regulators and banks are experiencing great difficulties in implementing Basel 2.  In particular, the few developing country regulators and banks trying to implement the more advanced risk assessment methodologies are encountered severe  problems. 
   At a minimum there should be better provision of technical assistance to developing countries to implement these standards, while still giving autonomy to developing countries to decide on the extent they implement Basel 2 standards, given competing national priorities.  When negotiations over Basel 3 begin regional organizations should have an important role – such as  the Association of Supervisors of Banks of the Americas and the Latin American Bank Federation.  The new standards should be less “cookie cutter”: more regionally differentiated, with surveillance by regional organizations, and with more scope for differentiation between the capital requirements of different kinds of banks, especially between internationally active banks and national development banks (as more countries begin to revive their development bank system). 
   
Basel 3 should also grapple with the fundamental question of whether regulating levels of capital adequacy is the best way to promote greater bank stability; and open up scope for bank stability options beyond  more intensive application of the Basel 2 standards. The options should include a range of legitimate ways to achieve adequate levels of prudence to protect the international financial system against loss of confidence. For example, they should include not only prescribed levels of core capital but also government guarantees.  Distinguishing between “functions” (adequate prudence) and alternative institutional arrangements for fulfilling a given function is a first step towards expanding the scope for national autonomy.   

Third, since the dominant developed country states continue to place the onus on developing countries for avoiding crisis (rather than change the operation of the international system to make crisis less likely ) developing countries should draw the lesson that they have to protect themselves. Some in Asia have managed to build up large foreign exchange reserves by way of self-insurance.  But large reserves carry  high costs.  A partial alternative is to make more use of capital controls to curb capital surges in and out.  We know from the East Asian experience and much other that capital inflow surges can generate pressure for exchange rate appreciation, a domestic credit boom, loss of export competitiveness, and hence  raise the risk of  “bust” triggered by panicky capital withdrawal.  Controls on inflows and outflows can dampen these surges,  without imposing high costs. As free trade champion Jagdish Bhagwati declared,  

“In my judgement it is a lot of ideological humbug to say that without free portfolio capital mobility, somehow the world cannot function and growth rates will collapse”.
 
At the  international level, standards of good practice should permit states to impose restrictions – as well as regulations – on portfolio capital mobility.  There should be no revival of the G7 push through the 1990s to revise the Articles of Agreement of the IMF so as to add the goal of promoting free capital mobility to the existing statement of goals, or to give the IMF jurisdiction over the capital account.   

But progress towards re-regulating the global financial system along these lines depends on changes in the composition of global governance. The G7 finance ministers should be expanded to perhaps a G14 with a cabinet of G4: the US, Japan, China and the EU.  The silver lining of the current First World financial crisis is that it undercuts the argument that the current global financial regulation, as presided over by the G7, is quite adequate.  END
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