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Financial crises have become an all-too-common occurrence over the past twenty years,
largely as a result of changes in finance brought about by increasing internationaliza-
tion and integration. As domestic financial systems and economies become more inter-
linked, weaknesses can significantly impact not only individual economies but also mar-
kets, financial intermediaries and economies around the world. This volume addresses
the twin objectives of financial development in the context of financial stability and
the role of law in supporting both. Financial stability (frequently seen as the avoidance
of financial crisis) has become an objective of the international financial architecture
as well as individual economies and central banks. At the same time, financial devel-
opment is now seen to play an important role in economic growth. In both financial
stability and financial development, law and related institutions have a central role.
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Introduction

The research underlying this volume began with a question: why do finan-
cial crises occur and what can be done to prevent such crises and reduce
their impact when they do occur? Today, following a series of financial crises
around the world over the past fifteen years, this question to some extent has
been answered through the establishment of a system of international stan-
dards directed towards the overall goal of financial stability. If one is interested
in financial crises, it follows that one is also interested in the broader role of the
financial system: clearly, financial crises are deleterious to economic growth,
but can the financial system also have positive effects? Likewise, this ques-
tion is now generally answered in the affirmative: an effectively functioning
financial system is important for economic growth, though (as demonstrated
by the existence of financial crises) finance also brings risks. The question then
becomes how to develop a financial system which supports economic growth
(and thereby economic development) in the context of financial stability. The
purpose of this volume is to address this question.

In the past fifteen years, the recognition of the importance of law in an
economy has increased greatly. It is now commonly accepted that property
rights, enforcement of contracts and the rule of law are significant for eco-
nomic development. Unfortunately, in most cases, the literature — especially
the economic literature — has still not progressed significantly beyond this basic
realization. The question arises: what do these ideas mean in practice? More
precisely, if law is important, what sort of legal infrastructure and institutions
are best?

This volume attempts to answer this question in the context of the financial
sector — arguably the area of an economy in which law has the greatest impor-
tance. Specifically, this volume discusses the relationship among law, finance,
and economic growth and development. It argues that law and the related
institutional framework are fundamental to economic development generally.
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2 Introduction

Further, it argues that an effective financial sector is essential to economic
growth. On this basis, the volume addresses the question of how laws and insti-
tutions should be designed in order to support financial sector development
to underpin economic growth in the context of financial stability.

In order to do this, the volume analyses international responses to finan-
cial crises in developing, emerging and transition economies' at the end of
the twentieth and beginning of the twenty-first centuries. The volume argues
that financial crises since the Mexican crisis in 1994 have caused a fundamen-
tal re-evaluation of the role of financial law and institutions, with the conse-
quent development for the first time of a comprehensive framework of interna-
tionally acceptable standards delineating minimum requirements for financial
stability.

The author argues, on the basis of recent research, that law has a funda-
mental role in both financial stability and financial market development, both
of which, in turn, are significant for economic growth. The volume analy-
ses the international consensus (formalized through a series of international
standards) respecting financial stability which developed following the series
of financial crises around the world at the end of the twentieth century. It
combines the elements of the key standards which have been developed with
research respecting financial development in an effort to provide an under-
standing of the main legal and institutional elements supporting financial
sector stability and development.

The volume discusses whether the international financial architecture, as
currently structured, addresses the risks inherent in moving from a closed
domestic financial system to an open system integrated into the global finan-
cial system. It suggests that the current structure of the international financial
architecture has developed as a response to the risks inherent in financial
liberalization, domestic restructuring and globalization of finance. However,
unlike the structure developed at Bretton Woods at the end of World War 11
or in the Furopean Union, the current structure of the international finan-
cial architecture fails to explicitly link domestic restructuring (addressed by

» o«

' Throughout, this volume will use the terms “developed”, “emerging”, “transition” and “devel-
oping” economies. Herein, “developed” countries or economies are the advanced nations
of North America, Europe and East Asia (Japan, Hong Kong and Singapore). “Emerging
economies” are market-based economies which are in the process of moving to “developed” sta-
tus through integration into the global economic and financial systems. “Iransition economies”
are formerly centrally planned economies which are in the process of transitioning to market-
based economic systems. “Developing” countries or economies are poorer states which are in
the process of building economies and financial systems. These general terms reflect related
terminology used by the International Monetary Fund.
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the current matrix of international financial standards) with financial libera-
lization (especially in the context of both capital account liberalization and the
role of the World Trade Organization [WTO]) and globalization of financial
markets (and the role of the international financial institutions in this process).
Further, it fails to move coherently beyond the requirements of stability to the
requirements of development.

The volume concludes by suggesting that individual governments, regional
arrangements and development organizations should take an active interest in
the legal and institutional design of financial systems, much in the way that
one would pursue major construction or technological development projects,
to support financial stability in the context of financial development and in
order to enhance economic growth and development.

Following this introduction, the volume proceeds through ten chapters orga-
nized into four parts.

FINANCIAL MARKETS AND THE INTERNATIONAL
FINANCIAL ARCHITECTURE

The first part discusses the relationship among law and institutions, finan-
cial sector development and economic growth, and the international financial
architecture.

The part begins, in the first chapter, with a discussion of theories of eco-
nomic development, suggesting that there is an emerging consensus relating
to the importance of an economy’s institutional framework, including law and
legal infrastructure, in economic growth and development; presents research
addressing the role of law in an economy; and argues that law and legal infra-
structure have an important role in economic growth, development and
finance. The chapter highlights three aspects: first, the fundamental role of law
and institutions in economic growth and development; second, the growing
body of research suggesting that an effective financial system is necessary to sup-
port economic growth; and third, the role of law and institutions in an effective
financial system. Second, the chapter discusses the role of finance in economic
growth and development, suggesting that the role is both positive and negative.
Financial crises and research have highlighted weaknesses in both domestic
and international financial systems, as well as the significance of the financial
sector — both positive and negative — in economic growth and development
more generally. In order to discuss the role of law in financial development, it
is first necessary to have a general understanding of the financial sector, what
it does, and how it works. The chapter therefore includes a brief introduc-
tion to financial systems. This picture of financial systems, however, is only a



4 Introduction

stylized description, both of domestic and international financial systems.
Finally, the chapter also looks at the function of law in finance, and con-
cludes by suggesting that law plays an essential role in financial develop-
ment, which, in turn, is significant for economic growth and development
generally.

The second chapter of this volume discusses the developing international
framework addressing the potential negative impact of finance on economic
development — namely, the concepts of financial stability and the interna-
tional financial architecture. It addresses financial stability, its role and the
central issue of whether the international financial architecture as currently
structured addresses the risks of participation of individual economies, espe-
cially developing, emerging and transition economies, in the global financial
system. It argues that appropriate law and legal infrastructure are a neces-
sary but not sufficient component of financial stability, economic growth and
development. Specifically, Chapter ‘Iwo discusses financial stability and the
significant but incomplete international consensus that has developed in the
past decade. This consensus is often discussed in the context of the “new inter-
national financial architecture”. With this international framework in mind,
the remainder of the volume addresses the mechanics of legal infrastructure
in finance.

The chapter first looks at the post-World War II design for international
financial stability and economic development: the Bretton Woods interna-
tional economic system and its objectives (financial stability and economic
development, based on three pillars: money, finance and investment, and
trade). Second, it briefly discusses the changes in the international financial
system between the creation of Bretton Woods and the end of the twentieth
century: the process of financial market globalization.

The onset of the Mexican financial crisis in 1994 signaled the return of a
sort of financial crisis not seen since before the establishment of the Bretton
Woods system and its structure of fixed relationships among closed domestic
financial systems. Prior to 1944, however, such crises were not uncommon and,
in fact, one goal of the design of the Bretton Woods system was to eliminate
the possibility of similar financial crises in the future. In many ways, it was
remarkably successful; however, following the break up of the fixed exchange
rate system in 1973, the gradual return to free movement of capital and the
increasing re-integration of financial systems, the stage was set for a return to
the sorts of crises common during the nineteenth and early twentieth cen-
turies. Financial crises in emerging economies around the world over the past
fifteen years highlight the dangers inherent in financial liberalization without
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adequate domestic restructuring in the context of participation in increasingly
an globalized financial system.

Third, the chapter analyses the international response to the string of finan-
cial crises over the past fifteen years: discussions regarding the international
financial architecture and the development of a system of international finan-
cial standards, comprising the political framework, international financial stan-
dards themselves, standard setters and setting, implementation, and monitor-
ing. As a direct result of the Mexican and east Asian crises, the Group of Seven
(G-7) and the Group of Ten (G-10) (among others) analysed the causes of
and appropriate responses to similar situations in the future. The G-7 issued
directions based on the analysis to the international financial organizations and
institutions — a pattern that has since solidified into a methodology, perhaps
even a system. In regard to financial stability, the G-7 issued directions to inter-
national financial organizations (e.g., the Basel Committee on Banking Super-
vision) to develop standards to address domestic financial sector weaknesses,
which were a significant underlying factor in the various crises of the 199os.
The international financial institutions (especially the Bretton Woods institu-
tions) are charged with supporting implementation and monitoring of those
standards. In addition, the international financial institutions were directed
to implement emergency measures to be used in future crises. The result
is the only development respecting the international financial architecture
which can really be called “new”: a system of international financial standards
under which political decisions are taken by the G-7; standards are formulated
by international financial organizations; coordinated by the new Financial
Stability Forum; and international financial institutions develop mechanisms
of implementation, monitoring and response to crises, with the result being
translation of international standards into domestic legal systems.

In essence, a system of international financial soft law based on implemen-
tation and monitoring of nonbinding standards has been added to the existing
international financial architecture. Unfortunately, the system of international
financial standards, while significant, does not form a coherent system in the
same way as the Bretton Woods system as designed (though not as imple-
mented). The system is designed to address the same issues as the Bretton
Woods system (stability and development), but does so in an incomplete man-
ner and, thus, the existing international financial architecture needs to be
reviewed in order to appropriately address all three pillars in a coherent and
integrated system. The chapter concludes that the current structure of the
international financial architecture fails to adequately address the realities of
globalized financial markets and that individual countries should undertake
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coherent reform processes as part of the process of financial integration and
development, albeit using the system of international financial standards as a
starting point.

From this background, the second and third parts of the volume analyse
the specific elements of the legal and institutional framework for a stable and
effective financial sector. Specifically, parts two and three discuss the main
issues to be considered in financial stability and development, on the basis of
international standards and related research. The system of international stan-
dards focuses on fifteen “key standards for sound financial systems”, organized
under three broad headings and twelve key subject areas. The first broad head-
ing, macroeconomic policy and data transparency, is the responsibility of the
International Monetary Fund; the second and third (institutional and market
infrastructure, and financial regulation and supervision) are the responsibility
of a wide variety of different standard-setting organizations. The chapters look
at the main elements of the consensus respecting financial stability and sum-
marize research addressing the role of law and institutions in financial market
development in an effort to outline the appropriate institutional framework for
finance, reflecting current international best practices.

FOUNDATIONS OF FINANCIAL SECTOR DEVELOPMENT

Part 11 discusses the foundations of financial stability and development. Specif-
ically, we look in Chapter Three at the preconditions for finance — the fun-
damental elements necessary for finance to develop and function, namely:
(1) foundations of financial development and economic growth and (2) institu-
tional underpinnings of finance. Chapter Four, in turn, deals with the role of
central banks in financial, monetary and macroeconomic stability. While the
system of international financial standards addresses the third area (reflecting
an immense amount of research outside the scope of this volume), it does not
address the first and second, even though, in fact, foundations and institutional
underpinnings may be of at least as great, if not greater, significance for finance
and development than macroeconomic policy.

Building on recent research, Chapter Three argues that financial systems
require certain legal and institutional elements to be in place in order to
function. These include property rights, collateral frameworks and company
law, which, in turn, must be set in a framework supporting effective governance
providing for enforcement of contracts and commercial dispute resolution. In
addition to these institutional foundations, financial sector development occurs
best in the context of a stable macroeconomic setting, including appropriate
monetary, financial and fiscal policies and frameworks (Chapter Four). In
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addition, Chapter Four addresses certain responsibilities of central banks and
financial authorities, including payment and settlement and government bond
markets.

Chapter Five discusses the elements of institutional and market infrastruc-
ture which are essential to support the development of an effective, functional
financial system. These elements — all addressed by international financial
standards — build upon the underpinnings discussed in Chapters Three and
Four and are necessary for the financial regulatory systems and structures dis-
cussed in Part I1] to function properly in a market economy. Building on these
foundations, Chapter Five looks to the many sorts of legal infrastructure nec-
essary for sophisticated financial systems to function properly — what could
be called essential financial infrastructure. It therefore considers the support-
ing institutional and market infrastructure which is necessary for sophisticated
financial systems to develop. Aspects include insolvency regimes, corporate
governance, and accounting and auditing systems (“financial information”).
These are supported by appropriate measures to protect market integrity and
thus confidence in the financial system. It is only when both the foundations
and the supporting infrastructure are in place that financial liberalization,
regulation and supervision can function properly.

FINANCIAL REGULATION AND SUPERVISION

Part I11 discusses a central focus of recent international efforts: financial regu-
lation, supervision and liberalization. Specifically, it investigates the primary
areas addressed by the system of international financial standards: banking
(Chapter Six), nonbank finance (Chapter Seven), and financial liberalization
and related issues such as financial conglomerates and financial regulatory
structure (Chapter Light). International financial standards, however, gener-
ally only address stability and not the role of development. The volume attempts
to take both into accountand to consider other areas meriting further attention.

LOOKING FORWARD

Part [V discusses deficiencies in the international financial architecture as cur-
rently structured and in the process through which economies address their
financial sector legal and institutional frameworks. The volume concludes,
first, that international financial standards constitute a necessary but not suffi-
cient requirement for financial stability. Second, the current pseudo-system is
inadequately structured to deal with the central issue presented at the outset —
that is, the relationships among the requirements for development (namely,
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liberalization, restructuring and integration), especially as the system discussed
interacts with the WT'O and its constituent financial services provisions. Third,
the current structure of the international financial architecture does not ade-
quately address the issue of crisis resolution.

The final two chapters thus look forward and address the reform of the
international financial architecture and financial systems. They focus on the
role of the international financial architecture discussed in preceding chap-
ters, including weaknesses of the current system and a brief agenda for pos-
sible reform, and discuss issues which need to be considered in developing
fully effective financial systems but to date have not been adequately treated
by the international financial architecture, including development (espe-
cially competition and its relationship to the international framework of the
WTO), the interaction between liberalization and regulation, and the systemic
context.

Chapter Nine suggests, first, that the system of international financial stan-
dards (with its focus on financial stability) does not adequately address certain
issues, especially those related to development. It argues that although the sys-
tem of international standards addresses financial stability comprehensively, it
does not address the issue of development to any great extent. In this regard, as
standards are revised, developmental issues should be addressed in addition to
stability requirements. Further, at present, international standards do not ade-
quately address issues of competition. Especially significant is the fact that the
WTO framework governing financial services access has not been incorporated
into the system of international financial standards.

Second, chapters nine and ten suggest that, unlike the Bretton Woods or EU
structures, the current system of international standards does not adequately
address the interlinkages between finance and the international architecture.
Specifically, they argue, first, that the current system of financial standards
does not address the important issue of the relationship between financial lib-
eralization and financial stability, even though this relationship is addressed
by the more formal structure of the EU single financial market project. In
addition, as discussed previously, financial systems today have the added com-
plication of their interaction with one another. As a result, economies must
consider issues respecting interaction and integration with global and regional
financial systems. Unfortunately, the current system of financial standards does
not address the important issue of the relationship between financial liberal-
ization and financial stability at a global level. However, this relationship has
been addressed at a regional level by the more formal structure of the European
Union, which may provide a model for both international and other regional
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arrangements. Second, the international financial architecture still does not
address adequately issues of crisis resolution.

The final chapter discusses financial sector design, including financial and
regulatory structure, and a suggestion that individual economies proactively
support financial sector development and stability by addressing the legal and
institutional framework of their financial and economic systems on a holistic
basis in order to achieve the desired results of financial stability and devel-
opment. Governments may consider a variety of models available for domes-
tic financial structure and for regulatory systems. If law and institutions are
important for stable and effective finance, how can officials take advantage of
research and best practices in their own systems and what can development
professionals and organizations do to assist? The chapter suggests that finan-
cial sector development indeed can be influenced and recommends careful
analysis and planning by governments and their advisors in order to appropri-
ately address issues of legal infrastructure in financial development in order to
secure economic development.

Unfortunately, despite much effort, financial crises continue, with dramatic
consequences for development. The volume argues that the current framework
provides an important starting point but that significant deficiencies remain.
In order to support financial stability, economic growth and economic devel-
opment, a fresh look should be taken at the international financial architecture
in the context of the realities of today’s global financial system.
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individuals and organizations around the world. While it is impossible to
acknowledge all of these influences (and I am vastly appreciative of all those
I have worked with on related issues over the years), I would like to espe-
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issues: Ernesto Aguirre, Noritaka Akamatsu, James Barth, David Bernstein,
William Blair, Charles Booth, Ross Buckley, Joao Farinha, Stefan Gannon, Say
Goo, Jorge Guira, Christos Hadjiemmanuil, Vanndy Hem, Angela ltzikowitz,
Lolette Kritzinger-van Niekirk, Rosa Lastra, Jing Leng, Julia Leung, José de
Luna, Donald Mclsaac, Matthew Morgan, Christopher Olive, Jae-Ha Park,
Anita Ramasastry, Keith Reid, Gerard Sanders, Norbert Seiler, Heba Shams,
Andrew Sheng, Marc Steinberg, Tull Traisorat, George Walker, Wei Wang,
Mamiko Yokoi-Arai, Said Zaidansyah, and Zhongfei Zhou.
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PART ONE

FINANCE AND THE
INTERNATIONAL FINANCIAL
ARCHITECTURE






Law, Finance and Development

Until the mid-199os, the role of the financial sector in economic develop-
ment was largely ignored. Today, research increasingly focuses on the central
role of the financial sector in economic growth and therefore in economic
development more generally." Further, the importance of law in economic
development prior to the early 19gos was largely ignored by most economists.
Today, it is very difficult to avoid statements highlighting the importance of
law and other institutional structures in economic development. Moreover, it
is only more recently that the role of law in the financial sector is beginning to
be carefully evaluated and understood. These are all significant developments
and underscore the theme of this volume: law, legal institutions and regula-
tory systems (“legal infrastructure”) are fundamental to financial stability and
financial sector development, which, in turn, are essential to economic growth
and development.

This chapter discusses the changing understanding of the role of law and
the financial sector in economic growth and development. It begins with a
discussion of theories of economic growth and development, suggesting that

! Economic development is a term about which much has been written but about which there is
no general agreement. See G. Meier and J. Stiglitz (eds), Frontiers of Development Economics:
The Future in Perspective (Washington DC: World Bank and New York: Oxford University Press,
2001). Today, it is generally agreed that economic development encompasses a range of factors,
as indicated by the United Nations Millennium Development Goals (“MDGs”) — see United
Nations (UN), United Nations Millennium Declaration, General Assembly Resolution 55/2,
8§ Sep. 2000; UN General Assembly, Road Map Towards the Implementation of the United
Nations Millennium Declaration: Report of the Secretary General, UN General Assembly 56th
Session, A/56/326, 6 Sep. 2001; see also www.developmentgoals.org. Among the most significant
factor affecting economic development is economic growth. See World Bank, 2004 Annual
Review of Development Effectiveness: The Bank’s Contribution to Poverty Reduction, 2005. As a
result, this volume will focus primarily on economic growth.
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there is an emerging consensus relating to the importance of institutions,
including law and legal institutions, in economic growth and development.

Second, the chapter discusses the role of finance in economic growth and
development as highlighted by a series of financial crises over the past decade
and a half, suggesting both positive and negative aspects. In order to discuss
the role of law in financial development, it is first necessary to have a general
understanding of the financial sector, what it does, and how it works. This
picture of the financial system, however, is only a stylized description, of both
domestic and international financial systems.

Third, we look at the function of law in the financial system. The chapter
concludes by suggesting that law plays an essential role in financial devel-
opment which, in turn, is significant for economic growth and development
generally.

1.1. LAW, INSTITUTIONS AND ECONOMIC DEVELOPMENT

Since the early 19qos, the factors supporting economic development have
received increasing attention from a variety of sources. Generally speaking,
theories of economic development today focus on the roles of geography (or
“endowments”), policies and institutions. Geography-based theories arguably
explain much of early development, but are less useful in relation to more
advanced stages. Theories based upon policies dominated from World War
I, culminating in the predominance of market economics and the policies
of the Washington Consensus, to the Asian financial crises in the late 199os.
Following the series of financial crises beginning in the mid-19qos, attention
has focused on the role of institutions in economic development, with research
suggesting that institutions, in fact, may be the dominant underlying factor.

1.1.1. Geography and Endowments

Theories based upon geography suggest that economic development results
from the essential physical endowments present in a given location, includ-
ing such things as flora, fauna, climate and geography. Jared Diamond has
reinvigorated analysis about the role of physical endowments and their influ-
ence on economic development by drawing together the various strands of
the biological and physical sciences, anthropology and archaeology, and link-
ing their discoveries to economic development.” Arguably, factors relating to
endowments were determinative of much of economic development prior to

2 See J. Diamond, Guns, Germs, and Steel: The Fates of Human Societies (New York: W.W.
Norton, 1997).
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the twentieth century, but are less relevant to contemporary development. At
the same time, with global climate change, some of these factors may become
increasingly relevant as the twenty-first century progresses.

1.1.2. Policies

Since the end of World War II and the creation of the International Monetary
Fund (IMF) and the International Bank for Reconstruction and Development
(“World Bank”) at Bretton Woods, New Hampshire in 1944, the focus of devel-
opment theory and professionals largely has been on design and implementa-
tion of appropriate policies supported through aid and assistance, culminating
in pre-eminence of the so-called Washington Consensus of stabilization, lib-
eralization and privatization.3

William Fasterly, in the most accessible account to date, outlines a number
of “waves” of development theories focusing on a variety of policies since World
War II:

(1) foreign aid to bridge the gap between savings and investmentt,
(2) investment in technology?,

(3) investment in education®,

(4) population control7,

(5) official loans to induce policy reforms®, and

(6)

Overall, Easterly suggests that all of these have failed because they missed
the main goal: aligning incentives to support economic growth which, in turn,

debt forgiveness to support policy reforms.”

reduces poverty.” Instead, Easterly in effect argues that the new paradigm must
be the creation and maintenance of incentives through effective institution-
alization of appropriate policies, thus highlighting the roles of incentives and

3 See P. Krugman, “Dutch Tulips and Emerging Markets”, For. Affairs, Jul./Aug. 1993, p. 28.
Krugman describes the so-called “Washington Consensus” regarding economic policies that
developed in the early 199os as:

Liberalize trade, privatize state enterprises, balance the budget, peg the exchange rate, and
one will have laid the foundations for an economic takeoff; find a country that has done these
things, and there one may confidently expect to realize high returns on investments.

Id., p. 29.
4 See W. Easterly, The Elusive Quest for Growth: Economists’ Adventures and Misadventures in
the Tropics (Cambridge, MA: MIT Press, 2001), ch. 2.
5 Seeid., ch.
6 Seeid., ch.
7 See id., ch.
8 Seeid., ch.
9 Seeid., ch.
See id., Prologue and ch. 1.

v+
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institutions in economic growth, which, in turn, underlies development more
generally. He argues for focus on institutionalization of policies and incentives
in a number of areas highlighted by recent research, including:

(1) Government action is needed to escape the trap of poverty: bad govern-
ment policies must be removed and all forms of knowledge and capi-
tal accumulation, especially technological innovation and research and
development, should be subsidized through a fiscal system that does not
discourage knowledge accumulation.”

(2) Macroeconomic policy is important: governments should avoid creating
poor incentives for growth through the elimination of high inflation,
black markets, excessive budget deficits, strongly negative real interest
rates, restrictions on free trade, excessive red tape, and inadequate public
services."”

(3) An appropriate institutional framework is vital, especially for reducing
corruption: this includes the elimination of red tape, establishment of
rules under which governments honour contracts and do not expropriate
unjustly, and creation of a meritocratic civil service.”

(4) The institutional framework also extends to political arrangements, sup-
porting a stable and public-interested political system, which reduces
political polarization and extreme inequality.

Policies thus continue to be important, as they impact on incentives; however,
the way in which policies are implemented rests on devising and implemen-
tation of the institutional framework.

1.1.3. Institutions

The role of institutions in economic development began to receive significant
attention in the early 1990s, largely as a result of the requirements of transition
from state-ownership and control to market-based economies in the countries
of the former Soviet Bloc, combined with the failure of policy-based approaches
to achieve significant results.

By the late 1980s, the communist experiment was rapidly coming to an end
around the world. With the demise of communism in most economies, the
question became how to move from total state ownership and control to a
functioning market economy. Followers of Friedrich Hayek, Milton Friedman
and the Chicago school of economics focused on “shock therapy”: the idea

" 1d., pp. 168-9 and 192.

= 1d., pp. 237-9.
B 1d., p. 252.
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that if everything was liberalized and privatized as rapidly as possible (follow-
ing initial monetary and fiscal stabilization), then a market economy would
naturally develop. Unfortunately, this did not work quite as planned; quickly,
reformers began to realize the importance of institutions, including law and
property rights, in the functioning of a market economy and the complexity of
developing these in the context of the transition economies, with implications
for development in developing and emerging economies more generally.

It was at this time that theory and experience came together in the “new
institutional economics”. For Douglass North, institutions are fundamental
to economic development. Property rights are embedded in institutions, and
institutions provide an incentive structure for economic activity. Economic
development will take place if property rights are embedded in institutions
designed to provide appropriate incentives. Needless to say, there are many
potential pitfalls to success in this simple formulation, which are discussed
throughout this volume.

North’s theories have been most comprehensively expressed in 1990 in Insti-
tutions, Institutional Change and Economic Performance't; however, his ideas
had developed over the previous two decades. In 1973, in The Rise of the Western
World's, North and Robert Thomas argued'“:

E.conomic organization is the key to growth; the development of an efficient
economic organization in Western Europe accounts for the rise of the West.
Efficient organization entails the establishment of institutional arrangements
and property rights that create an incentive to channel individual economic
effort into activities that bring [economic growth].

In 1981, in Structure and Change in Economic History'7, North analysed the
structure of economies over time and developed a theory to account for stability
and change in those structures.”® The theory of institutions which he develops
is based on three pillars':

(1) a theory of property rights that describes the individual and group incen-
tives in the system;

(2) a theory of the state, since it is the state that specifies and enforces
property rights; and

4 D. North, Institutions, Institutional Change and Economic Performance (Cambridge: Cam-
bridge University Press, 1990).

5 D. North and R. Thomas, The Rise of the Western World: A New Economic History (Cambridge:
Cambridge University Press, 1973).

6 1d, p. 1

7 D. North, Structure and Change in Economic History (New York: W.W. Norton, 1981).
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(3) a theory of ideology that explains how different perceptions of reality
affect the perceptions of individuals regarding the changing “objective”
situation.

In 1990, in Institutions, Institutional Change and Economic Performance™,
North™:

provides an outline of a theory of institutions and institutional change. . . .
The specification of exactly what institutions are, how they differ from orga-
nizations, and how they influence transaction and production costs is the key
to much of the analysis. . . . The evolution of institutions that create an hos-
pitable environment for cooperative solutions to complex exchange provides
for economic growth.

The question arises as to the meaning of institutions. According to North*:

Institutions are the rules of the game in a society or, more formally, are the
humanly devised constraints that shape human interaction. In consequence,
they structure incentives in human exchange, whether political, social, or
economic. Institutional change shapes the way societies evolve through time
and hence is the key to understanding historical change.

Building on this, North sums up the role of institutions™:

Institutions provide the basic structure by which human beings throughout
history have created order and attempted to reduce uncertainty in exchange.
Together with the technology employed, they determine transaction and
transformation costs and hence the profitability and feasibility of engaging
in economic activity. They connect the past with the present and the future
so that history is a largely incremental story of institutional evolution in which
the historical performance of economies can only be understood as a part of a
sequential story. And they are the key to understanding the interrelationship
between the polity and the economy and the consequences of that interrela-
tionship for economic growth (or stagnation and decline).

1.1.4. Recent Empirical Evidence

The results of a 2002 study are striking: Easterly and Ross Levine test the
endowment, institution and policy views against each other using cross-country
evidence and find, first, evidence that endowments affect development through

2 North (1990), op. cit., n. 14.
2 1d., p. vil.

Id., p. 3.

3 1d., p. uS.
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institutions; and second, no evidence that endowments affect country incomes
directly other than through institutions, nor do they find any effect of policies
on development after controlling for institutions.*

Similarly, Dani Rodrik, Arvind Subramanian and Francesco ‘Trebbi test
the respective contributions of institutions, endowments and trade in deter-
mining cross-country income levels.”> Their results indicate that the quality
of institutions is most important: controlling for institutions, endowments
have at best weak direct effects on incomes, although they have a strong
indirect effect through institutions; similarly, trade has a positive impact on
institutions.

Importantly, both sets of authors agree on two points: their results, while
very significant, do not provide much guidance for policy makers and therefore
much remains to be done in teasing out exactly what sorts of institutions are
most significant and how to implement these in the context of the widely
varying circumstances of individual economies.

1.1.5. The Role of Law

As discussed earlier, development theory has gone through a number of stages.
Development assistance, including that relating to law, has tracked theory.

Thomas Heller suggests that theories relating to the role of law in devel-
opment have progressed through a series of waves.** The first wave, roughly
from 195065, focused on building national legal systems, in the context of
newly independent states. The second wave, the “law and development” move-
ment, developed roughly from 1960-75. The law and development move-
ment focused on enabling technocracy and disabling established elites. After
the gradual erosion of law and development, the third wave, roughly from
1985—2000, focused on human rights and constitutionalism. The fourth wave,
beginning from around 1990 and still on-going, focuses on the interactions
among law, markets and economics. Founded upon Max Weber’s ideas of legal
certainty, its leading exponents have been North and Mancur Olson. Today,
this wave looks at increasingly diverse areas, including intellectual property,
corporate governance and competition.

2 W. Easterly and R. Levine, “Tropics, Germs, and Crops: How Endowments Influence Eco-
nomic Development”, NBER Working Paper No. 9106 (Aug. 2002).

25 D. Rodrik, A. Subramanian and F. Trebbi, “Institutions Rule: The Primacy of Institutions over

Integration and Geography in Economic Development”, IMF Working Paper WP/02/189 (Nov.

2002).

See E. Jensen and T. Heller, Beyond Common Knowledge: Empirical Approaches to the Rule

of Law (Palo Alto: Stanford University Press, 2004).
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1.1.6. The Way Forward

We began this section with an analysis of the various theories of economic
development. Two related quotations from Niall Ferguson and William East-
erly sum up the consensus today.

According to Ferguson®’:

A country’s economic fortunes are determined by a combination of natural
endowments (geography, broadly speaking) and human action (history for
short): this is economic history’s version of the nature-nurture debate. While
a persuasive case can be made for the importance of such ‘given’ factors as the
mean temperature, humidity, the prevalence of disease, soil quality, proximity
to the sea, latitude and mineral resources in determining economic perfor-
mance, there seems strong evidence that history too plays a crucial part. In
particular, there is good evidence that the imposition of British-style institu-
tions has tended to enhance a country’s economic prospects, particularly in
those settings where indigenous cultures were relatively weak because of thin
(or thinned) population, allowing British institutions to dominate with little
dilution. Where the British, like the Spaniards, conquered already sophisti-
cated, urbanized societies, the effects of colonization were more commonly
negative, as the colonizers were tempted to engage in plunder rather than to
build their own institutions. Indeed, this is perhaps the best available expla-
nation of that ‘great divergence” which reduced India and China from being
quite possibly the world’s most advanced economies in the sixteenth century
to relative poverty by the early twentieth.

Easterly goes further®”:

We have learned once and for all that there are no magical elixirs to bring
a happy ending to our quest for growth. Prosperity happens when all the
players in the development game have the right incentives. It happens when
government incentives induce technological adaptation, high-quality invest-
ment in machines, and high-quality schooling. It happens when donors face
incentives that induce them to give aid to countries with good policies where
aid will have high payoffs, not to countries with poor policies where aid is
wasted. It happens when the poor get opportunities and incentives, which
requires government welfare programs that reward rather than penalize earn-
ing income. It happens when politics is not polarized between antagonistic

7 N. Ferguson, Empire: The Rise and Demise of the British World Order and the Lessons for Global
Power (New York: Basic Books, 2002), pp. 360-1.
Easterly (2001), op. cit., n. 4, p. 289. In his second book, Easterly takes this forward with
discussion of methodologies to achieve this goal, focusing on small-scale results. W. Easterly,
The White Man’s Burden: Why the West’s Efforts to Aid the Rest Have Done So Much Ill and
So Little Good (New York: Penguin Press, 2000).
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interest groups, but there is a common consensus to invest in the future. Broad
and deep development happens when a government that is held accountable
for its actions energetically takes up the task of investing in collective goods
like health, education, and the rule of law.

To apply today’s consensus on development, David Landes suggests that the

“ideal growth-and-development society” would have the following character-

1stics™:

(1) knowledge of how to operate, manage and build the instruments of
production, and to create, adapt, and master new techniques on the
technological frontier;

(2) ability to impart this knowledge and know-how to the young, whether
by formal education or apprenticeship training;

(3) selection of people for jobs by competence and relative merit, and pro-
motion and demotion on the basis of performance;

(4) provision of opportunity to individual or collective enterprise, and
encouragement of initiative, competition and emulation; and

(5) allowance for people to enjoy and employ the fruits of their labour and
enterprise.

Such a society would also possess the kind of political and social institutions

that favour the development of these larger goals, for example3:

29

(1) secure rights of private property, the better to encourage savings and
investment;

(2) secure rights of personal liberty, against both the abuse of tyranny and
private disorder (e.g., crime and corruption);

(3) enforceable rights of contract, explicit and implicit;

D. Landes, The Wealth and Poverty of Nations: Why Some Are So Rich and Others So Poor
(London: Little, Brown, 1998), p. 217.

Id., pp. 217-18. Niall Ferguson suggests that the British Empire was beneficial for economic
growth in its constituent economies. Ferguson (2002), op. cit., n. 27. According to Ferguson,
the British Empire disseminated a number of important features:

(1) the English language,
(2) English forms of land tenure,
Scottish and English banking,

the Common Law,

team sports,
the limited or “night watchman” state,
representative assemblies, and

)t
) E
)
)
) Protestantism,
)
)
)
) the idea of liberty.

3
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(5
(6
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(8
(9
Id., p. xxv.
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(4) stable government, not necessarily democratic, but itself governed by
publicly known rules (i.e., a government of laws rather than men — the
“rule of law”);

(5) responsive government, that will hear complaints and make redress;

(6) honest government, such that economic actors are not moved to seek
advantage and privilege inside or outside the marketplace (i.e, no rents
to favour and position); and

(7) moderate, efficient, ungreedy government, holding down taxes, reducing
government’s claim on the social surplus and avoiding privilege.

These ideas have been adopted and developed by, inter alia, the World Bank.>'
Thus, one can say that there is now a consensus that law and related institutions
play a fundamental role in economic growth and development.

1.2. FINANCIAL CRISES IN THE 1990S

In addition to changing views of the role of law and institutions in economic
growth and development, the role of the financial sector has also received
increasing attention. Two sets of events at the end of the twentieth century
changed the way in which the financial sector is viewed: the process of tran-
sition from centrally planned to market-based economies (discussed earlier in
the context of its importance for analysis of the role of institutions) and a series
of financial crises around the world in the 199os.

Financial crises in Latin America from the end of 1994 and in Asia from
mid-1997 have drawn increased attention to the potential dangers of glob-
alization of the international financial system. In order to prevent the col-
lapse of the economies involved and reduce the risk of potential contagion
throughout the international financial system, international financial rescues
of unprecedented proportions were organized for Mexico, Thailand, Indone-
sia and South Korea.?* Including contributions from multilateral and bilateral
creditors, these financing packages totaled US$48.8 billion for Mexico in 1995,
US$17 billion for Thailand, US$40 billion for Indonesia and US$57 billion
for South Korea in 1997. In these respective packages, the contribution of the
IMF alone totaled US$52.8 billion: US$17.8 billion for Mexico, US$4 billion
for Thailand, US$10 billion for Indonesia and US$21 billion for South Korea.

3t See World Bank, World Development Report 2002: Building Institutions for Markets (New York:
Oxford University Press, 2002).

32 See generally D. Amer, “An Analysis of International Support Packages in the Mexican and
Asian Financial Crises”, J. Bus. L. 380 (1998).
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In addition, subsequent crises and/or international rescues occurred in Russia
and Brazil in 1998, Turkey in 2000 and Argentina in 2002.

The magnitude of these international financial rescue packages and their
impact on international finance underlines a number of on-going changes in
the international financial system. These changes can be seen in respect of
the potential dangers to developing, emerging and transition economies of
international capital flows, the importance of financial regulation, and in the
changing role of the IMF. This section, however, only highlights the basic
causes of the crises and the nature of the international rescues organized in
order to give the reader a greater understanding of the underlying factors and
responses involved in this broader context of change.

1.2.1. Prelude: 1990—95

A number of financial crises occurred during the late 1980s and the first half of
the 199os, including in the United States and the Nordic countries (domestic
banking crises in developed economies), Europe (an international crisis involv-
ing developed country currencies participating in the European Exchange Rate
Mechanism — the precursor to the development of the European currency, the
euro), and Mexico (an international crisis in an emerging economy, with con-
tagious impact on other emerging economies, especially in Latin America).
These crises foreshadowed the sorts of crises that occurred in the second half of
the 199os in developed, emerging, developing and transitioning economies?
and held important lessons for the crises that occurred around the world in the
second half of the 199os and into the twenty-first century, with recent examples
including in Argentina and Turkey.

In many ways, the experiences of the United States in liberalizing its financial
system in the 1970s and 198os as a reaction to the internationalization of finan-
cial markets are similar to the crises experienced in other countries throughout
the 199os, not only in developing, emerging and transition economies, but also
in the developed economies of western Europe and Japan. The crisis in Mex-
ico and subsequent contagion were largely similar to those which occurred in
east Asia, beginning in Thailand in 1997. Crises in Russia, Brazil, Argentina
and Turkey followed similar patterns. In other words, the writing was on the
wall, but no one outside of the immediately affected countries was reading it.
At the same time, however, these crises were considerably different from the
developing country debt crisis of the early 198os, which was largely caused by

33 See generally D. Arner, M. Yokoi-Arai and Z. Zhou (eds), Financial Crises in the 19gos: A
Global Perspective (London: British Institute of International and Comparative Law, 2001).
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over-borrowing by countries, over-lending by international banks and interest
volatility resulting from US efforts to control inflation.3* Instead, these crises
have had much more in common with financial crises prior to the establish-
ment of the Bretton Woods international economic system at the end of World
War I1.35

1.2.2. The Mexican Financial Crisis: 1994—95

The first “post-modern” financial crisis, now commonly described as the Mexi-
can peso crisis, erupted in Mexico in 1994 and continued to deepen into 1995.3°
During the 1994—95 crisis, Mexico faced a temporary liquidity crisis due to a
large number of intertwined factors, some caused by problems within or exac-
erbated by Mexico, but others not — for example, increases in US interest rates.
As a result of the crisis and the perceived need to protect the international
financial system, the United States organized an international response to the
crisis. However, following the Mexican crisis, the United States and other lead-
ing industrialized economies placed the leading role in addressing future crises
on the shoulders of the IMF. As a result, when similar circumstances struck in
Thailand, Indonesia and South Korea, among others, in 1997, the IMF led the
response, albeit one based very closely on the experiences garnered in Mexico
N 1994-95.

The evidence suggests that the origins of the crisis can be found in the inter-
play of a number of complex financial, economic and political factors that
developed in the period prior to December 1994.37 According to an analysis
by the US General Accounting Offices®, Mexico’s financial crisis originated

34 See generally J. Frieden, Debt, Development and Democracy: Modern Political Economy and
Latin America, 1965-1985 (Princeton, NJ: Princeton University Press, 1991).
35 The Bretton Woods system is discussed in more detail in Chapter 2.
30 See generally D. Amer, “The Mexican Peso Crisis of 1994-95: Implications for the Regulation
of Financial Markets”, 2 NAFTA L. & Bus. Rev. 28 (1996).
37 See generally IMF, International Capital Markets: Developments, Prospects, and Policy Issues,
Aug. 1995, pp. 53-64; W. Lovett, “Lessons from the Recent Peso Crisis in Mexico”, 4 Tul. J. Int'l
& Comp. L. 143 (1996); E. Truman, “The Mexican Peso Crisis: Implications for International
Finance”, 82 Fed. Res. Bull. 199 (Mar. 1996); M. Kornis, “The Peso Crisis Revisited”, 5 No. 4
Mex. Trade & L. Rep. 14 (1 Apr. 1995); idem, “Financial Crisis in Mexico”, 5 No. 2 Mex. Trade
& L. Rep. 5 (1 Feb. 1993).
As aresult of the US commitments resulting from the Mexican crisis, the US General Account-
ing Office (GAO) prepared a comprehensive report on Mexico’s 199495 financial crisis at the
request of the then-Chairman of the US House of Representatives Committee on Banking
and Financial Services, James A. Leach. See US General Accounting Office, GAO Report:
Mexico’s Financial Crisis: Origins, Assistance, and Initial Efforts to Recover, GAO/GGD-96—56,
23 Feb. 1996 (“GAO Mexico Report”). In preparing the report, the GAO interviewed all major
participants from all entities involved, as well as significant private participants, and reviewed
substantially every available piece of information regarding its mandate.
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in the growing inconsistency in 1994 between Mexico’s monetary and fiscal
policies and its exchange rate system. Due in part to an upcoming presiden-
tial election, Mexican authorities were reluctant to take actions in the spring
and summer of 1994, such as raising interest rates or devaluing the peso, that
could have reduced these inconsistencies. These fundamental policy incon-
sistencies were exacerbated by the Mexican government’s responses to several
economic and political events that created investor concerns about the likeli-
hood of a currency devaluation and generally reduced investor confidence in
the political and economic stability of Mexico. In response to these investor
concerns, the Mexican government issued large amounts of short-term, dollar-
indexed notes (tesobonos), so that by the end of November 199439, Mexico had
become particularly vulnerable to a financial crisis because its foreign exchange
reserves had fallen to US$12.9 billion**, while it had tesobono obligations of
US$28.7 billion maturing in 1995.#

The Rescue Package. Although the US Treasury, the US Federal Reserve and
the IMF purportedly did not anticipate the magnitude of the crisis, they soon
concluded that outside assistance was required to prevent Mexico’s financial
collapse and to prevent the spread of the crisis to other emerging economies.
Beyond its direct impact on other emerging economies, officials viewed the
crisis as a threat to market-oriented economic reforms that the IMFE and the
United States had urged such countries to adopt.*

As a result, then-US President Bill Clinton announced a package of loan
guarantees of up to US$40 billion for Mexico on 12 January 1995; how-
ever, doubts regarding approval by the US Congress led to its ineffective-
ness and withdrawal. Subsequently, on 31 January 1995, Clinton announced a

39 During October and November, high-level US officials cautioned Mexican officials that the
peso seemed overvalued and indicated that it was risky to continue the existing exchange
rate policy. US officials, however, were undecided about the extent to which the peso was
overvalued and if and when financial markets might force Mexico to take action. Moreover,
Federal Reserve and Treasury officials apparently did not foresee the magnitude of the crisis
that eventually unfolded. See id., pp. 77-109.

4 IMF International Capital Markets (1995), op. cit., n. 37, p. 56.

4 1d. at 61, Table 1.3.

+ According to the then-US Secretary of the Treasury, as well as government and industry ana-
lysts, Mexico had been a paradigm for countries striving to put inward-looking, state-controlled
models of economic development behind them and move to free market models. The Sec-
retary also noted that new prosperity, based on open markets, encouraging investment, and
privatization of state-controlled industries, was beginning to be realized in these emerging mar-
ket economies. Other US government officials stated that they believed a spread of Mexico’s
financial difficulties to other emerging markets could have halted or even reversed the global
trend toward market-oriented reform and democratization. GAO Mexico Report (1996), op.
cit., n. 38, pp. 110-14.
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US$48.8 billion multilateral assistance package. Under this package, the
United States would provide up to US$20 billion to Mexico through the use of
the Exchange Stabilization Facility and the Federal Reserve swap network.
On 1 February, the IMF approved an eighteen-month stand-by arrangement
for Mexico of up to US$17.8 billion. In addition, other countries, under the
auspices of the Bank for International Settlements (BIS), agreed to provide a
short-term facility of US$10 billion*, in addition to which Canada had already
provided US$1 billion in December 1994.4

The US and international response to the Mexican crisis was one of the
largest multilateral economic assistance packages ever extended to any one
country. The objectives of the US and IMF assistance packages, following
the December devaluation and the subsequent loss of confidence in Mexico’s
currency, were twofold: first, to help Mexico overcome its short-term liquidity
crisis, and second, to limit the adverse effects of the Mexican crisis spreading

0 Some observers opposed any US financial assistance to

to other economies.
Mexico, arguing that investors should not be shielded from financial losses,
and that neither the danger posed by the spread of Mexico’s crisis to other
nations nor the risk to US trade, employment and immigration was sufficient
to justify the assistance.*’ As can be seen by the US response, US officials
disagreed. At the same time, similar arguments have been raised in relation to
each subsequent crisis, although not always with the same result (e.g., Russia
and Argentina were not rescued in 1998 and 2002 respectively, while rescues
were organized for Brazil in 1998 to prevent a crisis from occurring and for

Turkey in 2000).

Domestic Structural Reforms. As part of the terms and conditions of the rescue
package, the government of Mexico released an economic plan on 9 March
1995 to address the required economic criteria in the agreements with the
United States and the IMF.#* Overall, the goals of the plan were to restore

4 A swap arrangement provides for temporary exchanges of currencies between participating
countries. Partners in the arrangement can draw on one another’s currency by supplying their
own currency up to an agreed amount. The swap is usually reversed within a short period of
time, but may be rolled over.

# In early January, the BIS announced a US$s billion faculty, later increased to US$10 billion.
These funds were short-term and were not drawn upon by Mexico.

4 Argentina, Brazil and a group of international commercial banks were also to provide funds;

however, none of these funds materialized, due — in the cases of Argentina and Brazil - to the

“tequila effect”.

GAO Mexico Report (1996), op. cit., n. 38, pp. 110-14; see US-Mexico Framework Agreement

for Mexican Economic Stabilization, 21 Feb. 1995, art. I (“US-Mexico Agreement”).

47 See GAO Mexico Report (1996), op. cit., n. 38, pp. 117-18.

4 Seeid., pp. 128-31,133-6; P. Wertman, “Economic Recovery: Mexico’s 1995 Economic Program
and the IMF”, 5 No. 6 Mex. Trade & L. Rep. 4 (1 Jun. 1995); idem, “Peso Crisis: Mexico’s
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financial stability, strengthen public finances and the banking sector, regain
confidence, and reinforce the groundwork for long-term sustainable growth.
In general terms, the plan addressed monetary policy, exchange rate policy,
fiscal policy, banking policy*, income and social policy, and improved trans-
parency.” This approach was consistent with the then-existing approach of
IMF conditionality™’, based upon the policy approach to economic develop-
ment described in the first section of this chapter.

Although the government of Mexico had taken steps to improve the Mexican
banking system prior to the onset of the crisis, the banking sector continued to
be a significant weakness throughout the liquidity crisis and was burdened by
a nonperforming loan level estimated by the World Bank to be about 27 per
cent of total loans as of 30 September 1995.>* The government of Mexico took
several measures designed to assist the banking sector deal with the problems
associated with Mexico’s financial difficulties; several of these were initiated
unilaterally by Mexico, while others were undertaken with the direct support
of the international financial community.53

1.2.3. The East Asian Financial Crisis: 199798

Unfortunately, the lessons from Mexico were not taken on board outside of the
country, with most dramatic consequences for Asia. Over the several decades
prior to 1997, numerous economies in east Asia experienced an extended period
of growth that ended abruptly in 1997, with the onset of the east Asian financial
crisis.>* The east Asian financial crisis began in Thailand in the summer of
1997 and spread to Malaysia, Indonesia, Philippines, South Korea and Hong
Kong. Fundamentally, these were all international crises involving emerging
economies that in many ways were foreshadowed by the crises discussed in

1995 Economic Program and the IMF”, 5 No. 3 Mex. Trade & L. Rep. 7 (1 Mar. 1995). Mexico
actually proposed an initial economic plan in January 1995; however, without the international
rescue package in place, it was largely ignored.

49 The World Bank, the Inter-American Development Bank (IADB), and other sources agreed to
provide up to US$3 billion to strengthen Mexican banks.

¢ The plan included a promise by Mexico that information on foreign currency reserves and

domestic credit conditions should be announced on a weekly basis. Such disclosure was also

mandated by the US-Mexico Agreement (1995), op. cit., n. 46, Annex D.

1d., Annex B. See GAO Mexico Report (1996), op. cit., n. 38, pp. 133-6.

5> 1d., pp. 143-6.

53 See id.

5+ For a discussion, see World Bank, The East Asian Miracle: Economic Growth and Public
Policy (Oxford: Oxford University Press, 1993). This is typically attributed to a number of
factors, including policies directed towards macroeconomic stabilization, strong savings and
investment performance, openness of their economies, and an emphasis on human capital
formation.
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the previous two sections, the lessons of which were unfortunately largely
ignored both at the domestic level and at the international level, with direct
and significant consequences for hundreds of millions of people in east Asia.

Despite the significant analyses of and international reactions to the Mexi-
can crisis*®, the scenario was repeated in all too similar a fashion in Thailand
in 1997, with contagion severely impacting numerous countries in east Asia,
resulting in international rescues for first Thailand, followed by Indonesia and
South Korea. The immediate cause of the onset of the crisis in Thailand, fol-
lowed by Indonesia and South Korea, was a reversal of capital flows, upon
which the economies of all three countries had become dependent. Accord-
ing to estimates by the Institute of International Finance®, net private in-flows
to the five east Asian countries hardest hit by the crisis (Indonesia, South
Korea, Malaysia, Philippines and Thailand) decreased from US$93 billion to
—US$12.1 billion, a reversal of US$105 billion on a combined pre-shock gross
domestic product (GDP) of approximately US$935 billion or approximately
11 per cent of GDP. Of that US$105 billion decline, US$77 billion was in
the form of commercial bank lending, US$24 billion in portfolio equity and
US$s billion in nonbank lending, while direct investment remained constant
at approximately US$7 billion. Unfortunately, as currencies were defended,
foreign exchange reserves were exhausted to the point where they were insuf-
ficient to cover the large stock of short-term foreign debt coming due. As
a result, international rescues became necessary in Thailand, Indonesia and
South Korea. Including contributions from multilateral and bilateral creditors,
these financing packages totaled US$17 billion for Thailand, US$40 billion for
Indonesia and US$57 billion for South Korea. (Rather than seeking interna-
tional assistance, Malaysia instead chose to seek to detach its domestic financial
system from the international financial system through capital and currency
controls.)

As with the crises in the first half of the 199os, the east Asian financial crises
occurred in individual countries as a result of the exposure of idiosyncratic
domestic systems to the international financial system. In all cases, reform
should have preceded liberalization but did not. This must be seen as a central
lesson from the crises and one to which we will return in detail in Chapter
Fight. Further, the experiences of the countries involved demonstrated the
inadequacies of the framework applied by the IMF in the various east Asian
countries and the need for analysis and action with respect to the international
financial architecture (discussed in Chapters Three and Nine).

55 Discussed in Chapter Two.
56 See www.iif.org.
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While itis impossible to produce a completely accurate picture of the causes
of the Asian crisis, various causes can be delineated.>” First, the immediate
cause of the onset of the crisis in Thailand, followed by Indonesia, Malaysia
and South Korea, was a reversal of capital flows, upon which the economies
of all four countries had become dependent. In contrast to the situation in
Mexico, these flows had not been used to fund domestic consumption, but
rather to fund extraordinarily high rates of investment (much of which was
in speculative areas such as real estate, which created an exaggerated asset
price bubble).5® This reversal of flows can be attributed to a number of factors,
of which the pegging of exchange rates to the US dollar and the resulting
decline in competitiveness after the strengthening of the US dollar in mid-
1995 probably is central.>”

The decline in external capital flows brought certain structural problems
to the surface which had been previously ignored due to strong economic
growth. Of most importance were financial sector weaknesses.” These weak-
nesses included: (1) lack of proper prudential regulation and supervision, (2)
the development of equity and property price bubbles through inappropriate
lending encouraged by external capital flows, (3) public guarantees and/or res-
cues of politically important financial institutions, and (3) excessive foreign
borrowing through the banks and other financial institutions for on-lending in
domestic currencies, with financial institutions facing loan problems as local
currencies and exports declined. Beyond the financial sector, other structural

57 "Two distinct viewpoints seem to have emerged: one blaming the countries afflicted, the other
blaming panic among international investors. See M. Wolf, “Capital Punishment”, Financial
Times, 17 Mar. 1998, p. 22. These views can be clearly seen in the writings of Paul Krugman
and Jeffrey Sachs, respectively. See P. Krugman, The Return of Depression Economics (New
York: W.W. Norton, 1999); S. Radelet and J. Sachs, The Onset of the East Asian Financial
Crisis (Harvard Institute for International Development, 1998, mimeographed). The reality is
probably some combination of the two — much as in many of the emerging markets financial
crises of the nineteenth century. See J. Norton, “‘Are Latin America and East Asia an Ocean
Apart?” The Connecting Currents of Asian Financial Crises”, 4 NAFTAL. & Bus. Rev. 5 (1998).
See generally C. Kindleberger, Manias, Panics and Crashes: A History of Financial Crises, 3rd
ed. (Houndmills: Macmillan, 1996). The standard line from the IMF and World Bank generally
leans toward the second line of thought in its focus on the countries involved, rather than
international panic. See, inter alia, IMF, World Economic Outlook: Interim Assessment, Dec.
1997, pp. 1-19. See also S. Sugisaki, “FEconomic Crisis in Asia”, Address at the 1998 Harvard
Asia Business Conference, Harvard Business School, 30 Jan. 1998; World Bank, “Responding
to the Crisis: Backing East Asia’s Social and Financial Reforms — World Bank Announces Visit
by its President, James D. Wolfensohn, to East Asia”, Press Statement, 27 Jan. 1998.

IMF, World Economic Outlook: Interim Assessment, Dec. 1997, pp. 3—4 and box 1, pp. 10-11.
59 Contrary to early accusations, especially from Malaysian officials, hedge funds and other inter-

national speculators did not play a significant role in the capital outflows. Id., p. 41.
60 See World Bank, Are Financial Sector Weaknesses Undermining the East Asia Miracle?

Sep. 1997.
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problems included trade restrictions, inconsistent and imprudent capital poli-
cies, excessive links among government, banks and corporations (subsequently
termed “crony capitalism”), and lack of transparency and effective governance,
both private and public.

Beyond specific causes, a number of common underlying factors can be
identified. Significant domestic factors included: first, the failure to dampen
overheating pressures which became manifest in large external deficits and
property and stock market bubbles; second, the maintenance of pegged
exchange regimes, thereby encouraging external borrowing and leading to the
assumption of excessive foreign exchange risk; and third, ineffective pruden-
tial regulation and supervision in the financial sector combined with implicit
government support for financial intermediaries, allowing a deterioration of

financial intermediary balance sheets to take place without appropriate reme-

dial measures.”

The Asian Financial Rescue Packages. In approving the requests of Thailand,
Indonesia and South Korea for stand-by credits, the IMF made use of acceler-
ated procedures established following the Mexican crisis. The intention was
that loans from bilateral lenders would be disbursed in proportion to the IMF

O IMF World Economic Outlook, Dec. 1997, op. cit.,, n. 58, p. 40; S. Fischer, “The Asian Crisis:
A View from the IMF”, Address at the Midwinter Conference of the Bankers’ Association
for Foreign Trade, Washington, DC, 22 Jan. 1998. Similar underlying problems can also be
attributed to Japan, whose own economic problems (and especially attempts to use easy credit
to grow out of those problems) bear some of the responsibility for the onset of the crisis in the
region. See IMF World Economic Outlook, Dec. 1997, op. cit., n. 58, box 2, p. 26.

Not surprisingly, the World Bank came to similar conclusions to the IMF. According to
World Bank analysis, four factors, appearing in different degrees across the region, contributed
to the vulnerability of the Asian economies: first, a build-up of short-term debt exceeding
foreign exchange reserves, which rendered countries vulnerable to sudden outflows; second,
heavy unhedged foreign currency borrowing by banks and companies reduced the ability of
the authorities to devalue in a timely fashion without putting the private sector under great
financial pressure; third, high levels of debt and low-quality bank loan portfolios meant banks
and companies were vulnerable to rises in interest rates or economic slowdowns, thus further
restricting the authorities” ability to respond to significant currency pressures; and fourth, a
more traditional vulnerability of the external sector, with some economies facing exchange
rate appreciation, thereby slowing export revenues.

In addition, there were five root causes of these problems: first, moral hazards in financial
sectors, leading to overinvestment in financial assets; second, crony capitalism covering up
unprofitable business transactions; third, lax regulation and supervision of the financial system
aggravated by a general lack of reliable information about banks; fourth, rigid exchange rate
regimes led to perceptions that the risk of devaluation was low, while the linkage to an appre-
ciating dollar curbed exports; and fifth, partial and ill-sequenced financial and capital account
liberalization programs had eased restrictions on foreign borrowing while restricting foreign
ownership of the domestic banking sector. See S. Fidler, “Latin America Looks Fit Enough to
Fend Off Crisis”, Financial Times, 16 Mar. 1998, p. 7 (discussing World Bank analysis of the
vulnerability of Latin America to a crisis similar to that in Asia).
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facility. These proceeds were intended solely to assist in financing the balance
of payments gap and to rebuild the official reserves of the respective central
banks, in accordance with the IMF Articles of Agreement.

The Asian Structural Reform Programs. According to IMF officials, the pro-
grams in Thailand, Indonesia and South Korea reflected a change in the
traditional design of IMF programs, placing much less emphasis on auster-
ity measures designed to ensure macroeconomic equilibrium and focusing
instead on structural measures to establish conditions for sustainable growth
in the context of globalization.”* Specifically, the objective was to re-establish
confidence, with emphasis placed on: (1) temporary tightening of monetary
policy; (2) immediate action to correct obvious banking weaknesses; and (3)
implementing structural reforms to remove impediments to growth such as
rigidities, monopolies and governance problems.”> As can be seen from the
earlier discussion, the notes of the Mexican package were being replayed,
albeit in a more coherently packaged format.

All three programs called for a substantial rise in interest rates to halt cur-
rency depreciation, and all three programs called for action to put the financial
system in order. The centrepiece of each program was a set of structural reforms
aimed at restoring confidence through (1) strengthening financial systems, (2)
increasing transparency and (3) opening markets.*t Mechanisms included:
first, the closure of nonviable financial institutions; second, restructuring and
recapitalization of viable institutions to meet internationally accepted best
practices, including international capital adequacy standards and internation-
ally accepted accounting practices and disclosure rules; and third, institutional
reforms to strengthen financial sector regulation and supervision, increase
transparency in the corporate and government sectors, create a more level
playing field for private sector activity, and increase competition.’

While issues of moral hazard are often raised, in fact, the IMF-supported
programs did not provide for any support to nonfinancial firms, and where pos-
sible, shareholders and creditors of insolvent financial intermediaries were to
bear similar losses to those which would have occurred in the context of liquida-
tion. In regard to insolvent financial intermediaries, no liquidity support was to
be given, no special treatment was provided for shareholders of intermediaries

62 See M. Camdessus, “Reflections on the Crisis in Asia”, IMF Speech ¢8/3, Address to the
Extraordinary Ministerial Meeting of the Group of 24, Caracas, Venezuela, 7 Feb. 1998.

63 M. Camdessus, “Opening Statement”, Press Conference, Kuala Lumpur, Malaysia, 16 Jan.
1998.

64 M. Camdessus, “The Role of the IMF: Past, Present, and Future”, IMF Speech 98/4, Remarks
at the Annual Meeting of the Bretton Woods Committee, Washington, DC, 13 Feb. 1998.

% 1d.
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that lost their capital, and in cases where governments granted guarantees
prior to entering negotiations with the IMF, the domestic authorities were to
ensure that any such recourse could be met while still maintaining a sustain-

% In regard to undercapitalized but solvent

able medium-term fiscal position.
financial intermediaries, liquidity support could be provided. However, such
support was conditional upon the intermediary(ies) being restructured and
recapitalized; in cases where public resources were involved, previous owner
capital was to be utilized first and management replaced; and potential public
costs were to be minimized through measures to (1) improve intermediaries’
financial health and capacity for repayment and (2) strengthen the economy

so that creditors would have less reason to seek to unwind their exposures.®”

1.2.4. International Contagion: 1995 and 1998-99

In addition to individual crises, international contagion was a characteristic of
both the Mexican crisis in 1995 and the east Asian crises in 1998-99. While,
in each case, contagion may have been the triggering cause of a crisis (or
near crisis, in the case of Brazil in both 1995 and 1998), underlying domestic
weaknesses in effect allowed the trigger of the contagion. In other words,
domestic weaknesses were exposed by international reactions to problems in
another economy viewed to have similar circumstances.

In the context of the Mexican crisis, by the end of the first week of January
1995, it became clear to the then—Mexican Secretary of Finance that the situ-
ation was much graver than first anticipated. News that some Mexican banks
were unable to renew their certificates of deposit held by foreign investors
triggered another wave of flight from the Mexican currency (peso), and the
exchange rate of the peso continued to deteriorate. Investors panicked, not only
those with Mexican securities holdings, butalso investors in similar instruments
issued by borrowers from countries in the same part of the world or perceived
to be in similar circumstances. Thus began the so-called “tequila effect”. The
tequila effect was induced by two types of factors. First, as perceived risks rose
and expected returns fell, individual investors determined to divest. Second,
institutional holders, such as mutual funds, faced with actual or threatened
redemptions, liquefied their holdings not only of Mexican investments but
also of investments in other emerging economies, especially if they could do

so while limiting their capital losses.”®

0 IMF, “IMF Bail Outs: Truth and Fiction”, IMF Factsheet (Jan. 1998).
67
7 1d.
See E. Truman, “The Risks and Implications of External Financial Shocks: Lessons from
Mexico”, Board of Governors of the Federal Reserve System No. 535 (1996), p. 19.
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Immediately after the Mexican devaluation, most of the larger Western
hemisphere developing and emerging economies experienced varying degrees
of turbulence in their foreign exchange markets and registered significant
declines in their equity markets.”? Equity markets in Argentina and Brazil
in particular suffered heavy trading losses immediately after the Mexican cri-
sis.”” Once the international assistance package was announced and the initial
reaction subsided, investors began to discriminate significantly against emerg-
ing economies such as Argentina and Brazil which were viewed as having the
same general characteristics that afflicted Mexico; namely: (1) low savings rates,
(2) large current account deficits, (3) weak banking systems, and (4) significant
volumes of short-term debt. While overall international efforts were signifi-
cant in reducing the ultimate contagion effect, the resulting lessons taught by
international investors are instructive for future policy directions.

Contagion following the onset of the crisis in Thailand in 1997 followed a
similar pattern, eventually impacting not only emerging economies in east Asia
but also Russia, Brazil and the United States through the near collapse and
US Federal Reserve—orchestrated private sector rescue of Long Term Capital
Management (LTCM) - a large, leverged investment fund or “hedge fund”.
However, contagion following the crisis in Turkey in 2000 and the crisis in
Argentina in 2002 was quite limited.

In relation to contagion, research confirms both the vital causative role
of domestic weaknesses and the triggering effect of contagion from external
events. The experiences also suggest that the interaction between external con-
tagion through the international financial system and problematic domestic
structural conditions can at least to some extent be seen as a result of policies
encouraged by the international community and the United States, reflected
in the Washington Consensus. At present, the most significant result of the
experiences of the contagion-affected economies may be a new focus on the
importance of domestic restructuring through development of appropriate
legal infrastructure in order to better equip economies to weather the risks of
contagion apparently inherent in participation in the international financial
system (discussed in the following chapters).

The collective interconnection of major emerging economies into the
international financial system implies that disturbances in any other market,
whether developed or emerging, can be rapidly translated in the form of
financial contagion into developed or emerging economies. Empirical inves-
tigations by the IMF and other international organizations have confirmed

% GAO Mexico Report (1996), op. cit., . 38, pp. 112-13, tables 4.1—4.2. See IMF, International
Capital Markets (1995), op. cit., n. 37, pp. 64-9.
7% GAO Mexico Report, op. cit., n. 38, pp. 112-13, tables 4.1—4.2.
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that the increase in cross-border capital flows over the past twenty years, most
notably through portfolio investment, has bound national capital markets more
closely together and that the cross-border translation of disturbances can occur
with unnerving speed. This concept was reinforced by the ensuing contagion
from the Mexican and east Asian crises extending to other countries in the
region and world-wide, as most countries in these regions, even those with
fundamentally sound economic indicators, experienced temporary exchange
and equity market disturbances during the respective crises.

According to Alan Greenspan, vicious crisis cycles such as that in Mexico
in 1994 and Asia in 199798, in fact, may be “a defining characteristic” of
today’s international financial system.” As a result, while human panic reac-
tions may not be controllable, at least the imbalances that exacerbate them
can be addressed, preferably in advance.

According to Stanley Fischer, in order to avoid crises, a country needs
both sound macroeconomic policies and a strong financial system.” A sound
macroeconomic policy framework is one that promotes growth by keeping
inflation low, the budget deficit small and the current account sustainable.
This reflects the traditional IMF focus on policies.

The focus on the importance of the financial system, however, is a more
recent development. The critical role of the strength of the financial system
was becoming clear before the Mexican crisis; it was crystal clear in that crisis
and its aftermath; and it has been equally clear in the east Asian crises and their
aftermath. In this respect, Greenspan notes eight factors that have been present
in international and economic disruptions, but which appear in more stark
relief today, namely”3: excessive leverage™; interest rate and currency risk’;

7 A. Greenspan, Remarks by Chairman Alan Greenspan before the Annual Financial Markets
Conference of the Federal Reserve Bank of Atlanta, Miami Beach, 27 Feb. 1998.

72 S. Fischer, “How to Avoid International Financial Crises and the Role of the International
Monetary Fund”, 15th Annual Cato Institute Monetary Conference, Washington DC, 14 Oct.
1997

73 Greenspan, op. cit., n. 71.

7+ Exceptionally high leverage is often a symptom of excessive risk taking that leaves financial
systems and economies vulnerable to loss of confidence. This concern is particularly relevant
to banks and other financial intermediaries, whose assets typically are less liquid than their
liabilities and so depend on confidence in the payment of liabilities for their continued viability.
Further, excessive leverage can create problems for lenders that can, in turn, spread to other
borrowers that rely on those lenders. This is particularly the case in South Korea and in
Japan.

75 Banks, because of their nature, lend long and fund short, thereby incurring interest rate
or liquidity risk. This exposes them to shocks, especially those with low capital-asset ratios.
These problems are exacerbated when financial intermediaries borrow in unhedged for-
eign currency, with the result of potential bank runs following the collapse of the domestic
currency.
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weak banking systems’’; interbank funding, especially in foreign currencies’’;
moral hazard”; weak central banks?; underdeveloped securities markets™;
and inadequate legal structures.”” All of these problems are financial sector
issues and relate to legal and institutional factors, and must be addressed in
that context.

1.3. THE ROLE OF THE FINANCIAL SECTOR

The past two decades have driven home the lesson that a well-functioning,
stable financial sector is vital to a nation’s economic growth and development.
This lesson has been conveyed by two teachers. The first has been the succes-
sion of financial crises that have stifled economic growth and development, and
burdened countries with huge fiscal and social costs. The second is research
showing that when finance functions well, it fuels economic growth. Growth
resulting from a broad, deep and liquid financial system provides goods, ser-
vices and jobs benefiting all members of society.

1.3.1. Lessons from Financial Crises

As discussed in the previous section, the harsh teacher has been the succession

of financial crises over the past fifteen years. One significant result of this series
7% When banks are undercapitalized, have lax lending standards, and are subject to weak super-
vision and regulation, they become a source of systemic risk, both domestically and interna-
tionally.

77 Despite its importance for distributing savings to their most valued use, short-term interbank
funding, especially cross-border, may turn out to be the “Achilles’” heel” of an international
financial system that is subject to wide variations in confidence.

The expectation that monetary authorities or international financial institutions will come
to the rescue of failing financial systems and unsound investments has clearly engendered
a significant element of moral hazard and excessive risk taking. Further, the dividing line
between public and private liabilities too often becomes blurred. Interest and currency risk
taking, excessive leverage, weak financial systems, and inappropriate interbank funding are
all encouraged by the existence of a excessive safety net (e.g., US savings and loan crisis) or
perceptions of the existence of an excessive safety net (e.g., east Asia).

79 To effectively support a stable currency, central banks need to be independent, that is, their
monetary policy decisions are not subject to the dictates of political authorities. See Chap-
ter Four.

Adverse banking experiences have emphasized the problems that can arise if banks are almost
the sole source of financial intermediation. Their breakdown induces a sharp weakening in
economic growth. Therefore, a wider range of nonbank institutions, including viable debt and
equity markets, are important safeguards of economic activity when banking fails. See Chap-
ter Seven.

An effective competitive market system requires a rule of law that severely delimits government’s
arbitrary intrusion into commercial disputes. While defaults and restructuring are, in some
circumstances, unavoidable and, in fact, a beneficial element of renewal in a market economy,
an efficient bankruptey statute is required to aid in this process, including in the case of cross-
border defaults. See Chapter Five.

8o

81



36 Law, Finance and Development

of financial crises is the recognition of the importance of financial stability.*
Further, the role of legal and financial infrastructure in financial stability was
recognized, and for the first time an international consensus is developing on
exactly what is necessary in the way of legal and financial infrastructure to
support that goal.”s

This emerging financial consensus can be seen to be the result of two sep-
arate series of events since the collapse of the Bretton Woods system in 1973.
These series of events can be classified along two axes, one based on the experi-
ence of the developed economies and one based on experiences in emerging,
transition and developing economies. First, the growth of international cooper-
ation and the establishment of minimum standards in the area of regulation of
financial intermediaries have come to be viewed as essential in order to main-
tain and strengthen the confidence and integrity of the international financial
system. This trend is reflected, for example, in the development of the Basel
Committee on Banking Supervision as a response to various crises involv-
ing international financial intermediaries since the 1970s and the increasing
importance and effectiveness of its pronouncements in the area of financial
institution regulation and supervision.* Further, international cooperation in
this area continues to be of increasing importance to the developed economies
as financial and technological innovation and internationalization continue at
a rapid rate, as demonstrated by recent intense focus on the areas of derivatives
and payment and settlement systems throughout the world.*

The second strand of developing consensus is the realization of the impor-
tance of financial stability for both the international financial system and
for developed, developing, emerging and transition economies, especially
given their potential vulnerabilities to changes in capital flows within the
international financial system. In many ways, this emerging consensus is the
result of the combined lessons of the 19Sos debt crisis, the transition pro-
cess, the Mexican financial crisis, the east Asian financial crises, and the

8 This consensus was initially detailed in Group of Ten (G-10), Report of the Group of Ten (G-10)
Working Party on Financial Stability in Emerging Markets, Financial Stability in Emerging
Market Economies: A Strategy for the Formulation, Adoption and Implementation of Sound
Principles and Practices to Strengthen Financial Systems, Apr. 1997.

8 See]. Norton, “International Cooperative Efforts in the Realm of Financial Crises in Develop-

ing Countries”, in R. Lastra and H. Schiffman (eds), Bank Failures and Bank Insolvency Law

in Economies in Transition (London: Kluwer, 1999).

84 Sce J. Norton, Devising International Bank Supervisory Standards (Dordrecht: Martinus

Nijhoff, 1995).

See J. Norton and C. Olive, “The On-going Process of International Bank Regulatory and

Supervisory Convergence: A New Regulatory-Market ‘Partnership™, 16 B. U. Ann. Rev. Bnkg.

L. 227 (1997).
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subsequent crises in, inter alia, Russia, Brazil, Turkey and Argentina. The
consensus in this area is that in order to develop economically, emerging
economies must have in place appropriate structures to guarantee financial sta-
bility, especially given the increasing mobility of international capital and the
reliance of emerging economies on that capital to fund their own development
processes. ™

Today, these two strands are increasingly coming together as the line between
developed and emerging, transition and developing economies continues to
blur and as all become more closely integrated into the international financial
system. An effective financial infrastructure is as necessary to a developed eco-
nomy as to an emerging economy, although it can be easier for a developed
economy to successfully extricate itself from problems than for an emerg-
ing economy. Beyond this intertwining, this consensus can be seen to have
developed in a similar fashion to most regulatory developments: as a response
to a significant crisis that exposed the weaknesses in the then-existing system,
weaknesses that generally only became evident with technological and finan-
cial innovation.

In reading through case studies of financial crises in the 199os, one cannot
avoid a number oflessons. First, in order to become full participants in the inter-
national financial system while at the same time maintaining both domestic
and international financial stability requires careful domestic restructuring as
part of any process of liberalization. Throughout financial crises, liberalization
without appropriate restructuring often has been followed by crisis, and those
crises have sometimes had international or even global impact. Second, the
policies and systems advocated by the Bretton Woods and other international
financial organizations during the 199o0s did not adequately take into account
the risks inherent in financial sector liberalization and likewise provided insuf-
ficient guidance on the requirements necessary to implement domestically in
the context of restructuring. Third, developments in one country are no longer
restricted to its own borders in today’s increasingly globalized financial system
and therefore there is an imperative need to readdress the Bretton Woods sys-
tem and to have in place an appropriate international financial architecture,
designed to deal with today’s realities in much the same manner that was
employed originally at Bretton Woods to deal with the realities at the end of
World War II. Fourth, all of these systems, whether domestic or international,
need to be based upon transparent, rule-based structures. The implication is
that if these central issues are not addressed, financial crises similar to those

8 These ideas are being increasingly formalized: see IMF, Financial Stability in Emerging Mar-
kets, Dec. 1997.
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common in the past decade (and, in fact, likewise in the nineteenth century)
will continue to be commonplace in the twenty-first century.

1.3.2. The Financial System and Economic Growth

The second teacher, more benign than the first, is a growing body of research
into the positive role of finance. A substantial body of work, often labeled
“finance and growth”, now suggests that well-functioning financial interme-
diaries and markets promote economic growth.”” The financial development
and growth literature has established that finance matters for growth both at the
macroeconomic and the microeconomic levels.”” It is now generally agreed
that financial development is important for economic growth.”

The genesis for these ideas came from theoretical work by Ronald
McKinnon?, Edward Shaw?' and Raymond Goldsmith.%” In the 199os, espe-
cially following the Mexican and east Asian financial crises, empirical research
confirmed the link. The empirical research has taken two strands — macro%
and micro (firm level)? — with both showing that financial development is
significant.

Asli Demirgiic-Kunt and Ross Levine?’, address three questions?”: (1) What
happens to national financial systems as countries develop? (2) Does overall

87
88

R. Levine, “Law, Finance, and Economic Growth”, J. Fin'l Intermediation 17 (1999).

R. King and R. Levine, “Finance and Growth: Schumpeter Might Be Right”, 108 Quarterly J.

Econometrics 717 (1993); R. Levine, “Financial Development and Growth”, 35 J. Econ. Lit.

688 (1997).

89 See T. Beck and R. Levine, “Legal Institutions and Financial Development”, World Bank
Policy Research Working Paper 3136 (Sep. 2003).

9° R. McKinnon, Money and Capital in Economic Development (Washington, DC: Brookings
Institution Press, 1973).

9" E. Shaw, Financial Deepening in Economic Development (Oxford: Oxford University Press,
1973).

9 R. Goldsmith, Financial Structure and Development (New Haven, CT: Yale University Press,
1969).

93 See R. Levine and S. Zervos, “Stock Markets, Banks and Economic Growth”, 88 Amer. Econ.
Rev. 537 (1998); R. King and R. Levine, “Financial Intermediation and Economic Develop-
ment”, in C. Mayer and X. Vives (eds), Financial Intermediation in the Construction of Europe
(London: Centre for Economic Policy Research, 1993).

94 See T. Beck, A. Demirguc-Kunt and V. Maksimovic, “Financing Patterns around the World:
The Role of Institutions”, World Bank Policy Research Working Paper 2gos (Oct. 2002); A.
Demirguc-Kunt and V. Maksimovic, “Law, Finance and Firm Growth”, 53 J. Fin. 2107 (1998);
R. Rajan and L. Zingales, “Financial Dependence and Growth”, 88 Amer. Econ. Rev. 559
(1998).

95 A. Demirgii¢-Kunt and R. Levine (eds), Financial Structure and Economic Growth: A Cross-
Country Comparison of Banks, Markets, and Development (Cambridge, MA: MIT Press, 2001).

9 A. Demirgii¢-Kunt and R. Levine, “Financial Structure and Economic Growth: Perspectives

and Lessons”, in Demirgii¢-Kunt and Levine, op. cit., n. 95, p. 11.
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financial development influence economic growth and firm performance? (3)
Does the structure of the financial system — bank-based or market-based —influ-
ence economic growth and firm performance? Significantly, they conclude: (1)
national economic systems tend to become more developed overall and more
market-oriented as they become richer; (2) overall financial development tends
to accelerate economic growth, facilitate new firm formation, ease firm access
to external financing, and boost firm growth; and (3) financial structure is not
an analytically very useful way to distinguish among national financial sys-
tems.?7 Further, they find that the evidence strongly suggests that legal systems
that effectively protect the rights of outside investors and enforce contracts
efficiently improve the operation of financial markets and intermediaries with
positive ramifications for long-run growth.%*

Research also suggests that an effective financial system increases exports.??
While significant research has demonstrated the role of the financial sector
in economic growth, recent research is also supporting the view that financial
development reduces poverty. Specifically, Thorsten Beck, Demirguc-Kunt
and Levine have found that “financial intermediary development reduces
income inequality by disproportionately boosting the income of the poor and
therefore reduces poverty.”*°

Raghuram Rajan and Luigi Zingales summarize the emerging consensus
very well'":

Capitalism, or more precisely the free market system, is the most effective
way to organize production and distribution that human beings have found.
While free markets, particularly free financial markets, fatten people’s wal-
lets, they have made surprisingly few inroads into their hearts and minds.
Financial markets are among the most highly criticized and least under-
stood parts of the capitalist system. The behavior of those involved in recent
scandals like the collapse of Enron only solidifies the public conviction that
these markets are simply tools for the rich to get richer at the expense of the
general public. Yet, as we argue, healthy and competitive financial markets

97 1d., pp. 11-12.

9B 1d., p. 12.

99 See B. Becker and D. Greenberg, “The Real Effects of Finance: Evidence from
Exports”, (May 2004, mimeographed) (available at http://home.uchicago.cdu~dbgreenb/
beckergreenberg.pdf).

190 T, Beck, A. Demirguc-Kunt and R. Levine, “Finance, Inequality and Poverty: Cross-Country
Evidence”, World Bank Working Paper (May 2004). See P. Honohan, “Financial Development,
Growth and Poverty: How Close Are the Links?”, World Bank Policy Research Working Paper
3203 (Feb. 2004).

' R. Rajan and L. Zingales, Saving Capitalism from the Capitalists: Unleashing the Power of
Financial Markets to Create Wealth and Spread Opportunity (New York: Crown Business,
2003), P. 1.
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are an extraordinarily effective tool in spreading opportunity and fighting
poverty. Because of their role in financing new ideas, financial markets keep
alive the process of ‘creative destruction” — whereby old ideas and organiza-
tions are constantly challenged and replaced by new, better ones. Without
vibrant, innovative financial markets, economies would invariably ossify and
decline.

From this, they argue that'>:

because free markets depend on political goodwill for their existence and
because they have powerful political enemies among the establishment, their
continued survival cannot be taken for granted, even in developed countries.

1.3.3. The Role of the Financial Sector

The financial system is one of the most complex and also one of the most reg-
ulated aspects of any economy (whatever its level of development). A financial
system, whether purely domestic (very rare today) or fully integrated into the
global financial system (still rare today), is very complex and therefore difficult
both to describe and to understand. This section seeks to present a stylized
picture of the financial system (domestic or international) in order to provide
a framework for the discussion in the rest of this volume.

As a first point, and one hinted at earlier, financial markets are often
described as “globalized”, with references to the “global financial system” com-
mon. It is, in fact, true that some segments of the financial sector are among
the most globalized markets in existence — for instance the currency markets.
Nonetheless, at present, outside of specific globalized segments, financial mar-
kets remain a mixture of domestic and international. Nonetheless, the discus-
sion that follows attempts to present a picture of the financial system generally,
whether domestic, internationally integrated or truly global in nature.

Functions of the Financial System. In a review of recent research on the role
of the financial sector, Patrick Honohan suggests four primary functions of

103,

finance'3:

(1) mobilizing savings (thereby creating concentrations of capital that allow
exploitation of economies of scale),

(2) allocating capital (and thereby helping to judge where returns are most
likely to be obtained through economically beneficial endeavours),

2 1d., p. 3.
193 Honohan (2004), op. cit., n. 101, p. 9.
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(3) monitoring the use of financial resources (thereby increasing their like-
lihood of generating economic benefit), and

(4) transforming and redistributing risk to those most interested and best
able to bear it.

These functions in turn underlie the role of the financial system in economic
growth.

Supply and Demand: Allocation and Pricing. Most importantly, financial
markets serve a pricing and allocation function: the financial system should
serve to allocate financial resources, with allocation taking place on the basis
of pricing of risk. Efficient allocation of financial resources, by means of price,
equates with financial development. Financial development serves to support
economic growth, which in turn supports economic development more gen-
erally. However, at the same time that finance brings great benefits, it also
brings great risks, especially in the context of financial crises, which can result
in huge costs to an economy.

At the most basic level, a financial system should serve to match supply
and demand for finance in an economy. In general terms, a financial system
comprises the interactions of two elements: the supply of financial resources
and the demand for financial resources.'** Supply of finance results from the
existence of lenders, savers and/or investors with financial assets excess to their
current requirements. Lenders, savers and investors take a variety of forms,
including individuals, firms (including financial intermediaries) and govern-
ments. Supply of finance can be seen as potentially coming from two sources:
domestic and foreign. Domestic finance is a function of domestic savings,
whether privately motivated or government mandated (i.e., through manda-
tory pension schemes). Foreign finance comes from a number of potential
sources, including institutional and private investment, whether for portfolio
or speculative purposes; direct financing by international financial institutions
or by venture capitalists and strategic investors; and (potentially quite impor-
tant in some cases) repatriation of flight capital. Demand for funds comes
from borrowers and/or spenders which require additional financial resources.
Borrowers and spenders include individuals, firms (including financial inter-
mediaries), governments and international financial institutions such as the

World Bank.

%4 See W. Philbrick, “The Paving of Wall Street in Eastern Europe: Establishing the Infrastructure
for Stock Markets in the Formerly Centrally Planned Economies”, 25 Law & Pol’y Int’]l Bus.

565 (1994), p. 576.
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While generally commercial lending has declined in importance as a source
of capital for developed economies, equity investment from foreign investors,
whether in the form of foreign direct investment (FDI) or of portfolio invest-
ment, continues to increase, even despite the string of financial crises around
the world of the past fifteen years. While an analysis of FDI would be beyond the
scope of this chapter, it should be emphasized that the existence of a function-
ing domestic financial system can encourage foreign investment in a number
of ways. Such a system provides a channel for external portfolio investment.
Foreign investors, especially institutional investors'®>, are much more likely to
invest in countries where effective securities laws and well-disciplined securi-
ties exchanges which provide them with the infrastructure and the informa-
tion necessary to analyse and implement prospective investments. This ensures
additional capital for domestic enterprises. Given the volatility of portfolio-type
investment, however, this may not be so important a benefit as once thought. In
addition, the financial system permits the eventual “exit” of foreign investment,
since such investment providers typically do not wish to stay involved with an
enterprise for the long term, but prefer to exit and take profits. Even in the case
of long-term or strategic investors, who are brought in for the purpose of exercis-
ing permanent, or at least longer-term, control of an enterprise, the possibility
of potential disengagement can make involvement more attractive. Accord-
ingly, such investors require a mechanism which makes possible the eventual
liquidation of their holdings. This mechanism can be provided through the
creation of functioning equity markets and securities exchanges, which for this
reason encourage primary capital investment by private investors, and possibly
even by multilateral development institutions.

In allocating financial resources, the financial sector serves the role of a
transmission mechanism, transferring supply to meet demand on the basis
of price. There are a variety of transmission mechanisms. In an ideal world,
supply of and demand for financial resources could be matched directly, with
suppliers effortlessly and costlessly locating appropriate opportunities for their
excess resources. However, the real world is considerably different. In an ideal
financial system, information is perfect, participants are rational and there are
no transaction costs. In reality, none of these conditions applies in even the
most sophisticated financial systems.

In terms of transmission mechanism, there are two main forms: direct finance
and indirect finance. Direct finance occurs through direct investment and also

195 For a discussion of the increasing role of institutional investors in the international financial
system, see B. Steil, The European Equity Markets: The State of the Union and an Agenda for
the Millennium (London: Royal Institute of International Affairs, 1996), pp. 147-84.
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through financial markets (though in both cases usually with the assistance of
various types of financial intermediary). Indirect finance involves financial
intermediation of some form — in other words, an intermediary of some form
steps in to assist in matching supply and demand.

Financial markets take a variety of forms, with four main categorizations:
currency, money and interbank, capital, and insurance. In addition to these
four market segments, there are also markets for derivatives, which overlap
with the other markets. Currency markets are markets for actual currencies
and behave in many ways more like commodities markets than other sorts of
financial markets. The currency markets are both the largest and the most
globalized segment of financial markets, with turnover exceeding US$1.8 tril-
lion on a daily basis.'*®
short-term money, with initial duration to maturity of less than one year.

The capital markets are markets for financial resources with initial duration
to maturity of one year or more — that is, capital. Capital markets are one of

The money and interbank markets are markets for very

the most significant external sources of long-term funding for enterprises and
governments within any market-based system. The capital markets include
two main segments: equity and debt. Capital markets (i.¢., markets for longer-
maturity financial assets, including equity and debt) can be subdivided on the
basis of the different legal relationships and forms of legal claims represented
by the traded securities. At the most basic level, one could distinguish between
equity markets, which focus on the issuance and trading of instruments repre-
senting ownership participations in business enterprises and creating residual
claims on their assets, and long-term debt markets, which deal in instruments
documenting fixed nominal-value, interest-bearing claims on such enterprises.
Equity capital markets are markets for ownership interests, typically evidenced
by shares of companies. By its nature, equity investment is generally of poten-
tially unlimited duration. As a subset of capital markets, then, equity markets
are composed of the supply of equity investment opportunities and demand
for equity ownership. The supply of equity can be viewed as a portion of the
demand for capital, while the demand for equity can be viewed as related to
the supply of capital. Debt capital markets, on the other hand, represent debt
claims on a borrower. The most common forms are loans and bonds or related
debt securities. Bonds and equity both typically take the form of securities —
freely tradable financial instruments.

Insurance markets are markets for protection against specific risks, whether
certain (e.g., death) or uncertain (e.g., property damage). Derivatives markets
are related to other financial markets. Specifically, a derivative is a financial

190 See www.bis.org.
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instrument the value of which is derived from something else, often a financial
asset or market, criss-crossing and interlinking market segments.

There are a range of intermediaries which assist in the transmission of finan-
cial resources in the financial system. Common forms of intermediary include
banks, insurance companies, pension funds, investment institutions such as
unit trusts, mutual funds or hedge funds, investment banks or merchant banks,
and international financial institutions. Generally speaking, intermediaries can
be characterized as deposit institutions (e.g., banks), contractual savings/risk
protection (e.g., insurance companies) or investment institutions (e.g., hedge
funds).

As noted earlier, indirect finance arises because financial markets are not
perfect markets. Their imperfections arise from two main sources: first, trans-
action costs (e.g., enforcement), and second, asymmetric information (i.c.,
imperfect information, imperfectly distributed). Asymmetric information also
results in adverse selection (e.g., the worst opportunities are the ones most likely
to be presented) and moral hazard (e.g., incentives to take excessive or insuffi-
cient risk). In addition, an increasing amount of research indicates that market
participants are not always rational — an especially important consideration in
finance.

Financial markets take a variety of forms in providing direct finance. First,
financial markets can be centred on an exchange or exist in an over-the-counter
(OTC) structure (e.g., the global derivatives market). Second, they can be
primary or secondary.

Direct finance is most familiar in the context of securities exchanges.””” A
securities exchange may be defined as “a body that provides a centralized forum
in which [securities] trades are undertaken.”“* As such, a securities exchange
provides the means by which the market prices of securities can be openly
established and through which price information can be produced and dissem-
inated to users of the market."*? O'T'C markets are distinguished from organized
exchanges, in that an OT'C market traditionally refers to trading done outside
of an organized exchange; however, as technology has developed, the dis-
tinction between exchanges and OTC markets has become blurred."® While
historically observers have often viewed securities exchanges as philanthropic

197 See J. Macey and H. Kanda, “The Stock Exchange as a Firm: The Emergence of Close
Substitutes for the New York and Tokyo Stock Exchanges”, 75 Cornell L. Rev. 1007 (1990),
p. 1008.

198 1d., p. 1008 . 5.

199 Id.

"9 Id. In the United States, the OTC markets have increasingly come to resemble the securities

exchanges, especially as prices of securities are increasingly quoted and traded on various

electronic exchanges, such as NASDAQ - the “National Association of Securities Dealers
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institutions organized to act in the public interest, this is not, in fact, the
case."" Instead, exchanges are self-interested economic organizations which
supply services to companies and other organizations listing their securities in
exchange for fees, which typically come in the form of an initial listing fee and
an annual fee, as well as trading fees."* Firms are not required to have their
securities listed on an exchange, but firms with publicly traded securities have
shown a strong interest in having their securities traded on an exchange, thus
indicating that exchanges, in fact, offer something of value to listing firms for the
fees charged and the various costs (e.g., compliance and disclosure) incurred.

In view of the various aspects of the financial system, the policy discussion
should focus on the determination of the most appropriate path for supporting
the achievement of its primary purposes.

1.3.4. Financial Sector Development

Developing a financial system requires an expansion of both the supply of and
the demand for finance. The primary policy concern is the design of systems
with a view to encouraging participation by domestic and foreign participants
and increasing the efficiency of their functioning.

A financial system can be basic, functioning, developed or sophisticated.

A “basic” financial system typically comprises simple currency, simple
payment, simple banking, and simple insurance activities. David Beim and
Charles Calomiris suggest that'"+:

[tJhe most primitive function of a financial system is to issue and safeguard
money. The next function to evolve is a payments mechanism, typically a
check-clearance system, which enables parties to transfer money among each
other without taking the risk of delivering it in coin or currency. These basic
functions are the domain of banks, which are invariably the first financial
institutions to evolve in a developing country.

A“functioning” financial system provides financing functions beyond the basic
level — namely currency, payment, banking and interbank, insurance, simple
securities, and simple derivatives transactions. Such a system will also provide
a basic level of risk management.

Automated Quotations”. This is also an increasingly important development in the European
Union.

" d., p. 1009.

112 Id

13 d.

4 D. Beim and C. Calomiris, Emerging Financial Markets (New York: McGraw-Hill, 2001), p. 44.
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A “developed” financial system provides for effective allocation of resources
via market pricing, as well as a variety of instruments and risk management
functions. According to Beim and Calomiris":

In a fully developed, competitive economy the financial system includes
not only banks but also securities firms, specialized financial intermediaries
such as finance companies and mortgage brokers, as well as institutional
investors such as insurance companies, pension funds, and mutual funds.
Such a financial system plays a large and sophisticated role: It encourages
and mobilizes private saving and investment, and channels the capital so
created into its most productive uses. It creates a diverse menu of saving and
investment options for individuals — some at higher risk, some at lower risk,
some for the long term, and some for a shorter term.

A “sophisticated” financial system will provide a full and ever-changing range
of products and services; truly sophisticated systems, however, to date have only
developed in a few major financial centres around the world (e.g., London,
New York, Hong Kong).

Rajan and Zingales make four proposals to support financial market devel-
opment''®:

(1) ensure that control of productive assets is not concentrated in a few hands
and that those who do control also have the ability to use the assets well
(competition and efficiency)"7,

(2) creation of a safety net to protect the losers (financial stability and con-
sumer protection)”?,

(3) open borders (competition and liberalization)"?, and

(4) public awareness of the benefits of the financial system (education).

In achieving these, the focus today is on the role of law in the financial sector.

1.4. LAW, THE FINANCIAL SECTOR AND ECONOMIC GROWTH

It is now agreed that the financial sector plays a central role in supporting
economic growth and development: first, a sound financial system facilitates

s Id.

16 Rajan and Zingales (2003), op. cit., . 103, p. 294.

"7 Tools include competition/antitrust law, property taxes, better corporate governance and inher-
itance taxes. Id., pp. 294—300.

18 Tools include supporting individuals rather than firms and designing the system before it is
needed. Id., pp. 300-6.

19 Tools include open goods and capital markets, and regional trading blocs. Id., pp. 306—9.
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financial intermediation and resource allocation, which, in turn, support eco-
nomic growth and development; and second, a sound financial system reduces
the risks of financial crises. A sound financial system therefore is essential for
both financial stability and financial sector development. Specifically, follow-
ing the financial sector crises of the 199os around the world, international
efforts have focused on the causes of the crises, their resolution and prevention
of future crises. A principal lesson to emerge is the importance of the institu-
tional, legal and regulatory framework for financial sector stability, financial
development and financial crisis resolution.

First, a reliable framework is essential to provide the rules of the game for
financial transactions and to support financial sector development. Without an
appropriate legal and institutional context based on law, developed financial
markets cannot function.

Second, weak financial sectors have been a significant cause of many finan-
cial crises. An adequate regulatory and supervisory framework is necessary to str-
engthen financial intermediaries and to help prevent the occurrence of crises.

Third, in the context of distress or crisis, an adequate framework supports the
resolution of difficulties. In the absence of such a framework, crisis resolution
becomes much more difficult, time-consuming and expensive.

As aresult of both the growth of institutional economics and the experiences
of financial crises in economies around the world from the early 199os to the
present, attention has increasingly turned to the role of institutions in economic
development, with recent research suggesting that institutions may, in fact, be
the most significant factor. One aspect of institutional development is law, legal
institutions and regulatory and supervisory structures. Institutions, especially
legal infrastructure, are fundamental to a sound financial system. A consensus
is emerging with respect to the supporting institutions necessary for a sound
financial sector, both domestically and internationally, focused around the
international financial architecture, discussed in the following chapter.

Today, the interaction between law and financial market development is
characterized by the on-going development of “law and finance” theory.

Law and finance is, in many ways, a development of institutional economics
and finance and growth research. The leading writers in the area of law and
finance are Hernando de Soto and Andrei Shleifer. For de Soto (whose ideas are
discussed further in Chapter T'hree), property rights underlie finance which,
in turn, makes economic development possible. For Shleifer and others, the
focus has been on the role of law in financial development (“law and finance”).

This second strand of research attempts to analyse differences between dif-
ferent institutional models of a market economy. Simeon Djankov, Edward
Glaeser, Rafael La Porta, Florencio Lopez-de-Silanes and Andrei Shleifer have
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called this the “New Comparative Economics.”** One aspect of this research
focuses on the role of law and legal institutions in financial development.”™
From the theoretical basis developed by North, in the late 19gos a burgeoning
empirical literature developed as North’s theories were modeled and tested.
The most influential has been a series of studies by La Porta, Lopez-de-Silanes,
Shleifer and Robert Vishny, usually collectively referred to as “LLSV.”

According to Thorsten Beck and Ross Levine':

[T]he first part of the law and finance theory holds thatin countries where legal
systems enforce property rights, support private contractual arrangements, and
protect the legal right of investors, savers are more willing to finance firms and
financial markets flourish. In contrast, legal institutions that neither support
property rights nor facilitate private contracting inhibit corporate finance and
stunt financial development. The second part of the law and finance theory
emphasizes that different legal traditions that emerged in Europe over previ-
ous centuries and were spread internationally through conquest, colonization,
and imitation help explain cross-country differences in investor protection,
the contracting environment, and financial development today.

Beck and Levine suggest that there are two mechanisms through which the
second strand may function: the “political” mechanism and the “adaptabil-
ity” mechanism.” Essentially, the political explanation suggests that different
legal systems embed differing relationships between the state and private prop-
erty”®, while the adaptability mechanism suggests that different legal systems
have differing levels of flexibility and reactive ability to changes in economic
circumstances and needs. Unlike finance and growth theory, law and finance
theory has not been generally agreed, especially in relation to the second line
respecting the role of legal origin. At present, it is generally agreed (per North)
that law and legal institutions have an important role in economic growth and
financial development; however, beyond the agreed importance of governance
and property rights, significant divisions remain.

120 S. Djankov et al., “The New Comparative Economics”, J. Comp. Econ. (Dec. 2003).

1 See T. Beck and R. Levine, “Legal Institutions and Financial Development”, World Bank
Policy Research Working Paper 3136 (Sep. 2003).

122 See R. La Porta et al., “Legal Determinants of External Finance”, 52 J. Fin. 1131 (1997); idem,
“Law and Finance”, 106 ]. Pol. Econ’y 1113 (1998); and idem, “Investor Protection and Corporate
Governance”, 58 J. Fin'l Econ. 3 (2000).

123 Beck and Levine (2003), op. cit,, n. 123, p. 1.

24 1d, p. 2.

125 See E. Glaeser and A. Shleifer, “Legal Origins”, Quarterly J. Economics (Nov. 2002).
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Nonetheless, important elements to date include:

120

(1) Finance is better developed in countries with strong legal frameworks.

(2) National differences in financial development may be explained by a
range of factors, including the origins of the legal system, exemplified in
the treatment of investor or property rights, or how legal systems adapt
to commercial circumstances.

(3) Empirical research indicates that both the legal system brought by col-
onizers and the initial endowments in former colonies are important
determinants of financial development.

(4) The spread of legal traditions had enduring influences on national
approaches to private property rights and financial development.’

(5) Differences in endowments shaped initial institutions and these insti-
tutions have had long-lasting repercussions on private property rights
protection and financial development.'**

Generalizing from the basis of these various strands, Stijn Claessens and
Luc Laeven address firm-level issues, arguing that:

the existence of an environment with poorly developed financial systems and
weak property rights has two effects on firms: first, it reduces the access of
firms to external financing; and second, it leads firms to allocate resources in
a suboptimal way.

They find:

(1) the effect of insecure property rights on the asset mix of firms (the “assets
allocation” effect) is economically as important as the lack of financ-
ing effect as it impedes the growth of firms to the same quantitative
magnitude;

(2) the asset allocation effect is particularly important in hindering the
growth of new firms; and

120 T3 Porta et al. (1998), op. cit., n. 124.

27 1d.

28D, Acemoglu, S. Johnson and J. Robinson, “The Colonial Origins of Comparative
Development: An Empirical Investigation”, g1 Am. Econ. Rev. 1369 (2001).

29 S. Claessens and L. Laeven, “Financial Development, Property Rights, and Growth”, World
Bank Policy Research Working Paper 2923 (Nov. 2002), p. 38.
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(3) the degree to which firms allocate resources in an optimal way will
depend on the strength of a country’s property rights and that that allo-
cation effect is an important channel of the effect of property rights on
firm growth.

They suggest that these results may have the implication that a functioning
legal system is just as important to property rights protection and protection of
returns to different types of assets as it is to the establishment of a good financial
system.'3”

The conclusion to emerge is that law is, in fact, important for financial
development; however, the exact mechanics are not yet fully understood nor
agreed.

1.5. CONCLUSION

This chapter has reviewed and integrated the literature respecting the role
of law and institutions in financial sector development and economic growth
and development. In that review and integration, the chapter argues that it is
now clear that an appropriate legal and institutional framework underlie both
financial sector stability and development and economic growth and devel-
opment. What, then, are the most significant principles underlying financial
stability and development, and how is a robust supporting legal system to be
developed?

The following chapters attempt to answer these questions, arguing that the
minimum content of the requisite financial laws and the necessary elements
of the legal system that makes those laws effective can be discerned through
analysis of the demands of the role of law in the context of finance and through
recognizing that internationally acceptable minimum financial standards can
be distilled from a developing consensus on underlying principles necessary
to support the requisite elements of financial systems. Of particular impor-
tance are the pronouncements of those international bodies concerned with
promoting financial stability and development.

32 1d., p. 39.



Law, Financial Stability and the International
Financial Architecture

By the mid-1990s, both the theoretical understanding of finance and the actual
nature of international and domestic financial systems had changed radically
from those at the end of World War II. In that context, this chapter looks at
the changing nature of the international financial architecture in response to
those changes.

This chapter addresses five main areas. Section I presents an overview of
the Bretton Woods international economic system and its development to the
early 199os — at the time of the Mexican financial crisis. It also discusses the
changing roles of the Bretton Woods institutions in the context of financial
globalization and the series of financial crises over the past decade. Section 11
looks at changes to the international financial architecture arising from events
of the 1990s — including the new role of international financial standards, the
only element of the international financial architecture which (along with the
related Financial Stability Forum) can truly be classified as new. Section 111
discusses the specific aspect of the international financial architecture of most
concern to this volume: the system of international standards and standard
setting. However, while an important development, to be effective these stan-
dards must be implemented by individual economies — an issue discussed
throughout the following chapters. Section IV therefore discusses international
efforts to monitor and support the domestic process of implementation. Finally,
section V concludes that the current structure of the international financial
architecture does not amount to a coherent regime in the same manner as
the Bretton Woods system as designed. Rather, today’s “system” is more of a
non-system.

51
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2.1. THE BRETTON WOODS SYSTEM AND GLOBALIZATION
OF FINANCIAL MARKETS

Designed at the end of World War Il by the United States and the United King-
dom, the purpose of the Bretton Woods system was to prevent international
economic instability of the sort seen in the interwar period (1914—44) and to
support economic development through reintegration of domestic economies.
Its design was based on three elements. First, its structure was formal and insti-
tutional, based on an interlinked set of international treaties and institutions.
Second, it was based on the premise of closed national financial markets, with
limited capital flows, but open markets for trade in goods. Third, relation-
ships among closed national systems were structured through an international
institutional framework.

The Bretton Woods system as designed included three interlinked interna-
tional institutions: the International Monetary Fund (IMF), the International
Bank for Reconstruction and Development (IBRD, commonly known as the
World Bank) and the International Trade Organization (ITO). These three
institutions were designed to address the three main elements of the interna-
tional economic system: money, finance and investment, and trade.

Unfortunately, the Bretton Woods system as designed never actually
functioned: the ITO was still-born (though ultimately reincarnated as the
WTO in 1994 after fifty years in the limbo of the General Agreement on
Tariffs and Trade [GATT]). Likewise, the role of the World Bank was quickly
usurped in many ways by the bilateral efforts of the United States through the
Marshall Plan and related reconstruction initiatives, leaving the Bank to focus
on developing (often post-colonial) countries — the role it continues to play
today. Nonetheless, the design for monetary relations, with the IMF at the
centre of a system of fixed exchange rates based on the US dollar and its link
to gold, did function — arguably quite well — until the early 1970s.

Since the end of the Bretton Woods international monetary system in 1973,
financial markets have changed dramatically through a process of liberaliza-
tion, internationalization and globalization, undergirded by incredible tech-
nological changes.

Fifty years after the creation of the Bretton Woods system, the changes in the
international financial system and the deficiencies of the existing international
institutions and arrangements (the “international financial architecture”) to
deal with this changed nature came dramatically to light through the Mexican
financial crisis and the east Asian and other crises which followed. Since that
time, the IMF, World Bank and WTO gradually have been forced to come to
grips with the increasingly globalized nature of financial markets. Discussions
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both in these institutions and elsewhere have focused on whether there is a
need to reform the existing international institutional arrangements — whether
there is a need for a “new international financial architecture”.

2.1.1. Bretton Woods as Designed

The Bretton Woods system as designed was largely the result of the work of
two economists and civil servants, one British, one American: John Maynard
Keynes and Harry Dexter White. Both devised systems which they viewed as
coherent, effective designs in the context of then-existing circumstances for a
framework to support the future development of the international economy fol-
lowing the end of World War II. Incidentally, both were designed also to some
extent to reinforce the economic positions of their respective countries. Both of
their respective governments largely adopted their positions (and Keynes and
White played central roles in the negotiation process). Representatives of the
US, British and allied governments met in Bretton Woods, New Hampshire,
and Havana, Cuba, in 1944 to finalize plans for the future design and structure
of the post-war international economic architecture.

Largely as a result of the much stronger bargaining position of the United
States, White’s ideas were adopted to a greater extent than those of Keynes.
As noted earlier, the final structure was based on three formal international
institutions: the IMF, IBRD and ITO. The three institutions would be gov-
erned by a single committee, to ensure coordination among their activities. In
addition, all three institutions would be located in Washington, DC.

The essential underlying theory of both designs and the final structure
adopted was based, first, on a system of stable exchange rates. All involved
felt that, while it was impossible to return to the Gold Standard as it existed
prior to World War 1, it was important to return to a parallel system, with
money circulating on the basis of a fixed relationship to gold, rather than on
the basis of purely paper currencies (“fiat money”). This design was intended
to provide a stable base for finance, investment and trade — the other cen-
tral pillars of the structure — and to avoid the sorts of monetary instabilities
seen during the period from 1914-44. Under the Bretton Woods international
monetary system, the US dollar was fixed to gold at US$32 per ounce. All
other currencies were then fixed in value to the US dollar. Capital movements
would be largely controlled through domestic restrictions, with the IMF sup-
porting the system through monitoring of flows and facilitating orderly read-
justments when necessary. The result gave an important economic benefit to
the United States: the US dollar became the world’s reserve currency (along
with gold) and the backbone of international finance and trade, rather rapidly
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replacing the British pound sterling which fulfilled similar roles in the 1870~
1914 period.

Underpinned by this international system of fixed exchange rates and lim-
ited capital mobility, both White’s and Keynes™ designs focused on the need to
re-establish international trade linkages as rapidly as possible. By 1944, due to
economic nationalism and the needs and results of war, the system of largely
free trade which had existed in the 1870-1914 period had been completely
destroyed. All the participants at Bretton Woods agreed there was a vital need
to begin rebuilding these linkages as quickly as possible. The design was based
around the I'TO, which was intended to serve a formal role both in reducing
trade barriers and in policing the agreements. Unfortunately, largely due to
US political concerns, this institution was not established. Rather, trade rela-
tionships were addressed through a system of negotiations, formalized as the
GATT. Despite not being of the same magnitude as the ITO as designed, the
GATT - over the next fifty years — gradually and successfully reduced trade
barriers around the world, especially among developed economies. In 1994,
the WTO, an institution in many ways paralleling the I'TO, was established,
though by this time, the system of fixed exchange rates with which it was meant
to operate in tandem had long ceased to exist.

The third element of the Bretton Woods system focused on finance, invest-
ment and the need for reconstruction of the decimated economies of Europe.
As designed, the IBRD would be the primary mechanism for supporting recon-
struction (especially of infrastructure) in Europe and other economies. How-
ever, other US initiatives (e.g., the Marshall Plan for European reconstruction)
quickly largely displaced the role of the Bank in European reconstruction,
leaving it to focus on newly independent states and other developing countries
around the world.

2.1.2. Bretton Woods in Practice: 1944—94

Asnoted earlier, in practice, the Bretton Woods international economic system
never came into existence: while both the IMF and the IBRD were duly
formed, the I'TO was not. Further, the central role of the IBRD in post-war
reconstruction was quickly displaced by bilateral efforts such as the Marshall

Plan.

Money and the IMF. In the event, only the Bretton Woods international mon-
etary system, centred on the IMF, functioned for a period as designed. The
system of fixed exchange rates in fact functioned rather well from 1945-73, at
which time the United States finally abandoned the fixed link between the US
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dollar and gold, largely as a result of domestic financial pressures (fiscal and
inflationary) resulting from the expenses of the Vietnam War, the Cold War and
domestic social spending. Despite the abandonment of the fundamental link
to gold, many economies continued to maintain fixed relationships between
their currencies and the US dollar (though subject to periodic, often painful
adjustments) and capital flows remained largely restricted during this period
(with the exception of the development of the Euromarkets — the foundation
of today’s international financial markets). During this period, the role of the
IMF largely centred on the relationship between the developed economies
and necessary (sometimes painful) exchange rate adjustments, especially as
the economic importance of Germany and Japan increased and that of the
United Kingdom decreased.

Following the final abandonment by the United States of the gold stan-
dard in 1973, the IMF faced questions about its role: certainly, without the
link between the US dollar and gold, the central pillar of the Bretton Woods
international monetary system no longer existed, therefore leaving the IMF
without its former function. During the 1970s, the IMF sought to replicate the
link through the creation of a new synthetic currency, the Special Drawing
Right (SDR); however, this never really worked as intended. Nonetheless, the
Fund continued to maintain a role in the process of exchange rate adjustment.
There were, however, two amendments to the IMF Articles of Agreement to
reflect its new role in the international monetary system." During this period,
the IMF increasingly focused on lending to support economies dealing with
periodic exchange crises, operating with a developing system of conditions for
support: IMF “conditionality”.

The period from 1973-94 was a period of gradually increasing capital flows
and decreasing capital restrictions, with such restrictions largely eliminated
in the developed economies by the late 1980s. In fact, by the early 1990s, the
IMF was arguing for a further amendment to its Articles to formalize its role
in encouraging and supporting capital liberalization, especially in developing,
emerging and transition economies. In addition, with the collapse of the Soviet
Bloc at the end of the 1980s, the IMF began to focus on its role in monetary
aspects of the transition process. By 1994, the fiftieth anniversary of the Bretton
Woods conference, the IMF largely felt that it understood its role and the

' The IMF Articles were adopted at the United Nations Monetary and Financial Conference,
Bretton Woods, New Hampshire, on 22 Jul. 1944 and entered into force 27 Dec. 1945. They have
subsequently been amended three times: (1) Board of Governors Resolution No. 23-5, adopted
31 May 1968 and effective 28 Jul. 1969; (2) Board of Governors Resolution No. 314, adopted
30 Apr. 1976 and effective 1 Apr. 1978; and (3) Board of Governors Resolution No. 45-3, adopted
28 Jun. 1990 and effective 11 Nov. 1992.
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mechanisms through which to achieve its goals — centred on the policy-focused
ideas of the Washington Consensus.

Finance and the World Bank. While the IBRD was duly established in 1944
and immediately set about addressing the financing of post-war reconstruction,
its resources and expertise initially were limited. Further, as noted, with the
onset of the Cold War, the United States realized the need to build allies, if
necessary on the foundations of former enemies, and initiated a number of
bilateral programs to support reconstruction, of which the Marshall Plan for
Western Europe is the most well known. As a result, in a very short period
following its creation, the primary role and mission of the IBRD (increasingly
called the World Bank) had been transferred elsewhere.

The World Bank therefore, almost from the beginning, was forced to search
for a role and its focus turned increasingly to the needs of developing coun-
tries around the world, rather than post-war reconstruction of the developed
countries. This role received a significant boost as the former colonial pow-
ers lost their empires, whether through emancipation, revolt or abandonment.
The World Bank sought to step in and assist these new countries in devel-
oping infrastructure and building their economies. During its initial decades,
the World Bank focused on loans to governments for both specific projects
and increasingly, through the 1970s, for general budgetary support. Lending
was supplemented by provision of grants to the least developed countries,
generally through the International Development Agency (IDA) created in
1960.

With the onset of the debt crisis in the early 198os, the World Bank was
faced with a challenge to its previous focus on state lending, as it became
obvious that in many cases resources lent for general purposes and even for
specific projects had often been squandered and in some cases even caused
more harm than benefit. As a result, in addition to state lending and grants,
the World Bank began to focus to a greater extent on providing and supporting
private sector involvement through the International Finance Corporation
(IFC) and Multilateral Investment Guarantee Agency (MIGA), established in
1956 and 1988, respectively.

By the end of the 198os, the World Bank Group included the IBRD, IFC,
IDA and MIGA, dealing with (respectively) state lending and technical assis-
tance, private sector projects, grants to developing countries and investment
guarantees. In addition, it also serves as host for the International Centre for
Settlement of Investment Disputes (ICSID), founded in 1966 (and along with
MIGA, serve to support the development of international investment).
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With the collapse of the Soviet Bloc, like the IMF, the World Bank also added
the transition economies to its development assistance portfolio. Nonetheless,
unlike the IMF, the World Bank was facing many questions about its role and
future at the time of the fiftieth anniversary of the Bretton Woods conference

N 1994.

Trade, the GATT and the WTO. As noted earlier, trade relationships were
structured through a series of rounds of negotiations, formalized through the
GATT (established in 1948; the General Agreement on Trade in Services —
GATS — was added in 1995). Although this was not the initial Bretton Woods
intention, the GAT'T was, in fact, quite effective in gradually reducing trade
barriers, especially among the developed countries. GATT members agreed to
the establishment of the WTO in 1994, reflecting this success and the general
consensus supporting freer trade following the collapse of the Soviet Bloc and
the success of the export-centred development model of east Asian emerging
economies, as well as of the European single market project and experiences
of the developed countries. Therefore, by the fiftieth anniversary of the Bretton
Woods conference in 1994, the intellectual successor of the I'TO finally had
been established through the formation of the WTO.

Coordination and Linkage. Because the ITO was never formed, the planned
coordinating committee likewise never was formed. Perhaps as a result, the IMF
and the World Bank often have been accused of failing to coordinate their
activities — despite the fact that they sit on opposite sides of the same street
in central Washington, DC. Some efforts had been made in this direction
following problems arising in the context of the 198os debt crisis (i.e., the
creation of the “Interim” Committee to coordinate activities). However, by the
fiftieth anniversary of the Bretton Woods conference in 1994, these concerns
were very much in focus.

2.1.3. Responses to the Mexican Financial Crisis

While the leading role of the United States in efforts to organize the Mexican
rescue package was probably sui generis due to the importance of Mexico to
the United States and due to Mexico’s prominent position among emerging
economies, following the Mexican financial crisis certain efforts were made to
address future liquidity crises and attempt to prevent them from causing long-
term negative consequences, especially the threat of international contagion
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as seen in the tequila effect on other emerging economies around the world
immediately following the onset of the crisis in Mexico.*

The profile of international organizations such as the IMF and the World
Bank makes them the usual starting point in any discussion of problems in the
international financial system, and this was, in fact, the approach chosen fol-
lowing the Mexican crisis in 1995. The increasing role of these institutions in
development finance and the debt crisis of the 198os, the fifticth year anniver-
sary of the Bretton Woods system in 1994, and the US desire not to lead further
international rescues made these institutions the focus of debate regarding
sovereign liquidity and debt problems. Further, the role of the IMF reflected
its desire to find a new leadership role in the period after the deterioration
of the Bretton Woods system.> Regardless of the underlying motivation, the
IMF’s role was both significant and unusual (at least at that time) in that its
contribution far exceeded the amount that would normally be available to a
country such as Mexico under IMF rules.*

The International Response. Following the Mexican financial crisis, the
Group of Seven Industrialized Countries (G-7) at its Halifax summit in 1995
called on the Group of Ten (G-10) and other countries to support the interna-
tional monetary system to develop financing arrangements to help preventand

> See US General Accounting Office (GAO), GAO Report: Mexico’s Financial Crisis: Origins,
Assistance, and Initial Efforts to Recover, GAO/GGD-96—50, 23 Feb. 1996, pp. 112-13 tables 4.1~
4.2; IMF, International Capital Markets: Developments, Prospects, and Policy Issues, Aug. 1995,
pp- 64-9.

3 Zanny Minton-Beddoes has suggested that IMF overreached its capacity, not because of the
US influence on IMF policies, but rather because of its desire for new relevance in a world
economy now characterized by instability and private power. See Z. Minton-Beddoes, “Why
IMF Needs Reform”, For. Affairs 123 (May 1995). See also R. Chote, “Weaknesses in IMF
Shown by Mexico”, Financial Times, 25 Apr. 1995.

4 G. Graham, “US$s50bn Mexico Aid Plan ‘Averted a Global Crisis’: ‘Exceptional” Support Was
Required, Says IMF Chief”, Financial Times, 3 Feb. 1995, p. 16. The IMF’s contribution to
support Mexico has been estimated at almost one-ifth of the IME’s liquid resources and seven
times Mexico’s quota. “Perspective on a Panic”, Financial Times, 11 Feb. 1995, p. 8.

In this context, the question arose as to whether the Fund could approve a stand-by arrange-
ment for Mexico, at a time in which it was facing a large capital outflow. Part of the answer
was that the outflow was partly due to current payments, including interest on debt. Moreover,
Mexico financed the outflow with its reserves and bilateral loans, while IMF resources were
used essentially to reconstitute Mexico’s reserves and not to meet subsequent capital outflows.
While this is somewhat circular, the IMF determined that in reality what mattered was the
country observed the reserve targets set by the Fund. Because the adjustment mechanisms
implemented by Mexico were sufficient, no restrictions on capital movements were viewed as
necessary. F. Gianviti, “The IMF and the Liberalization of Capital Markets”, 19 Hous. J. Int’]

L. 773 (1997), p- 777-
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to deal with the onset of international financial crises in emerging economies.>
Following this invitation by the G-7 to the G-10, the Deputies of the G-10 estab-
lished a Working Party to consider the issues arising with respect to the orderly
resolution of sovereign liquidity crises.” On 22 April 1996, the Finance Minis-
ters and Central Bank Governors of the G-10 nations released a communiqué
on international financial emergencies such as the Mexican financial crisis
based on and endorsing the Working Party Report.”

In its communiqué, the G-10 affirmed that, given the need to contain moral
hazard and the desirability of equitable burden-sharing, first, that neither the
debtor countries nor their private creditors should expect to be insulated from
any adverse financial consequences of their financial decisions by the provi-
sion of large-scale official financing in the event of a crisis, and second, that
there should be no presumption that any type of debt would be exempt from
payment suspensions or restructurings in any future sovereign liquidity crisis.”
Importantly, the G-10 stated that the existing flexible, case-by-case practices and
procedures, as developed over the years, were an appropriate starting point for
considering how to respond to future sovereign liquidity crises, that improve-
ments should continue to evolve to meet the needs of specific crises, and
stressed that improvements should be led by private sector groups in devel-
oping any new contractual arrangements.? Further, they affirmed that the
official community’s primary role in the resolution of sovereign liquidity crises
should remain centred on “the promotion of strong and effective adjustment by
debtor countries in the context of IMF-supported programs™®, thereby indicat-
ing the continued importance of IMF conditionality and structural adjustment
programs.

The G-10 noted the on-going discussion between the G-10 countries and
other countries aimed at developing new financing arrangements which would
double the supplementary resources available to the IMF under the General
Agreement to Borrow (GAB) for coping with these sorts of international finan-
cial emergencies.”" The G-10 expressed support for the work of international
financial organizations such as the Basel Committee on Banking Supervision

5 G-7, Halifax Communiqué, 16 Jun. 199s.

See G-10, Group of Ten Working Party, The Resolution of Sovereign Liquidity Crises, May 1996,
p- 1 (“G-10 Sovereign Crises”).

G-10, Communiqué of Ministers and Governors of the Group of Ten Nations on International
Financial Emergencies, 22 Apr. 1996.

Id., para. 3. This latter statement seems directly aimed at holders of emerging market bond
debt.

9 1d., para. 4.

° 1d.

1d., para. 1.
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and the International Organization of Securities Commissions (I0SCO), wel-
comed efforts to increase cooperation among authorities responsible for the
supervision and stability of financial markets, and concluded that such orga-
nizations provide a helpful basis for further work in this area.” The G-10 also
emphasized the importance of adherence to “credible and consistent eco-
nomic policies” and endorsed actions to reinforce market discipline through
the establishment of data dissemination standards by the IMF, along with the
strengthening of surveillance procedures.’

This communiqué and report thus established the framework which was
applied subsequently in the Asian financial crisis.

The Initial IMF Response: Liquidity and Disclosure. Following on thisagreed
framework, the IMF moved to enhance its ability to provide liquidity in
future situations and to enhance the transparency of the international financial
system.

LIQUIDITY. In general terms, the IME’s financial resources are intended to
assist members seeking to redress balance of payments problems and to help
cushion the impact of adjustment, and are provided through both its general
resources and its concessional financing facilities, which are administered sep-
arately.* IMF financing is subject to Executive Board approval and, in most
cases, to the member’s commitment to take steps to address the causes of its pay-
ments imbalance (termed “conditionality”).”> Access is determined primarily

Id., para. 5.

B3 Id.

4 Regular IMF Facilities include Reserve Tranches, Credit Tranches, Stand-By Arrangements
and Extended Fund Facilities. Special facilities include the compensatory and contingency
financing facility; the buffer stock financing facility, which has not been used since 1984;
and the systemic transformation facility, which ceased operations at end-December 1995. In
addition, the IMF also has Concessional Facilities, available in certain situations, including
the Structural Adjustment Facility; and the Enhanced Structural Adjustment Facility.

5 The explicit commitment that members make to implement remedial measures in return for

the IMF’s support is known as “conditionality”, though this term specifically only applies to

standby and extended standby arrangements. Conditions for IMF financial support may range
from general commitments to cooperate with the IMF in setting policies to the formulation of
specific, quantified plans for financial policies. The IMF requires a “letter of intent”, which
outlines a government’s policy intentions during the program period; policy changes to be
taken before approval of the arrangement; performance criteria, which are objective indicators

for certain policies that must be satisfied on a quarterly, semi-annual, or in some instances a

monthly basis for drawings to be made; and periodic reviews that allow the Fxecutive Board to

assess the consistency of policies with the objectives of the program.
IMF-supported programs emphasize a number of aggregate economic variables, for exam-
ple, domestic credit, the public-sector deficit, international reserves, and external debt, and
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by a member’s balance of payments need, the strength of its adjustment poli-
cies, and its capacity to repay the IMF, and is permitted up to limits defined
in relation to the member’s quota, although these limits may be exceeded in
exceptional cases. Traditional IMF funding mechanisms, however, were not
seen as adequate to deal with the potentiality of similar international financial
crises and resultant IMF-led rescues in the future.

In 1995 and 1996, the IMF moved to strengthen the financial support it
could make available to member countries. It formalized the procedures used
following the Mexican crisis as an Emergency Financing Mechanism (EFM),
moved to increase the GAB and negotiated the potential creation of New
Arrangements to Borrow (NAB).

In relation to the first, the Board of the IMF approved in October 1995 the
establishment of the EFM to enable the IMF to respond promptly in the event
of serious financial crises, but with the application of strong conditionality.®
The EFM is a set of procedures to facilitate rapid Executive Board approval of
IMF financial support while ensuring the conditionality necessary to warrant
such support.'” These emergency measures are intended to be used only in
circumstances representing, or threatening to give rise to, a crisis in a member’s
external accounts that requires an immediate IMF response.

Identification of such an emergency is based on an initial judgement by IMF
management in consultation with the Executive Board. Conditions for acti-
vation of emergency procedures include the readiness of the member imme-
diately to begin accelerated negotiations with the IMF, with the prospect of
early implementation of agreed measures sufficiently strong to address the
problem. Use of these emergency procedures was expected to be rare and the
IMF’s role intended to remain catalytic."”

The EFM was renamed the Supplemental Reserve Facility (SRF) in 1997.

In relation to the second, principally as a reaction to the sudden and over-
whelming nature of the Mexican financial crisis, world leaders agreed to double
the emergency funds of the IMF."9 The GAB, whereby the IMF may draw upon

clements of the pricing system, including the exchange rate, interest rates, and, in some
cases, commodity prices, that significantly affect public finances and foreign trade. See M.
Guitian, “Conditionality: Past, Present, Future”, 42:4 IMF Staff Papers (Dec. 1995); idem,
“Fund Conditionality: Evolution of Principles and Practices”, IMF Pamphlet Series no. 38
(1981); J. Gold, “Conditionality”, IMF Pamphlet Series no. 31 (1979).

IMF, “Communiqué of the Interim Committee of the Board of Governors of the International
Monetary Fund”, IMF Press Release No. 95/51, 8 Oct. 1995.

7 IMF, Financial Facilities and Policies, www.imf.org.

5 1d.

19 R. Choate, G. Graham and ]. Gapper, “IMF Set to Get More Crisis Cash”, Financial Times,

9 Oct. 1995.



62 Law, Financial Stability and the International Financial Architecture

funds of the G-10 governments and Saudi Arabia was increased to US$52 bil-
lion with member government approval.>® Further, on 27 January 1997, the
Executive Board of the IMF adopted a decision on the NAB, following the
agreement by the twenty-five potential participants in the NAB on the terms
and conditions in which they will be prepared to make loans to the IMF when
supplementary resources are needed to forestall or cope with an impairment
of the international monetary system or to deal with an exceptional situation
that poses a threat to the stability of the system.* The amount of resources
available under the NAB was set at SDR 34 billion (US$48 billion).

The credit arrangement under the NAB may be activated for the benefit
of an IMF member that is a participant in the NAB (or whose institution is
a participant), or for the benefit of a member that is not a participant, under
circumstances similar to those contemplated in the GAB, except that after
activation of the GAB for the benefit of a nonparticipant requires the additional
condition that, after consultation, the Managing Director considers that the
IMF faces an inadequacy of reserves.

The NAB did not replace the GAB, which remained in force; however,
it was to be the facility of first and principal recourse in the event of need
to provide supplementary resources to the IMF. The amount of the GAB
remained unchanged, but the SDR 34 billion available under the NAB also
became the combined limit available under the GAB.

INTERNATIONAL TRANSPARENCY. As a second response to the Mexican finan-
cial crisis, the IMF placed attention both on the transparency of its opera-
tions and policies (which has been increased remarkably, especially through
the IMF website) and on availability of information concerning individual
economies.

In the aftermath of the Mexican crisis, the IMF’s Interim Committee empha-
sized at its 26 April 1995 meeting that timely publication of comprehensive
economic and financial data by members would give greater transparency to
members’ economic policies and thereby increase investor confidence and
decrease the chances of unexpected surprises that might result in the mas-
sive capital outflows that characterized the aftermath of the Mexican financial
crisis. The IMF approved the creation of the Special Data Dissemination
Standard (SDDS) for the provision of economic and financial statistics to the
public by member countries, especially those countries that participate in the

2 Id.
2 IMF, “IMF Adopts a Decision on New Arrangements to Borrow”, Press Release No. g7/5,

27 Jan. 1997.
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international capital markets or aspire to do so, and including both developed
and emerging economies.” The purpose of the SDDS is to*:

guide IMF members in the provision to the public of comprehensive, timely,
accessible, and reliable economic and financial statistics in a world of increas-
ing economic and financial integration.

The SDDS is discussed further in Chapter Four.

While participation is optional, it was hoped that countries seeking interna-
tional capital would comply in order to meet investor demands for comparable
information on competing countries. Prior to the Asian financial crisis, this was
not necessarily the case.

2.2. DISCUSSIONS OF THE NEW INTERNATIONAL
FINANCIAL ARCHITECTURE

As noted in the preceding section, following the Mexican financial crisis, there
were a number of international responses focused largely on the IMF and its
role in transparency and liquidity. Following the Asian financial crisis, these
discussions increased, with a new focus on whether there was a need to reform
the existing international financial architecture: whether, in fact, there was a
need for a “new international financial architecture”.

These discussions first looked to the changed nature of international finance
and the implications of these changes. Two specific areas received the greatest
attention: crisis prevention and crisis resolution. Both of these issues largely
arose due to the changed nature of the international financial system — the
process of globalization.

2.2.1. The Changing Nature of Finance: Globalization

Over the past sixty years, the international financial system has dramatically
changed from an essentially fixed relationship between isolated domestic finan-
cial systems, to an increasingly global, integrated and volatile financial system.
A number of factors underlie the process of financial market globalization
(or re-globalization) which has been taking place since 1944. These include
liberalization of money, finance and investment, and trade; the process of

2 See IMF, “IMF Executive Board Approves the Special Data Dissemination Standard”, IMF
Press Rel. No. 9648, 16 Apr. 1996. At an early stage it was decided that two sets of standards
should be created. Id.

=3 1d.
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disintermediation (sometimes labeled as securitization); technological inno-
vation; financial innovation; and privatization.

First, there has been a progressive and comprehensive liberalization of cap-
ital flows and financial systems from the original closed and fixed structure
established under the Bretton Woods system, resulting in an international sys-
tem today much more similar to that preceding World War [ than that which
existed at the end of World War II. Second, financial markets both internation-
ally and domestically have undergone a process of disintermediation, as finan-
cial flows have moved from traditional banks to capital markets. This process
has changed dramatically the risks and parties involved in both international
and domestic finance. Third, technological innovation has increased the speed
with which information is transferred around the world, reinforcing interlink-
ages between formerly isolated financial systems and markets. Fourth, financial
innovations have developed to meet the challenges of changing financial mar-
kets and their participants, with constant development of new intermediaries
and products to deal with the increased volatility and flexibility inherent in
international finance. Fifth, there has been a reduction in the role of cen-
tralized economic decision-making, evidenced by the spread of privatization
around the world since the early 1980s, supporting both the development of
international markets as funding sources and reducing government influence
and control over domestic markets.

By the beginning of the 199os, these trends had fundamentally altered the
financial landscape around the world, both internationally and domestically.
As the decade progressed, a clear feature of international finance in the last
decade of the twentieth century was the occurrence of a series of financial crises,
often with international or global implications, of a sort not seen since the late
nineteenth century — exactly the sort of crises that the Bretton Woods system
was designed to prevent. In many ways, financial crises were a defining feature
of the last decade of the twentieth century. As these crises have occurred, there
has been an increasing focus on their causes, resolution and possible future pre-
vention —often as part of discussions of whether there is a need for a “new” inter-
national financial architecture — that is, a reassessment of the Bretton Woods
system, its constituents and the issues with which it was designed to address.

Today’s financial markets exhibit a number of characteristics:

First, the character of the markets is largely global at the wholesale level,
but at best international at the retail level (even in the context of the
European Union).

Second, the dominant international monetary system is one based on float-
ing rates between major currencies, with many other currencies fixed to
the major currencies through various systems.



2.2. Discussions of the New International Financial Architecture 65

Third, capital flows are largely unrestricted.

Fourth, the period so far has been characterized by significant financial
crises.

Fifth, international financial cooperation can be characterized, first, by the
continued development of the existing international financial architec-
ture, and second, by the creation of the WTO.

Sixth, international financial institutional innovations include the European
Union, WTO, Financial Stability Forum, Furopean Bank for Recon-
struction and Development, and a proliferation of international financial
organizations of various characters and forms.

Seventh, major financial innovations and developments include the mas-
sive growth of derivatives instruments and markets (especially the OTC -
over-the-counter — market); the on-going process of transition from cen-
tral planning, state ownership and control to regulated market economies;
the huge volume of international capital flows; and technological devel-
opments, especially in communications and computing.

Eighth, the dominant economic philosophy has been integration, with a
continued role of the Washington Consensus modified by a new focus on
incentives and institutions.

Ninth, regulatory developments include an increasing focus on risk-based
regulation, especially in the context of discussions of the Basel II Capital
Accord, continuing liberalization, and a new focus on legal infrastructure.

Tenth, there continues to be fragmentation among more than 200 different
national jurisdictions, including different currencies, different supervi-
sory authorities, different tax systems, different laws and regulations, and
different courts.

The table on the next page provides a stylized picture of the development of
the international financial system over the past 150 years.

What does this mean for the future of both individual countries and the
international financial system? According to Michel Camdessus, speaking in
1998, seven areas of the “architecture of the international financial system”
needed to be strengthened in the wake of the Asian financial crisis.* First,
more effective surveillance over countries” economic policies, coupled with
fuller disclosure of all relevant economic and financial data, was needed, given
that in each situation market responses were aggravated by a significant lack
of proper information. In this regard, the IMF developed the SDDS (and
General Data Dissemination Standard [GDDS]) — discussed subsequently

2 M. Camdessus, “The Role of the IMF: Past, Present, and Future”, IMF Speech ¢8/4, Remarks
at the Annual Meeting of the Bretton Woods Committee, Washington, DC, 13 Feb. 1998.
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and in Chapter Four) and promoted disclosure through its programs and pol-
icy advice. Second, regional surveillance efforts needed to be improved in
order to encourage neighbouring countries to put pressure on one another to
prevent the sorts of contagion experienced following the Mexican and Thai
crises. While little has yet developed in this respect outside of the context of
the European Union (discussed in Part V), discussions continue in regional
fora world-wide. Third, financial sector reform focusing on improved pruden-
tial regulation and supervision is necessary around the world. This effort is
based on on-going efforts to develop “best practices” through the efforts of the
various organizations and institutions in order to transfer lessons learned as
broadly and quickly as possible (discussed further subsequently). Fourth, more
effective structures needed to be developed in regard to debt workouts, both on
a national level through bankruptcy laws and at the international level through
on-going efforts such as those of the G-10 (discussed subsequently and in Part V).
Fifth, capital account liberalization should continue but needs to be based on
prudence and proper sequencing to increase the orderliness of and access
to international capital markets (discussed further in Chapter Eight). Sixth,
world-wide efforts must be increased to promote good governance and to fight
against corruption (discussed in Chapter Five). Seventh, multilateral financial
institutions need to be strengthened, both in terms of resources and author-
ity and in terms of equitable representation (discussed subsequently and in
Part V).»

These broad ideas can loosely be broken down into domestic and interna-
tional responses to the east Asian financial crises.

Domestic Responses. According to Stanley Fischer, speaking in autumn 1997,
in order to avoid crises, a country needs both sound macroeconomic policies
and a strong financial system.** A sound macroeconomic policy framework is
one that promotes growth by keeping inflation low, the budget deficit small,
and the current account sustainable. This has been the traditional focus of the
IMF through the time of the Asian financial crisis.

The focus on the importance of the financial system, however, is a more
recent development, as discussed in the first chapter. The critical role of the
strength of the financial system was becoming clear before the Mexican crisis,

25 M. Camdessus, “Reflections on the Crisis in Asia”, IMF Speech 98/3, Address to the Extraor-
dinary Ministerial Meeting of the Group of 24, Caracas, Venezuela, 7 Feb. 199S.

20§ Fischer, “How to Avoid International Financial Crises and the Role of the International
Monetary Fund”, 15th Annual Cato Institute Monetary Conference, Washington, DC, 14 Oct.

1997-
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it was crystal clear in that crisis and its aftermath, and it has been equally clear
in the Asian crisis and its aftermath.

International Responses. Following the Asian financial crisis, a number of
actions were taken to address these issues and to build on the initiatives under-
taken following the Mexican financial crisis.

IMF: MORE LIQUIDITY AND MORE DISCLOSURE. Following its commitments in
Asia in the second half of 1997, the IMF acted to further enhance its role both
in the provision of international liquidity and in encouraging transparency,
extending the steps taken following the Mexican crisis. In regard to additional
liquidity, the IMF approved the Supplemental Reserve Facility (SRF) and a
general capital increase. In addition, the IMF initially continued to attempt to
expand its mandate to include capital account liberalization, though this was
largely abandoned by the end of 1998.

On17 Decemberi19g7, the IMF approved the SRF, renaming and modifying
the EFM.*7 The facility is designed to provide financial assistance to member
countries experiencing exceptional balance of payments difficulties due to
large short-term financing needs resulting from sudden and disruptive losses of
market confidence reflected in pressure on the capital account and reserves.
Assistance under the facility is to be available in circumstances where there is a
reasonable expectation that the implementation of strong adjustment policies
and adequate financing will result within in a short period in an early correction
of the balance of payments difficulties.

Second, on 6 February 1998, the IMF Board of Governors adopted a reso-
lution proposing an increase of 45 per cent in total IMF quotas, equivalent to
about US$qgo billion. This raised the capital base of the institution to approxi-
mately SDR 212 billion (about US$288 billion).?*

Third, as shown by the Mexican and Asian experiences, the fact that
a country has had a capital outflow clearly would not preclude access to
Fund resources to reconstitute its reserves, although performance criteria are
included in the arrangement to avoid any substantial use of these reserves
to meet capital outflows.”> Nonetheless, an explicit recognition of the role

27 “IMF Approves Supplemental Reserve Facility”, IMF Press Release No. 97/59, 17 Dec. 1997.

8 “Board of Governors Approves IMF Quota Increase”, IMF Press Release No. 98/2, 6 Feb. 1998.
This resolution required an 85 per cent majority vote of the total voting power of the IMF
membership and did not officially take effect until members representing 85 per cent of the
total quotas consented to the increase of their quotas.

29 Gianviti, op. cit., n. 4, p. 777.
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of the Fund in encouraging liberalization of capital flows not only would
strengthen its mandate to act in such situations, but would broaden the sorts
of mechanisms available to it under its Articles of Agreement. As a result, the
management of the IMF during the 199os sought an amendment to its Articles
of Agreement to include the liberalization of capital flows as one aspect of the
IMF’s mandate and to broaden the institution’s jurisdiction to include capital
movements.3®

One of the many lessons drawn from Mexico was that the extent of the crisis
was worsened by the poor quality of information supplied to both the offi-
cial sector (including the IMF) and the markets. The Asian crisis reinforced
the argument for better and more timely provision of information, including
information on central bank forward operations. There are two arguments
in this regard: first, better informed markets are likely to make better deci-
sions and in both Mexico and in Asia, this would have meant that markets
withdrew funds sooner than they did, thereby hastening adjustment; and, sec-
ond, the obligation to publish information on certain interventions would
affect the extent and nature of those interventions, helping to prevent some
unwise decisions. In this regard, the IMF focused on improving the SDDS
and introducing a related program, the GDDS, discussed further in the next
chapter.

THE WORLD BANK AND REGIONAL DEVELOPMENT BANKS. The focus of the
World Bank and the regional development banks?' (collectively “multilateral
development banks”) is somewhat different from that of the IMF. In general
terms, the IMF can be compared to the fire brigade while the World Bank is
more of a construction agency.?* While these institutions are increasingly work-
ing together (especially the IMF and World Bank), a number of differences
can be discerned. First, the multilateral development banks’ focus is struc-
tural and sectoral, as compared with the IMF’s traditional focus on macroeco-
nomic aggregates. Second, the multilateral development banks’ focus is more
on long-term restructuring as opposed to short-term adjustment. Third, the

3% M. Camdessus, “Rebuilding Confidence in Asia”, Remarks by the Managing Director of

the IMF 9748, ASEAN (“Association of Southeast Asians Nations”) Business Forum, Kuala

Lumpur, Malaysia, 2 Dec. 1997.

Multilateral regional development banks include the Inter-American Development Bank,

African Development Bank, Asian Development Bank, European Bank for Reconstruction

and Development, and Islamic Development Bank.

32 S. Sandstrom, “The East Asia Crisis and the Role of the World Bank: Statement to the Bretton
Woods Committee”, Speech by the Managing Director of the World Bank, Washington, DC,
13 Feb. 1998, paras. 5-6.

3



70 Law, Financial Stability and the International Financial Architecture

multilateral development banks focus not solely on economic and financial
issues, but often on a broad array of development issues (especially poverty
reduction).

Following the Mexican and Asian financial crises, the division of responsi-
bilities among these various international institutions was still somewhat ten-
tative — a situation that continues largely to the present, though with some
important developments (discussed further subsequently). Nonetheless, fol-
lowing the Mexican and Asian financial crises, the multilateral development
banks increasingly focused on efforts to strengthen the domestic financial sys-
tems of their countries of operations, especially given that precipitous macro-
crises such as those in Mexico and Asia can quickly impact the quality of their
own respective loan portfolios.

Lingering Problems. In circumstances such as occurred during the Mexican
and Asian financial crises, in which financial markets essentially ceased to
function in terms of access, markets cannot be relied on to provide necessary
liquidity?3, and for this reason, an international response was probably neces-
sary for the stability of the both international and domestic financial systems
during these crises and probably will be required in future crises. Given that
crises of these sorts were not uncommon in developing countries during the
nineteenth century, further such crises are certainly possible, if not likely, espe-
cially given that the underlying lessons of the Mexican crisis were not translated
into reforms in other countries until after the Asian financial crisis, despite the
clear need to do so.

In addition, the liquidity measures discussed previously are intended to
greatly increase the official lending power of the IMF to deal with the sort
of liquidity crises experienced by Mexico and in Asia, and enhance the IMF’s
capacity as a sort of lender of last resort.3* Such an institution, however, poses
the classic risk of “moral hazard” as investors may begin to rely on the interna-
tional community rather than monitoring country risks themselves.> Further,

33 According to Bank of Mexico data, for three successive weekly auctions between 277 Dec. 1994
and 10 Jan. 1995, the Mexican government was simply unable to sell tesobonos. GAO Mexico
Report, op. cit., n. 1, p. 137.

3¢ The theory of the lender of last resort was first set out by Walter Bagehot. He explained that if
there were an institution ready to guarantee liquidity when the lending community doubted
the debtor’s liquidity, then commercial lenders would have confidence that new loans would
be repaid. See W. Bagehot, Lombard Street: A Description of the Money Market (1873 [New
York: John Wiley, 1999]).

35 See R. Macmillan, “Towards a Sovereign Debt Work-out System”, 16 NW. J. Int'l L. & Bus.
57 (1995), p. 63 (citing Lawrence Summers, “Summers on Mexico, Ten Lessons to Learn,”
Economist, 23 Dec. 1993, p. 62).
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moral hazard poses high potential costs to the public sector because the capi-
tal of IMF is supplied by member governments. While the IMF tends to dis-
count these objections®, they are nonetheless worthy of some consideration,
especially given that international financiers seem to have very short memories
indeed.

Overall, one can conclude that the initial changes made following the Mex-
ican and Asian financial crises were small steps, focusing on strengthening
the financial resources of the IMF and increasing transparency of financial
markets. While both were very useful, in fact, as Fischer suggested, more was
required.

2.2.2. Crisis Prevention and Financial Stability: Structure and Process

In addition to liquidity and transparency issues, the second major area of con-
cern focused on preventing financial crises through enhancing the quality of
individual financial systems.

Following the Mexican financial crisis of 1994—95 and the US-led interna-
tional rescue operation that it required, leaders of the developed economies
recognized the need to develop mechanisms to deal with the potentially sys-
temic dangers of such financial crises.3” In response to an initiative at the Lyon
summit of the G-7 in June 1996, representatives of the G-10 countries and of
emerging and transition economies jointly sought to develop a strategy for fos-
tering financial stability through the analysis of experiences in previous crises
and to elucidate basic standards and principles to guide individual economies
in the development of stronger financial systems.>® The primary conclusion
to emerge from this study was that a financial system that is robust is less sus-
ceptible to the risk of a crisis in the wake of real economic disturbances and is
more resilient in the face of crises that do occur.

30 Arguing that (1) no country would willingly put itself in such a position, and (2) that investors

have in fact lost significant amounts of money in these crises. See M. Camdessus, “Reflections
on the IMF and the International Monetary System”, Address by Michel Camdessus, Man-
aging Director of the International Monetary Fund to the Economic Club of Washington,
Washington, DC, ¢8/6, 12 Mar. 1998.
37 See D. Arner, “The Mexican Peso Crisis of 1994—95: Implications for the Regulation of Finan-
cial Markets”, 2 NAFTA L. & Bus. Rev. 28 (1996).
G-10, Report of the Group of Ten (G-10) Working Party on Financial Stability in Emerging
Markets, Financial Stability in Emerging Market Economies: A Strategy for the Formulation,
Adoption and Implementation of Sound Principles and Practices to Strengthen Financial Sys-
tems, Apr. 1997 (“G-10 Strategy (1997)”). This framework was developed further in Group of
22 Systemically Significant Countries (G-22), Reports on the International Financial Architec-
ture, Oct. 1998. G-10 documents are available at the Bank for International Settlements’ (BIS)
website at http://www.bis.org.

38



72 Law, Financial Stability and the International Financial Architecture

This enterprise was prompted by the recognition that financial crises can
have serious repercussions for economies in terms of heightened macroeco-
nomic instability, reduced economic growth and a less efficient allocation of
savings and investment.?? In its report, the G-10 focused on three central ele-
ments necessary to the development of a robust financial system: (1) creation
of an institutional setting and financial infrastructure necessary for a sound
credit culture and effective market functioning; (2) promotion of functioning
of markets so that owners, directors, investors, and other actual and potential
stakeholders exercise adequate discipline over financial intermediaries; and
(3) creation of regulatory and supervisory arrangements that complement and
support market discipline.* The World Bank and regional development banks
are given a leading role in providing technical assistance to countries secking
to build robust financial systems.

Financial Stability. The focus since the Mexican financial crisis has therefore
come to rest on the concept of “financial stability” as the primary target in
preventing financial crises and reducing the severe risks of financial problems
which do occur from time to time. Financial stability, however, is not a clearly
defined term. In fact, financial stability is usually more clearly defined by what
it is not than by what it is: financial stability is often defined as the absence of
a major financial crisis.# However, it also seems to be more than this: Garry
Schinasi has addressed the use of the term in the literature and practice.#* He
suggests that, in general, financial stability may be defined as®:

the joint stability of the key financial institutions operating within financial
markets and the stability of those markets. For the financial institutions, this
generally means that they are sound, meaning that they have sufficient cap-
ital to absorb normal, and at times abnormal, losses and sufficient liquidity
to manage operations and volatility in normal periods of time. Market stabil-
ity ... generally [means] the absence of the kind of volatility that could have
severe real economic consequences [i.e., systemic risk].

39 1d., p. 1.

4 1d., pp. 34-

4 See U. Das, M. Quintyn and K. Chenard, “Does Regulatory Governance Matter for Financial
System Stability? An Empirical Analysis”, IMF Working Paper WP/o4/89 (May 2004), pp. 5-6.
As aresult, they use a definition of “financial system soundness” rather than “financial stability”.

4 See G. Schinasi, “Responsibility of Central Banks for Stability in Financial Markets”, IMF
Working Paper WP/o3/121 (Jun. 2003).

# 1d., p. 4
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Financial stability is therefore both the absence of financial crisis and the
normal operation of financial intermediaries and markets. Marc Quintyn and
Michael Taylor go one step further, suggesting that the financial sector plays
a special and unique role in an economy, and that as a result, “the achieve-
ment of financial stability. .. is now generally considered a public good.”*
With financial stability the agreed international objective, a system has been
developed to assist countries to achieve this goal.

Structure and Process. The emerging international strategy for the develop-
ment of financial stability in can be described as a system of international
financial standards. The system, as it has developed, has the following pri-
mary characteristics: (1) development of an international consensus on the
key elements of a sound financial and regulatory system by representatives
of the relevant economies; (2) formulation of sound principles and practices
by international groupings of domestic authorities with relevant expertise and
experience, such as the Basel Committee, the International Accounting Stan-
dards Board, IOSCO, the International Association of Insurance Supervisors
(IAIS) and the Joint Forum on Financial Conglomerates; (3) use of market dis-
cipline and market access channels to provide incentives for the adoption of
sound supervisory systems, better corporate governance and other key elements
of a robust financial system; and (4) promotion by multilateral institutions such
as the IMF, World Bank and regional development banks of the adoption and
implementation of sound principles and practices.* Importantly, however,
the ultimate responsibility for policies to strengthen financial systems lies with
governments and financial authorities in the economies concerned.

This system of international financial standards developed in response to
the financial crises in the 199os. It can broadly be described as having four
levels, incorporating both existing and new international institutions and orga-
nizations. At the first level, there is a structure and process which has largely
been established at a political level. At the second level, the process focuses on
international standard-setting, largely at a technocratic level. At the third level,
there is the process of implementation of standards — largely a domestic pro-
cess but with technical assistance through a variety of international, regional
and bilateral sources. At the fourth level, there is a process of monitoring the
implementation of standards.

4 M. Quintyn and M. Taylor, “Regulatory and Supervisory Independence and Financial Stabil-
ity”, IMF Working Paper WP/o2/46 (Mar. 2002), p. 8 (emphasis in original).
4 G-10 Strategy (1997), op. cit., n. 38, p. 49.
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This essential structure was affirmed by the G-7 Finance Ministers in the

Communiqué from their KéIn summit in 1999.4(’

2.2.3. Crisis Resolution: An On-Going Debate

The second major strand of discussion concerning the international financial
architecture has focused on the issue of crisis resolution. Unfortunately, while
consensus has largely developed in relation to domestic reforms to support
financial stability, centred on the system of international standards, similar
consensus has not been reached in respect to arrangements to deal with crises
which do occur. These issues are discussed in further in Chapter Nine.

2.3. INTERNATIONAL FINANCIAL STANDARDS
AND STANDARD-SETTING ORGANIZATIONS

International standards and their development are the central element of the
second level of the current system of international financial standards —the only
truly new element of the international financial architecture to follow the series
of financial crises over the past decade. Given that a safe and efficient financial
system is absolutely essential for the functioning of any economy, the G-7
at their Lyon Summit in 1996 directed the international financial institutions
and international financial organizations — especially the IMF, World Bank and
Basel Committee — to develop standards for financial regulation to be imple-
mented in developed, developing, emerging and transition economies, as well
as to develop solutions for domestic crises with international implications. As a
result, a wide range of institutions and organizations have been producing stan-
dards in a number of areas (discussed further subsequently and in Parts II-[V).

The only new institution to emerge from discussions of the international
financial architecture is the Financial Stability Forum (FSF). The FSF was
established to serve the role of coordinator in the system of international stan-
dards. The FSF also acts in some cases to establish standards. At present, the
F'SF has agreed a list of twelve “key standard areas”, which incorporate fifteen
“key standards.” In addition to coordination and standard-setting through the
F'SF, the established international financial institutions such as the IMF, World
Bank and Bank for International Settlements (BIS), have a role in standard-
setting, as well as implementation and monitoring (discussed subsequently).

40 G-y Finance Ministers, Report of the G7 Finance Ministers to the Kéln Economic Summit,
Cologne, Germany, 18—20 Jun. 1999.
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In addition to the international financial institutions, other formal interna-
tional organizations such as the Organization for FE.conomic Cooperation and
Development (OECD) have a role, though the WTO is not formally included
in the framework — a potential weakness in the existing framework (discussed
further in Part V). Finally, much standard-setting takes place through various
international financial organizations of varying levels of formality.

At the political level, the G-7#7 industrialized countries have taken a leading
role in establishing the framework for the operation of the process. In addition,
the G-10%° have led efforts to establish the details of the operation of the process.
Inaddition, other groups such asthe Group of Twenty (G-20)# are also involved
in various aspects. ‘Today, the process has largely been formalized.

2.3.1. Coordination

The FSF and the BIS currently serve the primary role in coordination of the
process of standard-setting.

The FSF was established under the auspices of a G-7 mandate in Febru-
ary 1999. lts purpose is threefold: (1) promote international financial stability;
(2) improve the functioning of markets; and (3) reduce systemic risk through
enhanced information exchange and international cooperation in financial
market supervision and surveillance.

The FSF includes five different types of members: national authorities™,
international financial institutions®’, other international organizations®,

S
]

The G-7 includes Canada, France, Germany, Italy, Japan, the United Kingdom, and the United
States. The Group of Eight (G-8) also includes Russia. The European Union is also included
in both the G-7 and the G-8. For the best resource on the G-7/8, see http://www.g7.utoronto.ca/.
4 The G-10 includes Belgium, Canada, France, Germany, ltaly, Japan, Luxembourg, The
Netherlands, Spain, Sweden, Switzerland, the United Kingdom, and the United States. There-
fore, it actually includes thirteen countries.

The G-20 includes the finance ministers and central bank governors of 19 countries: Argentina,
Australia, Brazil, Canada, China, France, Germany, India, Indonesia, Italy, Japan, Mexico,
Russia, Saudi Arabia, South Africa, South Korea, Turkey, the United Kingdom, and the United
States. It also includes the European Union (Council President) and the European Central
Bank (ECB), as well as (on an ex officio basis) the Managing Director of the IMF, the President
of the World Bank, and the chairs of the International Monetary and Financial Committee
and Development Committee of the IMF and World Bank.

National authorities are the G-7 plus the ECB plus four economies, therefore: Australia,
Canada, France, Germany, Hong Kong, Italy, Japan, The Netherlands, Singapore, the United
Kingdom, the United States, and the ECB.

5t BIS, IMF, World Bank.

5> Organization of Economic Cooperation and Development (OECD).
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international financial organizations>> and committees of central bank
experts.> In addition, the FSF has created a number of ad hoc working groups
to develop recommendations on specific issues. These include: highly lever-
aged institutions, capital flows, offshore financial centres, implementation of
standards, incentives to foster implementation of standards, deposit insurance,
and e-finance.

In addition to the FSF, the BIS plays an important role in coordination. It
provides the secretariat for the FSF, as well as the Basel Committee, Committee
on Payment and Settlement Systems, Committee on the Global Financial
System, G-10 and IAIS.

2.3.2. Key Standards for Sound Financial Systems
According to the FSE>:

The 12 standard areas.. .. have been designated by the FSF as key for sound
financial systems and deserving of priority implementation depending upon
country circumstances. While the key standards vary in terms of their degree
of international endorsement, they are broadly accepted as representing min-
imum requirements for good practice. Some of the key standards are rele-
vant for more than one policy area, e.g. sections of the Code of Good Prac-
tices on Transparency in Monetary and Financial Policies have relevance
for aspects of payment and settlement as well as financial regulation and
supervision.

As noted, the FSF has agreed that twelve standards areas comprise the core;
the twelve key standard areas in turn include a total of fifteen key standards
(if one assumes one key standard in the key standard area of insolvency).
These are grouped into three main categories: (1) macroeconomic policy and
data transparency, (2) institutional and market infrastructure, and (3) financial
regulation and supervision. The intention is that each set of key standards
will be supported by a methodology for assessment and implementation and
a variety of related principles, practices and guidelines.

The first category, macroeconomic policy and data transparency, includes
three key standard areas: (1) monetary and financial policy transparency, (2)

53 Basel Committee on Banking Supervision, the International Association of Insurance Super-
visors (IAIS), and the International Organization of Securities Commissions (I0SCO).

54+ Committee on the Global Financial System (CGFS) and the Committee on Payment and
Settlement Systems (CPSS).

55 http://www.fsforum.org/compendium/key_standards_for_sound_financial _system.html
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fiscal policy transparency, and (3) data dissemination. The first two key standard
areas include one key standard each, while the third includes two key standards.

The second category, institutional and market infrastructure, includes six
key standard areas: (1) insolvency, (2) corporate governance, (3) accounting, (4)
auditing, (5) payment and settlement, and (6) market integrity. The second,
third, and fourth areas include one key standard each. The fifth and sixth
contain two key standards each. The first is still under discussion.

The third category, financial regulation and supervision, includes three key
standard areas: (1) banking supervision, (2) securities regulation, and (3) insur-
ance supervision. Each area includes one key standard.

2.3.3. Standard-setting and Standard-setting Organizations

Asnoted, standard-setting takes place through a range of different bodies. These
can largely be grouped into international financial institutions>°, other formal
international organizations®” and international financial organizations. The
international finanical organizations include a range of different forms, includ-
ing regulators>®, central banks>%, professional groups”, market associations”,

02 and legal groups.”

expert groups

To date, the exact processes of selecting standard areas, designating standard
areas and standards as “key”, selecting appropriate standard-setting organiza-
tions, and developing standards themselves are all unclear — despite the empha-
sis on transparency since the Mexican finanical crisis. It appears that selection
and designation has been something of a bottom-up process, with standard

setters selecting areas to address and promoting their respective standards to

v
=

The international financial institutions include the IMF, World Bank and BIS.

57 At present, the OECD. The WTO is not officially represented.

58 Basel Committee, IAIS and I0SCO. The Financial Action Taskforce (FATF) can also be
included in this category.

59 CPSS and CGFS.

% These include the International Accounting Standards Board (IASB) and the International

Federation of Accountants (IFAC).

Market associations include the International Swaps and Derivatives Association (ISDA), the

International Capital Markets Association (ICMA) and the Loan Market Association.

Expert groups include the Institute of International Finance, the Group of Thirty, the Institute

for International Economics and a plethora of domestic and academic research and policy

institutes.

6

6

5

93 Legal groups include the International Law Association, International Bar Association, the

UN Commission on International Trade Law (UNCITRAL), the International Institute for
the Unification of Private Law (UNIDROIT), the Hague Conference on Private International
Law, and the Council of Europe.
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the political groupings such as the G-7 and the international financial institu-
tions for adoption and support. Nonetheless, a sort of standardized process for
standard-setting does appear to be developing.

Standard-setting processes now appear to follow a similar pattern, with the
basic elements (for both initial development and revision) appearing to be
as follows: (1) networking and lobbying by potential standard setters for man-
dates to develop standards in various areas; (2) support through the G-7, FSF
and/or other bodies for a standard development process to proceed; (3) inter-
national process of awareness building and discussion of issues; (4) multilateral
technocratic cooperation in drafting; (5) support from the governing body of
the standard-setting organization; (6) testing the use of standards in monitor-
ing and implementation; (7) finalization of guidance and supporting mate-
rials; and (8) approval by the governing body of the standard-setting organiza-
tion(s) and referral to other bodies such as the G-7 and/or FSF. Revisions
(recently completed in some areas and on-going in others) appear to be fol-
lowing a similar path.

While neither formal nor overly transparent, the process of standard-setting
does appear to be taking place on a multilateral political and technocratic basis,
thereby resulting in standards with wide support. In addition, more recent
processes have included an increasing amount of public consultation and
input, enhancing the quality of and support for resulting standards.

2.3.4. Compendium of Standards

In addition to the key standards, the F'SF has produced a “Compendium” of
standards, which includes the fifteen key standards. The Compendium also
includes the various standards which the FSF has designated as significant for
financial stability and domestic implementation. The standards included in
the F'SF Compendium are organized under three broad headings identical to
those used in respect to the twelve key standard areas. The three broad head-
ings are, in turn, subdivided into fifteen subject areas. The fifteen subject areas
include the twelve key subject areas, plus three additional areas: data compi-
lation (under the heading of macroeconomic policy and data transparency),
market functioning (under the heading of institutional and market infrastruc-
ture) and financial conglomerate supervision (under the heading of financial
regulation and supervision).

As a result, the broad heading of macroeconomic policy and data trans-
parency includes four subject areas: (1) monetary and financial policy trans-
parency, (2) fiscal transparency, (3) data dissemination, and (4) data compi-
lation.
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The broad heading of institutional and market infrastructure includes seven
subject areas: (1) insolvency, (2) corporate governance, (3) accounting, (4)
auditing, (5) payment and settlement, (6) market integrity, and (7) market
functioning.

The broad heading of financial regulation and supervision includes four
subject areas: (1) banking supervision, (2) securities regulation, (3) insurance
regulation, and (4) financial conglomerate supervision

While the FSF Compendium is a useful web-based source, it has not been
updated on a regular basis, limiting its usefulness to some extent. In addition, as
noted in the previous section, the exact process for inclusion is not transparent.
Both of these issues are worthy of further consideration by the FSF if it wishes
to increase its effectiveness and legitimacy.

2.4. IMPLEMENTATION AND MONITORING

An important element of the process involves monitoring the implementation
of international standards around the world. Implementation is primarily a
domestic process; however, itis supported by a range of assistance mechanisms.
Monitoring mainly takes place at the international level through the interna-
tional financial institutions, especially the IMF and World Bank. Specifically,
the IMF works through its annual Article IV consultations. The Fund and
the Bank work together through Reports on the Observance of Standards and
Codes (ROSCs) and Financial Sector Assessment Programs (FSAPs). The
OECD and FATF also engage in monitoring, with the FATF playing quite an
influential role in the context of money laundering and terrorism financing.

In addition, there are a variety of regional, bilateral and market monitoring
processes. At a regional level, the regional development banks* encourage
implementation through their respective projects and reviews. In addition,
regional economic associations”> may have a role — in some cases (e.g., the
European Union) a very important one. At the bilateral level, some countries
(especially the United States) are keen to support the implementation of certain
standards — for example, those of the FATF. Finally, at the market level, the
rating agencies have shown some interest in monitoring standards, though not
as much as policy makers had initially hoped.

64 Chiefly, the African Development Bank, Asian Development Bank, European Bank for Recon-
struction and Development, and Inter-American Development Bank.

% Chiefly, the European Union (EU), Association of Southeast Asian Nations (ASEAN),
Mercosur, North American Free Trade Agreement (NAFTA), and Southern African Develop-
ment Community (SADC).
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2.4.1. Implementation: A Domestic Process

Implementation is largely a domestic process, but supported by technical assis-
tance from a variety of sources, including international, regional, bilateral and
domestic.

There are a variety of incentives for implementation, including individual
state interest, international interests and market interests. Individual state self-
interest includes crisis prevention and support for economic growth through
improved financial system efficiency and effectiveness. International interests
include prevention and reduction of contagion and support for economic
growth. Market interests, while potentially the strongest incentive, have yet to
become focused.

2.4.2. International Financial Institutions: The Standards
and Codes Initiative

The international financial institutions (IMF, World Bank and regional devel-
opment banks) have a role in both implementation and monitoring. The most
significant developments in respect to both implementation and monitoring
have been through the efforts of the IMF and World Bank standards and codes
initiative.

The IMF and World Bank standards and codes initiative operates through
two interrelated aspects: (1) ROSCs and (2) FSAPs. The IMF and World Bank
ROSCs and FSAPs are perhaps one of the most important developments since
the series of financial crises in the 1990s.

According to the IMF®°:

The standards and codes initiative is part of the international community’s
wider strategy for strengthening the stability of the international financial sys-
tem. The initiative is designed to strengthen institutions and promote good
governance and transparency thereby enhancing the accountability and cred-
ibility of policy and reducing vulnerability to crisis.

The standards and codes initiative does this tllrotlgll(’7:

(1)encouraging the development of internationally recognized standards in
areas endorsed by the Executive Boards of the Fund and the Bank;

% IMF, “IMF Executive Board Reviews International Standards: Strengthening Surveillance,
Domestic Institutions, and International Markets”, IMF Public Information Notice No. 03/43
(3 Apr. 2003).

7 IMF and World Bank, International Standards: Strengthening Surveillance, Domestic Institu-
tions, and International Markets, 5 Mar. 2003, p. 6.
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(2)encouraging members to adopt and implement these standards including
through technical assistance; and
(3)assessing members’ observance of selected standards, and producing and

publishing ROSCs.

To date, the Bank and Fund have endorsed a list of twelve areas of concern,
68.

(1)transparency standards: data transparency®, fiscal transparency’®, mone-
tary and financial policy transparency”;

(2)financial sector standards: banking supervision”, securities’?, insur-
ance’™, payment and settlement systems”®, anti-money laundering and
combating the financing of terrorism’®; and

(3standards concerned with market integrity: corporate governance’’,
accounting’®, auditing”, insolvency and creditor rights.*

In March 2003, the Bank and Fund reviewed experiences with 343 ROSCs

produced for eighty-nine economies as of 31 December 2002 and reached a

number of conclusions®':

68
69

3
N

8

81.

(1)In relation to data and fiscal transparency, one of the most severe weak-
nesses of members was coverage and consistency of fiscal data, while

See id.

IMF, Special Data Dissemination Standard; idem, General Data Dissemination System (dis-
cussed in Chapter Four).

IMF, Code of Good Practices on Fiscal Transparency (discussed in Chapter Three).

IMF, Code of Good Practices on Transparency in Monetary and Financial Policies (discussed
in Chapters Four and Eight).

Basel Committee, Core Principles of Effective Banking Supervision (discussed in Chap-
ter Six).

10SCO, Objectives and Principles of Securities Regulation (discussed in Chapter Seven).
IAIS, Insurance Supervisory Principles (discussed in Chapter Seven).

CPSS, Core Principles for Systemically Important Payment Systems; CPSS/IOSCO, Recom-
mendations for Securities Settlement Systems (discussed in Chapter Four).

FATF, 40 + 8 Recommendations (discussed in Chapter Five).

7 OECD, Principles of Corporate Governance (discussed in Chapter Iive).

IASB, International Accounting Standards (IAS) (discussed in Chapter Five).

International Federation of Accountants, International Standards on Auditing (discussed in
Chapter Five).

World Bank, Principles and Guidelines for Insolvency and Creditor Rights System, Apr. 2001;
UNCITRAL, Legislative Guide on Insolyency Law (forthcoming). At present, the IMF, World
Bank and UNCITRAL are cooperating to produce a single standard but no agreement has yet
been reached.

IMF and World Bank, International Standards, op. cit., n. 67, pp. g-11.
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another relates to quasi-fiscal and off-budget activities, especially in tran-
sition and some emerging economies.

(2)In relation to banking, political influence over banking supervision is an
important weakness in developing countries.

(3)In insurance and securities, weaknesses often reflect inadequate regula-
tory and supervisory systems and institutional weaknesses.

(4)In accounting and auditing, good financial reporting laws and standards
are not sufficient without robust regulatory frameworks to ensure adequate
monitoring and enforcement.

(5)In corporate governance, there is often a discrepancy between laws on
the books and actual practice, with especial weakness in relation to share-
holders’ rights and ability of the securities regulator to enforce penalties.

(6)In insolvency, weak implementation rather than inadequate law is the
most common weakness.

As a result of the 2003 review, inter alia, the IMF Executive Board requested
that both members and the Board should receive reports that clearly iden-
tify staff views on institutional weaknesses and their significance, on progress
achieved and with explicitly prioritized recommendations.** This is to enable
both members and the Fund and Bank to more clearly prioritize follow-up
actions and necessary support, as well as to increase the developmental role of
the standards and codes initiative.

In addition, the Financial Sector Reform and Strengthening (FIRST) Ini-
tiative was established to provide systematic technical assistance follow-up
of ROSC/FSAP efforts, as well as financial support.”> Further, in May 2002,
according to the IMF, the IMF and the World Bank launched a coordinated

effort to support implementation and technical assistance fo]low—up.84

Reports on the Observance of Standards and Codes. ROSCs review the extent
of observance of specific international standards and codes selected by the
World Bank and IMF. As of January 2007, ROSCs involving 124 economies
had been published with the consent of the relevant member.”

82 IMF PIN 03/43, op. cit., n. 66.
83 See www.firstinitiative.org.

84 IMF, International Standards: Background Paper on Strengthening Surveillance, Domestic Insti-
tutions, and International Markets, 5 Mar. 2003, p. 19.

Albania, Algeria, Antigua and Barbuda, Argentina, Armenia, Australia, Austria, Azerbaijan,
Bahrain, Bangladesh, Barbados, Belarus, Belgium, Benin, Bolivia, Bosnia and Herzegov-
ina, Botswana, Brazil, Bulgaria, Burkina Faso, Cameroon, Canada, Chile, Colombia, Costa
Rica, Croatia, Cyprus, Czech Republic, Denmark, Dominican Republic, Ecuador, Egypt,
El Salvador, Equatorial Guinea, Estonia, Euro Area, Fiji, Finland, France, Gabon, Gambia,

85
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In terms of structure, ROSCs generally take the following form®: (1) descrip-
tion of the member’s practice, (2) an assessment against all areas of the standard
and (3) prioritized recommendations.

Financial Sector Assessment Program. The FSAP is a joint IMF and World
Bank initiative introduced in May 199g to promote sound financial systems in
member economies. Work is coordinated through the Bank-Fund Financial
Sector Liaison Committee (FSLC)."

According to the World Bank and the IMF®*:

The [FSAP] is widely recognized by participating countries and by the inter-
national community as an important instrument for diagnosis of potential
vulnerabilities and analysis of development priorities in the financial sectors
of member countries of the [IMF] and the World Bank. . .. One objective of
the F'SAP is to help countries map a transition to a more diversified and com-
petitive financial sector without creating vulnerabilities. A well-functioning
financial services sector is essential for sustained economic development and
poverty reduction. The existence of a wide and diversified set of sound, well-
managed institutions and markets also reduces the likelihood and magnitude
of a financial crisis.

The IMF goes further®:

The FSAP was introduced. . . by the IMF and the World Bank to strengthen
the monitoring of financial systems in the context of the IMF’s bilateral surveil-
lance and the World Bank’s financial sector development work. The FSAP,

Georgia, Germany, Ghana, Greece, Guatemala, Honduras, Hong Kong, Hungary, Iceland,
India, Indonesia, Iran, Ireland, Israel, Italy, Jamaica, Japan, Jordan, Kazakhstan, Kenya, Korea,
Kuwait, Kyrgyzstan, Latvia, Lebannon, Lithuania, Luxembourg, Macedonia, Madagascar,
Malawi, Mali, Malta, Mauritania, Mauritius, Mexico, Moldova, Mongolia, Morocco, Mozam-
bique, Namibia, The Netherlands, New Zealand, Nicaragua, Niger, Norway, Oman, Pak-
istan, Panama, Papua New Guinea, Paraguay, Peru, Philippines, Poland, Portugal, Roma-
nia, Russia, Rwanda, Samoa, Saudi Arabia, Senegal, Serbia, Singapore, Slovakia, Slovenia,
South Africa, South Korea, Spain, Sri Lanka, St. Vincent and the Grenadines, Sweden,
Switzerland, Tajikistan, Tanzania, Thailand, Trinidad and Tobago, Tunisia, Turkey, Uganda,
Ukraine, United Arab Emirates, United Kingdom, United States, Uruguay, and Zambia. See
www.imf.org/external/np/rosc/rosc.asp. Some ROSCs were also published as part of FSSAs
(discussed subsequently).
IMF Background Paper, op. cit., n. 84, p. 6.
IMF and World Bank, Financial Sector Assessment Program — Review, Lessons, and Issues Going
Forward, 24 Feb. 2003, p. 5.
Id, p. 4.
89 IMF, “IMF Reviews Experience with the Financial Sector Assessment Program and Reaches
Conclusions on Issues Going Forward”, IMF Public Information Notice No. 03/46 (4 Apr.
2003).
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which was developed in the wake of the financial crises in the late 199os, is
designed to help countries enhance their resilience to crises and cross-border
contagion, and to foster growth by promoting financial system soundness
and financial sector diversity. . . . Assessments of financial systems undertaken
under the FSAP identify the strengths, risks and vulnerabilities in the finan-
cial system, and the two-way linkages between financial sector performance
and the macroeconomy; ascertain the financial sector’s development needs;
and help national authorities design appropriate policy responses.

The Executive Boards of the Fund and the Bank reviewed the program in
December 2000 and January 2001%° and agreed on broad guidelines for contin-
uation and further development.”" Following its March 2003 review, based on
completed assessments in forty-five economies with work underway in twenty-
five more and twenty-seven additional scheduled for 2004 or later”?, the IMF
Executive Board agreed that the FSAP had been generally successful in a
number of respects?3:

(1identifying financial sector vulnerabilities and strengths,

(2)strengthening analysis of financial stability issues and development needs
and priorities,

(3)providing country authorities with appropriate policy recommendations,

(4)enhancing data availability,

(5)improving assessments of financial system strengths and vulnerabilities,
including by markets, and

(6)improving analyses of potential impact of financial crises on macroeco-
nomic conditions.

In terms of structure, the FSAP includes several elements¥+: (1) systematic
analysis of financial soundness indicators (FSIs) and stress tests%; (2) assess-
ments of standards and codes; and (3) assessment of the broader financial

9° See IMF, “IMF Reviews Experience with the Financial Sector Assessment Program (F'SAP)

and Reaches Conclusions on Issues Going Forward”, IMF Public Information Notice no. o1/11

(5 Feb. 2001); IMF and World Bank, Financial Sector Assessment Program (FSAP) — A Review:

Lessons from the Pilot and Issues Going Forward, 27 Nov. 2000.

IMF and World Bank FSAP, op. cit., n. 87, p. 8.

92 1d., pp. 11-12.

93 IMF PIN 03/46, op. cit., n. 8.

94 IMF and World Bank FSAP, op. cit, n. 87, p. 18. These are discussed in detail in IMF and
World Bank, Analytical Tools of the FSAP, 24 Feb. 2003.

95 See IMF, Financial Soundness Indicators: Policy Paper, 4 Jun. 2001; O. Evans, A. Leone, M.
Gill, P. Hilbers, W. Blaschke, R. Krueger, M. Moretti, J. Nagayasu, M. O’Brien, J. Berge and
D. Worrell, “Macroprudential Indicators of Financial System Soundness”, IMF Occasional
Paper no. 192 (Apr. 2000).

9



2.4. Implementation and Monitoring 85

stability framework, including systemic liquidity arrangements, governance
and transparency, and financial safety nets and insolvency regimes. FSAPs
are usually conducted over two separate missions.” Following completion,
an FSAP team prepares an FSAP aide-memoire presenting their findings.%”
IMF staff use the FSAP aide-memoire to prepare a Financial Sector Stability
Assessment (FSSA); World Bank staff use the FSAP aide-memoire to prepare
a Financial Sector Assessment (FSA). FSSAs then may be issued as ROSCs
with the permission of the relevant member.

In November 2001, Bank and Fund staff and external assessors from other
institutions involved in the FSAP met in Paris to assess progress to date. They
reached a number of conclusions respecting areas requiring further effort,
including?®: (1) assuring consistency in assessments, (2) need for more detailed
guidance on assessing actual implementation and (3) further work to measure
linkages between financial sector standards and financial stability.

International Monetary Fund. The FSAP is used to prepare FSSAs which are
included in biannual IMF Article IV surveillance activities. As of January 2007,
F'SSAs for seventy-five economies had been published with the consent of the
relevant IMF member.??

Inaddition, while the Fund has historically not been a major provider of tech-
nical assistance, the standards and codes initiative has significantly increased
the Fund’s activities in this area and it is now one of its priority areas for
technical assistance.’™

World Bank. As noted earlier, the World Bank uses FSAP aide-memoires
to prepare a FSA, which is used to support the Bank’s development work

90 IMF and World Bank FSAP, op. cit., n. 87, p. 2.
97 These are not published. Prior to March 2003, FSAP teams prepared more lengthy FSAP
reports.
98 IMF and World Bank FSAP Tools, op. cit., n. 87, pp. 23-25.
99 Albania, Algeria, Australia, Austria, Bahrain, Barbados, Belarus, Belgium, Bosnia and Herze-
govina, Bulgaria, Chile, Colombia, Costa Rica, Croatia, Czech Republic, Denmark, Finland,
France, Gabon, Georgia, Germany, Ghana, Greece, Hong Kong, Hungary, Iceland, Ireland,
Israel, Italy, Jamaica, Japan, Kazakhstan, Kuwait, Kyrgyzstan, Latvia, Lithuania, Luxembourg,
Macedonia, Madagascar, Malta, Mauritius, Mexico, Moldova, Morocco, Mozambique, The
Netherlands, New Zealand, Norway, Pakistan, Philippines, Poland, Portugal, Romania, Russia,
Rwanda, Saudi Arabia, Senegal, Serbia, Singapore, Slovakia, Slovenia, South Korea, Spain,
Sweden, Switzerland, Tanzania, Trinidad and Tobago, Tunisia, Uganda, Ukraine, United Arab
Emirates, United Kingdom, and Uruguay, plus Central African Economic and Monetary Com-
munity and Eastern Caribbean Currency Union. See www.imf.org/external mp/fsap/fsap.asp.
IMF Background Paper, op. cit., n. 84, p. 17.
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(especially technical assistance), including in the context of its Country Assis-
tance Strategies.

According to the Bank, there are three reasons for its participation in the
standards and codes initiative'':

(1)The structural and institutional underpinnings of a market economy are
an important complement to sound macroeconomic policies for both
successful integration with the world economy and sound development.

(2)lmplementation of standards can help countries establish these founda-
tions, in turn contributing to domestic and international financial stability.

(3)Partnership with the IMF provides the basis for a comprehensive
approach and broad-based effort for the implementation of standards.

Increasingly, the Bank is attempting to integrate ROSCs, FSAPs and FSAs
into its development work; however, given the decentralized nature of the
institution, this has not been as easy to achieve as in the context of the more
centralized IMF structure.

2.4.3. Other Initiatives

At present, other initiatives have been more limited that those of the IMF and
World Bank. Regional initiatives supporting implementation and monitoring
have involved the international financial institutions, regional development
banks, regional financial organizations; and regional economic arrangements.
These have, to date, been more limited than those of the IMF and World Bank.
Bilateral initiatives addressing implementation and monitoring at present have
come via two paths: (1) the bilateral aid agencies (such as the US Agency for
International Development [USAID]) and (2) bilateral monitoring by individ-
ual countries, such as the United States in the context of money laundering.
It has been hoped that market initiatives would provide a key incentive for
economies to implement international standards and also an additional form
of monitoring. While the take-up has not been as significant as had been
hoped, there have been some important developments in this respect from
rating agencies and investors. In addition, research is beginning to support the
effectiveness of the implementation of standards in reducing financial costs.

1oV IMF and World Bank, Assessing the Implementation of Standards: A Review of Experience and
Next Steps, 11 Jan. 2001, p. 20.
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2.5. CONCLUSION

This chapter has reviewed the development and role of the international finan-
cial architecture, focusing on the impact of changes in the global financial
system and the responses to the series of financial crises which have under-
lined these changes, emphasizing the development of international financial
standards. Cally Jordan and Giovanni Majnoni’®* discuss the on-going pro-
cess of financial regulatory convergence and the role of international financial
standards and codes. They suggest three issues inherent in the current process:
complementarity, coordination and fair representation.3

Problems of complementarity arise from inconsistency of implementation
and interpretation across jurisdictions and the voluntary nature of compli-
ance.” The latter, to some extent, is being addressed by development of the
IMF and World Bank international standards initiatives (FSAP/ROSC). The
former, while also being addressed by the FSAP and ROSC process, requires
further research and analysis to develop appropriate approaches for individ-
ual countries with wide differences. This is an area in which regional finan-
cial arrangements may have an important role to play (discussed further in
Part V).

Coordination problems arise from the proliferation of standards and standard
setters.'”> While these have been addressed to some extent through the creation
of the FSF, a significant issue that remains is the existence of a relationship
between compliance and financial stability — an issue only just beginning
to be addressed empirically. A second issue relates to problems of reaching
consensus — for example, in relation to accounting standards. These issues are
likely to remain, unless the architecture of the international financial system
is addressed in a more coherent manner (discussed further in Part V).

[ssues of fair representation arise from both the limited nature of the mem-
bership of many standard setters and from the focused nature of their member-
ship — that is, lack of consideration of issues outside of the groups” immediate

100

competence.”” As a result, the standards to date are not coherent in any overall

fashion —lackinga true “macro-prudential” approach to financial regulation.’””

192 C. Jordan and G. Majnoni, “Financial Regulatory Harmonization and the Globalization of
Finance”, World Bank Policy Research Working Paper 2919 (Oct. 2002).

193 Id., pp. 15-16.

4 Id., pp. 15-17.

195 1d., pp. 20-2.

196 Id., pp. 22-4.

97 1d., pp. 23—4.
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This has been raised especially in relation to the role of the G-7, with various
recommendations for reform. Like issues of coordination, these issues should
be addressed in a more coherent manner.

With these provisos, the following chapters turn to matters of detail in
addressing the legal and institutional framework for financial stability and
development.



PART TWO

FOUNDATIONS OF FINANCE






Preconditions for and Institutional Underpinnings
of Finance

Following the discussions of the role of law in economic growth, and financial
stability and development in Chapter One and the role of the international
financial architecture in Chapter Two, Parts Il and [V of this volume discuss
the elements of law and institutional infrastructure necessary for financial
stability and development in the context of international financial standards
and related research. In this context, Part [11 first looks toward preconditions
for financial sector development.

In order for a financial system or, for that matter, a market economy to func-
tion, a number of preconditions must exist. Preconditions for financial sector
development and economic growth rest on three pillars: the first institutional
and legal; the second, largely legal; and the third, largely related to policy
and implementing institutions. First, a market economy and a market-based
financial system cannot exist if certain legal and institutional supports are not
in place, namely a system of governance which establishes property rights and
enforcement of contracts. It is also important to provide for the development
of human capital; this has special connotations for the financial sector. On the
basis of these institutional foundations, for a modern market-based financial
system to function, a number of legal underpinnings must be available, includ-
ing the means to use property rights for finance (such as collateral and leasing),
law supporting companies or corporations (“company law”), and a supportive
fiscal system. To support effectiveness, in addition to enforcement of contracts,
the governance system should also provide a wider system of the rule of law.
Third, a financial sector functions best in the context of an appropriate insti-
tutional framework for financial and macroeconomic policy directed towards
financial and macroeconomic stability (Chapter Four). Policy choices, while
largely outside legal and institutional concern, operate best in the context of
an appropriately designed and transparent institutional framework.

91
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Atpresent, the system of international standards covers only the transparency
aspects of the third area (macroeconomic policy), categorized (by the Finan-
cial Stability Forum [FSF], the International Monetary Fund [IMF] and the
World Bank) as “macroeconomic policy and data transparency”. This is despite
the fact that over the past fifty years an immense literature has developed on
the policy aspects of macroeconomic management', which is beyond the scope
of this volume. However, as noted earlier, the institutional framework in and
through which policy decisions are taken and implemented is important to
the effectiveness of policy. In this context of the institutional environment for
macroeconomic policy, the FSF includes four areas: (1) monetary and finan-
cial policy transparency, (2) fiscal policy transparency, (3) data dissemination
and (4) data compilation. The first, second and third headings include “key
standards for financial sector development”.

In addition to these, appropriate mechanisms for payment and settlement
and government securities markets are essential for both financial stability and
development as well as implementation of macroeconomic policy. Payment
and settlement are addressed by two FSF key standards. In addition, the FSF
compendium includes “market functioning” (essentially, government securi-
ties markets) as a major area (though not a “key” area).

Prudential regulation and market transparency are central to a viable finan-
cial system; these are discussed further in Part V. However, supervision and
regulation are only important if participants actually engage in financial
transactions. Accordingly, laws promoting prudential regulation and market
transparency must be supported by the development of effective legal and
institutional infrastructures that foster, in practical terms, financial and other
transactions. In addition to a sound public law regulatory framework, private
law must provide a means for participating in financial transactions and for
enforcing rights with respect to transactions.

These sorts of issues have not been addressed in any coherent fashion until
very recently. The result has been that these issues were not given significant
attention in emerging, transition and developing economies until the mid-
1990s, largely because they existed already in the developed economies and
hence were often ignored or assumed in the context of financial research look-
ing to the developed country context. In practical terms, however, the under-
lying legal and institutional infrastructure should have been addressed at an
carly stage; the reality, however, has been a general emphasis on larger macro-
economic issues until the mid-19gos rather than institutional and supporting
(microstructural) issues.

! See e.g., G. Mankiw, Macroeconomics, sth ed. (New York: Worth, 2003).
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Without these, a sophisticated market economy cannot exist; likewise, a
market-based financial system will not exist. As a result, without these key
underlying elements, macroeconomic policy, data transparency and the sup-
porting institutional framework are largely meaningless, at least if the goal is a
functioning market-based financial system.

This part looks at each of these preconditions. Chapter T'hree first discusses
foundation issues, including governance, property rights and enforcement of
contracts, as well as human capital formation. It then addresses the core legal
supports: use of property rights, company law, taxation and the rule of law.
Chapter Four discusses the institutional framework for macroeconomic and
fiscal policy and the role of central banks, including in relation to payment
systems and government securities markets. Chapter Five in turn addresses
additional aspects of financial infrastructure such as insolvency and market

integrity.

3.1. PRECONDITIONS FOR FINANCIAL SECTOR DEVELOPMENT
AND ECONOMIC GROWTH

Based on the experiences of law reform efforts, lessons gained from recent inter-
national financial crises and the extensive literature on the topic, core areas of
the legal infrastructure necessary for the development of functioning decen-
tralized financial markets and the creation of a sound business environment
can be identified. No overall international consensus has evolved in respect of
these preconditions, though there have been some important developments,
both in the literature and in the development of standards in some areas.
While it is also a priority for emerging, transition and developing economies
to develop appropriate institutional frameworks for financial and macroeco-
nomic policy (discussed in Chapter Four), these policies must be strengthened
and supported by the development of an environment of effective laws and
institutions. Indeed, experiences in countries around the world have shown
that in the context of potentially very lucrative investments (e.g., in the energy
sector), the legal and institutional environment can, in fact, be as, if not more,
important than the existence of a stable macroeconomic framework.

While the following list is by no means exhaustive, these core areas are of
great importance and, when combined with an appropriate “second level” of
financial regulation and supervision discussed in Part [11, create the necessary
environment for the development of viable (basic and functional) financial
markets. Part [V in turn addresses the various legal and institutional areas which
are necessary for developed and sophisticated financial markets to function

properly.
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First, a system of governance must be established which provides for basic
public order and security, property rights and their protection, and enforcement
of contracts, as well as supporting the development of human capital. Without
basic public order and security, economic growth and financial development
are extremely challenging, to say the least. In addition, clear and defined prop-
erty rights must be established as a fundamental precondition to economic
growth and financial development. The creation of property rights is, of course,
a cornerstone of the transition process; it is also fundamental to the develop-
ment of any market-based financial and economic system. In many ways, with-
out the creation of property rights, market-based economic development or
transition is not possible. A system which protects property rights and supports
binding and enforceable contracts is necessary in order for financial activity to
develop beyond close networks and instantaneous transactions. Investment is
predicated on property rights and binding and enforceable contracts, without
which parties cannot effectively structure their transactions.

In addition to property rights, their protection and contract enforcement,
a governance system also needs to support development of human capital.
Human capital development, however, without public order, property rights,
their protection and enforcement of contracts, is not sufficient for economic
development. One needs to go no further than the example of the Soviet
Union for a clear illustration of human capital development without property
rights and enforcement of contracts. The detioration of Zimbabwe over the
past ten years also shows how quickly deteriorations in the institutional and
macroeconomic environment can preventdecades of human capital formation
from functioning to support economic development.

In addition to a sound public law regulatory framework, private law must
provide individual investors with a means for participating in financial trans-
actions and for enforcing their rights with respect to their investments. The
basic functions of the legal/judicial framework in supporting the financial sys-
tem are: first, to establish clearly the rights, responsibilities and liabilities of
the parties to transactions; second, to establish codes to support market forces
in maintaining appropriate incentives and adequate information; and third,
to provide means to protect rights and enforce legal obligations and claims
efficiently. All of these have the effect of reducing transaction costs and market
failures. These features may be referred to as institutional infrastructure for the
provision of finance.

3.1.1. Governance

Issues of governance and appropriate political structure have been of cen-
tral concern to writers probably since the development of the first stationary,
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agricultural civilizations more than ten thousand years ago and the consequent
development of writing systems necessary to support their administrative and
governance structures. Building the perfect society and the necessary gover-
nance system to achieve this has been a central focus of Plato, Confucius,
Thomas Aquinas, John Locke and Karl Marx, among others. While not always
considered by the major political theorists, the political system and the eco-
nomic system work closely together. Certainly, the relationship between poli-
tics or governance and the economy has been a key interest of Adam Smith,
as well as Marx, and more recently, John Maynard Keynes, Friedrich Hayek
and Milton Friedman. In fact, Smith and Marx certainly viewed themselves
as “political economists”, rather than solely as economists. While politics and
economics became quite separate disciplines across the twentieth century, by
the end of the twentieth century, the interactions between governance and
economics were once again being addressed, at least partially as a result of
the lessons learned through the process of transition from centrally planned to
market economies, as well as failures of development models focusing largely
on economic policy.

The transition process itself, of course, is the result of the end of the com-
petition between two models of political economic structure over much of the
twentieth century: capitalism and communism. As described by Daniel Yergin
and Joseph Stanislaw?, the twentieth century was a battle of ideas, specifically a
battle between two different models of the role of the government in the econ-
omy, with the capitalist models focusing on the fundamental role of markets
with limited government involvement and the communist models focusing
on central planning combined with state ownership and control. The reality
was that, following Hegel, to some extent the dichotomy resulted in a new
synthesis — the regulatory state (or as described by Jeffry Frieden, “organized
capitalism”™). Even though the capitalist model had clearly proven superior to
the communist model by the end of the 1980s, the state has assumed a much
larger role in the economy than a century ago. Even in market-based systems,
the state obtained an increasing role until the end of the 1970s, with another
conflict of ideas between those based on Keynes on the one hand and Hayek
and Friedman on the other. Today, the regulatory state takes a wide role in
the economy, with a range of different systems around the world, though there

> D. Yergin and J. Stanislaw, The Commanding Heights: The Battle Between Government and the
Marketplace that Is Remaking the Modern World (New York: Simon & Schuster, 1998).

3 See J. Frieden, Global Capitalism: Its Fall and Rise in the Twentieth Century (New York:
W.W. Norton, 2006), esp. 276—77 (arguing that World War II was a conflict between fascist and
capitalist democracy models and that the period following World War Il was a conflict between
communism and social democracy, resulting in the synthesis of “organized capitalism” by the
early 199os).
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has been an increasing realization, likewise by the end of the 1980s, that the
role of the state should limited in many contexts. All the various models of
the regulated market economy, however, are somewhere between the rather
idealistic models of laissez-faire and central control.

By the beginning of the 19gos, central planning, state ownership and control
on one hand, and laissez-faire on the other, had merged into general consen-
sus on the superiority of a market economy operating in the context of an
appropriate regulatory system to address the interests of the society as a whole
through the provision of public goods. Nonetheless, as Andre Shleifer and oth-
ers have recognized, there are many differences among the various economic
and governance models around the world.* The question naturally arises as
to what are the best choices among the options available. This question has
become more important as economies have re-opened and reintegrated in the
past twenty to thirty years (the process of economic and financial globaliza-
tion), which has raised questions of competitiveness of different models. The
impact of globalization will be discussed in more detail in Part V.

For new institutional economists such as North and many law and eco-
nomics writers, regardless of its ideological basis and consequent form, the
governance system needs to provide for two fundamental features in order to
support a market economy. First, the governance system needs to provide for
clear and useable property rights. Second, the governance system needs to
provide for a system to protect property rights and enforce contracts. Both sets
of literature agree that these are necessary in the context of imperfect markets
where transaction costs exist. In addition to these, the governance structure
must provide a minimum level of public security and order — clearly, the most
difficult environment for economic growth and development to occur is in the
midst of internal conflict and civil strife. While these basic points appear to
be agreed, the type of governance structure which best provides these three
foundations for a market economy is not.

Many have argued (often because it was what they wanted to prove) that
democratic models of governance are also the best at providing and protecting
property rights and enforcement of contracts. However, Mancur Olson has
presented a convincing argument that a variety of governance structures can
provide both of these necessary features.> Specifically, he argued that an
autocrat with a sufficiently long-term time horizon has strong incentives to

4 See S. Djankov, E. Glaeser, R. La Porta, F. Lopez-de-Silanes & A. Shleifer, “I'he New Com-
parative Economics”, J. Comp. Econ. (Dec. 2003).

> M. Olson, Power and Prosperity: Outgrowing Communist and Capitalist Dictatorships (New
York: Basic Books, 2000).
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support both property rights and enforcement of contracts out of economic
self-interest — maximizing income through taxation. Likewise, he argued a
democracy, while also potentially providing for property rights, their protection
and enforcement of contracts, has the potential to result in less efficient
outcomes due to the operation of interest groups within the society. As a result,
neither autocracy nor democracy is necessarily a superior political system
from the standpoint of supporting a market economy — what is necessary is
a “market-augmenting government”.® Anecdotal evidence certainly supports
Olson’s theory.” Further, recent empirical research has begun to test his ideas
and appears to be supportive as well.”

North sums up the interaction between the political system and property
rights:

Broadly speaking, political rules in place lead to economic rules, though
the causality runs both ways. That is, property rights and hence individual
contracts are specified and enforced by political decision-making, but the
structure of economic interests will also influence the political structure. In
equilibrium, a given structure of property rights (and their enforcement) will
be consistent with a particular set of political rules (and their enforcement).
Changes in one will induce changes in the other.

The result is that the governance structure is important in that it must provide
for property rights, their protection and enforcement of contracts, as well as pub-
lic order and human capital development. However, while some governance
structures are clearly not conducive to such ends (e.g., short-term autocrats
who behave essentially as stationary bandits), there is no clearly preferable
model at present from the standpoint of economic growth. Both autocratic
and democratic governance systems can support a market economy. Likewise,
both can also provide for institutional choices which do not result in efficient,
wealth-maximizing outcomes for a given economy.”®

6 C. Cadwell, “Foreword”, in Olson, op. cit., n. 5, p. x.

Cf. China, Singapore.

See E. Glaeser, R. La Porta, I'. Lopez-de-Silanes & A. Shiefer, “Do Institutions Cause Growth?”,
NBER Working Paper no. 10568 (Jun. 2004). The authors argue that policies are more impor-
tant than democratic institutions, specifically: (1) human capital is a more basic source of
growth than democratic political institutions; (2) poor countries get out of poverty through
good policies, often pursued by dictators; and (3) democratic institutions are developed after
economic take-off.

9 D. North, Institutions, Institutional Change and Economic Performance (Cambridge: Cam-
bridge University Press, 1990), p. 48.

For the best discussion to date, see D. Acemoglu & J. Robinson, Economic Origins of Dicta-
torship and Democracy (New York: Cambridge University Press, 2000).

~
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3.1.2. Property Rights

Property rights were an important concern for both Smith and Marx; however,
following their seminal writings, property rights did not receive much attention
from economists until the past decade. With the challenge of transforming
economies from communist systems to capitalist systems after the collapse of
the Soviet Bloc, the importance of property rights has once again begun to
receive significant attention. Hernando de Soto deserves much of the credit
for increasing awareness of the importance of property rights.

In the classic analysis, property is described as a “bundle of rights”. While
descriptive, this phrase does not necessarily say anything without further elab-
oration. Specifically, “property” includes some or all of a variety of different
“rights”, including the rights to hold, use, transfer and destroy. Questions of
degree and time relate to all the various rights. In addition, property can be
real (such as land or buildings) or personal (such as automobiles), moveable or
immovable, tangible or intangible (such as intellectual property). The more
complex the system of property rights, the more effectively they can be used
in the context of finance, as discussed in further detail subsequently.

According to North":

Property rights are the rights individuals appropriate over their own labor
and the goods and services they possess. Appropriation is a function of legal
rules, organizational forms, enforcement, and norms of behavior — that is, the
institutional framework.

In The Mystery of Capital”, de Soto argues that capital is the engine of a mar-
ket economy and that property rights provide the mechanism; further, poor
countries, because of failings in their property systems, cannot produce the
capital necessary for economic development. He suggests that there are five
essential “mysteries” of capital'3: (1) the mystery of the missing information; (2)
the mystery of capital; (3) the mystery of political awareness; (4) the missing
lessons of US history; and (5) the mystery of legal failure. First, poor societies
do have massive amounts of capital't; unfortunately, it is “dead” capital — that

11

North, op. cit, n. g, p. 33.

> H. de Soto, The Mystery of Capital: Why Capitalism Triumphs in the West and Fails Everywhere
Else (New York: Basic Books, 2000).

B 1d., pp. 10-12.

By de Soto’s calculations, “[t]he total value of the real estate held but not legally owned by the

poor of the Third World and former communist nations is at least [US]$ 9.3 trillion”. Id., p. 35

(citing table 2.1, p. 36).

i



1S,

3.1. Preconditions for Financial Sector Development and Economic Growth g9

property that cannot be used as capital.> Second, capital itself is difficult to

define.’® Third, governments around the world have missed the importance of

(1) and (2)'7; this is now changing and needs to change faster."® Fourth, the pro-

cess which is taking place in emerging, transition and developing economies

around the world has, in fact, taken place in the developed countries, but

has been poorly understood and documented.” Fifth, laws have to reflect

15

16

5

According to de Soto, most developing countries are filled with “dead” capital:

It is a world where ownership of assets is difficult to trace and validate and is governed by no
legally recognizable set of rules; where the assets’ potentially useful economic attributes have
not been described or organized; where they cannot be used to obtain surplus value through
multiple transactions because their unfixed nature and uncertainty leave too much room for
misunderstanding, faulty recollection, and reversal of agreement — where most assets, in short,
are dead capital.

Id., p. 32.

Such

[d]ead capital exists because we have forgotten (or perhaps never realized) that converting a
physical asset to generate capital — using your house to borrow money to finance an enterprise,
for example — requires a very complex process. ... [Clapital is the result of discovering and
unleashing potential energy from the trillions of bricks that the poor have accumulated in
their buildings. ... [W]e seem to have forgotten the process that allows us to obtain capital
from assets. The result is that 8o per cent of the world is undercapitalized; people cannot draw
economic life from their buildings (or any other asset) to generate capital.

Id., p. 40.
“What creates capital in the West . . . is an implicit process buried in the intricacies of its formal
property systems.” Id., p. 46. De Soto proceeds:

In the West, this formal property system begins to process assets into capital by describing
and organizing the most economically and socially useful aspects about assets, preserving this
information in a recording system — as insertions in a written ledger or a blip on a computer
disk — and then embodying them in a title. A set of detailed and precise legal rules governs this
entire process. Formal property records and titles thus represent our shared concept of what is
economically meaningful about any asset.

1d., pp. 46—7.
Id., p. 83.
De Soto states this best:

The substantial increase of capital in the West over the past two centuries is the consequence of
gradually improving property systems, which allowed economic agents to discover and realize
the potential in their assets, and thus to be in a position to produce the noninflationary money
with which to finance and generate additional production.

Id., p. 65.

Once again, de Soto’s words make the point:

A modern government and a market economy are unviable without an integrated formal
property system. Many of the problems of non-Western markets today are due mainly to the
fragmentation of their property arrangements and the unavailability of standard norms that
allow assets and economic agents to interact and governments to rule by law.

Id., p. 72.
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existing circumstances in order to function effectively to transform assets into

capital.*®

According to de Soto™':

A well-integrated legal property system in essence does two things: First, it
tremendously reduces the costs of knowing the economic qualities of assets
by representing them in a way that our senses can pick up quickly; and
second, it facilitates the capacity to agree on how to use assets to create further
production and increase the division of labor.

De Soto argues that formal property systems should produce six effects allowing
their citizens to generate capital®:

(1
(2
(3
(4
(
(

fixing the economic potential of assets,
integrating dispersed information into one system™,
making people accountable®,

26

making assets fungible®,

networking people*’, and
28

= T T -

5
6

protecting transactions.

Property rights and their identification and protection therefore are clearly

essential to a market economy. Unfortunately, as de Soto suggests, property

rights have evolved in the developed economies over a significant period, and
it is difficult to discern how they are established and function. As a result, it is
not simple to transport these experiences and systems to emerging, transition

and developing economies.

5
~

28

Id., p. 157.

Id., p. 63.

Id., pp. 49-062.

Id., pp. 4951 (emphasis in original).

Id., p. 52.

Id., p. s5.

“By providing standards, Western formal property systems have significantly reduced transaction
costs of mobilizing and using assets.” Id., p. 58.

’ “Property’s real breakthrough is that it radically improved the flow of communications about

assets and their potential. It also enhanced the status of their owners, who became economic
agents able to transform assets within a broader network.” Id., p. 59.

“Although they are established to protect both the security of ownership and that of transactions,
it is obvious that Western systems emphasize the latter. Security is principally focused on
producing trust in transactions so that people can more easily make their assets lead a parallel
life as capital.” Id., p. 62.
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To do these things, de Soto suggests a process he calls the “capitaliza-
tion process”. This capitalization process is divided into two main strategies:
(1) discovery and (2) political3® and legal 3!

While de Soto’s analysis primarily focuses on identification and allocation of
property rights to real property (land and buildings), property rights should also
extend to other forms of property such as moveable, personal and intellectual
property — an area receiving increasing attention around the world.??

Property rights, while essential, are not the end of the story: those property
rights must be protected from abuse and must also be usable other than in
instantaneous transactions. This is the subject of the following part of this
sub-section and the following section.

3.1.3. Enforcement of Contracts, Protection of Property Rights
and Resolution of Commercial Disputes

Ronald Coase laid the foundation for the importance of enforcement of con-
tracts.® In an environment of imperfect markets where transaction costs exist,
parties will seek to reach efficient results through contracting.3* Unfortunately,
transaction costs extend to costs of enforcement and if enforcement does not
exist, then contracting cannot produce solutions to imperfections nor lead to

29 See id., pp. 1601, fig. 6.1. See also www.ild.org.pe.
3% In de Soto’s words:

Nobody planned the evolution from feudal and patrimonial systems to the modern property
systems that exist in the West today. However, on the long evolutionary path to modernity,
in those stretches of the journey when reformers embarked on deliberate programs to make
property more accessible to a wider range of citizens, these programs were successful because
they were supported by well-thought-out political strategies.

De Soto, op. cit., n. 12, p. 188.
3t Id., p.18y.
3> L. Klapper, L. Laeven and R. Rajan, “Business Environment and Firm Entry: Evidence
from International Data”, World Bank Policy Research Working Paper 3232 (Mar. 2004),
pp- 27-8.
R. Coase, “The Problem of Social Cost”, 17 J. L. & Econ. 53 (1960); idem, “The Nature of the
Firm”, 4 Economica 386 (1937).
34 According to North:

3

v}

The costliness of information is the key to the costs of transacting, which consist of the costs of
measuring the valuable attributes of what is being exchanged and the costs of protecting rights
and policing and enforcing agreements. These measurement and enforcement costs are the
sources of social, political, and economic institutions.

North (1990), op. cit., n. 9, p. 27.
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longer-term outcomes. Rather, transactions will be limited to instantaneous
transactions, as in, for example, a souk or bazaar.®

In addition to enforcement of contracts, property rights also must be pro-
tected from abuse to provide meaning to their existence. Further, there must
be effective means for resolving commercial disputes in a fair and transparent
manner.

Protection of property rights, enforcement of contracts and resolution of
commercial disputes require a governance system which is capable of pro-
ducing, applying and policing results. As noted earlier, a range of governance
systems should be capable of producing this economic function and, in fact,
history has shown many different examples.

Mere protection of property rights, enforcement of contracts and commer-
cial dispute resolution mechanisms, however, are not equivalent to the exis-
tence of the rule of law; rather, they represent one component of an entire
system which can be described by that term. The rule of law, while signif-
icant for economic development and more so for financial development, is
not strictly necessary for a market economy to exist. Rather, only a governance
system which protects property rights, enforces contracts and provides an effec-
tive means of commercial dispute resolution is absolutely required for a basic
market economy and simple finance to develop beyond single instantaneous
transactions.

Clearly, this is a major area of concern for many developing, transition
and emerging economies around the world, and also one of great difficulty
to address in many cases. Ideally, an economy should have a rule of law sys-
tem including an effective, noncorrupt and independent judiciary to provide
protection of property rights, enforcement of contracts and resolution of com-
mercial disputes. However, this is much easier to say than to deliver. While a
system of the rule of law should be an objective in any market economy, the
reality is that other alternatives may have to be pursued as interim solutions
in order to support economic growth and financial development. Three main
examples of alternative arrangements for protection of property rights, enforce-
ment of contracts and commercial dispute resolution include self-enforcing
mechanisms, commercial arbitration and specialized commercial courts.

Self-enforcement is frequently viewed as an alternative to be avoided: exam-
ples include such mechanisms as intimidation, organized criminal behaviour
and violence. At the same time, however, self-enforcement mechanisms have a
long history in developed economies and are being tried increasingly in weaker
institutional environments. Examples include provisions in laws allowing for

35 De Soto, op. cit., n. 12, p. 71.
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seizure of collateral without prior recourse to the legal system as well as strict

30 Such mechanisms

legal rules not subject to court interpretation or action.
require careful thought and implementation through appropriately designed
laws and rules or other systems, but can be effective in weak institutional envi-
ronments where judicial action is inconsistent or worse.

Another mechanism is commercial arbitration. Commercial arbitration can
provide a means through which property rights can be protected, contracts
enforced and commercial disputes resolved outside of the judicial system but
within a framework of clear, transparent rules by independent arbitrators. The
value of commercial arbitration can be seen from its success in developed
economies (where it is often viewed as a more efficient system than judicial
dispute resolution). Likewise, an appropriately designed commercial arbitra-
tion system may provide an alternative to the formal judicial system in weaker
institutional environments present in many developing, transition and emerg-
ing economies. In this context, while there is no identified FSF standard, useful
guidance is available in the form of the United Nations Commission on Inter-
national Trade Law (UNCITRAL) Model Law on International Commercial
Conciliation with Guide to Enactment and Use.3” The UNCITRAL Model
Law has become the international standard for jurisdictions seeking to develop
commercial arbitration. At the same time, for such a system to be effective,
it must be tailored to the circumstances of the individual economy and also
supported by the existence of qualified arbitrators.

Finally, in more developed institutional environments which nonetheless
suffer from concerns about the overall quality and effectiveness of judicial
arrangements, an option may be to develop a commercial court system. Essen-
tially, where it is notimmediately possible to ensure effective judicial protection
of property rights, enforcement of contracts and resolution of commercial dis-
putes via the general court system, an alternative may be to develop a separate,
specialized commercial court system to deal with commercial issues. This is
an approach that has been adopted in a number of developed economies in
order to ensure that appropriate expertise is available to address complex com-
mercial issues as they arise. In some cases, there may be a variety of different
specialized courts, for instance courts dealing only with insolvency or taxa-
tion matters. Specialized commercial courts are often an alternative explored
in developing, transition and emerging economies as well. In such cases, an

30 For the genesis of the latter, see B. Black and R. Kraakman, “A Self-Enforcing Model of
Corporate Law”, 109 Harv. L. Rev. 1911 (1996).

37 (2002). Available at the UNCITRAL (United Nations Commission on International Trade Law)
website at www.uncitral.org.
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initial issue may arise as to whether or not such a system is, in fact, in line with
the existing legal system (for instance, there may be constitutional or other
concerns, especially in civil law jurisdictions). At the same time, developing
an effective commercial court system requires that such system be designed
to operate on rule of law principles (discussed further subsequently) and is
adequately resourced and supported.

3.1.4. Human Capital Development

In financial sector development, adequate human resources play a fundamen-
tal role. In this context, three main aspects can be identified: (1) individual
savers and investors, (2) financial sector professionals and (3) government/
regulatory personnel.

Individuals need to have an understanding of finance and especially the risks
involved: this is necessary not only to encourage participation in the formal
financial system but also to minimize risks of fraud and financial abuse. In
respect to participation, greater understanding of the role of finance and its
potential benefits serves to increase confidence of individuals and firms in
the financial system, thereby increasing supply of financial resources and also
demand for formal finance (as opposed to reliance on often expensive informal
financing mechanisms, such as moneylenders). At the same time, the financial
system and unsophisticated participants run a much higher risk of abuse from
predatory participants, for instance from fraudulent investment schemes. The
risks of large-scale abuse of unsophisticated participants in the financial system
may cause not only the loss of savings butalso, in some cases, social and political
unrest. An example of the latter was seen in the mid-19gos in Albania, when a
series of pyramid schemes defrauded a large percentage of the population of
their savings, leading to complete loss of confidence in the financial system,
economy and government, and resulting in economic, financial and political
turmoil.

In relation to financial sector professionals, development of finance and
financial intermediaries requires skilled professionals, especially accountants
(to support financial information) and lawyers and judges (to support protec-
tion of property rights, contract enforcement and commercial dispute resolu-
tion). Such professionals require not only appropriate academic training — for
example, through secondary and tertiary education systems — but also appro-
priate professional training and monitoring, usually as part of an organized self-
regulatory professional association. Further, as finance becomes more sophisti-
cated, there is a continual need for more skilled financial professionals. Beyond
specialized professionals, finance develops best in an environment where there
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exist active and independent media coverage and analysis (i.c., a free commer-
cial and financial press).

In relation to government and regulatory personnel, as this volume demon-
strates, financial regulation is an increasingly complex subject, both to mini-
mize risks and to maximize benefits to any economy. As a result, government
and regulatory personnel, especially those dealing directly with financial sector
issues such as staff of the ministry of finance, central bank and regulatory agen-
cies, require understanding of both the policy environment for finance and the
practical context in which transactions and risks develop. Such capacity req-
uires secondary and tertiary education and often international exposure as well.

In looking at the needs for human capital development in the financial sec-
tor, three significant levels stand out: (1) secondary education, (2) professional
and tertiary education and (3) public awareness efforts. Secondary education
should lay a foundational understanding of finance, necessary for the general
public. Tertiary and professional education must provide additional special-
ized knowledge for finance professionals and government personnel, as well
as ensure an adequate number of quality accounting and legal professionals
necessary to support market functioning. In addition, public awareness efforts
are necessary to develop an understanding of the financial system and its ben-
efits and risks among the public and also to highlight important changes and
developments over time.

3.2. INSTITUTIONAL UNDERPINNINGS OF FINANCE

Once the foundations of a governance structure supporting property rights,
enforcement of contracts and human resource development are in place, one
can expect basic financial transactions and markets to develop, even in a prob-
lematic macroeconomic environment. In order to develop functioning finan-
cial markets, an economy must provide a number of fundamental institutional
tools to underpin financial sector development, including mechanisms sup-
porting use of property rights for finance, company law and an appropriate
system of taxation.

In addition, recent research supports the view that excessive regulation of
business hampers economic growth. For example, Leora Klapper, Luc Laeven
and Raghuram Rajan have supported this view3® and this is now an important
focus for the World Bank through its World Business Environment Survey.??
Nonetheless, as discussed earlier and in the remainder of this volume, some

38 Klapper, Laeven and Rajan, op. cit., n. 32.
39 See http://www.ifc.org/ifcext/economics.nst/Content/ic-wbes.
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regulations are important — especially those that enhance property rights, in-
cluding intellectual property — and lead to a better developed and more stable
financial sector.*°

First, adequate lending infrastructure, including secured transactions law, is
necessary to the development of banks and banking.* The role of an adequate
lending infrastructure was at the heart of financial problems in east Asia and
Mexico in the 199os. A proper legal framework for lending encourages extended
loan duration, improves currency matches and enhances the development
of domestic finance. In addition to basic use of property rights to provide
collateral, other mechanisms such as leasing can also mobilize property-based
finance.

Second, law supporting companies or corporations is essential for the devel-
opment of a modern market-based financial system* and arguably fundamen-
tal to aggregation of capital necessary for economic growth and development.

Third, an effective fiscal system to support government provision of pub-
lic goods (such as those discussed in the previous section), including fair and
reasonably predictable tax laws, is essential to supplement other legal infras-
tructure and to clarify the role of the government in any economy.® A sus-
tainable fiscal system including fair and reasonably predictable tax laws is an
absolute necessity both for the adequate functioning of domestic governments
and for the encouragement of investment and growth. The negative impact of
Russia’s unclear and ineffective tax system on financial development was gen-
erally recognized; likewise, the effectiveness of its reform and simplification
(although many issues remain) has been significant. While taxation issues are
largely beyond the scope of this volume, governments must have in place an
appropriate system of taxation and fiscal management (of which markets for
government debt have a particular importance, discussed further in Chapters
Four and Seven). The systems should be designed to be understandable, even
in application, and not provide significant disincentives to private economic
activity, including finance.

Finally, in order to support broader and sophisticated financial development,
the rule of law is important. The rule of law is a broader issue than merely
enforcing contracts and goes to the process by which governance and the legal
system operate in a given jurisdiction. The issues addressed in the transparency

4 See id.

4 See EBRD, Model Law on Secured 'Transactions, 1994; see also J. Norton and M. Andenas
(eds), Emerging Financial Markets and Secured Transactions (London: Kluwer, 1998).

See OECD, General Principles of Company Law in Transition Economies, 1997.

4 See IMF, Code of Good Practices on Fiscal Transparency, Apr. 1998.
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codes discussed in Chapter Four, as well as the rules of the WTO (discussed
in Chapter Light), reflect many of these ideas.

With these elements in place, one can expect the development of a func-
tional financial system, with finance receiving significant support from the
existence of an appropriate financial and macroeconomic policy framework
(discussed in the following chapter). Developed and sophisticated financial
systems require greater attention to the issues discussed in Parts [II and [V, as
well as to an appropriate macroeconomic policy environment.

3.2.1. Use of Property Rights

Adequate lending infrastructure is based on the problem of mismatches
between lending and borrowing (“duration”) and information costs (“asym-
metric information” and “moral hazard”). Adequate lending infrastructure
essentially enables lenders to extend the time horizon of their loans and reduce
costs of capital through providing greater confidence in regard to security of
repayment (“credit risk”). In this regard, two aspects of lending infrastructure
are especially important for risk management: an effective system for taking
security; and the development of improved sources of information through
accounting, auditing, credit rating systems and/or agencies, and credit infor-
mation systems (all discussed in Chapter Five). In addition, financial interme-
diaries need to have systems to manage risks appropriately, typically imposed
through capital and other prudential regulatory systems (discussed in Part [V).

As the basic level of risk management, an effective system for the taking of
security allows lenders to use collateral to reduce credit risk and, further, to
be more confident that they will be able to realize different forms of collateral
taken to support loans. Providing a system of registering and taking security
therefore provides two functions for lenders: first, it allows them to reduce
monitoring costs because their investment is protected; and second, it provides
greater certainty in making lending decisions, thereby increasing the number
of such decisions that will be made.

In order to be able to transform property rights into capital, one must be able
to use those property rights to support finance. At its simplest level, one needs
to be able to use property as collateral or security for lending. Collateral or
security is the simplest form of risk management in lending: one loans money
on the basis of being provided with property of equivalent or greater value. If
the loan is not repaid, then the lender retains the property and thereby protects
against the credit risk of the borrower. Collateral therefore encourages lending.
However, for this simple secured transaction to take place, the lender needs to
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know that if the borrower defaults, it can retain the property. In order for this
to be certain, the borrower must actually own the property; the legal system
must also allow for transfer of ownership. In addition, the lender must have
some way to value the security provided. This is not as simple as it sounds and
has been problematic in developed economies, as well as emerging, transition
and developing economies, usually in the context of lending secured by real
property.

More advanced collateral-based lending or secured transactions involve
increasingly sophisticated distinctions concerning property rights and security
of contract enforcement, which derive from the legal and institutional frame-
work available. For example, in the transaction described earlier, the borrower
provided actual physical collateral to secure his indebtedness to the lender —
for example, gold or a piece of machinery. This is collateral at its simplest. Use
of collateral in securing transactions advances only to the level supported by
the legal and institutional framework for the reasons presented earlier. If the
legal system supports it, one can use not only physical collateral placed in the
actual possession of the lender, but also physical collateral which remains in
the possession of the borrower. In this way, a borrower could use real property
(perhaps his house) while retaining use thereof. Clearly, this is an advantage to
the borrower, in that he can borrow money, while at the same time retaining
possession and use of his physical assets, such as his house and/or productive
machinery. At the next level, the loan could be used to purchase a piece of
real property or productive machinery, with the loan actually secured by the
asset purchased, of which the borrower could retain use, perhaps to gener-
ate income to repay the loan. Each additional level of complexity, however,
requires an additional level of legal sophistication in order to function.

Beyond physical property (which could be real or moveable — moveable
property typically requires an additional level of legal development beyond
real property) which, in fact, underlies the largest portion of lending in most
emerging and developed economies, one may also be able to use intangible
property — for instance, intellectual property or receivables — as collateral. In
addition, one can merely use certain property rights, for instance all property
rights — the English floating charge — or the right to receive income rather
than the income itself, once again, if the legal system provides sufficient legal
support.

Basic finance is greatly enhanced as the availability of collateral increases.
Functional financial systems certainly require at a minimum use of real prop-
erty left in the possession of the borrower. Developed financial systems typically
operate with a wide range of collateral. Likewise, sophisticated financial systems
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require sophisticated security — for instance, in the context of securitization.
Nonetheless, issues continue to exist even in sophisticated financial systems.*

De Soto recognizes that for property to support development, it must be
allowed to work as collateral. However, he fails to distinguish between the
separate legal and institutional issues concerning property (which he addresses
in his “capitalization process”) and the use of property as collateral (which he
does not, except to the extent that the way in which property rights are recorded,
for instance through a registry system, support the use of property as collateral).
In fact, it is the combination of property and a framework supporting use of
property and property rights as collateral (i.c., secured transactions) that results
in the creation of capital.® As a result, building on de Soto’s work, property
rights need to exist, but property rights also have to be usable to support finance
if finance is to develop beyond the basic level.

Unfortunately, despite the importance of collateral and secured transac-
tions, this is an area where there are many differences between legal systems
and which is highly technical in a developed system. Perhaps as a result, secured
transactions have received some international attention, but typically only the
advanced levels, which would concern emerging economies which already
have systems supporting more basic secured transactions. For transition and
developing economies, as property rights are developed, especially in real prop-
erty, there is a directly related need to support the use of those property rights
in basic secured transactions. Once such transactions are supported by a legal
and institutional system (e.g., in an emerging economy), then it is very useful to
work to develop the legal and institutional support for more advanced secured
transactions.

# One that has been receiving considerable attention recently is the issue of using securities held
in accounts with intermediary institutions. See Hague Conference on Private International
Law, Convention on the Law Applicable to Certain Rights in respect of Securities held with an
Intermediary (20 Aug. 2004). Sce also J. Benjamin and M. Yates, The Law of Global Custody,
2nd ed. (London: Butterworths, 2002).

4 Bagehot hints at the distinction but likewise does not quite make the connection:

v

The ‘credit’ of a person — that is, the reliance which may be placed on his pecuniary fidelity —
is a different thing from his property. No doubt, other things being equal, a rich man is more
likely to pay than a poor man. But on the other hand, there are many men not of much wealth
who are trusted in the market, ‘as a matter of business,” for sums much exceeding the wealth of
those who are many times richer. A firm or person who have [sic.] been long known to ‘mect
their engagements,” inspire a degree of confidence not dependent on the quality of his or their
property.

W. Bagehot, Lombard Street: A Description of the Money Market (1873 [New York: John Wiley,
1999]), p- 283.



110 Preconditions for and Institutional Underpinnings of Finance

Real Property. Recentresearch supports the view that such a system of finance

based upon real estate is, in fact, fundamental to financial and economic

# Specifically, in a 1999 World Bank study, Frank Byamugisha

development.
develops a theoretical and conceptual framework to guide the empirical anal-
ysis of the effects of real estate finance on the economy as a whole.*7 He argues
that the conceptual framework linking real estate finance to financial devel-
opment and economic growth has five key linkages: (1) the land tenure secu-
rity and investment incentives linkage; (2) the land title, collateral and credit
linkage; (3) the land liquidity, deposit mobilization and investment linkage; (4)
the land markets, transactions and efficiency linkage; and (5) the labour mobil-
ity and efficiency linkage.** All five linkages are necessary to support effective
real estate-based finance, and all five are, in fact, based upon the existence of
appropriate legal infrastructure.*

Given the significance of real estate finance for economic development, the
nextissue focuses on the development of markets in which secondary mortgage
markets can have an important role. In a 1997 World Bank study, Dwight
Jaffee and Bertrand Renaud analysed factors that hinder the development of
mortgage markets in the transition economies of central and eastern Europe
and proposed a strategy to expedite development.>® They show that banks in
transition economies are reluctant to make mortgage loans because of the risks
in mortgage lending (i.c., credit, interest rate and liquidity risks) and suggest
that, together with necessary improvements in the primary market, a secondary

40 See generally de Soto, op. cit., n. 12 (proposing that the reform of legal systems in developing
countries can help activate idle capital); D. North and R. Thomas, The Rise of the Western
World (Cambridge: Cambridge University Press, 1973) (arguing that efficient economic orga-
nization is the key to growth); N. Rosenberg and L. Birdzell, How the West Grew Rich: The
Economic 'Transformation of the Western World (New York: Basic Books, 1986) (arguing that
Western economic development hinged on factors promoting experimentation); A. Goldsmith,
“Democracy, Property Rights and Economic Growth”, 32 J. Dev. Stud. 157 (1995) (providing
empirical evidence that the growth of democratic freedoms and property rights in poor coun-
tries may lead to increased local prosperity); J. Torstensson, “Property Rights and Economic
Growth — An Empirical Study”, 47 Kyklos 231 (1994) (applying empirical analyses of property
rights and economic growth to substantiate the carlier findings of Rosenberg and Birdzell as
well as North and Thomas).

47 F. Byamugisha, “The Effects of Land Registration on Financial Development and Economic
Growth: A Theoretical and Conceptual Framework”, World Bank Policy Research Working
Paper 2240 (1999), p. 12.

4 1d., pp. 6-10.

49 Byamugisha graphically presents the connections between the five factors and their role in
creating a conceptual framework of land registration, financial development and economic
growth. Id., p. 7 fig. 2.

¢ D. Jaffe and B. Renaud, “Strategies to Develop Mortgage Markets in Transition Economies”,
World Bank Policy Research Working Paper 1697 (1996), p. 4.
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mortgage market is likely to assist in solving these problems. In this respect,
they conclude®":

A housing finance system, however, is unlikely to spring up without govern-
ment support, whatever one’s faith in the dexterity of Adam Smith’s invisible
hand. Government support was required in the developed economies, and it
is required now in the transition economies. In fact, the transition economies
face the additional major hurdle that they must first create an economic
and legal infrastructure that can support the long-term and complex market
relationships and contracts that constitute a housing financial system.

In another World Bank study, Ahmed Galal and Omar Razzaz argue that land
and real estate reforms, to be successful, must be “comprehensive in design,
even if implementation is phased in over time.”>* They contend that such
reforms must include three elements®: (1) institutional reforms that better
define property rights*, reduce information asymmetry and improve contract
performance (property rights, information, contracting and enforcement)>>;
(2) capital market reforms that make mortgage finance available at reasonable
rates, especially for the poor (finance and risk management)>°; and (3) market
reforms that reduce or eliminate the main distortions in the prices of goods
and services produced by land and real estate assets (market regulation and
fiscal policy).5” Their conclusions clearly link mortgage market development
to broader efforts to develop real estate finance to serve as a driving factor in
financial and economic development.

In respect to mortgage market development, Jaffee and Renaud suggest
that secondary mortgage markets confer two main benefits: (1) the ability of

5t 1d., p. 27 (emphasis in original).

5> A, Galal and O. Razzaz, “Reforming Land and Real Estate Markets”, World Bank Policy
Research Working Paper 2616 (2001), p. 31.

53 1d., pp. 31, 1018 and table 2.

>+ Property rights regimes include constitutional protection of property, laws and regulations
defining rights and obligations to property, means of assignment of rights to property, and

institutional arrangements that register and enforce such rights. Id., p. 17.
5

V1

Issues include well-defined property rights, protected through formal, informal or traditional
institutions; permissibility of evolution and transformation of property rights; exercisability and
related transactions costs; and ability of the poor to access real estate and related finance. Id.,
p- 38.

Issues include a conducive macro environment; competitive mortgage finance markets; ade-
quate banking regulation and supervision; developed capital markets, including secondary
mortgage markets and institutional investors; and well-developed and reliable foreclosure and
repossession laws, and procedures and appropriately designed subsidy systems. Id.

i
<

Issues include appropriate land use regulations and appropriate incentive systems for real estate,
finance, services, and investment. Id., pp. 38—9.
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banks to shed risks associated with holding mortgages and (2) the creation of
standards for credit evaluation and collateral procedures that directly increase
the efficiency of the primary markets for new mortgage originations.” In
order to secure these benefits, the authors suggest an important and often
catalytic role for governments in developing secondary mortgage market sys-
tems and institutions. This role is based on similar experiences in developed
countries.

At present, despite its clearly fundamental role in financial development
and economic growth, no work has been done on developing international
standards in relation to legal frameworks for use of real property as collateral.
At the same time, however, most economies have developed legal frameworks
for such transactions, based on structures from developed common law or civil
law jurisdictions.

Secured Transactions. In the area of secured transactions, it is generally agreed
that there exists wide disparity in the law relating to secured transactions in
developed economies — this is often an important element of discussion and
disagreement between common law and civil law traditions.® Further (and
largely as a result of the disparity in systems across developed jurisdictions),
even today, no internationally agreed standards or principles in the area of
secured transactions exist.”” To create an effective legal system for secured
transactions, it is necessary to have a good grasp of many details of the legal
system (in the laws of property, obligations, insolvency, civil procedure, etc.)
and the administrative practices and procedures (e.g., registration and enforce-
ment). Nonetheless, research shows that the development of legal infrastruc-
ture supporting secured transactions underlies the development of function-
ing collateral-based credit provision and that weaknesses in such infrastructure
hinder financial and economic development.”

In relation to international standards, the most developed international guid-
ance is the Model Law on Secured Transactions of the European Bank for
Reconstruction and Development (EBRD). Atthe same time, UNCITRAL has
been working for some years now to develop a Legislative Guide on Secured

58 Jaffee and Renaud, op. cit., n. 50, p. 5.

59 For an excellent discussion, see F. Dahan, “Secured Transactions Law in Western Advanced
Economies: Exposing Myths”, Law in Transition 37 (Aut. 2000) and sources cited therein.

% See A. Goswami and H. Sharif, “Preface”, in N. de la Pena, H. Fleisig and P. Wellons, “Secured
Transactions Law Reform in Asia: Unleashing the Potential of Collateral”, Law and Policy
Reform at the Asian Development Bank 2000, vol. 2 (ADB, 2000), pp. v=xii.

0 See generally N. de la Pena, H. Fleisig and P. Wellons, “Secured Transactions Law Reform in
Asia: Unleashing the Potential of Collateral”, Law and Policy Reform at the Asian Development
Bank 2000, vol. 2 (ADB, 2000).
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Transactions. The latter, once agreed, is likely to become the most important
international guidance in this area.

In addition to the Model Law on Secured Transactions, the EBRD has also
developed Core Principles and a Glossary to support its efforts. Further, the
EBRD has developed a process for approaching collateral law reform projects.®
In response to a specific request from the country, EBRD lawyers who special-
ize in secured transactions laws have given advice and support to governments
during the legislative process, including, in particular, those involved in draft-
ing new laws or amending existing legislation that deals with pledges or mort-
gages. Specifically, the process includes the following stages (and admitting
to some overlap)®: (1) consensus building, (2) commitment and division of
responsibilities, (3) drafting of the law, (4) adoption, (5) practical operation,
(6) acceptance, (7) court application and (8) monitoring. In a related Asian
Development Bank (ADB) report, the authors suggest a similar sequence for
secured transactions law reform. %

The EBRD, to put its expertise into a readily accessible format, has devel-
oped a Regional Survey®
countries of operations and has made this information available on the Bank’s

of the secured transactions laws in all of its twenty-six

website.?® This Survey can be used as a more detailed “framework analysis” to
permit a standard methodology for reviewing the state of the secured transac-
tions law in any country and for diagnosing the weaknesses that may prevent it
from operating efficiently in the context of a market economy. This Survey is
useful to show the specific strengths and weaknesses in collateral law reform. It
also shows a strong correlation between the perceptions of collateral law held
by respondents in the EBRD’s Legal Indicator Survey.®”

In addition to the work of the EBRD, the ADB is also providing assistance
in the area of secured transactions.”” The World Bank has also addressed some

2 See . Simpson and J. Menze, “Ten Years of Secured Transactions Reform”, Law in Transition

20 (Aut. 2000).

1d., pp. 22-5.

de la Pena, Fleisig and Wellons, op. cit., n. 60, pp. 133—4, specifically: (1) prepare diagnostic
study; (2) fix the sequence of reform; (3) prepare draft law; (4) pass the draft law; (5) write
regulations and choose operation of a registry filing system; and (6) hold training and public

63
64

awareness campaign.
% D. Fairgrieve and M. Andenas, “Securing Progress in Collateral Law Reform: The EBRD’s

Regional Survey of Secured Transactions Laws”, Law in Transition 28 (Aut. 2000).
66

6

www.ebrd.com.

3

See J. Taylor and F. April, “Fostering Investment Law in Transitional Economies: A Case for
Refocusing Institutional Reform”, 4 Parker Sch. J. E. Eur. L. 1 (1997).

ADB Regional Technical Assistance Program for Secured Transactions Law Reform (TA No.
5773-REG) (cited in World Bank, Principles and Guidelines for Effective Insolyency and Creditor
Rights Systems, Apr. 2001, p. 83 n. 40).

68
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of these issues as they relate to insolvency.” In addition, UNCITRAL’s Leg-
islative Guide on Secured Transactions is due for completion in 2007.7° Other
significant efforts at the international level have been undertaken by UNCI-
TRAL” and the International Institute for the Unification of Private Law
(UNIDROIT).” A number of regional efforts are also currently under way
in North America”, Asia’ and the European Union. In addition, important
harmonization efforts took place in the context of the US Uniform Com-
mercial Code (UCCQ) Article g and the Canadian Personal Property Security
Acts.

Leasing and Licensing. Beyond mechanisms supporting the use of property
rights as collateral, especially for real and moveable property, other mech-
anisms also serve to mobilize property rights for finance. One of the best
examples is leasing and related structures such as licensing (which usually
refers to intellectual property). In a leasing or licensing transaction, the right to
use property (of whatever sort) is contracted by the owner to another party. The
party contracting to use the property concerned (which could be of any sort,
including intellectual property) pays the owner of the property for the right to
use the property. In many cases, the user of the property will use the property
itself to generate income to compensate the owner of the property for its use:
examples include commercial vehicles or franchising rights. At the end of the
contract, ownership and possession may pass to the user of the property right or
revert to the original owner. Such mechanisms therefore mobilize property for
finance.

Inrelationto international guidance, UNIDROI'T has been most active, with
its UNIDROIT Convention on International Financial Leasing”, Convention
on International Interests in Mobile Equipment’®, and Model Franchise

%9 See World Bank, Principles and Guidelines for Effective Insolvency and Creditor Rights Systems

(Apr. 2001), esp. pp. 3, 13-15.

See www.uncitral.org.

See UNCITRAL Working Group on Int'l Contract Principles, Draft Convention on Assignment

in Receivables Financing (available at www.uncitral.org); UNCITRAL, Report of the Secretary-

General: Study on Security Interests, VIII'Y. B. Comm’n Int'l Trade L. 171 (1977), U.N. Doc.

A/CN.9/SER.ANg77 (“Drobnig Report”).

72 See UNIDROIT, Draft UNIDROIT Convention on International Interests in Mobile
Equipment; idem., UNIDROIT Convention on International Factoring (1988) (both available
at www.unidroit.org).

73 See American Law Institute, International Secured Transactions Project (www.ali.org).

74 See de la Pena, Fleisig and Wellons, op. cit., n. 6.

75 (1998) (available at www.unidroit.org).

76 UNIDROIT (2001) (available at www.unidroit.org).

70

7
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Disclosure Law”” the most relevant. In addition, UNIDROIT is currently work-
ing to develop a Model Law on Leasing.

3.2.2. Company Law

Adequate company law is essential for the development of a modern, decen-
tralized financial system. While company or corporate law is a massive area of
legal practice and related writing, the development of company law was not
really considered in detail until the requirements of privatization and transi-
tion of the late 1980s and 1990s. Nonetheless, it was a subject of much debate
in today’s developed economies in the eighteenth and nineteenth centuries.”
Arguably, company law is fundamental to aggregation of capital necessary for
exploitation of capital-intensive industries and projects.

Significantly, over the past fifteen years, the role of corporate or company law
and its importance for economic development have come under increasing
scrutiny, especially as previously centrally planned economies move towards
market-based systems and as countries have focused more on the role of law
and legal and institutional infrastructure in supporting financial development
and economic growth.” Private business corporations are a vital aspect of a
market economy, and analysis of the law’s role in their development aids others
attempting to develop functioning corporations and financial markets.

Despite the usefulness of comparative historical analysis for contemporary
economic development and transition, little study has been devoted to early
development of corporate law in the United States and Britain, despite the fact
that the Anglo-American model of corporate structure and governance has
become the paradigm to which other countries aspire. Much of early US cor-
porate law (which began as state law, and today remains state law, albeit with a
very influential overlay of federal regulation of corporations issuing securities)

-
=

UNIDROIT (2002) (available at www.unidroit.org).

See D. Amner, “Development of the American Law of Corporations to 1832”7, 55 SMU L. Rev.
23 (2002).

79 See e.g., R. La Porta, F. Lopez-de-Silanes, A. Shleifer and R. Vishny, “Investor Protection and
Corporate Valuation”, 57 J. Fin. 1147 (2002); J. Coffee, Jr., “The Rise of Dispersed Ownership:
The Roles of Law and the State in the Separation of Ownership and Control”, 111 Yale L. J.
1 (2001); B. Black, “The Legal and Institutional Preconditions for Strong Securities Markets”,
48 UCLA L. Rev. 781 (2001); B. Chefhins, “Does Law Matter? The Separation of Ownership
and Control in the United Kingdom”, 30 J. Legal Stud. 459 (2001); J. Norton and D. Arner,
“Development of Capital Markets, Stock Exchanges and Securities Regulation in Transition
Economies”, in Y. Kalyuzhnova & M. Taylor (eds), Transitional Economies: Banking, Finance,
Institutions (London: St. Martin’s Press, 2001).
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is derived from English sources; however, formal recognition of the legal foun-
dations of business corporations developed earlier in the United States than in
England.*® Moreover, the law governing the behaviour of corporations issuing
securities to the public has remained more developed until very recently in
the United States than in Britain. The combination of early recognition of the
fundamental legal supports to business corporations and the development of
separate and comprehensive regulation of those companies issuing securities
to the public may underlie the earlier development of the Berle and Means cor-
poration® (characterized by dispersed ownership and separation of ownership
and control) in the United States than in Britain or any other jurisdiction.

Overall, the development of the law of private corporations in the United
States was not planned, immediate or even uncontroversial, but rather (in the
tradition of the common law) a gradual building up of the various supports
necessary for the commercial and financial effectiveness of the form. For those
today seeking to advance corporate (and thereby economic) development in
individual economies, the lesson to draw should be to focus on the economic
goals, needs and issues (e.g., corporate governance) and seck to put in place
the legal structures necessary to meet those needs and goals, while minimizing
inherent difficulties.

Empirical research supports the role of the company: Asli Demirguc-Kunt,
Inessa Love and Vojislav Maksimovic have found that™:

corporations are better adapted than unincorporated businesses for facilitat-
ing access to financial markets and for formal contracting with customers
and investors. ... Unincorporated businesses have a comparative advantage
in operating in informal environments where businesses are self-financing

8o See generally R. Harris, Industrializing English Law: Entrepreneurship and Business Organi-

zation, 1720-1844 (Cambridge: Cambridge University Press, 2000); S. Bowman, The Modern
Corporation and American Political Thought: Law, Power, and Ideology (Pittsburgh: Pennsyl-
vania State University Press, 1996); ]. Hurst, The Legitimacy of the Business Corporation in
the Law of the United States 17801970 (Charlottesville: University Press of Virginia, 1970);
L. Gower, “Some Contrasts Between British and American Corporation Law”, 69 Harv. L.
Rev. 1369 (1956). Note that in the English practice, private business corporations as known in
the US practice are called “companies”, and are organized under specific company statutes
governing their various aspects. See also C. Cooke, Corporation, Trust and Company: An Essay
in Legal History (Manchester: Manchester University Press, 1950), pp. 127-90; A. DuBois, The
English Business Company after the Bubble Act, 1720-1800 (New York: Commonwealth Fund,
1938).

See A. Berle and G. Means, The Modern Corporation and Private Property (New York:
Macmillan, 1933).

A. Demirguc-Kunt, I. Love and V. Maksimovic, “Business Environment and the Incorporation
Decision”, World Bank Policy Research Working Paper 3317 (May 2004), pp. 4-5.

8
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and rely on their reputations rather than on legally enforceable contractual
obligations.

John Micklethwait and Adrian Wooldridge sum up the value of the company®s:

The central good of the joint-stock company is that it is the key to productivity
growth in the private sector: the best and easiest structure for individuals to
pool capital, to refine skills, and to pass them on.

In order to do so, company law must provide, at a minimum, limited liability
of shareholders, free transferability of shares and accountable structures of
corporate governance (the last of which is discussed in greater detail in Chapter
Five).54

At present, there are no international standards for company law, although
there has been considerable related work in the specific aspect of corporate gov-
ernance (discussed in Chapter Five). At the same time, an annex to the Objec-
tives and Principles of Securities Regulation® of the International Organiza-
tion of Securities Commissions provides the following useful outline of major
issues which should be addressed by the company law framework, namely:

(1) company formation,

(2) duties of directors and officers,

(3) regulation of takeover bids and other transactions intended to effect a
change in control,

(4) laws governing the issue and offer for sale of securities,

(5) disclosure of information to security holders to enable informed voting
decisions, and

(6) disclosure of material shareholdings.

Of these, duties of directors and officers are dealt with in greater detail in
% while the latter four are dealt with
in greater detail in the context of securities and derivatives.”” In relation to

the context of corporate governance

company formation, the law should provide for a simple, clear and transparent
mechanism for company formation, with graduated standards for small private
companies, larger private companies and public or listed companies, including

83 J. Micklethwait and A. Wooldridge, The Company: A Short History of a Revolutionary Idea
(New York: Modern Library, 2003), p. 190.

84 See C. Cooke, op. cit,, n. 83.

85 (2003).

80" See Chapter I'ive.

87 See Chapter Seven.
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filing and registration requirements and financial disclosure and reporting
requirements. At the same time, many company laws also address insolvency,

though other systems address insolvency issues through separate legislation.SS

3.2.3. Sustainable Fiscal and 'Taxation System

An effective, transparent and sustainable fiscal system, including taxation, is
necessary fora government to be able to provide necessary public goods (includ-
ing enforcement of contracts, commercial dispute resolution and protection
of property rights, as well as maintaining public order and stability). Such a
system is also important in addressing issues of corruption.*

The IMF Code of Good Practices on Fiscal Transparency Code (“FT
Code”), identified by the FSF as the key standard for the area of fiscal policy
transparency, provides the leading set of international standards in this area.””
The IMF FT Code was approved by the Fund’s then—Interim Committee (now
International Monetary and Finanical Committee [IMFCJ) on 16 April 1998;
a revised version was approved by the Fund’s Executive Board on 23 March
2001%" and subsequently acknowledged by the IMFC. As in several other areas,
the FSF Compendium includes the original version, but provides a link to the
revised version; the Fund uses the revised version. Guidance for review and
implementation is provided in a separate Manual (not included in the FSF
Compendium), initially released in November 1998 and revised and released
in March 2001 to coincide with the revised F'I' Code.%*

The FT Code is designed to provide assurances to the public and markets
that a clear picture of the structure and finances of government is available
and that the soundness of fiscal policy can be reliably assessed. The F'T' Code
only addresses fiscal policy transparency and not the efficiency of fiscal policy
or the soundness of public finances.”? Fiscal transparency is defined on the
basis of openness to the public regarding the structure and functions of gov-
ernment, fiscal policy intentions, public sector accounts and fiscal projects.?+
The FT Code is based on four key objectives: (1) clarity of roles and respon-
sibilities of government; (2) public availability of information on government

88 See Chapter Five.

89 See Chapter Five.

9 IMF, Code of Good Practices on Fiscal Transparency, Apr. 1998.

9" IMF, Revised Code of Good Practices on Fiscal Transparency, Feb. 2001 updated.

92 IMF, Manual on Fiscal Transparency, Mar. 2001 (“FT Manual”).

% 1d, p. 3.

94 1d., p. 2. According to the I'T Manual, this definition was derived from G. Kopits and J. Craig,
“Transparency in Government Operations”, IMF Occasional Paper No. 158 (1998).
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activities; (3) open government budget preparation, execution and reporting;
and (4) integrity through accepted standards of data quality and independent
assurance.

The first part of the F'I"' Code deals with clarity of roles and responsibilities.
It is concerned with specifying the structure and functions of government,
responsibilities within government and relations between government and
the rest of the economy.?> As recognized by the Fund, this section is very
concerned with the details of governance structure — a topic discussed more

9 Specifically, it requires that the government sector should

generally earlier.
be distinguished from the rest of the public sector and policy and management
roles with the public sector should be clear and publicly disclosed (s. 1.1).
This includes structure and function of government (s. 1.1.1), definition of
responsibilities of the constituent parts of government (s. 1.1.2), clear description
of relations between government and other public sector institutions (s. 1.1.4),
and open and public description of government involvement in the private
sector on the basis of clear rules and procedures applied in a nondiscriminatory
manner (s. 1.1.5). In addition, there should be a clear legal and administrative
framework for fiscal management (s. 1.2), including clear and public ethics
standards for public servants (s. 1.2.3).

The second part of the F'T' Code deals with public availability of informa-
tion. Specifically, it addresses publication of comprehensive fiscal information
at clearly specified times.?” Information on past, current and projected govern-
mentfiscal activity should be public (s. 2.1) and publication of fiscal information
should be a legal obligation of government (s. 2.2.1).

The third part of the FT Code deals with open budget preparation, execu-
tion and reporting and covers the type of information made available regarding
the budget process.”” Specifically, the government budget should specify fis-
cal policy objectives, the macroeconomic framework, the policy basis for the
budget and identifiable major fiscal risks (s. 3.1), with information presented
in a manner which facilitates policy analysis and promotes accountability
(s. 3.2). Procedures for execution and monitoring of expenditure and revenue
collection should be clearly specified (s. 3.3), including audit (s. 3.3.3, 3.3.4)
and public reporting (s. 3.4).

9 F1' Manual, op. cit., n. 92, p. 2.

See IMF, Assessing and Promoting Fiscal Transparency: A Report on Progress, Mar. 2003,
Supp. 2 of SM/03/86 International Standards: Strengthening Surveillance, Domestic Institu-
tions, and International Markets, pp. 3, g-10 (“Assessing F'1”).

97 FT Manual, op. cit, n. 92, p. 2.

Id, p. 2.
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The fourth part of the FT' Code deals with assurances of integrity and
addresses the quality of fiscal data and the need for independent scrutiny of
fiscal information.”” Specifically, fiscal data should meet accepted data quality
standards (s. 4.1) and be subjected to independent scrutiny (s. 4.3).

In March 2003, the IMF released an assessment of experiences with the
F'T Code.’™ As of 24 February 2003, the Fund had completed fifty-four fiscal
ROSCs, with forty-eight of these published on the IMF website, encompassing
four different groups of countries (using the Fund’s categories of advanced,
emerging market, transition and developing).””" The report identified four
significant aspects'*:

(1) Most countries participating in the ROSCs had undertaken or were in

the process of undertaking significant fiscal reforms.

(2) A high proportion of countries seeking access to financing has chosen
or plan to undertake a fiscal ROSC.

(3) ROSCs provide an indication of a number of common problems that
occur across a wide range of countries (developing, emerging market,
transition); in particular, problems of fiscal data quality, use of off-budget
mechanisms, lack of clarity in tax policy and administration, and poor
definition of intergovernmental relations.

(4) Many of these issues are associated with a set of underlying institutional
problems, also observed in the ROSCs, and these need to be addressed
on a sustained basis.

As of January 2007, the IMF and World Bank had published fiscal trans-
parency FSAP/ROSC:s for eighty countries.'*?

In addition to the F'T' Code and supporting Manual, the IMF has developed
a series of guidance notes and draft tax laws which provide standard guidance
in this respect. Beyond taxation, developing government securities markets

99 1d.

199 Assessing [T, op. cit., n. 6.

°td., p. 3.

192 [d.; see pp. 7-12.

193 Albania, Algeria, Argentina, Armenia, Australia, Azerbaijan, Bangladesh, Belarus, Benin, Brazil,
Bulgaria, Burkina Faso, Cameroon, Canada, Chile, Colombia, Croatia, Cyprus, Czech Repub-
lic, EI Salvador, Equatorial Guinea, Estonia, Fiji, France, Georgia, Germany, Ghana, Greece,
Guatemala, Honduras, Hong Kong, Hungary, India, Indonesia, Iran, Israel, Italy, Japan, Jordan,
Kazakhstan, Kyrgyzstan, Latvia, Lebannon, Lithuania, Macedonia, Malawi, Mali, Mauritania,
Mexico, Moldova, Mongolia, Morocco, Mozambique, The Netherlands, Nicaragua, Pakistan,
Papua New Guinea, Paraguay, Peru, Philippines, Poland, Portugal, Romania, Russia, Rwanda,
Samoa, Slovakia, Slovenia, South Korea, Spain, Sri Lanka, Sweden, Tanzania, Tunisia, Turkey,
Uganda, Ukraine, United Kingdom, United States, Uruguay.
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(discussed in Chapter Four) may assist in supporting fiscal sustainability,
though they also bring about the opposite risk: of borrowing too much.

3.2.4. Rule of Law

Law plays a variety of roles in societal organization and in governance, with
governance systems dating back at least to Assyria relying on legal systems to
structure and institutionalize governance and economic organization. Specif-
ically, law has typically played a number of different roles in governance, from
rule by force to rule of law. Under the typical governance model relying on
a system of rule by force, an autocrat imposes his (or their, in the case of an
oligarchy) will through force, typically implemented by a series of underlings
or retainers (a feudal structure is a prime example) which may or may not
eventually develop into an aristocracy or bureaucracy. Often, rule by force
will evolve into a system of rule by law, if the autocrat is successful in becom-
ing entrenched beyond a short period. The autocrat establishes formal laws
and rules by which governance and the economic system operate, in Olson’s
analysis, in order to secure the maximum economic gain for himself. Rule by
law systems are capable of persisting for long periods; likewise, Olson suggests
that they can result in economically efficient governance and economic struc-
tures under the right circumstances. In other models, religion (theocracy),
custom (typically tribal societies, though custom has a role in every society)
or ethics (Confucian or libertarian anarchy models) may provide the central
form of organization and/or control. Finally, a system may also be based on the
rule of law. While rule of law is typically associated with democratic models,
democratic models can certainly include other models (rule by force and by
law of the noncitizen populations of Athens and the Americas, in addition to
various roles for religion, custom and ethics). Likewise, a rule of law system
may develop in nondemocratic polities, though it tends to do so over a gradual
period and not always completely successfully.

While the importance of the rule of law is increasingly emphasized in dis-
cussions of the requirements for transition and development, it is still not well
understood or defined in practice.”** This is especially the case in relation to

124 For discussion of the role of the rule of law in economic development, see T'. Carothers, “The
Rule of Law Revival”, For. Affairs 95 (1998); C. Clague, P. Keefer, S. Knack and M. Olson,
“Property and Contract Rights in Autocracies and Democracies”, 1]. Econ. Growth 243 (1996);
D. North, “Economic Performance Through Time”, 84 Amer. Econ. Rev. 359 (1994); M. Olson,
“Dictatorship, Democracy, and Development”, 87 Amer. Pol. Sci. Rev. 567 (1993); idem, “Big
Bills Left on the Sidewalk: Why Some Nations Are Rich, and Others Poor”, 10 J. Econ. Persp.

3 (1996).
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the role of the rule of law in financial development and transition. The rule
of law as applied in the context of financial activities involves issues such as
the enforcement of financial contracts, the creation of efficient insolvency and
collateral laws and the existence of clear standards of corporate governance.
Another significant aspect of the development of the rule of law is the effort to
combat corruption and enhance integrity, which is of great significance in the
financial sector (and discussed further in Chapter Five).

In the context of transition economies, as noted earlier, the rule of law
was unnecessary and nonexistent. However, when questions of transition
were first being analysed in the late 1980s, law was not seen as significant
to financial development; rather, emphasis was placed on various models
of mass privatization and “big bang” transformation, with the theory being
that appropriate structures would develop naturally as part of the transition
process. In the event, this has not been the case; rather, drastic transitions
undertaken without attention to the institutional fabric, including law, have
not generally proceeded as successfully as more gradual transition processes
integrating development of supporting institutions.'”> As a result, increasing
attention is devoted to supporting institutions and the development of the
rule of law in transition economies, as well as emerging and developing
economies; unfortunately, until recently, there has been no general consen-
sus on what factors are significant, especially in respect to financial sector
development.

For many, the rule of law is the foundation upon which democratic societies
and market economies are built. As such, the concept of the rule of law is
being identified as the solution to a variety of political and economic ills
plaguing transition, emerging and developing economies, from the problems
of transforming statist economies into capitalist market economies to helping
stem the spread of financial crises.**

At its core, the rule of law includes a mix of technical or procedural compo-
nents, as well as in many cases substantive moral content. It can be defined to
encompass:

(1) a system of government where institutions and officials are guided by
and constrained by the law — that is, government accountable to, not
above, the law;

(2) a body of laws that are transparent, reasonably predictable, validly
derived, and fairly and equitably applied;

195 The best examples here are those of Hungary and China; the contra example has been Poland.
196 See generally T. Carothers, op. cit., n. 104, p. 95.
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(3) laws, principles and procedures that protect those civil, political and
economic rights that have become enshrined as universal human rights;
and

(4) afairand effective legal system led by an independent and professionally
competent judiciary that acts as the final arbiter of the law.

Many of these ideas are now encapsulated in the term the “rule of law”.
Generally speaking, this is a term not subject to a simple definition. Rather, it
includes an array of ideas. One can say that the term largely relates to process
rather than substance and includes:

(1) creation by a legitimate authority, certain, clear, publicly accessible,
mutually consistent, prospective, and able to be obeyed,;

(2) application through transparent processes, principled reasoning and sub-
ject to organized appeal;

(3) interpretation and monitoring by an independent judiciary free of polit-
ical control; and

(4) congruence with the behaviour of administering officials.

From this definition, it becomes apparent that the rule of law is a critical
component of democratic governance. It is required to hold leaders and gov-
ernment institutions accountable to the public; encompasses free speech and
political thought; supports free and fair elections; and provides breathing space
for civil society, that is, opening the channels for the free flow of information
that makes civil society effective.

The rule of law reaches beyond the realm of democratic governance to foster
sustainable economic development. The primary economic role for govern-
ments, according to the currently prevailing view, is to create the environment
necessary to attract private investment and support economic growth. The
rule of law is a central component of this environment and its establishment
is a necessary precondition for sustainable, long-term economic growth. Alan
Greenspan has described the rule of law, consisting of property rights protected
by the state, laws of contract and bankruptcy, and judicial review and enforce-
To Greenspan’s
list of components should be added criminal law enforcement that can ensure

ment, as the “essential infrastructure of a market economy”.'”7

a level of personal security and effectively combat corruption.
Empirical research increasingly supports the value of the rule of law in
economic and financial development. Studies have shown that the difference

1°7 A. Greenspan, Remarks at the Woodrow Wilson Award Dinner, Woodrow Wilson International
Centre for Scholars, 10 Jun. 1997.
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in the rates of growth and investment across countries can be explained to
some extent by the existence and quality of a country’s institutions, in particular
the legal institutions that support property and contract rights and the third-
party enforcement of these rights.”® These studies conclude that the best way
to achieve sustainable economic growth is to develop a “market-augmenting
state” — one that creates and is supported by the rule of law." In the context
of the operations of firms, Luc Laeven and Christopher Woodruff suggest”:

[T]he legal system affects the growth prospects of firms. Where courts are
more efficient, capital is shifted from entrepreneurs with less entrepreneurial
ability to those with more entreprencurial ability. These results suggest that
policies that improve the administration of courts and the enforcement of
verdicts would be expected to result in the growth of firms, an increase in the
demand for workers, and a reduction in the rate of self employment.

The rule of law provides an essential framework for economic activity. With-
out a predictable, enforceable set of rules, uncertainty reins in an economy.
Without transparent legal rules enforced by a competent judiciary, the cost of
business rises: raising capital becomes more expensive, entrepreneurs require
higher risk premia, debtors do not repay debts because they know that laws and
contracts are not consistently enforced, and lenders do not make loans because
they have no certainty of repayment.” Lack of confidence in law enforcement
and fair, effective dispute resolution supervised by the courts may lead to the
creation of undesirable alternative institutions, criminalization of the economy
and corruption.

It is true that foreign investment secking high returns may flow into
economies lacking the rule of law. However, as recent financial crises have
shown, instability, economic mismanagement and corruption that may exist
in the absence of the rule of law will ultimately lead to the outflow of for-
eign and even domestic funds. The rule of law serves as an effective counter to
volatile capital outflows. In addition, the existence of the rule of law is crucial in
those economies that have implemented the first level of economic reforms —
freeing the market, rewriting constitutions, laws and regulations — but still
must tackle the more difficult tasks of reforming and restructuring institutions,

198 M. Olson (1996), op. cit., n. 104; see generally Clague et al., op. cit., n. 104.

129 M. Olson (1993), op. cit., n. 104.

"° L. Laeven and C. Woodruff, “The Quality of the Legal System, Firm Ownership, and Firm
Size”, World Bank Policy Research Working Paper 3246 (Mar. 2004), p. 37.

" OECD, News Release: “OECD Symposium on the Rule of Law and the Development of
a Market Economy in the Russian Federation, Remarks by Kumiharu Shigehara, Deputy
Secretary-General of the OECD”, 25 Mar. 1998.
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privatizing state industries and retraining administrative and judicial person-
nel. This link between the rule of law and stable economic development was
stated most clearly by North: “While economic growth can occur in the short
run in autocratic regimes, long-run economic growth entails the development

7112

of the rule of law.

3.3. CONCLUSION

This chapter has provided an overview of the essential preconditions for and
institutional underpinnings of financial sector development and economic
growth, focusing on available international standards and research. Overall, in
many ways, these aspects are of the most fundamental importance for finan-
cial systems to develop. At the same time, appropriate financial and macroe-
conomic policy frameworks are also significant for economic growth. These
issues are the subject of the following chapter.

12 D. North (1994), op. cit., n. 104.
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Central Banking and Financial Policy

At the same time as one considers the institutional foundations of financial
sector developmentand economic growth, itis also necessary to consider issues
relating to macroeconomic policy. In this context, an economy’s central bank
plays a leading role.

Unlike institutional underpinnings of financial sector development, macroe-
conomic policy issues have long received significant attention. As a result, this
area includes a number of international standards. However, the Financial
Stability Forum (FSF) framework addresses only institutional arrangements
for and transparency of macroeconomic policy — it does not address policies
themselves, reflecting the largely legal and institutional focus of the system of
standards and codes, as well as the focus of this volume. Specifically, the FSF
includes “macroeconomic policy and data transparency” as one of its major
subject areas, subdivided in turn into four standard areas, the first three of
which are identified as key standard areas: (1) monetary and financial policy
transparency, (2) fiscal policy transparency, (3) data dissemination and (4) data
compilation. Fiscal policy transparency was addressed in the previous chapter
in the context of sustainable fiscal and taxation systems; the remainder are
dealt with below.

4.1. CENTRAL BANKING

Central banks historically have incorporated a number of different functions,
including currency issuance, monetary policy, banking supervision and/or reg-
ulation, financial stability and lender of last resort, the government’s bank, man-
agement of gold and foreign exchange reserves, debt management, responsibil-
ity for exchange controls, and various developmental and promotional tasks.'

' See R. Lastra, Central Banking and Banking Regulation (London School of Economics, 1996),
Appendix.
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Typically, a central bank is defined as such. Today, it is generally agreed that
the primary function of a central bank is monetary stability.* In addition, cen-
tral banks are also frequently responsible for financial stability and also certain
aspects of financial and economic development.

While actual economic policy choices are beyond the scope of this volume,
there is now general consensus on the appropriate institutional designs through
which such policies should be pursued (namely, an institutional framework
for transparency, independence and accountability). Regardless of the spe-
cific objectives chosen for the central bank by lawmakers (in most cases one or
more of monetary stability, financial stability and/or financial/economic devel-
opment), the central bank and its supporting legal and institutional framework
should have: first, one or more clear objectives; second, independence to pur-
sue those objectives in a transparent manner; and third, a framework of account-
ability to government for achieving the objective(s) in a transparent manner.

In this regard, the FSF identifies the Monetary and Financial Policy (MFP)
Transparency Code of the International Monetary Fund (IMF) as the key inter-
national standard.? The MFP Transparency Code was approved by the Interim
Committee of the Board of Governors of the IMF (renamed the International
Monetary and Financial Committee [IMFC] in September 1999).* It is sup-
ported and explained by a subsequent Supporting Document®, approved by
the Fund’s Executive Board on 24 July 2000. It also is intended to interact with
other standards in related areas, for example, banking, securities, insurance,
payment and settlement.

The rationale of the document rests on two premises relating to trans-
parency”: (1) effectiveness of monetary and financial policies is strengthened

2 See R. Lastra, Legal Foundations of International Monetary Stability (Oxford University Press,
2000), pp. 34—41.

3 IMF, Code of Good Practices on Transparency in Monetary and Financial Policies, Jul. 1999
(“MFP Transparency Code”).

4 See IMF, Communiqué of the Interim Committee of the Board of Governors of the International

Monetary Fund, 26 Sep. 1999, para. g.

IMF, Supporting Document to the Code of Good Practices on Transparency in Monetary and

Financial Policies, Jul. 2000. The Supporting Document has a very useful structure, which

could serve as a model for other guidance/methodology documents. It is divided into three

parts: Part [ includes background and reference materials, Part I deals with central banks

and Part I1I covers “financial agencies” (i.c., financial regulatory authorities). For each section

of the Code, the Supporting Document includes an explanation and rationale, application in

various countries, and (for some standards) implementation considerations dealing with certain

practical considerations. As a result, the documentis a very useful reference for both monitoring

and implementation. It also includes (in Part I) a very useful bibliography of references on

transparency and accountability of central banks and financial agencies.

© MFP Transparency Code, op. cit,, n. 3, p. 5.
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if the goals and instruments of policy are known to the public and if the
authorities can make a credible commitment to meeting them; and (2) good
governance calls for central banks and financial agencies to be accountable,
particularly where the monetary and financial authorities are granted a high
degree of autonomy.

For the purposes of the MFP Transparency Code, “transparency” is defined

as’:

an environment in which the objectives of policy, its legal, institutional, and
economic framework, policy decisions and their rationale, data and informa-
tion related to monetary and financial policies, and the terms of agencies
accountability, are provided to the public on an understandable, accessible
and timely basis.

In addressing transparency, the MFP Transparency Code covers four main
areas’: (1) clarity of roles, responsibilities and objectives of central banks and
financial agencies; (2) the processes for formulating and reporting of mone-
tary policy decisions by the central bank and of financial policies by finan-
cial agencies; (3) public availability of information on monetary and financial
policies; and (4) accountability and assurances of integrity by the central bank
and financial agencies.

Interestingly, despite the general international consensus on the value of
independence for central banks and regulatory authorities (combined with
clear objectives and proper accountability)?, independence is not specifically
addressed in the context of the MFP Transparency Code. This is an issue that
probably should be revisited when the Code is revised. It is also an area which
has received attention in several recent papers by IMF staff.’

As monetary and financial policy responsibilities are typically distributed
between a central bank and one or more other financial agencies, the MFP
Transparency Code is divided into two main sections: the first addressing trans-
parency and monetary policy for central banks, and the second addressing
transparency of financial policies for what the Code calls “financial agen-
cies” —which could be more clearly termed “regulatory and supervisory author-
ities” which vary depending on the allocation of objectives and which may

7 1d., p. 4

5 1d., pp. 4-s.

9 See M. Quintyn and M. Taylor, “Regulatory and Supervisory Independence and Financial
Stability”, IMF Working Paper WP/02/46 (Mar. 2002); R. Lastra (1996) op. cit., n. 1.

1% See e.g. Quintyn and Taylor, op. cit., n. g.
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include the central bank. Reflecting this division, the following sections address
monetary stability (a primary role of the central bank) and financial stability
(increasingly the second role of the central bank, but also shared in a variety of
ways with other financial regulatory and supervisory agencies, such as securities
regulators).

4.2. MONETARY STABILITY
Rosa Lastra defines monetary stability as':

the maintenance of the internal value of money (i.e., price stability) as well
as the external value of the currency (i.e., the stability of the currency vis-a-vis
other currencies, which is, in turn, influenced by the choice of exchange rate
regime).

This definition highlights two central aspects: price stability and foreign
exchange regime. Both of these, in many ways, result from the adoption of
paper currencies by most countries by some point in the nineteenth century.
In relation to price stability, the consensus in recent years has been to focus
on control of inflation through a variety of mechanisms.

In relation to foreign exchange, two trends have been noteworthy, relating
to capital liberalization and exchange rate regimes. Prior to the Bretton Woods
system, countries (once having adopted paper currency), in general, operated
fixed exchange rate regimes, typically based on a fixed relationship to gold (the
“Gold Standard”) or other precious metals (most commonly silver). Under
the Bretton Woods system, countries operated fixed exchange rate regimes in
the context of largely closed capital accounts, with exchange rates fixed to the
US dollar which was, in turn, fixed to gold. As noted in Chapter Two, this
arrangement functioned on the whole quite well for the maintenance of both
monetary and financial stability. However, as the Bretton Woods international
monetary system gradually broke down and finally ended with the US deci-
sion to sever the tie between the US dollar and gold, capital flows gradually
became more liberalized, though they still remained largely restricted even
among developed countries until the 1980s. With the end of any link between
most currencies and gold during the 1970s, countries were faced with the chal-
lenge of devising new exchange rate systems to deal with the realities of fiat
currencies (not backed by metals and instead only by the credibility of the
issuing authority/government) and increasing capital flows.

" Lastra (2000), op. cit., n. 2, p. 35.
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As a general matter, most countries adopted either freely floating exchange
regimes or fixed exchange rate regimes (with exchange rates fixed at various
levels of formality to other currencies, most commonly, by the end of the 198os,
the US dollar). Fixed exchange rate regimes included managed mechanisms
whereby central banks sought to maintain the value of the currency through
various means as well as more formally fixed arrangements such as currency
boards.

In addition to highlighting institutional and financial sector weaknesses, the
series of financial crises over the past fifteen years has also brought increas-
ing focus on the twin aspects of capital liberalization and exchange regime.
Eissentially, many countries came to grief as a result of opening to capital flows
without appropriately strengthening their financial sector while at the same
time secking to maintain fixed exchange rate regimes. Berry Eichengreen has
defined this problem as the “impossible trinity”*: a country cannot have (1)
full capital liberalization, (2) a fixed exchange rate and (3) independent con-
trol over monetary policy. At most, an economy can only have any two of
these.

Following the series of financial crises discussed in Chapter One, the trend
has been towards (1) a sequenced financial reform process prior to capital lib-
eralization (the primary subject of Chapters Eight and Ten) and (2) floating
exchange rate regimes with independent monetary policy (though often man-
aged to some extent). This trend is exemplified in the twin objectives for central
banks of monetary stability and financial stability.

4.2.1. Monetary and Financial Policy Transparency Code

In looking to the institutional framework for monetary stability, the key inter-
national guidance is provided by the IMF’s MFP Transparency Code with
primary responsibility allocated to the central bank. In fact, for purposes of
the MFP Transparency Code, a central bank is defined as the “institution
responsible for conducing monetary policy”.”s

In respect to good transparency practices for monetary policy by central
banks, the MFP Transparency Code includes four general areas of guidance:
(1) clarity of roles, responsibilities and objectives (Part I); (2) open process for
monetary policy decisions (Part 1I); (3) public availability of information on

2 B. Eichengreen, Financial Crises and What to Do about Them (New York: Oxford Univer-
sity Press, 2002); idem, Globalizing Capital: A History of the International Monetary System
(Princeton, NJ: Princeton University Press, 1996). Frieden attributes the idea of the “unholy
trinity” to Robert Mundell. J. Frieden, Global Capitalism: Its Fall and Rise in the Twentieth
Century (New York: W.W. Norton, 2000), p. 461.

3 MFP Transparency Code, op. cit., n. 3, p. 18.



4.2. Monetary Stability 131

monetary policy (Part I11); and (4) accountability and assurances of integrity
by the central bank (Part [V).

In respect to clarity of roles, responsibilities and objectives, these should
be clearly defined in legislation or regulation such as a central bank law (sec-
tion 1.1). In addition, the institutional relationship between monetary and fiscal
operations should be clearly defined and disclosed and be consistent with the
Fiscal Policy Transparency Code (discussed in Chapter Three) (section 1.2).
Further, responsibilities of the central bank on behalf of the government should
be clearly defined and disclosed (section 1.3).

In respect to an open process for formulating and reporting monetary policy
decisions, the framework, instruments and targets (if any) used to pursue the
objectives of monetary policy need to be publicly disclosed and explained (sec-
tion 2.1), changes should be publicly announced and explained (section 2.3),
and public progress reports in relation to achieving the objective(s) should
be made (section 2.4). Where there is a permanent monetary policy-making
body, information on its composition, structure and function should be pub-
licly disclosed (section 2.2). In addition, reflecting the relationship between
transparency and the process inherent in the rule of law, regulations on data
reporting by financial intermediaries for monetary policy purposes should be
publicly disclosed (section 2.6) and any substantive changes to monetary reg-
ulations should be subject to public consultation (section 2.5).

In respect to public availability of information on monetary policy, the cen-
tral bank should make periodic reports, consistent with IMF data dissemination
standards (Part [11) (discussed subsequently).

Finally, in respect to accountability and integrity, central bank officials
should periodically report to a designated public authority (section 4.1), in
addition to publicly disclosing audited financial statements (sections 4.2 and
4.3). There should also be public rules addressing integrity and legal protec-
tions for central bank officials and staff (section 4.4).

Oddly, the IMF has not published a review of its experiences with monetary
and financial policy transparency under the Financial Sector Assessment Pro-
gram (F'SAP)/Reports on the Observance of Standards and Codes (ROSC)
process, despite having conducted a large number of such reviews. As of
January 2007, the IMF and World Bank, however, had published FSAP/ROSCs
in this area for fifty-five economies.™
4 Algeria, Argentina, Australia, Barbados, Bulgaria, Cameroon, Canada, Chile, Costa Rica,

Croatia, Czech Republic, Estonia, Euro Area, France, Gabon, Georgia, Germany, Hong

Kong, Hungary, Iceland, Ireland, Isracl, Italy, Jamaica, Japan, Kyrgyzstan, Latvia, Lithua-

nia, Luxembourg, Macedonia, Malta, Mauritius, Mexico, Moldova, Morocco, Namibia, New

Zealand, Pakistan, Poland, Romania, Russia, Rwanda, Saudi Arabia, Senegal, Serbia, Singa-

pore, Slovakia, South Korea, Sweden, Switzerland, Tunisia, Uganda, Ukraine, United Arab
Emirates, United Kingdom.
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As noted earlier, although there is now general consensus in regard to the
importance of central bank independence in relation to achievement of the
monetary stability objective, this is an area that is not specifically included in
the MFP Transparency Code.” Lastra, however, identifies the major elements
which need to be addressed': (1) statement of independence; (2) functional
and/or operational guarantees of independence; (3) economic independence,
especially in relation to government pressures to finance government deficits
and financial intermediary bailouts (discussed further subsequently in the con-
text of financial stability); and (4) regulatory powers. As Lastra notes, indepen-
dence needs to be balanced by appropriate accountability and transparency
mechanisms, as detailed in the MFP Transparency Code and data standards
discussed in the following section.

4.2.2. Transparency of Macroeconomic Data

Public availability and comparability of macroeconomic information play an
important role in both monetary and financial stability. In addition, they
also play a significant role in maintaining confidence in an economy’s cur-
rency, government and financial system: this was a major conclusion to
emerge in the wake of the Mexican and east Asian financial crises. In this
regard, the FSF has identified standards in relation to data dissemination and
compilation.

The key standard area of data dissemination includes two standards — both
identified as key: the Special Data Dissemination Standard (SDDS)'7 and the
General Data Dissemination System (GDDS)." The SDDS and the GDDS,
along with the Data Quality Reference Sites (DORS), make up the IMF

Dissemination Standards Board (DSBB)."

Special Data Dissemination Standard. As a response to the Mexican financial
crisis in 1994—9s, the IMF approved the SDDS for the provision of economic
and financial statistics to the public by member countries, especially those
countries that participate in the international capital markets or aspire to do
s0, and including both developed and emerging economies.*

15 See Lastra (2006), op. cit., n. 2, pp. 44-6.

Id., pp. 46-s0.

17 IMF, Special Data Dissemination Standard, Mar. 1996.

IMF, General Data Dissemination System, Dec. 1997.

19 See http://dsbb.imf.org.

2 See IMF, “IMF Executive Board Approves the Special Data Dissemination Standard”, IMF
Press Release No. 96418, 16 Apr. 1996. At an early stage, it was decided that two sets of standards
should be created. Id.
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In the aftermath of the Mexican crisis in 1995, the IMF’s Interim Committee
(now IMFC) emphasized at its 26 April 1995 meeting that timely publication by
members of comprehensive economic and financial data would give greater
transparency to members’ economic policies and thereby increase investor
confidence and decrease the chances of unexpected surprises that might result
in the massive capital outflows that characterized the aftermath of the Mexican
crisis. The SDDS was established in March 1996. The purpose of the SDDS

is to™:

guide IMF members in the provision to the public of comprehensive, timely,
accessible, and reliable economic and financial statistics in a world of increas-
ing economic and financial integration.

While participation is optional, countries seeking international capital were
hoped to comply in order to meet investor demands for comparable informa-
tion on competing countries. Prior to the Asian financial crises, this was not
necessarily the case.

General Data Dissemination System. The GDDS is designed to complement
the SDDS and to be a sort of stepping stone to eventual SDDS participation;
it was established in December 1997.

According to the IMF, the purpose of the GDDS is threefold™:

(1) to encourage member countries to improve data quality;

(2) to provide a framework for evaluating needs for data improvement and
setting priorities in this respect; and

(3) to guide member countries in the provision to the public of compre-
hensive, timely, accessible and reliable economic, financial and socio-
demographic statistics.

Like the SDDS, guidance comprises four dimensions, with data covering the
real, fiscal, financial and external sectors of an economy.?? In addition, it covers
a range of socio-demographic data reflecting the indicators included in the
United Nations Millennium Development Goals (MDG).*

Id. The SDDS comprises four elements: (1) coverage, periodicity, and timeliness of data;

(2) access by the public; (3) integrity of the disseminated data; and (4) quality of the disseminated

data. See id. As part of the IMF’s efforts at dissemination and timeliness, data for participating

countries are available on the DSBB.

IMF, The General Data Dissemination System, Nov. 2003, p. 1.

2 Namely: (1) coverage, periodicity and timeliness of data; (2) access by the public; (3) integrity
of the disseminated data; and (4) quality of the disseminated data. Id.

2 See UN Statistical Division, Millennium Indicators Database, http://millenniumindicators.

un.org.
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Data Compilation. In addition to the key standards and standard areas just
described, the FSF Compendium also includes one additional standard area:
data compilation. The data compilation standard area includes four standards,
dealing with monetary and financial statistics®, government finance statis-
tics*®, balance of payments data*” and national accounts data.*® Together, these
create a framework supporting the data included in the SDDS and GDDS and

ensuring the comparability of data produced on the basis of this framework
across economies.

Implementation. The Fund has undertaken a number of reviews of its data
dissemination initiatives. Following the Asian financial crisis, criteria address-
ing international reserves and foreign currency liquidity were added.® Fol-
lowing the Third Review?°, the Fund developed the DORS and an assess-
ment framework (the Data Quality Assessment Framework (DOAF)). The
DOAF was integrated into the ROSC data module following the Fourth
Review.3'

The IMF Executive Board considered the Fifth Review of the Fund’s Data
Dissemination Initiatives on g July 2003. In summary, the Fund’s Directors
supported the initiatives and on-going refinements.?* The review reaches a
number of important conclusions regarding, and recommendations for, the
Funds Data Standards Initiatives, including?3:

(1) The standards have led to significant improvements in data dissemina-
tion for SDDS members and to significant progress in statistical improve-
ment for GDDS members.

(2) There is an increasing body of evidence that SDDS membership (“sub-
scription”) has a positive impact on a member’s (“subscriber’s”) access
to international capital markets.3*

(3) The GDDS should give explicit recognition to the MDG indicators.

* IMF, IMF Manual of Monetary and Financial Statistics, sth ed., Oct. 2000.

20 IMF, IMF Manual on Government Finance Statistics, Nov. 2002 updated.

*7 IMF, IMF Balance of Payments Manual, 1993.

3 IMF, System of National Accounts, 1993.

29 IMF, Fifth Review of the Fund'’s Data Standards Initiatives, 18 Jun. 2003, p. 8. See IMF, Second
Review of the Fund’s Data Standards Initiatives, 2 Dec. 1998.

30 IMF, Third Review of the Fund’s Data Standards Initiatives, 15 Mar. 2000.

3t IMF, Fourth Review of the Fund’s Data Standards Initiatives, 10 Jul. 2001.

32 IMF, Public Information Notice: IMF Executive Board Reviews Data Standards Initiatives
[undated].

33 IMF, Fifth Review of the Fund’s Data Standards Initiatives, 18 Jun. 2003, pp. 3—4.

34 1d., p.18.
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(4) A Compendium of Good Statistical practices should be developed to
provide guidance to countries seeking to improve their statistical systems.

The main findings from a review of the ROSC data modules as of 3 June
2003 included?: (1) countries with robust legal and institutional frameworks
for statistical production performed generally better in terms of overall data
quality and (2) production of comprehensive source data was a major challenge
in most countries.

As of January 2007, the IMF and World Bank had published data dissemi-
nation FSAP/ROSC modules for eighty-one countries.>

4.3. FINANCIAL STABILITY

One of the major themes of this volume is that financial stability should be
a priority for both individual economies and the international financial archi-
tecture (as well as regional financial architecture, where relevant). As noted
in Chapter Two, financial stability is often defined in a negative manner: as
the absence of financial crisis (domestic, regional and/or international). At the
same time, this is not sufficient guidance.

Garry Schinasi has defined financial stability in a positive and comprehen-
sive manner>’:

Financial stability is a situation in which the financial system is capable
of satisfactorily performing its three key functions simultaneously. First, the
financial system is efficiently and smoothly facilitating the intertemporal allo-
cation of resources from savers to investors and the allocation of economic
resources generally. Second, forward-looking financial risks are being assessed
and priced reasonably accurately and are being relatively well managed.
Third, the financial system is in such condition that it can comfortably if
not smoothly absorb financial and real economic surprises and shocks.

35 1d., p. 31 (citing IMF, The Fund’s Experience with Data Module ROSCs, SM/03/86 Supp.3).
36 Albania, Argentina, Armenia, Australia, Azerbaijan, Bangladesh, Belarus, Botswana, Bulgaria,
Burkina Faso, Cameroon, Canada, Chile, Colombia, Costa Rica, Czech Republic, Dominican
Republic, Ecuador, Egypt, El Salvador, Estonia, Finland, France, Gambia, Georgia, Germany,
Greece, Guatemala, Honduras, Hong Kong, Hungary, Iceland, India, Indonesia, Israel, Italy,
Japan, Jordan, Kazakhstan, Kenya, Kyrgyzstan, Latvia, Lithuania, Macedonia, Malawi, Malta,
Mauritius, Mexico, Moldova, Mongolia, Morocco, Mozambique, Namibia, Nicaragua, Niger,
Norway, Oman, Pakistan, Panama, Paraguay, Peru, Philippines, Poland, Romania, Russia,
Senegal, Slovakia, South Africa, South Korea, Sri Lanka, Sweden, Tajikistan, Tanzania, Thai-
land, Tunisia, Turkey, Uganda, Ukraine, United Kingdom, Uruguay, Zambia.

G. Schinasi, Safeguarding Financial Stability: Theory and Practice (Washington, DC: Interna-
tional Monetary Fund, 20006), p. 82.
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This definition implies that the objective is*":

Maintaining the smooth functioning of the financial system and maintain-
ing the system’s ability to facilitate and support the efficient functioning and
performance of the economy; and having in place the mechanisms to pre-
vent financial problems from becoming systemic or from threatening the
stability of the financial and economic system, but without undermining
the economy’s ability to sustain growth and perform its other important
functions.

As noted at the outset of this chapter, financial stability is being given as an
objective to central banks with increasing frequency, and this author would
suggest that financial stability should be seen as one of the main objectives
of any central bank (along with monetary stability). Schinasi’s definition also
extends beyond crisis prevention to support for financial development (and
thereby, directly or indirectly, economic growth), therefore, to some extent,
encompassing the development objective frequently given to central banks
and discussed further subsequently and in Chapter 'len. At the same time, the
central bank is not the only domestic financial agency responsible for financial
stability, but the central bank should have the primary responsibility for macro
level financial stability in any financial system.

At the outset, the overriding concern should be the overall design of the
financial safety net.

Financial safety nets are, in general terms, a set of institutions, laws and pro-
cedures that strengthen the ability of the financial system to withstand bank
runs and other systemic disturbances, as well as support appropriate financial
system functioning. The primary concern of the financial safety net is finan-
cial stability, and the objectives of the establishment of a financial safety net
include increasing financial efficiency, controlling systemic risk and protecting
consumers in order to increase confidence in the financial system. Systemic
risk is defined as3%:

the risk that an event will trigger a loss of economic value or confidence in, and
attendant increases in uncertainty about, a substantial portion of the financial
system that is serious enough to quite probably have significant adverse effects
on the economy. Systemic risk events can be sudden and unexpected, or the
likelihood of their occurrence can build up through time in the absence of
appropriate policy responses. The adverse real economic effects from systemic

Id., p. 100.
39 G-10, Consolidation in the Financial Sector (Basel: Bank for International Settlements, 2001),

pp. 126—7.
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problems are generally seen as arising from disruptions to the payment system,
to credit flows, and from the destruction of asset values.

At the same time, however, safety nets have significant potential costs.*> Good
corporate governance and sound risk management of individual financial inter-
mediaries, effective market discipline, and frameworks for strong prudential
regulation, supervision and laws can mitigate moral hazard; and these ele-
ments are most effective when used in concert.#

A well-designed financial safety has four major advantages*:

(1) Such procedures help to ensure that the incentives facing market partici-
pants are not unduly distorted — for example, by a widespread expectation
that all bank liabilities ultimately have state underpinning.

(2) Credible plans with clear guidelines for the type of action to be taken in
the event of a particular contingency help to limit forbearance.

(3) Such procedures should reduce the need for ad hoc, ex post actions
which, even if effective in dealing with an immediate crisis, may, through
moral hazard, significantly distort incentives for the future.

(4) A clear ex ante procedure reduces uncertainty and can thus have the
additional advantage of limiting depositors loss of confidence.

As a general rule, a number of principles should guide the design and on-going
operations of a safety net: First, safety nets should strengthen rather than sup-
plant private capital, monitoring and closure mechanisms.* Second, safety
nets must take into account both aggregate risk and idiosyncratic risk.* Third,
the design of the net should tie securely into the characteristics of the particular
financial system and economy in which it is embedded.* Fourth, each compo-
nentof the safety net should be designed to impose a margin of loss on financial
claimants.*® Fifth, in order to reduce the risk of an indiscriminate extension
of public guarantees, authorities should be explicit in describing the nature
and extent of the safety net and should implement appropriate supervisory and

4 F. Mishkin, “Prudential Supevision: Why is it important and what are the issues?”, NBER

Working Paper 7926 (Sep. 2000), p. 7.

FSF, Guidance for Developing Effective Deposit Insurance Systems, Sep. 2001, Principle 2a.

£ G-22, Report of the Working Group on Strengthening Financial Systems (Basel: BIS, Oct. 1998),
p. 2L

4 P. Brock, “Financial Safety Nets and Incentive Structures in Latin America” (Aug. 1998,
mimeographed), p. 28.

# 1d

4 E. Kane, “Financial Safety Nets: Reconstructing and Modelling a Policymaking Metaphor”,
NBER Working Paper 8224 (Apr. 2001), pp. 4-5.

4 A, Demirguc-Kunt, “Designing a Bank Safety Net — A Long-term Perspective”, Website Policy
Note (World Bank, 1999), p. 2.
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regulatory policies.?” Sixth, a complete standard would require authorities to
develop and regularly review strategic plans for managing financial crises and
to train their staff in the use of crisis-management protocols.**

4.3.1. Design of the Financial Safety Net

In essence, the financial safety net is the overall system for supporting finan-
cial stability in the financial system. As such, a complete description includes
a number of elements*: (1) contingency planning, (2) lender of last resort,
(3) financial regulation and supervision, (4) systems for addressing problem
financial intermediary resolution and insolvency, and (5) depositor and con-
sumer protection mechanisms. The first and second elements are addressed
subsequently. In relation to the third, fourth and fifth elements (financial reg-
ulation and supervision, systems for problem financial intermediary resolution
and insolvency, and depositor and customer protection), general principles are
presented subsequently, with detailed discussion the subject of Chapters Five
through Eight.

In terms of central bank responsibilities, due to the central bank’s essential
role in acting as lender of last resort, it also must have a major role in over-
all financial safety net design and contingency planning. Central banks may
or may not be involved in financial regulation and/or financial intermediary
resolution and/or liquidation. These issues are discussed in greater detail in
Chapter Eight.

4.3.2. Contingency Planning

Neither the financial safety net nor financial supervision can, nor should,
provide an assurance that financial intermediaries will not fail or that financial
system participants will not take losses. As a general principle, supervisors
should develop contingency plans for dealing with financial insolvencies in
the context of their individual financial systems, as well as consideration of any
cross-border situations that could arise.

Contingency planning should involve both the agency responsible for macro
financial stability (i.c., the central bank) as well as any agencies responsible
for aspects of financial regulation and supervision and financial intermediary
resolution and insolvency, as well as the ministry of finance. Such planning

47 G-22, op. cit, n. 42, p. 20
4 Kane, op. cit., n. 45, PP- 4-5-
49 Cf. G-22, op. cit,, n. 42, p. 20.
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requires a comprehensive analysis and understanding of the risks present in the
financial system and the sorts of problems which may emerge. With possible
problems identified, appropriate mechanisms and systems can be developed
in order to deal with eventualities which may arise.

The distribution of powers and responsibilities among the financial safety
net participants is a matter of public policy choice and individual country
circumstances, with issues discussed in greater detail in Chapters Fight and
Ten.>°

4.3.3. Lender of Last Resort

The second element, the lender of last resort function, is designed to provide
emergency liquidity to otherwise solvent financial intermediaries. Financial
agencies (especially the central bank) should develop appropriate systems of
liquidity support for financial intermediaries and the financial system gener-
ally. The most common mechanism to ensure the provision of liquidity in
conditions of stress is the lender of last resort function.

Under the current formulation, provision of lender of last resort support
should follow the following rules>:

(1) Supportshould only be provided to temporarily illiquid but solvent finan-
cial intermediaries.

(2) Support should be provided freely but at penalty interest.

(3) Support should be provided to anyone with good collateral who meets
both rules (1) and (2).

(4) The lender of last resort should make its readiness to lend clear ex ante.

(5) Nonetheless, the decision to provide support should remain discre-
tionary.

(6) This discretion should be based upon the test of the existence of potential
systemic risk.

While the lender of last resort is typically not thought of in terms of legal
issues, in fact, the formulation is clearly based upon the presupposition of a
functioning legal system supporting financial transactions, as well as upon an
effective regulatory and supervisory process.”

“Temporarily illiquid but solvent” requires two sets of preconditions:
(1) supervisory information in order to determine the respective condition;

59 I'SF, op. cit.,, n. 41, p. 7.
5! See R. Lastra, “Lender of Last Resort: An International Perspective”, 48 ICLO 339 (1999).
52 In fact, this is the basis of international efforts to support financial stability.
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and (2) a definition of insolvency, which is generally a public policy choice
enshrined in insolvency legislation. “Freely but at penalty interest”, fortunately,
is relatively self=sufficient, except that the lender of last resort must have the
ability, in fact, to provide potentially unlimited support, which will often only
be available through control over the monetary supply (which most central
banks control, except those with currency board arrangements) and conse-
quent possible inflationary implications. “Anyone with good collateral” clearly
requires both a legal judgement and a qualitative judgement. The legal judge-
ment is based upon the ability to take collateral — different legal systems vary
greatly on this point™ — and also the issue of where the lender of last resort
ranks in the context of insolvency — a significant issue when dealing with a
potentially insolvent intermediary. “Readiness to lend clear ex ante” requires
a legal system that supports lending, which is very much determined by the
respective system of private law. The remaining two criteria “simply” require
an effective system of information gathering on the part of the lender of last
resort in order to make the respective determination — and if that system were
perfect, of course, there would be no need for the support in the first place.

This brief discussion is simply intended to show how seemingly fundamen-
tal formulations in relation to financial crisis management are based on the
underlying legal system. If the requisite elements are not in place, the system
cannot meet its goals of preventing systemic risk, while at the same time con-
trolling moral hazard. Around the world, there are a mixture of implicit and
explicit structures for the lender of last resort, though in most cases it is the
central bank, but in some cases it is the deposit insurance authority (usually in
conjunction with the central bank).

Such support should not be provided to otherwise insolvent financial inter-
mediaries, especially those which do not raise systemic concerns. Any such
support is actually a form of subsidy or government bailout and should only
be undertaken with government approval.

4.3-4. Financial intermediary Resolution and Insolvency

Effective and timely resolution of insolvencies is probably one of the most
important elements of a well-designed safety net.>* The existence of weak

53 See e.g., “Focus on secured transactions”, Law in Transition (Aut. 2000); N. de la Pena, H.
Fleisig and P. Wellons, “Secured Transactions Law Reform in Asia: Unleashing the Potential
of Collateral”, in Law and Policy Reform at the Asian Development Bank 2000, vol. 2 (ADB,
2000); J. Norton and M. Andenas (eds), Emerging Financial Markets and Secured Transactions
(London: Kluwer, 1998).

>+ Demirguc-Kunt, op. cit.,, n. 46, p. 5.
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financial intermediaries — especially banks — can undermine the entire finan-
cial system. Therefore, weak financial intermediaries should either be on a path
that will restore their financial health or, if that is not deemed to be feasible,
closed in timely fashion.

A coherent system for the restructuring and resolution of weak financial
intermediaries, that is properly implemented, is crucial in reducing the risk of
contagion within the financial system and to the economy at large. An effective
resolution system also reduces the overall costs to the government of dealing
with failing intermediaries, as well as other costs (ranging from the loss of
asset values to the social costs of having a smaller financial system). Finally,
it greatly facilitates the alternative of taking action at the right time. For these
reasons, methods for restructuring and resolution of financial intermediaries
are important for maintaining financial stability.5°

4.4. PAYMENT AND SETTLEMENT

In pursuing monetary and financial stability, central banks usually also acquire
certain responsibilities in relation to payment and settlement systems and gov-
ernment securities markets, and these responsibilities may be highlighted if
a central bank also has an objective relating to financial and/or economic
development.

According to the central banks in the European Union>7:

...a payment system consists of a defined group of institutions and of a set of
instruments and procedures, used to ensure the circulation of money within
a geographic area, usually a country. Any country’s economy can be shown
as a series of layers in an inverted pyramid, in which each layer is supported
by all layers beneath it. The broadest layer of the pyramid represents the
real economy and the financial markets — the buying and selling of goods
and services throughout the nation. It is supported by the country’s banking
system — the next level of the pyramid — which provides payment services.
The third level consists of a limited number of interbank fund-transfer systems

55 G-22, op. cit,, n. 42, p. 23. It should be recognized that because of the key role of banks in
the economy (e.g., in the payments system), and because of the loss of value which typically
occurs if a bank is closed and illiquid loan-book assets are sold, the approach of bank regulators
to resolution and insolvency is quite different from that of corporate insolvency practitioners.
The main concern of securities regulators also differs in that they seek to ensure an orderly
wind-down to protect the interests of the customers and counterparties of the troubled securities
firm.

50 1d.

Ad Hoc Working Group on EC Payment Systems, Issues of Common Concern to EC Central

Banks in the Field of Payment Systems, Sep. 1992, p. 8.

v
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through which payment transactions are processed. The final settlement of
payment transfers takes place across the accounts which banks hold with the
central bank, whose pivotal role is vital for the functioning of the economy
as a whole.

Clearing, netting and settlement are three distinct processes pertaining to the
payment system environment, each with its own, very specific, purpose. Net-
ting, as a means to minimize liquidity required for settlement, can be applied
either as a post-clearing operation or a pre-settlement operation.

A payment system defines the procedures, rules, standards and instruments
used to exchange financial value between two parties discharging an obligation.
Payment transactions have two parts: the flow of payment instructions and the
flow of funds. These two flows are always related, but may follow different paths
and have different timings.

Payment methods are the instruments, procedures, and institutions which
enable users to meet payment obligations. Traditionally, payment methods
have been classified as credit or debit transfers depending on whether the
payor’s payment instructions are given directly to its financial intermediary
(credit transfer) — usually a bank — or pass via the payee (a debit transfer).
Payment methods are paper based, electronic or a combination of both. An
additional classification divides payment systems into small- and large-value
systems.

Humphrey, Sato, Tsurami and Vesala have concluded that five attributes
determine an economy’s payment structure and illustrate the critical areas
that will affect developing, transition and emerging economies as they seek to
modernize their own payment systems>":

(1) the geographical size of a country and its population density (making
the communication of payment information easy or difficult);

(2) the concentration of the banking system and its interconnectedness (per-
mitting greater movement of funds internally within a single entity rather
than externally between separate entities);

(3) the legal structure concerning rights and liabilities of payment partici-
pants (reducing risk for certain payment instruments but not others) and
antitrust laws (affecting cooperation and competition among suppliers
of payment services);

(4) the influence of cultural factors such as crime rates (affecting the need
for cash substitutes); and

58 D. Humpbhrey, S. Sato, M. Tsurumi and J. Vesala, “The Evolution of Payments in Europe,
Japan, and the United States”, World Bank Policy Research Working Paper 1676 (Oct. 1996).
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(5) the role of economic factors that affect the trade-off between risk and
efficiency by type of transaction and payment instrument (reflected in
relative payment costs, user convenience, payment timeliness, and the
availability of payment alternatives).

Ineffective payment, settlement and custody arrangements undermine the
proper functioning of financial systems. As early as 1994, a World Bank report*?
concluded that effective, efficient payment systems are vital for the economic
development of emerging economies. Efficient payment systems help pro-
mote the development of commerce, enhance economic policy oversight,
control the risk inherent in moving large values, and reduce the financial,
capital and human resources devoted to the transfer of payments. The authors
recommended that a new payment system should be kept simple because
many such countries lack the infrastructure and banking sophistication to
leapfrog from basic to state-of-the-art payment systems. The first task is there-
fore to fix the most serious problems. The second is to upgrade the current
systems incrementally, to meet basic standards of timeliness, security and
reliability. Development of the system should follow a disciplined plan for
defining the needs of users and for organizing the project team and project
goals.

4-41. International Efforts

In the area of payments and settlements, two organizations have been active.
The first, the Committee on Payment and Settlement Systems (CPSS), which
operates under the aegis of the Group of Ten (G-10) central bank governors
at the Bank for International Settlements (BIS), addresses issues related to the
development of practices fostering efficient and viable payment and settlement
systems and has established a set of Core Principles for payment systems.® The
second, the Emerging Markets Committee of the International Organization of
Securities Commissions (IOSCQO), in which regulators from sixty-four emerg-
ing economies participate, has released a report proposing the basis for the
development of a legal framework for clearance and settlement in emerging

61

economies.” The report highlights the main legal concerns which must be

59 R. Listfield and F. Montes-Negret, “Modernizing Payment Systems in Emerging Market

Economies”, World Bank Policy Research Working Paper 1336 (Aug. 1994).

See Committee on Paymentand Settlement Systems (“CPSS”), Core Principles for Systemically

Important Payment Systems, Dec. 1999 revised Jan. zoo1.

0 10SCO, Report of the Emerging Markets Committee, Towards a Legal Framework for Clearing
and Settlement in Emerging Markets, Nov. 1997.

60
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addressed in order to achieve an efficient clearance and settlement system for
securities in emerging markets.

4.4.2. International Standards

The FSF key area of payment and settlement includes two key standards:
(1) the CPSS Core Principles and (2) a set of [OSCO Recommendations.

General: Core Principles for Systemically Important Payment Systems. The
CPSS established a Task Force on Payment System Principles and Practices in
May 1998 to consider what principles should govern the design and operation

% It comprised the representatives from the

of payment systems in all countries.
G-10 central banks, the European Central Bank, eleven other national central
banks, the IMF and World Bank, and consulted with groups of central banks
in Africa, the Americas, Asia-Pacific, and Europe.”

Released in January 2001, the CPSS Core Principles for Systemically Impor-
tant Payment and Settlement Systems is the key FSF standard in the area of
payment and settlement. According to the FSF, the document sets out core
principles for the design and operation of systemically important payment
systems.“+

The Core Principles are expressed deliberately in a general way to help
ensure that they can be useful in all countries and that they will be durable.
They do not represent a blueprint for the design or operation of any single
system, but suggest the main characteristics that all systemically important
payment systems should satisfy. The second part of the Report discusses in more
depth the interpretation of the Core Principles, as well as implementation in a
number of specific contexts, including paper-based instruments (e.g., cheques)
and cross-border issues.’s
The Core Principles delineate ten principles to achieve the policy objec-

tive of safety and efficiency in systemically important payment systems. The

62
63

CPSS, Core Principles for Systemically Important Payment Systems, Jan. 2001, Forward.

Id. Members of the task force included individuals from the central banks of Belgium, Brazil,
Canada, the ECB, France, Germany, Hong Kong, Hungary, Italy, Japan, Malaysia, Mexico,
The Netherlands, Russia, Saudi Arabia, Singapore, South Africa, Sweden, Switzerland, the
United Kingdom, the United States, the Central Bank of the West African States (BCEAO),
the IMF, the World Bank, the BIS, with additional contributions from the central bank of
Australia. Id., Annex, pp. g1—2.

%4 CPSS, op. cit., n. 62.

5 1d., p. 2.
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system should have a well-founded legal basis under all relevant jurisdictions
(Principle I). The system’s rules and procedures should enable participants
to have a clear understanding of the system’s impact on each of the financial
risks they incur through participation in it (Principle II). The system should
have clearly defined procedures for the management of credit risks and lig-
uidity risks, which specify the respective responsibilities of the system operator
and the participants and which provide appropriate incentives to manage and
contain those risks (Principle III). The system should provide prompt final
settlement on the day of value, preferably during the day and at a minimum at
the end of the day (Principle IV). A system in which multilateral netting takes
place should, at a minimum, be capable of ensuring the timely completion of
daily settlements in the event of an inability to settle by the participant with
the largest single settlement obligation (Principle V). Assets used for settlement
should preferably be a claim on the central bank; where other assets are used,
they should carry little or no credit risk and little or no liquidity risk (Princi-
ple VI). The system should ensure a high degree of security and operational
reliability and should have contingency arrangements for timely completion of
daily processing (Principle VII). The system should provide a means of making
payments which is practical for its users and efficient for the economy (Princi-
ple VIII). The system should have objective and publicly disclosed criteria for
participation, which permit fair and open access (Principle IX). The system’s
governance arrangements should be effective, accountable and transparent
(Principle X).

Systems should seek to exceed the minima included in Principles IV and V.

The Core Principles also establish four responsibilities of the central bank
in applying the Core Principles. The central bank should define clearly its pay-
ment system objectives and should disclose publicly its role and major policies
with respect to systemically important payment systems (Responsibility A).
The central bank should ensure that the systems it operates comply with the
Core Principles (Responsibility B). The central bank should oversee compli-
ance with the Core Principles by systems it does not operate and it should have
the ability to carry out this oversight (Responsibility C). The central bank,
in promoting payment system safety and efficiency through the Core Princi-
ples, should cooperate with other central banks and with any other relevant
domestic or foreign authorities (Responsibility D).

In addition, the CPSS has released specific guidance on the central
bank’s role in supervising payment and settlement systems.”® Although not

6 CPSS, Central Bank Oversight of Payment and Settlement Systems, May 2005.
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incorporated into the FSF framework, it provides very useful guidance to cen-
tral banks in this regard.

In relation to central bank oversight of payment and settlement systems, the
CPSS outlines five general oversight principles similar to those in the CPSS
Core Principles but providing additional detail. Principle A (transparency)
requires central banks to set out publicly their oversight policies, including the
policy requirements or standards for systems and the criteria for determining
to which systems these apply. Principle B (international standards) requires
central banks to adopt (where relevant) internationally recognized standards
for payment and settlement systems, such as the CPSS Core Principles and
the CPSS-IOSCO Recommendations (discussed subsequently). Principle C
(effective powers and capacity) requires central banks to have powers and capac-
ity to carry out their oversight responsibilities effectively. Principle D (consis-
tency) requires that oversight standards be applied consistently to comparable
payment and settlement systems, including systems operated by the central
bank. Principle E (cooperation with other authorities) requires central banks,
in promoting the safety and efficiency of payment and settlement systems, to
cooperate with other relevant central banks and authorities.

Further, the CPSS presents five “cooperative oversight principles” to address
issues relating to cross-border and multicurrency systems.”” Cooperative over-
sight Principle 1 (notification) requires each central bank that has identified
the actual or proposed operation of a cross-border or multicurrency payment
or settlement system to inform other central banks that may have an interest
in the prudent design and management of the system. Principle 2 (primary
responsibility) requires that cross-border and multicurrency payment and set-
tlement systems should be subject to oversight by a central bank which accepts
primary responsibility for such oversight, with the presumption that the central
bank where the system is located will have such primary responsibility. Princi-
ple 3 (assessment of the system as a whole) requires the authority with primary
responsibility in its oversight of a system to periodically assess the design and
operation of the system as a whole, including consultation with other relevant
authorities. Under Principle 4 (settlement arrangements), the determination of
the adequacy of a system’s settlement and failure-to-settle procedures in a cur-
rency is the jointresponsibility of the central bank of issue and the authority with
primary responsibility for oversight of the system. Under Principle 5 (unsound
systems), central banks should in the absence of confidence in the soundness

67 These principles are derived from a review of the CPSS, Report of the Committee on Interbank
Netting Schemes of the Central Banks of the Group of Ten Countries, Nov. 19go (the “Lamfalussy
Report”).
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of the design or management of any cross-border or multicurrency system, if
necessary, discourage use of the system or the provision of services to the system,
for example, by identifying such activities as unsafe and unsound practices.

Securities: Recommendations for Securities Settlement Systems. Released in
2001, the joint CPSS/IOSCO document identifies minimum requirements
that securities settlement systems should meet and the best practices for which
systems should strive.”® These encompass the legal framework for securities set-
tlement, risk management, access, governance, efficiency, transparency, and
regulation and oversight. The recommendations are designed to cover all sys-
tems for securities, including equities, corporate and government bonds and
money market instruments, and securities issued in developed, developing,
transition and emerging economies. They also aim to cover settlement of both
domestic and cross-border trades.

The document includes nineteen recommendations under six headings:
(1) legal risk (Recommendation 1), (2) presettlement risk (Recommendations
2 to 5), (3) settlement risk (Recommendations 6 to 10), (4) operational risk
(Recommendation 11), (5) custody risk (Recommendation 12), (6) other issues
(Recommendations 13 to 19). In addition, the document provides guidance on
implementation and assessment.

In relation to legal risk, securities settlement systems should have a well-
founded, clear and transparent legal basis (Recommendation 1). In relation
to presettlement risk, trade confirmation should occur no later than the trade
date (Recommendation 2), with rolling settlement occurring no later than
three days after trading (Recommendation 3). Central counterparties (CCPs)
should be considered (Recommendation 4) and securities lending and bor-
rowing should be encouraged (Recommendation 5). In relation to settlement
risk, central securities depositories (CSDs) are encouraged (Recommenda-
tion 6) and should implement appropriate risk controls (Recommendation g),
along with delivery versus payment settlement (Recommendation 7). Final
settlement should occur not later than the end of the settlement day with
real-time settlement preferred (Recommendation 8) and should be secure
(Recommendation 10). Appropriate systems and contingency plans should be
developed to reduce operational risk (Recommendation 11) and custodians
should employ appropriate procedures to protect customer assets to reduce
custody risk, including protection from claims by custodian creditors (Recom-
mendation 12).

% CPSS and IOSCO Technical Committee, Recommendations for Securities Settlement Systems,
Nov. 2001.
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In addition, CCPs and CSDs should have appropriate objectives and gover-
nance structures (Recommendation 13), along with objective and transparent
criteria for participation permitting fair and open access (Recommendation
14) as well as transparency in their operations (Recommendation 17). Further,
securities settlement systems, in addition to safety and soundness, should also
be cost-effective and efficient (Recommendation 15), use appropriate commu-
nication procedures (Recommendation 16), and be subject to effective reg-
ulation, with central banks and securities regulators working together (Rec-
ommendation 18). Finally, CSDs with cross-border links should design and
operate such systems so as to reduce cross-border settlement risks (Recommen-
dation 19).

Other Financial Stability Forum Standards. In addition to the two key stan-
dards, the FSF Compendium also includes a number of other standards
under the subheadings of banking and securities. Payment and settlement
standards for banking address real-time gross settlement (RTGS) systems®,
foreign exchange settlement risks and interbank netting.” Payment and set-
tlement standards relating to securities address over-the-counter (OTC) deriva-
tives settlement”, clearing of exchange-traded derivatives” and delivery versus

payment systems.”*

Implementation. At the end of 2002, the IMF and World Bank conducted a
review of FSAP/ROSC experiences to date.” In the area of payment systemsT(’,
FSAP/ROSC assessments began in 1999; by December 2002, fifty-seven assess-
ments had been undertaken in forty-two economies. According to the Bank and
Fund, the assessments revealed a number of weaknesses, with many systems
failing to meet a number of standards, especially in relation to legal basis. As a
result of these identified issues, the Bank and Fund, with the CPSS, developed
additional guidance in the area.”

%9 CPSS, Real Time Gross Settlement Systems, Mar. 1997.

70 CPSS, Settlement Risk in Foreign Exchange Transactions, Mar. 1996.

7 CPSS, Lamfalussy Report, op. cit., n. 67.

7 CPSS, OTC Derivatives: Settlement Procedures and Counterparty Risk Management, Sep. 1998.

73 CPSS, Clearing Arrangements for Fxchange-Traded Derivatives, Mar. 1997.

74 CPSS, Delivery Versus Payment in Securities Settlement Systems, Sep. 199z2.

75 IMF and World Bank, Analytical Tools of the FSAP, Feb. 2003.

Id., pp. 29—30; IMF and World Bank, Financial Sector Assessment Program — Experience with

the Assessment of Systemically Important Payment Systems, Apr. 200z2.

77 IMF, World Bank and CPSS, Guidance Note for Assessing Observance of Core Principles for
Systemically Important Payment Systems [undated].
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As of January 2007, the IMF and World Bank had published FSAP/ROSC

payment systems modules for fifty-five economies.”

4.4.3. Developing Payment and Settlement Systems

In developing payment and settlement systems, the CPSS has provided cer-
tain useful guidance.” The CPSS guidance, while not included in the FSF
compendium, could also be seen as a model for incorporating developmental
aspects into other areas of international financial standards.

The document includes fourteen guidelines for developing national pay-
ment systems grouped under four main headings. According to the CPSS, the
main elements of a national payment system include™:

(1) payment instruments used to initiate and direct the transfer of funds
between the accounts of payers and payees at financial intermediaries
(such as cheques);

(2) payment infrastructures for transacting and clearing payment instru-
ments, processing and communicating payment information, and trans-
ferring funds between the paying and receiving intermediaries;

(3) financial intermediaries that provide paymentaccounts, instruments and
services to consumers, and businesses and organizations that operate
payment transactions, clearing and settlement service networks for those
financial intermediaries;

(4) market arrangements such as conventions, regulations and contracts
for producing, pricing, delivering and acquiring the various payment
instruments and services; and

(5) laws, standards, rules and procedures set by legislators, courts and reg-
ulators that define and govern the mechanics of the payment transfer
process and the conduct of payment service markets.

At the outset, the central bank should be kept at the centre due to its overall
responsibility for a sound currency, including the development of the use of

78 Albania, Australia, Barbados, Bulgaria, Cameroon, Canada, Colombia, Costa Rica, Croatia,
Czech Republic, Denmark, Estonia, Euro area, Finland, France, Georgia, Germany, Hong
Kong, Hungary, Iceland, Ireland, Israel, Italy, Jamaica, Japan, Kyrgyzstan, Latvia, Lithuania,
Luxembourg, Macedonia, Malta, Mauritius, Mexico, Morocco, Mozambique, The Nether-
lands, Norway, Philippines, Poland, Russia, Saudi Arabia, Serbia, Singapore, Slovakia, Slove-
nia, South Korea, Spain, Sweden, Switzerland, Trinidad and Tobago, Uganda, Ukraine, United
Arab Emirates, United Kingdom, Uruguay.

79 CPSS, General Guidance for National Payment System Development, Jan. 2006.

S0 1d., p. 2.
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money as an effective means of payment (Guideline 1). Second, because pay-
ment accounts, instruments and services available to end users are provided by
banks and other similar financial intermediaries through cooperative systems,
the role of a sound banking system should be promoted (Guideline 2).

In relation to planning, complexity needs to be recognized and planning
should be based on a comprehensive understanding of all the core elements
of the national payment system and the principal factors influencing its devel-
opment (Guideline 3). On this basis, the focus should be on identifying and
being guided by the payment needs of all users in the national payment system
and by the capabilities of the economy (Guideline 4). Clear priorities need
to be set to plan and prioritize development of the national payment system
strategically (Guideline 5). Overall, ensuring effective implementation of the
strategic plan is the goal (Guideline 6).

In relation to the institutional framework, because the expansion and
strengthening of market arrangements for payment services are important
aspects of the evolution of the national payment system, market development
needs to be promoted (Guideline 7). Effective consultation among relevant
stakeholders in the national payment system supports development (Guide-
line 8). In addition, effective payment system oversight by the central bank often
requires collaborative arrangements with other authorities (Guideline g). To
promote legal certainty, itis necessary to develop a transparent, comprehensive
and sound legal framework for the national payment system (Guideline 10).

In relation to infrastructure, it is desirable to expand the availability and
choice of efficient and secure non-cash payment instruments and services avail-
able to consumers, businesses and government by expanding and improving
retail payment infrastructures (Guideline 11). For the large-value payment sys-
tem, development should be based primarily on the needs of financial markets
and the growth in time-critical interbank payments (Guideline 12). Payment
and securities systems should be aligned between securities and large-value
systems for financial system safety and efficiency (Guideline 13). Finally, set-
tlement processes for the core processes of retail, large-value and securities
systems should be operationally coordinated to efficiently manage interrelated
liquidity needs and settlement risks (Guideline 14).

The CPPS also provides a checklist of elements of a stocktaking exercise

% Further, the CPSS provides an overview of

to support Guidelines 3 and 4.
central elements of the legal framework for payment systems, including for:
(1) payment instruments, (2) settlement of payment obligations, (3) collateral

and credit, (4) payment network organization and participation, (5) securities

81 1d., Annex 3.
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settlement systems, (6) conflict of laws, (7) central bank oversight, and (8) rel-
evant international legal standards.*

The legal framework for payment instruments includes laws relating to
(1) currency, (2) cheques and negotiable instrument, (3) credit transfers, (4) card
instruments, (5) electronic payments and commerce, and (6) evidence. The
legal framework for settlement of payment obligations includes laws relating to
(1) netting and novation and (2) settlement. The legal framework for collateral
and credit includes laws relating to (1) credit and (2) pledging and collateral.

4.5. MARKET FUNCTIONING: GOVERNMENT SECURITIES MARKETS

According to the BIS Committee on the Global Financial System (CGFS) of
8

the G-10 central banks, following financial crises over the past fifteen years™,
there seems to be a growing consensus that deep and liquid financial markets,
especially government securities markets, are needed to ensure a robust and
efficient financial system as a whole.

Certainly, there has been an increasing amount of attention paid to debt secu-
rities markets around the world in the past several years.

Once a government has developed a sustainable fiscal and taxation system,
it may consider developing government securities markets. Government secu-
rities markets, in addition to assisting with government liquidity management
(through regular offerings of short-term government securities), support the
functioning of the payment and settlement systems (by providing means to
secure payment exposures prior to final settlement), and macroeconomic and
monetary policy. They also provide useful information to financial sector par-
ticipants through the development of a yield curve. Further, once short-term
government securities markets are functioning and providing an effective yield
curve, a government may be able to extend the tenor of its borrowing, thereby
providing a means of longer-term financing as well as support for investment
opportunities.

While consensus has yet to fully develop, the CGF'S has formulated recom-
mendations related to one central aspect: government securities markets. The
guidance contains five guiding principles which, in turn, are used to draw more
specific policy recommendations®: (1) competitive market structure should be

82 1d., Annex 4.

8 Committee on the Global Financial System (CGFS), How Should We Design Deep and Liquid
Markets? The Case of Government Securities, 1999, p. 1.

84 1d., pp. 2-4.
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maintained; (2) markets should have low levels of fragmentation; (3) transac-
tion costs should be minimized to the extent consistent with market stability;

(4) sound, robust, and safe market infrastructure should be ensured®; and

(5) heterogeneity of market participants should be encouraged.®® Based on
these guiding principles, the CGF'S has established five recommendations for
the creation of deep and liquid government securities markets: (1) desirability of
coherentdebt managementsstrategies (i.c., ensuring an appropriate distribution
of maturities and issue frequency as a means of establishing benchmark issues
at key maturities); (2) taxation (i.e., minimization of liquidity-impairing effects
of taxes); (3) transparency of sovereign issuers and issue schedules should be
ensured and transparency of trading information encouraged, with due atten-
tion being paid to the anonymity of market participants®’; (4) safety and stan-
dardization of trading and settlement practices should be addressed through
appropriate trading rules and infrastructure™; and (5) related markets, includ-
ing repurchase (“repo”), futures, and options markets should be developed.*?
Further, according to the CGFS, central banks have a clear role in market

9o

development and financial stability.

46 FINANCIAL DEVELOPMENT

As noted earlier and in the preceding section, central banks frequently are also
given financial and/or economic development objectives. Even in the limited
formulation of the monetary stability and financial stability objectives, how-
ever, certain development roles may be necessary, for example in relation to
government securities markets to support monetary policy implementation,
collateral development to support financial stability or payment systems devel-
opment to support both monetary stability and financial stability. We return
to these issues in Chapter Ten.

4.7. CONCLUSION

The preceding two chapters have analysed the preconditions for financial sta-
bility and financial sector development. Some of these preconditions have

85 The CGFS defines this as comprising “payment and settlement systems, the regulatory and

supervisory framework as well as market monitoring / surveillance”. Id., p. 4.

8 This includes allowing foreign participation. However, the CGFS notes that “due attention

should be paid to the sequential development of domestic markets, as highlighted by the recent
episodes of financial market turbulence in emerging markets.” Id.
87 The CGF'S notes the importance of transparency in three contexts: issuers, issue schedule and
market information. Id., p. 6.
This includes the availability of short sales. Id., p. 7.
89 1d., pp. 4-8.
% 1d., p. 8.

88
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been addressed by the international financial standards initiatives (namely,
those dealing with macroeconomic issues), but many of the most significant
areas have not been addressed to a significant or sufficient extent.

Niall Ferguson has emphasized the importance of four institutions as the
“bases of financial strength”, which he calls the “square of power™": (1) a tax-
collecting bureaucracy, (2) a representative parliament, (3) a national debtand
(4) a central bank. He suggests that these developed from the imperatives of war,
first in the United Kingdom, and were later exported to the United States and
adopted by competitors of both, until today — though usually unrecognized —
they are the essence of financial and hence economic and political power.
Ferguson’s points in many ways sum up the lessons of the previous discussion:
in order to support a functioning market economy and a market-based financial
systemn, a variety of legal and institutional supports are necessary.

As noted earlier, with these supports in place, a basic market-based financial
sector can develop. However, to support both financial stability and economic
growth, it is necessary to move beyond this basic level of financial develop-
ments, to address issues of financial infrastructure and financial regulation
necessary to support functioning and developed finance.

9" N. Ferguson, The Cash Nexus: Money and Power in the Modern World, 17002000 (New York:
Basic Books, 2001), p. 420.



Financial Infrastructure

This chapter builds on the foundations established in the previous two chap-
ters and looks to the elements of legal, institutional and market infrastruc-
ture necessary for developed and sophisticated financial systems to function
properly — what could be called essential financial infrastructure. Aspects
include insolvency regimes, corporate governance, and financial information
frameworks such as accounting and auditing systems. These are supported
by appropriate measures to protect market integrity and thus confidence in
the financial system. It is only when both the foundations and the supporting
infrastructure are in place that financial regulation and supervision, in con-
junction with appropriately sequenced financial liberalization (discussed in
Chapter Fight and Part V) can function properly to support developed and
sophisticated financial systems.

While the following list is by no means exhaustive, these core areas are
of great importance and, when combined with an appropriate “third level” of
financial regulation and supervision discussed in the next part, create the neces-
sary environment for the development of an effective financial system.

First, adequate company law and securities regulation incorporating prin-
ciples of good corporate governance are essential for corporatization’, priva-
tization and the development of a modern decentralized financial system.?
Prospective investors need to be assured that the legislative and contractual
frameworks within which corporate entities operate provide adequate protec-
tion of their legitimate interests and expectations. The importance of effective
corporate governance has been underlined by the Group of Seven (G-7), Orga-
nization of Fconomic Cooperation and Development (OECD) and recent

' Corporatization is the process of creating corporations or companies.
* See OECD, General Principles of Company Law in Transition Economies, 1997.
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international financial crises. In addition, its impact can be seen directly in the
context of investors’ decisions not to invest in companies (and sometimes even
countries, of which the clearest recent example is Russia) which are viewed as
problematic in this respect.

Second, effective insolvency provisions, including for financial intermedi-
aries (discussed in the following part), are required to enable the redirection
of capital and the closure of inefficient enterprises, hence improving gover-
nance and performance.? Once again, experiences in east Asia have underlined
the significance of functioning insolvency procedures, not only for economic
renewal, but also for adequate protection of investor rights in the context of
business failures.

Third, financial markets require information. Accounting and auditing stan-
dards are central to the provision of information to markets. Accounting and
auditing are also supported by other information infrastructure, including
credit information systems, credit rating agencies and a free commercial and
financial press.

Fourth, as has been emphasised throughout this volume, financial markets
are based on confidence. A central aspect of confidence relates to preventing,
to the greatest extent possible, use of the financial system by criminal elements.
Focus areas include corruption, money laundering and terrorist financing, and
financial market fraud and misconduct.

These elements — all to some extent addressed by international standards —
build upon the underpinnings discussed in Chapters Three and Four and
are necessary for the financial regulatory systems discussed in Part Three to
function properly in a market economy.

5.1. INSOLVENCY

A functioning legal framework for insolvency management is crucial for the
operation of a modern market-based economy and is linked with most of the
major areas of concern in such an economy. There can be no well-functioning
corporate sector as a whole without effective mechanisms which govern the
exit of insolvent market participants from trading. Likewise, the financial sec-
tor will not engage in lending activities on a large scale if lenders do not have
certainty regarding their position as secured creditors in the context the lig-
uidation of their borrowers and that sufficient means for the enforcement of

3 See Asian Development Bank, Law and Development at the Asian Development Bank, Apr.
1999, pp- 7-36.
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security will be available. According to the Group of Ten (G-10), the general
objectives of a system of corporate insolvency are reduction of uncertainty,
promotion of efficiency, and fair and equitable treatment.* A functioning
insolvency regime thus helps reduce the risk of lending and the cost of debt
service and, thereby, increases the availability of credit and the making of
investments generally.>

Further, a properly administered insolvency system operates as a valuable
instrument for the promotion of market discipline. An effective insolvency
regime provides the means for the ultimate identification of noncompetitive
market participants and their controlled exit. It provides, in other words, for an
effective “penalty” for the least competitive or otherwise unsuccessful. While
these considerations stress the retroactive character of insolvency law, it also
has a considerable preventive element in that it creates a strong incentive for
the owners to strive for efficient and cost-effective performance so as to avoid
administration by a third party on behalf of their creditors in the context of
insolvency. Overall, an insolvency system serves as a means to ensure “the
allocation of risk among participants in a market economy in a predictable,
equitable, and transparent manner.”®

A functioning insolvency system, therefore, is at the core of the legal and
institutional environment for finance in any market-based economy.

While the existence of transparent, enforceable and therefore reliable insol-
vency rules is a necessary element of the legal environment in a market econ-
omy, the specific circumstances in an economy may well demand modifica-
tions. It is unlikely that insolvency provisions in themselves can actually drive
industrial redevelopment since, for reasons indicated earlier, their efficient
implementation in turn depends on other factors, such as an intact set of rules
concerning collateral, corporate governance, rules ensuring transparency (e.g.,
by way of a company registry) and, not least, an independent and competent
system of insolvency administration in charge of the enforcement of the legal
framework and the supervision of the administration or liquidation of the insol-
vent company’s estate.

The traditional Western concept of insolvency law is directed first and fore-
most to the liquidation of insolvent market participants in the interest of their
creditors. Consequently, reorganization of insolvent companies, though often

4 Gn10, Report of the Contact Group on the Legal and Institutional Underpinnings of the Inter-
national Financial System, Dec. 2002.

5 IMF Legal Department, Orderly and Effective Insolvency Procedures: Key Issues, 1999,
s. 2; C. Averch, “Bankruptcy Laws: What Is Fair?”, Law in Transition 26 (Spr. 2000),
pp- 26—7.

® IMF Legal Department, op. cit., n. 5.
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expressly promoted by legislation?, is normally conceived only where it is in
the advantage of the (majority of) the creditors — that is, where it appears
“economically reasonable” in the sense that a reorganization of the insolvent
company as a going concern will enhance the overall value of the business
and thus the assets available to the creditors.” While this principle may be
fully legitimate, appropriate and functional in a developed market economy,
its application in other environments may well face severe problems, and has
done so in the past. In an economic environment dominated by nontranspar-
ent corporate conglomerates which account for a considerable percentage of
a particular economy, public policy considerations may prevent the liquida-
tion of a firm whose failure would, at the expense of the public, render thou-
sands of workers unemployed. While a developed market economy may well
remain passive as to the decision between liquidation and reorganization, an
economy may feel a legitimate bias in favour of the latter, and may indeed
demand insolvency rules that facilitate reorganization even against the will of
the majority of creditors if public policy so requires. In fact, as the so-called
“London approach” indicates, even fully liberalized economies such as the
United Kingdom have in the past favoured the restructuring of businesses and
avoided outright liquidation in cases where the public interest was at stake.?
It has been noted, in this context, that the liquidation of insolvent companies
appears “neither desirable nor practical” in economies where there is no market
in which to liquidate certain types of assets and where, on the other hand, the
liquidation of insolvent enterprises would result in the “virtual disappearance
of the economy altogether”."”

The implementation ofa modern, predictable insolvency regime is therefore
highly desirable. As described earlier, proper insolvency legislation is crucial
for the operation of any market economy. It also helps encourage international
investment and thus efforts to integrate an economy into the international
economic and financial system.

5.1.1. International Efforts

A number of international organizations and associations have become in-
volved with the development of standards for modern insolvency law and

For example, by the introduction of the administration procedure in the United Kingdom.
IMF Legal Department, op. cit., n. s.

9 See, e.g., id,s. 2.

H. Kryshtalowych and S. Craig, “Ukraine’s New Bankruptcy Law: The Demise of the Dino-
saurs”, Law in Transition 56 (Spr. 2000), pp. 57-8 (with reference to scholarly analysis of the
situation in eastern Europe generally).
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related systems. Many of these activities have focused on the development
of standards for cross-border insolvency cases in particular, such as the United
Nations Commission on International Trade Law (UNCITRAL) Model Law
on Cross-Border Insolvency” and, in the Furopean Union, the Insolvency
Regulation of 2000." More recently, a working group chaired by the Legal
Department of the International Monetary Fund (IMF) presented a docu-
ment containing very detailed principles for the development of workable,
modern insolvency legislation.”

Financial Stability Forum Key Standard: Principles and Guidelines for Effec-
tive Insolvency and Creditor Rights Systems. At present, there is no interna-
tionally agreed key standard in the area of insolvency. However, the World
Bank is coordinating an effort to develop an agreed standard and is working
with UNCITRAL to develop a framework for implementation.

In April 2001, the Board of the World Bank approved a first set of Prin-
ciples and Guidelines for Effective Insolvency and Creditor Rights Systems."
A revised set of the Principles, taking into account further feedback and
lessons from insolvency assessments conducted under the Reports on the
Observance of Standards and Codes (ROSC) initiative, is under develop-
ment. The Bank is also working on a technical paper containing more detailed
implementation guidelines to complement the Principles. In addition, build-
ing upon the work done by other international institutions (including the
World Bank, IMF and Asian Development Bank (ADB)), UNCITRAL is cur-
rently finalizing a legislative guide for insolvency — a combination of model
provisions, recommendations and explanatory notes, which is currently set
for release, along with a revised version of the World Bank Principles, in
2007."

See IMF Legal Department, op. cit, n. 5. Cf. G. Johnson, “lowards International Stan-
dards on Insolvency: The Catalytic Role of the World Bank”, Law in Transition 69 (Spr.
2000).

Council Regulation (EC) No. 1346/2000 of 29 May 2000 on Insolvency Proceedings, OJ L 160,

30/06/2000, pp. 1-13.

3 IMF Legal Department, op. cit., n. 5.

4 World Bank, Principles and Guidelines for Effective Insolvency and Creditor Rights Systems,
Apr. 2001. The Principles (ICRPs) were prepared by World Bank staff in collaboration with
the African Development Bank, Asian Development Bank, European Bank for Reconstruction
and Development (EBRD), Inter-American Development Bank, International Finance Cor-
poration, IMF, OECD, UNCITRAL, INSOL International and International Bar Association.
Id., p.2n. 2.

5 See UNCITRAL, “Report of Working Group V (Insolvency Law) on the Work of its Thirti-

eth Session” (New York, 29 Mar.—2 Apr. 2004), A/CN.g/s551 (United Nations, 30 Apr. 2004),

PP- 37
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According to the World Bank, effective corporate insolvency principles

should aim to':

(1) integrate with a country’s broader legal and commercial systems;

(2) maximize the value of a firm’s assets by providing an option to reorganize;

(3) strike a careful balance between liquidation and reorganization;

(4) provide for equitable treatment of similarly situated creditors, including
similarly situated foreign and domestic creditors;

(5) provide for timely, efficient and impartial resolution of insolvencies;

(6) prevent the premature dismemberment of a debtor’s assets by individual

creditors seeking quick judgements;

(7) provide a transparent procedure that contains incentives for gathering
and dispensing information;

(8) reorganize existing creditor rights and respect the priority of claims with
a predictable and established process; and

(9) establish a framework for cross-border insolvencies, with recognition of

foreign proceedings.

In supporting these objectives, the thirty-five insolvency principles outlined by
the World Bank cover five main areas: (1) the legal framework for creditor rights
(Principles 1 to 5)7, (2) the legal framework for corporate insolvency (Princi-
ples 610 16), (3) corporate rehabilitation (Principles 17 to 24), (4) informal work-
outs and restructuring (Principles 25 and 26) and () institutional and regulatory
frameworks for implementation of the insolvency system (Principles 27 to 35).

To date, the IMF and World Bank have published two experimental ROSCs
(for Colombia and the Slovak Republic) undertaken on the basis of these
standards and conducted in the context of a comprehensive Financial Sector
Assessment Program (FSAP).

The most recent version of the UNCITRAL Guide'® is divided into two
parts: Part [ deals with the design of the main objectives and structure of an
insolvency law, while Part Il includes core insolvency law provisions.

Unfortunately, until the revised World Bank Principles and the final
UNCITRAL Guide are integrated, approved and released, it is impossible

to identify exactly the international consensus in this area.

0 World Bank ICRP 6, p. 24. According to the World Bank, these elements were identified by

the G-22. Id., p. 24 n. 10, citing G-22, Report of the Working Group on International Financial

Crises (1998), pp. 16, 44-5.

This section, while at first glance appearing to address collateral and secured transactions, only

addresses these in the context of insolvency. See Chapter Four for further discussion.

18 UNCITRAL, Draft Legislative Guide on Insolvency Law, AICN.g/WB.V/WP.70 (parts I and
II) (United Nations, 30 Sep. 2003).

3
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5.2. CORPORATE GOVERNANCE

Over the past decade, an immense amount has been written and said about
corporate governance. While corporate governance is an important issue for
the functioning of any market economy or financial system, it is certainly not a
new issue: Adam Smith wrote of these issues in 1776; Walter Bagehot provided
a timely description of the typical problems, albeit in the context of banking,
in 1873'%; and Adolf Berle, Jr and Gardiner Means analysed the issues in some
detail in 1932. Attention once again began to crystallize around these issues in
the early 199os, with major attention arising following high profile corporate
collapses such as Enron in the United States and Parmalat in Europe.

Corporate governance has been defined as the set of relationships among
shareholders, board, management and other constituencies of a company.*
In recent years, various organizations and interest groups have been promot-
ing corporate governance standards. For example, institutional investors have
been promoting a corporate governance model focused on the interests of
shareholders. These efforts are mainly focused on improving access to influ-
ence and control of management action. Other constituencies have stressed
the broader responsibilities of enterprises towards their various stakeholders in
addition to shareholders, including employees, suppliers and the community
in which they operate as well as local and national governments.

As a starting point, improving corporate governance seeks to improve the
efficiency and attractiveness of the markets for capital, following from the suc-
cessful development of dispersed ownership of public corporations in the
United States (the “Berle and Means corporation”), which underpins the effi-
ciency and attractiveness of the markets for equity securities there.

The essential problem is well known: Companies suffer from the classic
agent-principal conflict of interest between shareholders and management
described by Berle and Means.*" This conflict is most obvious in situations
involving widely dispersed share-ownership and the potential conflict between
the interests of management (those in control) and owners (the sharehold-
ers), most typical of markets in the United States and the United Kingdom
(the Anglo-American model of corporate ownership, control and governance).
The focus typically is on the rights of minority shareholders. The problems in
a family-controlled or state-controlled context, while at first glance appearing

19 W. Bagehot, Lombard Street: A Description of the Money Market (1873 [New York: John Wiley,

1999]), pp- 257-05.
20 EBRD, Sound Business Standards and Corporate Practices: A Set of Guidelines, Sep. 1997.
2 A. Berle and G. Means, The Modern Corporation and Private Property (New York: Macmillan

1933).
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different from those in the traditional Berle and Means corporation, are, in
reality, more pronounced, in that ownership and control are both combined
to a large extent, thereby reducing the capacity of noncontrolling shareholders
to influence management. The end result is a potential conflict of interest
between controlling shareholders and noncontrolling shareholders. So long as
the interests of the controller (whether family or state) are identical to those of
the corporation, these models can both be quite effective under many circum-
stances. Problems occur in situations in which the interests of the controllers
diverge from those of the corporation, and the controller is able to use the corpo-
ration for personal benefit and to the detriment of the interests of the company
as a whole. To the extent that noncontrolling sharcholders feel that their inter-
ests are not being served by the controllers, they will feel less inclination to
invest in such companies. The end result is a potential governance problem,
which feeds into lower share prices, higher costs of capital and decreased con-
fidence, thereby reducing the potential scope and efficiency of the financial
system and reducing the rate of economic growth.

The basic significance of good corporate governance is premised on cor-
porate performance. Investors are willing to pay increased prices for shares in
companies with good governance (a corporate governance premium) because
well-governed companies perform better than poorly governend companies.
Increased share prices reduce companies’ cost of capital and therefore increase
competitiveness of companies across a given market. Higher share prices also
increase the attractiveness of a given market to investors (both domestic and
international). Further, investors will be more likely to invest in companies and
markets with good governance (good governance increases confidence in the
market), enhancing the transfer of funds through the financial system, thereby
increasing its scale and efficiency, in turn enhancing economic growth.

The result has been an increased focus over the past decade on a rather
nebulous idea, namely corporate governance.

5.2.1. Recent Empirical Evidence

McKinsey & Company has stated the situation well*:

Increased shareholder activism in the US and elsewhere stems from the
conviction that better corporate governance will deliver higher shareholder
returns. Yet repeated attempts by academics to show an irrefutable link
between the two have failed, such is the complexity of the relationship.

2 McKinsey & Co., Investor Opinion Survey on Corporate Governance (Jun. 2000), p. 1.
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In order to investigate the actual value that investors place on corporate gov-
ernance, McKinsey, in cooperation with the World Bank and the periodical
Institutional Investor, conducted a series of surveys to discover how sharehold-
ers perceive and value corporate governance in both developed and emerging
economies. The surveys gathered responses about investment intentions from
more than 200 institutional investors responsible for approximately US$3.25
trillion in assets; 40 per cent of the respondents were based in the United States,
with the remainder drawn world-wide.
Among the main findings from the surveys are the following™:

(1) Three-quarters of investors said board practices are at least as impor-
tant to them as financial performance when evaluating companies for
investment.*

(2) More than 8o per cent of investors indicated they would pay more for the
shares of a well-governed company than for those of a poorly governed
company with comparable financial performance. (For the purposes of
the surveys, a well-governed company was defined as: (1) having a major-
ity of outside directors on the board with no management ties, (2) hold-
ing formal evaluations of directors and (3) being responsive to investor
requests for information on governance issues. In addition, directors
hold significant stockholdings in the company, and a large proportion of
directors’ pay is in the form of stock/options.)

(3) The actual premium investors say they would be willing to pay for a well-
governed company differs by country.” Figures varied from 17.9 per cent
(United Kingdom) to 27.6 per cent (Venezuela).?* Local investors were
willing to pay on average a premium of 20.2 per cent; foreign investors
were, on average, willing to pay a premium of 26.3 per cent.””

(4) Based on the evidence, the size of the premium that institutional
investors said they were willing to pay for good governance seems to
reflect the extent to which they believe there is room for improvement.**
In Asia and Latin America, McKinsey concluded that the higher premia
on offer reflected the need for more fundamental disclosure of informa-

tion and stronger shareholder rights.*?

3 1d.
2 1d.
= 1d.
0 1d., p. 10.
27 1d., p. 1.
$1d,, p. 2.
29 Id.
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Based upon the survey, McKinsey concludes®:

Although it remains difficult to measure the impact on market prices of the
premiums investors say they are willing to pay for well-governed companies,
the amounts they are prepared to pay leave little doubt that good gover-
nance does feed through. Precise measurement apart, the fact that a majority
of investors say they already take corporate governance into account when
making investment decisions is a powerful argument in favor of corporate
governance reform.

As a result of this conclusion, McKinsey recommends that policy makers wish-
ing to attract more foreign investors should also play their part, as companies
alone cannot produce the magnitude of change thatis necessary, particularly in
emerging economies. At the regulatory level, the corporate governance frame-
work should encourage governance reforms or, at the very least, not hinder
them.?' Specifically, two areas were singled out as the most significant tar-
get areas: (1) improved disclosure of information, and (2) stronger shareholder
rights.?*

In targeting these areas, good corporate governance depends on the broader
legal and regulatory environment prevailing in the country of origin of a given
company?*:

Strong legal regimes are positively related to the quality of individual firm
governance, implying that strengthening regulation will help invigorate
economies by improving investor confidence and encouraging corporate
investments.

The relationship between firm valuation and corporate governance is stronger
in countries with less investor-friendly legal regimes.>* Research also suggests
that firms with better investment opportunities, higher concentration of own-
ership and more reliance on external financing have better corporate gov-
ernance, and that these relations are stronger in legal regimes that are less
investor-friendly.?>

3 1d., p. 3.

3 1d.

32 1d.

33 A. Durnev and E. Han Kim, “To Steal or Not to Steal? The Interplay of Firm-specific Factors
and Legal Regimes in Corporate Governance and Firm Valuation” (2002, mimeographed),
p- 43-

34 Seeid.; L. Klapper and I. Love, “Corporate Governance, Investor Protection, and Performance
in Emerging Markets”, World Bank Working Paper 2818 (2002).

35 Durnev and Han Kim, op. cit,, n. 33, p. 3.
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Corporate governance has been a significant on-going issue in many devel-
oping, emerging and transition economies and can be considered perhaps the
most significant issue to be faced following the initial challenges of moneti-

30 The foundation of good institutional governance —

zation and stabilization.
the oversight and control by directors, managers and staff — is a sound busi-
ness strategy and a competent and responsible senior management. Obviously,
management ability and business acumen have developed and will continue
to develop in emerging, developing and transition economies only with time,
experience and education.

In addition, good governance requires comprehensive internal control pro-
cedures and policies, including means to ensure that staff act in the interest
of the firm and do not engage in insider dealing, disclose proprietary informa-
tion, or provide credit on grounds other than objective assessments of potential
returns and risks. Maintenance of good institutional governance also requires
that owners, directors and senior management have adequate incentives and
are subject to appropriate legal sanctions in the event that they behave improp-
erly. These sorts of requirements, unlike development of quality management,
can be influenced by the legal framework, most clearly through property, con-
tract and company law and accounting standards.

In relation to financial intermediaries, special problems arise. Around the
world, government ownership of financial intermediaries has frequently been
the basis of management failures because political pressure may place pruden-
tial and commercial considerations second to other objectives.’” With many
financial intermediaries still in state hands in developing, transition and emerg-
ing economies around the world, these problems are likely to continue. Another
major cause of management failure, often at the root of banking problems,
is insider lending or lending to related enterprises, when lending decisions
are not based solely on the borrower’s creditworthiness. This is an issue that
has plagued financial intermediaries in emerging, developing and transition
economies, as well as developed economies, and is one of the most difficult to
address. Good institutional governance is more likely to be sustained if there
exist outside shareholders (i.e., depositors, creditors, investors and other actors
with a sufficient direct stake in a firm) to bear some of the cost and effort of exer-
cising diligent corporate oversight. These sorts of relationships, however, clearly
require a developed legal and judicial framework in order to be effective. How

30 See generally EBRD, Law in Transition (Aut. 1999) (focusing on corporate governance).

37 See P. Honohan, “Banking System Failures in Developing and Transition Countries: Diagnosis
and Predictions”, BIS Working Paper No. 39 (Jan. 1997).
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can this be achieved? One of the most direct methods is liability for manage-
ment and owners of financial intermediaries in certain clear cases on insol-
vency. Of course, this means also that there must be an effective system of
insolvency, as discussed in the previous section.

Efficient markets for subordinated debt also encourage large holders to exer-
cise oversight in much the same way as private sharcholders. In addition, good
interbank markets in which bank creditors have effective systems for counter-
party appraisal and exposure control, and the ability to reduce credit lines or
increase risk charges to poorly managed banks help to promote oversight.

5.2.2. International Efforts

While the debate about corporate governance has been going on for some years,
it has recently become an issue of considerable concern following financial
crises over the past decade. As a result of this concern, the G-7 mandated the
OECD?® to develop a comprehensive set of corporate governance principles
to serve as the primary guidance in this area.?

5.2.3. Financial Stability Forum Key Standard: Principles
of Corporate Governance

The OECD has been active in the area of corporate governance for a number
of years, beginning in 1996 with the commissioning of a study of corporate
governance. The study, intended to review and analyse international corporate
governance issues and suggest an agenda and priorities for further OECD
initiatives, led to the establishment of the Business Sector Advisory Group on
Corporate Governance which produced a report in April 1998.4°

As a result of the G-7 mandate, the OECD Council, meeting at Ministerial
level on 2728 April 1998, called upon the OECD to develop, in conjunction

3% Australia (1971); Austria (1961); Belgium (1961); Canada (1961); Czech Republic (1995);
Denmark (1961); Finland (1969); France (1961); Germany (1961); Greece (1961); Hungary
(1996); Iceland (1961); Ireland (1961); Italy (1961); Japan (1964); Korea (1996); Luxembourg
(1961); Mexico (1994); The Netherlands (1961); New Zealand (1973); Norway (1961); Poland
(1996); Portugal (1961); Slovak Republic (2000); Spain (1961); Sweden (1961); Switzerland
(1961); Turkey (1961); United Kingdom (1961); United States (1961). The EU Commission also
participates.

39 OECD documents are available at www.oecd.org.

4 OECD Business Sector Advisory Group on Corporate Governance, Corporate Governance:
Improving Competitiveness and Access to Capital in Global Markets, A Report to the OECD
by the Business Sector Advisory Group on Corporate Governance, 199S.
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with national governments, other relevant international organizations and the
private sector, a set of corporate governance standards and guidelines. In order
to fulfill the Council’s objective, the OECD established the Ad-Hoc Task
Force on Corporate Governance to develop a set of nonbinding principles
embodying the views of member countries on this issue.

The Principles contained in the resulting document are built upon the
experiences gained from national initiatives in OECD member countries and
previous work carried out within the OECD, including that of the OECD Busi-
ness Sector Advisory Group on Corporate Governance. During their prepara-
tion, anumber of OECD committees also were involved, as well as non-OECD
countries, the World Bank, the IMF, the business sector, investors, trade unions
and other interested parties.

The Principles were adopted by the OECD Council in May 1999. Further,
on 21 June 1999, the OECD and the World Bank entered into a Memorandum
of Understanding envisaging cooperation between the two organizations tolead
the development of international norms of corporate governance.* In 2002,
the OECD Council Meeting at Ministerial Level supported the assessment
and revision of the Principles, which, after extensive international and public
consultation, were approved and published by the OECD in 2004.8

The document is divided into two parts. The Principles are presented in
the first part of the document and cover six areas: (1) ensuring the basis of an
effective corporate governance framework, (2) the rights of sharcholders and
key ownership functions, (3) the equitable treatment of shareholders, (4) the
role of stakeholders, (5) disclosure and transparency and (6) the responsibilities
of the board. Each of the sections is headed by a single Principle that is
followed by a number of sub-principles. The second part of the document
contains annotations and commentary on the Principles and their rationale,
with analysis of trends and alternative models.* Unusually for these sorts of
documents, the OECD Principles thus incorporate their own methodology or
guidelines.

The first Principle addresses the underlying basis for corporate gover-
nance, including incentive structures, legal and regulatory requirements

4 OECD Directorate for Financial, Fiscal and Enterprise Affairs, Ad Hoc Task Force on Corpo-
rate Governance, OECD Principles of Corporate Governance, SG/CG(99)s, Apr. 1999.

4 World Bank and OECD, Memorandum of Understanding between the World Bank and the
OECD, A Framework for Cooperation between the Organization for Economic Cooperation and
Devyelopment and the World Bank (Paris, 21 Jun. 1999).

# OECD, OECD Principles of Corporate Governance (2004).

# 1d., p. 4.
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consistent with the rule of law, transparency and enforceability, clear
articulation of regulatory responsibilities, and related transparency, indepen-
dence and accountability.

The second Principle concerns the protection of shareholder rights and the
ability of shareholders to influence the behaviour of the corporation. Basic
rights are listed, including those to secure ownership and registration, convey
and transfer shares, obtain relevant information, share in residual profits, par-
ticipate in basic decisions and at general shareholder meetings, and fair and
transparent transfers of control.

The third Principle on the equitable treatment of sharecholders emphasises
that all shareholders, including foreign shareholders, should be treated equi-
tably by controlling shareholders, boards and management. Insider dealing
and abusive self-dealing are to be prohibited. The Principle calls for disclo-
sure of material interests that board members and management might have in
transactions that affect the corporation.

The stakeholder principle (Principle 4) states that the competitiveness and
success of a company is the result of teamwork that embodies contributions
from a range of different resource providers, including employees. The Princi-
ple recognizes the rights of stakeholders that are established by law. It encour-
ages active cooperation between corporations and stakeholders in creating
wealth, jobs and the sustainability of financially sound enterprises.

The disclosure and transparency principle (Principle 5) calls for timely and
accurate disclosure on all material matters regarding the corporation includ-
ing its financial situation, performance, ownership and governance. A list of
basic disclosures is included. High quality standards of accounting, disclosure,
and audit should be followed and there is support for the development of
high quality, internationally recognized accounting and audit standards. They
indicate that an annual independent audit is required. Channels for dissemi-
nating information should provide for fair, timely and cost-etficient access to
information by users.

The final principle (Principle 6) calls for the effective monitoring of man-
agement by the board and the board’s accountability to the company and
the shareholders. Accordingly, board members should act on a fully informed
basis, in good faith, with due diligence and care, and in the best interests of
the company and sharcholders. The Principle states that they should also take
into account the interests of other stakeholders. Other responsibilities of board
members include reviewing strategy and planning, managing potential con-
flicts of interest, ensuring compliance with the law, and assuring the integrity
of the company’s accounting, reporting and communications. The Board
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should be able to exercise objective judgement independent of management,
and requires access to accurate, relevant and timely information to fulfill its
responsibilities.

Inaddition to the OECD, the European Bank for Reconstruction and Devel-
opment (EBRD) published Sound Business Standards and Corporate Practices
on 15 October 1997 to help companies in the region understand some of the
broader concerns that lenders and investors have when considering a potential
loan or investment opportunity in the region.#® These Standards delineate
guidelines for businesses to consider in their dealings with customers, share-
holders, lenders, employees, suppliers, communities in which they operate,
and government and local authorities. Such relationships build upon the basic
requirements for success of a company having a sound strategy, competent
management, valuable assets and a viable market.

5.2.4. Implementation

The OECD has established a Steering Group on Corporate Governance,
which includes delegates from all OECD member countries, to guide and
coordinate its work on corporate governance. An important part of its work is
to oversee global outreach activities. These activities are carried out in coop-
eration with the World Bank, and also aim to encourage the use and imple-
mentation of the OECD Principles in nonmember countries. Significantly,
the OECD Principles serve as the basis for IMF/World Bank corporate gover-
nance ROSCs and related aspects of FSAPs. As of January 2007, six coporate
governance ROSCs had been completed and published on the IMFE website
(each as part of a comprehensive FSAP).#® Given the importance of corpo-
rate governance for financial development and economic growth, this is an
area that should receive more attention from especially the World Bank and
regional development banks.

5.3. FINANCIAL INFORMATION

A precondition to efficient financial markets is perfect information. In the real
world, perfect information does not exist; however, the better the information
available, the better financial markets are able to function. As a result, informa-
tion problems are among the most significant imperfections in the financial

4 EBRD Guidelines, op. cit., n. 20.
40 Bosnia and Herzegovina, Czech Republic, Georgia, Hong Kong, South Korea and Slovak

Republic.
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system; likewise, information costs are among the greatest transaction costs
in finance. The legal and institutional framework can play a very important
role in improving the quality of information available in economies, whether
developed, emerging, transition or developing and regardless of the level of
financial development.

Effective financial regulation and supervision and the legal infrastruc-
ture supporting financial transactions depend on the timely provision of
understandable and reliable financial information. The development of both
financial intermediaries and financial transactions is impossible without finan-
cial information based on reliable accounting and auditing standards. There
are significant differences in accounting practices among nations and regions,
particularly developing and transition economies, and these differences can
obscure the relative financial positions among nations, sectors and companies
in the same industries. Such systems did not exist in any meaningful fashion is
many state-owned companies in developing and transition countries, and the
development of adequate systems of valuation and accounting is one of the
primary difficulties faced in the process of financial sector development.*”

In order for financial transactions to move beyond basic collateralized or
relationship-based lending, appropriate systems for financial information must
be developed, especially those relating to accounting and auditing. In addi-
tion, credit information systems for lending and credit rating agencies are also
useful. Reflecting the importance accorded to financial information, as of
January 2007, the IMF and World Bank have published ROSCs covering both
accounting and auditing for forty-five economies.*’

5.3.1. Accounting

Accounting standards provide the essential means of communication for val-
uation of companies necessary to any sort of investor choice. An important
lesson to emerge from the financial crises of the past fifteen years is the signifi-
cance of transparency of information, especially financial information, for the
stability and proper functioning of any financial system, whether domestic or

47 See D. Cairns, “Improving Financial Reporting in Transition Economies”, Law in Transition
8§ (Spr. 1999).

4 Azerbaijan, Bangladesh, Bosnia and Herzegovina, Botswana, Bulgaria, Chile, Colombia, Croa-
tia, Czech Republic, Dominican Republic, Ecuador, El Salvador, Egypt, Estonia, Ghana, Hun-
gary, India, Indonesia, Jamaica, Jordan, Kenya, Latvia, Lebanon, Lithuania, Macedonia, Mau-
ritius, Mexico, Moldova, Morocco, Nigeria, Pakistan, Peru, Philippines, Poland, Romania,
Senegal, Serbia, Slovakia, Slovenia, South Korea, Sri Lanka, South Africa, Tanzania, Uganda,
Ukraine.
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international. Accounting standards provide the fundamental means of com-
municating financial information and are therefore crucial to transparency
of finance. Historically, accounting standards have been primarily nationally
determined, so in effect, preparers and users of financial statements from dif-
ferent countries essentially used different languages for the preparation, com-
munication and interpretation of financial information.? As a result, the inter-
national comparability of financial statements prepared on the basis of varying
accounting standards is limited because it is difficult to understand and trans-
late what the information means and burdensome to determine if all material
financial and nonfinancial information has been disclosed.>® Further, from the
standpoint of accountants preparing financial statements and the companies
involved, disharmony of national accounting standards is an impediment to
international securities offerings, exchange listings and cross-border mergers
and acquisitions.”” The disharmony in national accounting standards that exists
today creates difficulties for both users and preparers of financial statements>,
and presents obstacles to the process of internationalization of financial mar-
kets, especially capital markets.>3

The Office of the Chief Accountant of the US Securities and Exchange
Commission (SEC) surveyed international accounting and auditing standards
in 1987 and found significant disparities in a number of respects.> In general
terms, systems of accounting rules in different countries at the time could be

49 See Cheney, “Western Accounting Arrives in Eastern Europe”, 170 J. Accountancy 40 (Sep.
1990) (describing accounting as the “language of production and transaction” and discussing
difficulties in integrating eastern European and Western countries due to differences in
accounting).

5° The case of Daimler-Benz is illustrative in this context: In 1994, its reported profit under

German accounting rules was DM 895 million, whereas its profit under US accounting rules

was DM 1,052 million. In 1993, however, accounting under German rules showed a profit of

DM 615 million, but US rules led to a loss of DM 1,839 million. B. Carlsberg, “Harmonizing

Accounts Worldwide”, Financial Times, 12 Jan. 1996, p. xii.

A survey of multinational corporations indicated that the greatest potential benefit of harmo-

nization would be the acceptance by securities exchanges around the world of “one set of

accounts” complying with international accounting standards, instead of requiring different
financial information prepared in accordance with local accounting standards. “Support for

International Standards”, 169 J. Accountancy 15 (Apr. 1990).

52 T. Evans, M. Taylor and O. Holzmann, International Accounting and Reporting (New York:
Macmillan, 198s), pp. 85-6.

53 See US SEC, Staff Report: Internationalization of the Securities Markets, 1987, s. IV-8. A study
of international accounting problems has confirmed that the lack of international accounting
standards greatly diminishes the utility of financial statements in world markets. See Scott and
Torberg, Eighty-Eight International Accounting Problems in Rank Order of Importance — a
DELPHI Evaluation (1980).

>+ SEC Staff Report, op. cit., n. 53.

v
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grouped into two categories®®: (1) countries “where business finance is provided
more by loans than by equity capital, where accounting rules are dominated
by taxation considerations and where legal systems customarily incorporate
codes with detailed rules for matters such as accounting”>®; and (2) countries
“in which equity sources of finance are more important, accounting measure-
ments are not dominated by taxation considerations because tax breaks can be
enjoyed independently of [the mechanism of reporting], and common law sys-
tems prevail.”>7 Overall, however, at the time of the SEC study, no one system
seemed to have such clear merit as to deserve adoption by the entire world.

The task of harmonization is especially important for financial markets and
most especially in the area of securities regulation because of the critical link
between information and stability in the world’s securities markets.”® Over-
all, the usefulness of financial statements prepared on the basis of varying
accounting standards is limited because it is dithcult and time consuming to
understand what the information means.

The significance of this subject has been emphasised in international efforts
to address deficiencies in the architecture of the international financial sys-
tem.>9 Partially as a result, major initiatives are on-going to establish interna-
tionally agreed accounting standards, involving the International Organization
of Securities Commission (IOSCO) and the International Accounting Stan-
dards Board (IASB).

Globalization of stock markets and other trading markets is driving the
movement toward international harmonization of accounting standards. Fur-
ther, businesses and capital markets desire both uniformity and higher qual-
ity, thereby stemming fears of regulatory arbitrage and a race for the bottom.
Interestingly, the debate surrounding the collapses of Enron, WorldCom and
Parmalat also appears to be focusing on certain philosophical questions such as
rules-based systems (e.g., US standards) versus more judgement-based systems
(e.g., UK standard and International Financial Reporting Standards [IFRS]).

55 Carsberg, Harmonizing Accounts Worldwide, op. cit., n. 50.

56 SEC Staff Report, op. cit., n. 53. Reporting under these systems often leads to a “lack of full
transparency” for investors due to their basis on the tax systems. Major countries in this category
include France, Germany and Japan. Id.

57 “These countries generally have some private sector system for setting accounting stan-

dards, often within a general statutory framework,” and “capital market pressures [lead to

the increased] quality of available information to investors. Major countries in this category

include the US, UK, Australia and The Netherlands.” Id.

United Nations, UN Centre on Transnational Corporations, International Accounting and

Reporting Issues: 1989 Review 111, 1990. See also B. Thomas, “International Accounting and

Reporting — Developments Leading to the Harmonization of Standards”, 15 N.Y.U. J. Int'l L.

& Pol’y 517 (1983).

59 See generally G-22 Reports, op. cit., n. 16.

58
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These needs have been highlighted with the publication and approval of var-
ious principles for financial regulation by the Basel Committee and [OSCO.

% recommend high

61

As an example, the IOSCO Objectives and Principles
standards of accounting and disclosure in order to achieve their objectives.
Specifically, in order to provide adequate market information, issuers of securi-
ties must meet requirements for “full, timely and accurate disclosure of finan-
cial results and other information material to investor decisions.”*> In addition,
legal safeguards should exist to ensure that holders of securities in a company
are treated in a fair and equitable manner.” Such accounting and auditing
standards need to be of a “high and internationally acceptable quality”.%
Credible accounting systems are central to the provision of information
needed by investors and others with an actual or potential stake in an enter-
prise to evaluate its past performance, to help predict future performance and
to determine the financial strength of the enterprise. Effective accounting
standards should serve four basic needs: accuracy, relevance and transparency,
comprehensiveness, and provision in a timely and regular manner.”> The best
assurance that financial statements contain understandable information is if
they are prepared and presented in accordance with accounting standards and
principles that are generally acceptable internationally. The work of the IASB
in publishing IFRS has been instrumental both in forming the content of
optimal national standards and in providing standards with which individual
financial intermediaries and other enterprises may prepare their accounts.*
The best assurance that such financial statements are reliable is if they have
been audited to standards that are broadly acceptable internationally. Auditing
mechanisms are essential to ensure that accounting norms are effectively

b0 10SCO, Objectives and Principles of Securities Regulation, 1998 updated 2003.

" Work by the Basel Committee has also highlighted the importance of accounting standards for
the regulation and supervision of credit institutions. See Basel Committee, Core Principles for
LEffective Banking Supervision, Sep. 1997 (Principle 21: banks must maintain and publish fairand
accurate financial statements in accordance with consistent accounting policies, “preferably
of an internationally accepted standard”); idem., Consultative Paper: Sound Practices for Loan
Accounting, Credit Risk Disclosure and Related Matters, Oct. 1998 (presenting twenty-five
principles for bank accounting).

10SCO, Objectives and Principles of Securities Regulation, 2003, Principle 14.

Id., Principle 15.

64 1d., Principle 16.

65 See G-10, “A Strategy for the Formulation, Adoption and Implementation of Sound Principles
and Practices to Strengthen Financial Systems”, Report of the Group of Ten (G-10) Working
Party on Financial Stability in Emerging Markets, Financial Stability in Emerging Market
Economies, Apr. 1997.

For details, see the IASB website at www.iasb.org. See also M. Steinberg, D. Amer and C.
Olive, “The Development of Internationally Acceptable Accounting Standards: A Universal
Language for Finance in the 21st Century?”, 27 Securities Regulation Law Journal 324 (1999).

62

63
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applied and maintained and to monitor the quality of internal control pro-
cedures, with both internal and external audits being necessary.

Empirical research supports the value of effective accounting standards:
Klapper, Laeven and Rajan have found that regulations that protect investors,
such as accounting standards, “tend to improve access to credit”.”

As described earlier, effective systems for providing information are also
essential to stakeholder monitoring, with accounting standards based on
principles and rules that command wide international acceptance being cru-
cial in this regard as they facilitate the comparison of performance across coun-
tries. Rigorous accounting and auditing standards also help prevent money
laundering and other financial crime, thereby supporting market integrity, an
important function given the potentially disastrous impact such problems can
have on both individual financial intermediaries and confidence in the finan-
cial system as a whole. In this area, the Financial Action Task Force on Money
Laundering (FATF) has made recommendations and established principles
and guidelines that serve as the starting point.®®

International Efforts. The leading actors in the development of internationally
acceptable accounting standards are the IASB and IOSCO.

Formed initially in 1973 by agreement among the accounting bodies of ten
industrialized countries®, by 1989, the International Accounting Standards
Committee (IASC) had grown to include approximately 100 accountancy bod-
ies from eighty countries.” The IASC was renamed the IASB in 2001 and is
engaged in an effort to harmonize and improve accounting principles. This
task is especially difficult for two reasons: first, the IASB seeks harmonization
on a worldwide basis”*, and second, since the TASB has no official status, its
standards are essentially recommendations.”™ Further, the IASB standards are
generally broad and allow alternative practices; hence, they do not necessarily
achieve uniformity across different implementing jurisdictions.”

67 1. Klapper, L. Laeven and R. Rajan, “Business Environment and Firm Entry: Evidence from

International Data”, World Bank Policy Research Working Paper 3232 (Mar. 2004), p. 5.

Financial Action Task Force on Money Laundering (FATF), “The Forty Recommendations”

(OECD, 1996 revised Jun. 2003). FATF documents are available at www.oecd.org/fatf.

% The founding members were Australia, Canada, France, Germany, Ireland, Japan, Mexico,
The Netherlands, the United Kingdom and the United States.

70 S. Collins, “The Move to Globalization”, J. Acct. 83 (1989). Note that the membership of the

IASB consists of accountancy bodies rather than nations.

See “IASC Moves to United Worldwide Standards”, 165 J. Acct. 22 (1988), p. 26.

See L. Herbert, “Developments in the Harmonization of Accounting Standards”, 3 J. Comp.

Corp. L. & Sec. Reg. 175 (1981), p. 177.

73 Note, however, that the IASB in recent years has been making efforts to eliminate alternatives,
thereby increasing the possibility of real harmonization. See Carsberg, op. cit., n. so.

68

7

72
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The IASB’s overall objectives are to formulate and publish accounting stan-
dards to be observed in the presentation of financial statements and to pro-
mote their worldwide acceptance, and to work generally for the improvement
and harmonization of regulations, accounting standards, and procedures relat-
ing to the presentation of financial statements through development of and
support for IFRS. (Prior to 2001, IFRS were named “International Accounting
Standardes” or IAS.) These standards are not binding on nations or the IASB
members themselves, and the IASB has no enforcement authority.

In the area of international accounting standards for financial reporting
connected with securities exchange listings, the barriers created by the lack
of a single financial language are especially significant to the process of inter-
national capital formation. Prior to 1993, IOSCO had always withheld any
endorsement of the various IAS, feeling that a core set of standards that dealt
comprehensively with all the main financial reporting issues should be com-
pleted first.” In 1993, IOSCO agreed on”

the necessary components of a reasonably complete set of accounting stan-
dards (core standards) that would comprise a comprehensive body of princi-
ples for enterprises undertaking cross-border offerings and listings.

IOSCO’s list identified forty core standards.

The IASB (then IASC), however, was unwilling to undertake such a process,
until July 1995, at which time the IASB and [OSCO published a joint agree-
ment to complete a comprehensive set of core standards by 1999.7° Under the
agreement, IASB and IOSCO agreed to collaborate to produce a comprehen-
sive set of core standards for the global listing of securities, which then would
be submitted to IOSCO for endorsement by its membership.”” Overall, “the
two groups’ goal is the development of financial statements, prepared in accor-
dance with such international rules, that can be read world-wide in cross-border
securities listings as an alternative to the use of national accounting standards”,

thereby resulting in an increase in market efficiencies.”

7 1d.

75 P. Pacter, “International Accounting Standards: The World’s Standards by 2002”, CPAJ. Online
(1998).

The IASB concluded that completion of this core set was a desirable objective for IASB in any
event, and acceptance of this goal made an agreement possible under which both IOSCO and
the TASB would cooperate in order to fulfill an objective that was in the best interest of both
organizations. Id. The completion date for this agreement was later advanced to March 19g8.
See S. Burkholder, “International Accounting Standards Panel Accelerates Release of Rules”,
28 Sec. Reg. & L. Rep. 540 (1996).

77 1d.

7 1d. (citing joint IOSCO/IASC statement of Jul. 1993).
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Financial Stability Forum Key Standard: International Accounting Stan-
dards. The Core Standards as set forth in IOSCO’s 1993 list are grouped
into five major categories: general, income statement, balance sheet, cash

flow statement and other. General standards deal with the following areas:

8o

(1) disclosure of accounting policies’?, (2) changes in accounting policies™ and

(3) information disclosed in financial statements.”" Core standards related to
the income statement are addressed to: (1) revenue recognitiongz, (2) construc-

tion contracts®, (3) production and purchase costs*, (4) depreciation®s, (5)

impairment™, (6) taxes", (7) extraordinary items™, (8) government grants,

(9) retirement benefits?°, (10) other employee benefits”', (11) research and
development?, (12) interest?? and (13) hedging.9+

Standards governing the balance sheet address: (1) property, plant and
equipment?; (2) leases’; (3) inventories?’; (4) deferred taxes?’; (5) foreign

100,

currency?’; (6) investments'’; (7) financial instruments/off balance sheet

79 IAS 1, Presentation of Financial Statements (1 Jul 1998) (replacing IAS 1, Disclosure of Account-
ing Policies, which remained in effect until 7 Jan. 1998).

89 TAS 8, Profit or Loss for the Period, Fundamental Errors and Changes in Accounting Policies
(1 Jan. 1979).

81 IAS 1, op. cit,, n. 79.

82 TAS 18, Revenue (1 Jan. 1984).

83 TAS 11, Construction Contracts (1 Jan. 1980).

84 TAS 2, Inventories (1 Jan. 1976; revised 1993).

85 1AS 4, Depreciation (1 Jan. 1977) and IAS 16, Property, Plant and Equipment (1 Jan. 1983;
revised 1993) (currently being revised).

86 JAS 36, Impairment of Assets (1 Jul. 1999) (issued June 1998, effective for financial reporting
periods beginning 1 Jul. 1999).

87 1AS 12, Income Taxes (1 Jan. 1998) (replacing IAS 12, Accounting for Taxes on Income, which
remained in effect until 1 Jan. 1998) (revised 1996 and effective for financial reporting periods
beginning on or after 1 Jan. 199S).

88 JAS 8, op. cit,, n. So.

89 TAS 20, Accounting for Government Grants and Disclosure of Government Assistance (1 Jan.
1984).

9° IAS 19, Employee Benefits (1 Jan. 1985) (revised Jan. 1998 and effective for reporting periods
beginning 1 Jan. 1999).

9 1d.

92 TAS 38, Intangible Assets (1 Jul. 1999) (issued Sep. 1998 and effective for annual financial
statements covering periods beginning on or after 1 Jul. 1999).

93 IAS 23, Borrowing Costs (1 Jan. 1986; revised 1993).

94 Financial Instruments: Recognition and Measurement; IAS 39.

95 IAS 16, Property, Plant and Equipment (1 Jan. 1983; revised 1998).

99 TAS 17, Accounting for Leases (1 Jan. 1984) (to be superseded by IAS 17 [revised 1997], Leases,
effective 1 Jan. 1999).

97 1AS 2, op. cit., n. 84.

9 TAS 12, op. cit., n. 87.

99 IAS 21, The Effects of Changes in Foreign Exchange Rates (1 Jan. 198s; revised 1993).

19 JAS 39, op. cit,, n. 94.
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101, 102,

items'’; (8) joint ventures'®*; (9) contingencies'®3; (10) events occurring after

105,

the balance sheet date'; (11) current assets and current liabilities'>; (12) busi-

)106,

ness combinations (including goodwill)*°; and (13) intangibles other than

research and development and goodwill."*”
A single standard details cash flow statement contents.”® Other relevant

core standards cover: (1) consolidated financial statements™?, (2) subsidiaries in

110

hyperinflationary economies?, (3) associates and equity accounting', (4) seg-

112 113

ment reporting

party disclosures's, (8) discontinuing operations"’, (9) fundamental errors'”
u8

, (5) interim reporting"'3, (6) earnings per share™, (7) related

and (10) changes in estimates.

The IASB proposal was submitted and approved by the membership of
[OSCO" and has also been reviewed both by domestic authorities and other
international institutions and organizations, such as the Basel Committee.*”
Although IOSCO endorsement of comprehensive IAS was not guaranteed,
[IOSCO did commit to undertake a review of the completed project, and upon
completion of the IASB core standards working program, IOSCO evaluated
the resulting standards.” The IOSCO evaluation commenced after the final

101 Id.

192 JAS 31, Financial Reporting of Interests in Joint Ventures (1 Jan. 1992).

193 JAS 37, Provisions, Contingent Liabilities and Contingent Assets (7 Jan. 1999) (issued Sep.
1998 and effective for annual financial statements covering periods beginning on or after 1 Jul.
1999).

194 JAS 10, Contingencies and Events Occurring after the Balance Sheet Date (1 Jan. 1980).

195 JAS 1, op. cit., n. 79.

190 JAS 22,

197 1AS 38, op. cit,, n. 92.

198 JAS 7, Cash Flow Statements (1 Jan. 1979; revised 1992).

199 TAS 27, Consolidated Financial Statements and Accounting for Investments in Subsidiaries
(1 Jan. 1990).

MO JAS 21, op. cit., n. 99; IAS 29, Financial Reporting in Hyperinflationary Economies (1 Jan.
1990).

" JAS 28, Accounting for Investments in Associates (1 Jan. 199o).

12 JAS 14, Segment Reporting (1 Jul. 1998).

3 JAS 34, Interim Financial Reporting (1 Jan. 1999).

14 [AS 33, Earnings Per Share (1 Jan. 1998).

15 AS 24, Related Party Disclosures (1 Jan. 1986).

16 TAS 35, Discontinuing Operations (1 Jan. 1999).

"7 IAS 8, op. cit., n. So.

u8 1.

19 JOSCO Technical Committee, IASC Standards — Assessment Report, May 2000; see IOSCO,
Final Communiqué of the 25th Annual Conference of the International Organization of Securities
Commissions, 2000.

120 Basel Committee, Report to G7 Finance Ministers and Central Bank Governors on International
Accounting Standards, 2000.

2 JOSCO IAS Assessment, op. cit., n. 119.
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draft standards were completed and resulted in substantial approval. The
standards were subsequently approved by the full membership of IOSCO
(including the US SEC), with a recommendation for implementation in mem-

122

ber jurisdictions.”” As a result, there exists the clear possibility for the even-
tual employment of core standards developed by the IASB and approved by
[IOSCO being thereafter accepted by the SEC for acceptance in the US capital
markets.

As noted, the IASB core program has been approved by IOSCO, reviewed
and largely recommended by the Basel Committee, and included as one of
the key standards for sound financial systems by the FSF.*3 In addition, they
have been accepted for international offerings and listings by a wide range of
securities exchanges around the world.”* Among the largest capital markets in
the world, the European Union determined to use [FRS as the basis for report-
ing by all EU listed companies by 2005, while the US is currently discussing
future usage of IFRS in its markets. Significantly, with the on-going debate
over Enron, WorldCom, Parmalat and others (such as Shell and AIG), pres-
sure for adoption of a set of accounting standards agreed between the United
States and the European Union may increase. At the moment, though, both
jurisdictions are focusing on their internal markets (including standards appli-
cable to foreign issuers) and are unprepared to agree to any deviation from
their respective positions.

The fundamental issue facing the IASB is whether it should, in the future, be
responsible for the development of international accounting standards or for
harmonizing currently existing national accounting standards (thereby leaving
the individual jurisdictions responsible for developing accounting standards).
At the very least, the IASB provides a sophisticated forum for debate. Issu-
ing IFRS serves to limit the range of potential options for bodies developing
national accounting standards. The role of the IASB and its core standards
is likely to increase, especially given the support of the G-7 and its alloca-
tion of international responsibility in this area to the IASB, with responsibility
for review lying with international regulatory standard-setting organizations
such as the Basel Committee, IOSCO and the International Association of
Insurance Supervisors (IAIS).”*> This increasing importance of the IASB and

122 JOSCO, Resolution and List of IASC 2000 Standards, May 2000.

23 FSF, International Standards and Codes to Strengthen Financial Systems (Jun. 2001). See also
F'SE, Compendium of Standards, available at www.fsforum.org.

24 For a current summary, see the IASB website at www.iasb.org.

125 According to the G-7:

We call upon: . ... the IASC to finalize by early 1999 a proposal for a full range of internationally
agreed accounting standards. IOSCO, IAIS, and the Basle Committee should complete a
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IFRS is highlighted by the EU’s decision to adopt these standards for financial
reporting by EU listed companies and the current US discussion respecting
greater acceptance of the use of IFRS by foreign issuers.

The reaction of jurisdictions to [IFRS has been divided into three categories:
(1) for some economies that do not have a developed national system of
accounting, IFRS have been given essentially the same status given domestic

standards;

(2) a number of economies have accounting systems that are
for the most part compatible with IFRS™7; and (3) some economies have
well-developed accounting standards that in large part are incompatible with
IFRS.* Given the general reception and the overall necessity of harmoniza-
tion, increasing use of IFRS appears likely.*

5.3.2. Auditing

The best assurance that financial statements are reliable is if they have been
audited to standards that are broadly acceptable internationally. Auditing
mechanisms are essential to ensure that accounting norms are effectively
applied and maintained and to monitor the quality of internal control pro-
cedures, with both internal and external audits being necessary.">

International Efforts. Aswith accounting standards, the most significant inter-
national initiatives have been those of the Furopean Union and of inter-
national financial organizations, in this case the International Federation of
Accountants International Auditing Practices Committee (IFAC).

The IFAC, organized in 1977, is an international organization of national
accountancy organizations representing accountants.’ The IFAC organi-
zation includes, inter alia, the International Auditing Practices Committee
(IAPC), which is charged with the responsibility of developing and issuing

timely review of these standards. ... We commit ourselves to Endeavour to ensure that private
sector institutions in our countries comply with these principles, standards and codes of best
practice.

G-7, Declaration of G7 Finance Ministers and Central Bank Governors, 30 Oct. 1998.

Evans et al., op. cit., n. 52, p. 94. Cf. Cheney, op. cit., n. 49.

27 Evans et al., op. cit,, n. 52, p. 95 (e.g., Canada, United Kingdom and United States).

8 1d. (e.g. Japan, although this may be changing somewhat).

129 Note that the London Stock Exchange began accepting IAS soon after the foundation of the
IASC. See Carsberg, op. cit., n. so. Canada, Japan and the United States, however, still refuse
to permit the use of IAS for securities exchange purposes. 1d.

13° See EBRD Guidelines, op. cit., n. 20.

13! See the IFAC website at www.ifac.org for details.

126
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guidelines on generally accepted auditing practices and the content of audit

N
132

reports.'> Overall, the problems facing the IAPC are quite similar to those
facing IASB; however, the focus of the IAPC is on auditing rather than on
accounting standards.

The IFAC is charged with the responsibility of developing and issuing
guidelines on generally accepted auditing practices and the content of audit

122

reports.’>>

Financial Stability Forum Key Standard: International Standards on Auditing
(ISA). Unlike the IASB, the IAPC has compiled and codified a complete set of
International Standards on Auditing.3* The Standards are comprehensive and
seem to be gaining greater acceptance.’s In addition, the IAPC released, in late
1997, a draft set of standards on credibility of reporting'3, addressing many of
the concernsraised by the EU task force on auditing. In 2005, the Public Interest
Oversight Board (PIOB) was established to oversee the international standard
setting activities of the IFAC in the areas of audit performance standards,
independence and other ethical standards for auditors; audit quality control
and assurance standards; and education standards, and to oversee the IFAC’s
Member Body Compliance Program. The establishment of the PIOB was
the result of a collaborative effort by the international financial regulatory
community, working with IFAC, to ensure that auditing standards set by IFAC
and its committees are set in the public interest.

ISAs are broken down into nine categories: (1) general, (2) responsibilities,
(3) planning, (4) internal control, (5) audit evidence, (6) using work of others,
(7) audit conclusions and reporting, (8) specialized areas and (g) International
Auditing Practice Statements.

According to the FSF, the [SAs to date are’7:

(1) General standards include an introductory preface’®®, glossary of terms'3
and framework.'+°

132

See IFAC, Preface to International Auditing Guidelines of the International Federation of

Accountants, AICPA Professional Standards, § 8ooo.o1-o2 (1 Jul. 1979).

133 See id.

134 IFAC, Bound Volume: International Standards on Auditing — Codified, 1998.

135 See Oliverio and Newman, “Accounting in the Global Business Environment”, 12 CPA J. 52
(Dec. 1997).

130 IFAC/IAPC, Exposure Draft: Reporting on the Credibility of Information, 1998.

137 F'SE website, http:/Awww.fsforum.org/Standards/Standard6o.html (checked 25 Jun. 2004).

138 ISA 100, Preface to ISAs and RSs.

139 ISA 110, Glossary of Terms.

4° ISA 120, Framework of ISAs.
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(2) Standards addressing responsibilities include objectives, terms of
audit'#, quality control'$3, fraud and error'+, and consideration of laws

and regulations.'+

146

(3) Standards respecting planning address planning generally°, knowledge

of the business#” and materiali’ry.148

(4) Standards on internal control cover risk assessments™#?, computer infor-

150

mation systems’>® and service organizations.”’

(5) Standards cover a variety of issues respecting audit evidence.’?
(6) Standards address use of the work of others, including work of other
auditors'>3, internal audit’* and experts.’s>

(7) Standards on audit conclusions and reporting cover the auditor’s
report's, comparatives's” and other information.’s"

(8) Specific standards have been developed to address specialized areas,
such as special purpose engagements, engagement for agreed proce-

199 and engagements to compile information.

101

dures

Finally, the IFAC has a number of “International Auditing Practice State-

162

ments”, addressing a variety of issues such as interbank confirmations'”,

41 [SA 200, Objective.

142 [SA 210, Terms of Audit.

3 ISA 220, Quality Control for Audit Work.

44 ISA 240, Fraud and Error.

45 [SA 250, Consideration of Laws and Regulations in an Audit of Financial Statements.

140 ISA 300, Planning,.

147 ISA 310, Knowledge of the Business.

48 ISA 320, Audit Materiality.

149 ISA 400, Risk Assessments and Internal Control.

159 ISA 4o1, Auditing in a Computer Information Systems Environment.

15" ISA 402, Audit Considerations Relating to Entities Using Service Organizations.

52 ISA 500, Audit Evidence; ISA 501, Audit Evidence-Additional Considerations for Specific
Items; ISA 510, Initial Engagements — Opening Balances; ISA 520, Analytical Procedures;
ISA 530, Audit Sampling and other Selective Testing Procedures; ISA 540, Audit of Accounting
Estimates; ISA 550, Related Parties; IAS 560, Subsequent Events; ISA 570, Going Concern;
ISA 580, Management Representations.

153 ISA 6oo, Using the Work of Another Auditor.

154 ISA 610, Considering the Work of Internal Auditing.

155 ISA 620, Using the Work of an Expert.

150 ISA 700, The Auditor’s Report on Financial Statements.

157 ISA 710, Comparatives.

158 ISA 720, Other Information in Documents Containing Audited Financial Statements.

159 ISA 8oo, The Auditor’s Report on Special Purpose Audit Engagements.

100 [SA 920, Fngagements to Perform Agreed-Upon Procedures Regarding Financial Information.

101 [SA 930, Engagements to Compile Financial Information.

162 [SA 1000, Inter-Bank Confirmation Procedures.
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163

165
b

, audit of international commercial banks'%7,

tl()8

, databases®, the relationship with bank supervisors
166

microcomputers
audit of small entities

communications with management'®®, risk assessment and internal control in

169

computer information systems'*?, computer-assisted audit techniques'7® and

environmental matters.'”!

5.3.3. Other Issues: Credit Ratings and Credit Information Systems

Credit rating systems and agencies serve similar functions in that they decrease
the need for initial research and subsequent monitoring, thereby reducing the
cost of credit and increasing lending and loan maturities.

Inessa Love and Natalyia Mylenko have analysed this issue and found that'7:
(1) the existence of private credit registries is associated with lower financing
constraints and a higher share of bank financing, with special impact on small
and mediums-sized enterprises; (2) a stronger rule of law is associated with
more cffective private credit registries; and (3) public credit registries (usually
maintained by central banks for financial stability purposes) do not have the
same sort of effects, though they may benefit younger firms as well as have
other benefits in terms of financial stability.

This is thus an issue deserving further attention.

5.4. MARKET INTEGRITY: CORRUPTION, MONEY LAUNDERING
AND FINANCIAL CRIME

Twenty years ago, there was very limited focus outside of North America on
issues relating to financial market integrity, with frequent debates regarding
whether or not it was of significance, especially in relation to legal enforce-
ment. Today, the debate is essentially settled, with general consensus that issues
relating to integrity are central to economic development. In this area, three

13 ISA 1001, CIS Environments-Stand-Alone Microcomputers.

104 ISA 1002, CIS Environments-Database Systems; and ISA 1003, CIS Environments-Database
Systems.

15 [SA 1004, The Relationship Between Bank Supervisors and External Auditors.

196 ISA 10035, The Special Considerations in the Audit of Small Entities.

167 [SA 1006, The Audit of International Commercial Banks.

168 ISA 1007, Communications with Management.

109 TSA 1008, Risk Assessments and Internal Control-CIS Characteristics and Considerations.

179 ISA 1009, Computer-Assisted Audit Techniques.

70 ISA 1010, The Consideration of Environmental Matters in the Audit of Financial Statements.

172 1. Love and N. Mylenko, “Credit Reporting and Financing Constraints”, World Bank Policy
Research Working Paper 3142 (Oct. 2003).
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aspects are of note: (1) corruption (especially relating to governments), (2)
money laundering and terrorist financing and (3) financial crime.

Overall, financial development occurs best in an environment of con-
fidence, and concerns regarding government and market integrity impact
directly thereon.

5.4.1. Corruption

As discussed in Chapter Three, governance is an important theme in both
finance and development today. Governance is defined as the manner of
governing and is not something that can be measured easily; nonetheless,
it is fundamental to economic growth and development, to development of
democracy and the rule of law, and to the process of development and transi-
tion.””s Corruption can be seen as one aspect of governance.

Corruption is generally regarded as widespread throughout emerging, tran-
sition and developing economies and, indeed, the developed world; however,
the problem is often regarded as particularly pervasive and severe among the
transition and developing economies.'”* Surveys of foreign investors and local
entrepreneurs, as well as private risk rating agencies and the assessments of
regional analysts, all tend to rate the extensiveness of corruption as an impor-
tant element in determining overall country risk to foreign investors, especially
those involved in direct investment. It therefore is a factor taken into consid-
eration by several of the commercial risk rating agencies.'”

According to commentators, rampant corruption undermines popular sup-
port for market reform in emerging, transition and developing economies.'”®
This conclusion was supported with by a World Bank review of studies and
experiences in regard to the impact of corruption on development.'”” Based on
a review of the relevant economic and sector work addressing the topic and its
own internal experiences, the World Bank concluded that corruption imposed
costs on their borrowers in five ways: (1) macroeconomic stability may be
undermined by loss of government revenue and excessive spending; (2) foreign

73 EBRD, Transition Report 1997, Oct. 1997, p. 3.

74 1d., p. 37.

75 1d.

176 See C. Gray and W. Jarosz, “Law and the Regulation of Foreign Direct Investment”, Colum. J.
Transnat'1L.1(1995), p. 27 (“Charges of bribery and corruption can easily erode popular support
for economic reform in general, and foreign investment in particular.”); K. Meesen, “Essay:
Fighting Corruption Across the Border”, 18 Fordham Int'1 L. ]. 1647 (1995) (“Corruption both
in government and private business has no little role in discrediting freshly installed democratic
procedures and freshly installed free market systems.”)

77 World Bank, Poverty Reduction and Economic Management, Sep. 1997, ch. 2 (reviewing
research and experience in this area).
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direct investment may be reduced, especially if bribery is not affordable and
the results are not predictable; (3) the growth of small entrepreneurs may be
affected disproportionately; (4) the environment may be endangered by the
use of corruption to avoid controls; and (5) the poor suffer because of their
inability to pay necessary bribes.'”*

Experience has shown that arbitrary, self-interested or corrupt bureaucratic
interference can stifle investment and growth in emerging, developing and
transition economies: “[cJorruption is not only pernicious in itself; it also
undermines free competition and therefore endangers one of the fundamen-
tals of transition.””9 Moreover, financial intermediaries and businesses, as they
become increasingly active both internationally and directly in emerging, tran-
sition and developing economies, must deal directly not only with the practical
costs and problems of corruption, but also with international, domestic and
extra-territorial efforts to deal with corruption and their attendant risks, respon-
sibilities and costs.

Interestingly, of all the multifarious aspects of corruption which could be
(and in many cases have been) addressed, the FSF only highlights two key
standards in this area: (1) anti-money laundering (AML) and (2) countering
terrorist financing (CFT). This may be one reason why the IMF/World Bank
FSAP/ROSC framework includes AML/CF'T under financial standards rather
than the broader FSF heading of market integrity.

Easterly states the situation as of 2001 succinctly™*:

[T]he international financial institutions like the World Bank and [IMF] paid
virtually no attention to corruption for decades. Only recently has corruption
become a hot issue for these institutions. FEven then we are often reluctant
to utter the word corruption; problems with governance is the bureaucratic
jargon we use instead. (italics in original)

International Efforts. International efforts regarding corruption have been
slow to develop. According to Karl Meessen writing in 1995™:

The need for international action against corruption may never have been
more acute than today. This is not to say that such need has not been felt
before, not that international action has never before been advocated. . ..
There may be more organizations that have advocated doing something about

7 1d., pp. 17-19.

179 EBRD Transition Report 1997, op. cit., n. 173, p. 4.

180 W. Easterly, The Elusive Quest for Growth: Economists’ Adventures and Misadventures in the
Tropics (Cambridge, MA: MIT Press, 2001), p. 241.

K. Meessen, op. cit., n.176, pp. 1650-51 (arguing for the necessity of an enforceable international
convention on combating corruption).

181
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the problem. So far, however, efforts have nowhere passed beyond the stage
of mutual encouragement or, technically speaking, of soft law recommenda-
tions. In the case of fighting corruption across borders, unlike other cases,
this is not enough. Mere recommendations are bound to be abortive. The
reason is simple: states that follow a recommendation can never be certain
that others will do so as well.

Importantly, today international efforts are increasingly formalized. This is a
significant development in that these efforts have, until recently, been more
of a voluntary rather than a formal nature'*:

To a large degree, the international action to date represents the evolution of
“soft” rather than “hard” law. Only recently have the first incremental steps in
the transition from “soft” law to substantive law and business practices begun
to emerge.

Farly efforts in the field of corruption included a 1976 United Nations General
Assembly resolution condemning all corrupt practices in business, including
bribery."> An ad hoc Intergovernmental Working Group on Corrupt Practices
of the UN Economic and Social Council was formed®+ and issued a draft
agreement in 1979, condemning illicit payments and requiring all signatories
to prohibit bribes to foreign officials, including “grease” payments.”®s These
attempts went nowhere."*

The United Nations, under the auspices of the UN Centre on Transnational
Corporations of the Economic and Social Council (ECOSOC), finalized
a Code of Conduct for Transnational Organizations in 1990."7 Negotiations

182§, Deming, “Foreign Corrupt Practices”, Int'l Law. 695 (1997), p. 698.

183 UN General Assembly, Thirteenth Session, G.A. Res. 3514, UN. G.A.O.R., Supp. No. 34, p. 69,
UN Doc. Ah0034, reprinted in 15 LL.M. 180 (1976). The Resolution was adopted without a vote
on 15 Dec. 1975, and “condemn(ed] all corrupt practices, including bribery, by transnational
and other corporations” and called upon nations to investigate and prosecute those involved
in corrupt practices.

184 See UN Economic & Social Council, Economic and Social Council Resolution 2041 (LXI) of
5 Aug., 1976, reprinted in 15 L.L.M. 1222 (1976).

185 UN Economic and Social Council, International Agreement in Illicit Payments, UN Doc.
E/04/1979 (25 May 1979), reprinted in 18 LL.M. 1025 (1979).

186 See “ABA Section of International Law and Practice Reports to the House of Delegates, Cor-
rupt Practices in the Conduct of International Business”, 30 Int'l Law. 193 (1996), pp. 194—5
(summarizing UN efforts).

187 UN Economic and Social Council, Second Session, Development and International Economic
Cooperation: Transnational Corporations, UN Doc. E/1990/94 (1990). After producing this
Code, the Centre closed. See ABA Section Reports, op. cit., n. 186, p. 195; L. Compa and T.
Hinchliffe-Darricarrere, “Enforcing International Labor Rights Through Corporate Codes of
Conduct”, 33 Colum. J. Transnatl L. 663 (1995), p. 669.
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on the Code halted in 1992. Further efforts were moved to the UN Conference
on Trade and Development (UNCTAD), under the auspices of the renamed
Commission on International Investment and Transnational Corporations.'®

During 1996, the United States introduced a proposal for a “United Nations
Declaration on Corruption and Bribery in ‘Transnational Commercial Activ-
ities”, calling on member states to criminalize both domestic and interna-
tional bribery and to prohibit the tax deductibility of bribes. The proposal
was adopted by ECOSOC on 23 July 1996 and adopted by the UN General
Assembly on 16 December 1996 as the “United Nations Declaration Against
Corruption and Bribery in International Commercial Transactions”.™ The
Declaration provides that member states must “pledge” to deny tax deducti-
bility and to criminalize bribery of foreign public officials in “an effective and
coordinated manner”.%° Although not legally binding, according to the World
Bank, the Declaration’s wording on criminalizing foreign bribery and ending its
tax deductibility “signifies broad political agreement in the international com-
munity on this matter.””" Further, in February 1996, the UN General Assembly
recommended that the ECOSOC take steps to prevent illicit payments.’?

In many ways, the OECD has been more successful than the United Nations.
The OECD issued guidelines in 1976, calling for member nations to volun-
tarily shun illicit payments.'* Also in 1976, the OECD established Guidelines
for Multinational Enterprises.”* Further, on 27 May 1994, the twenty-six then-
member governments of the OECD agreed to take collective action in the area
of bribery in international business transactions, calling on member countries
to take effective measures to deter, preventand combat bribery of foreign public
officials.’> The OECD Recommendation on Bribery in International Business

188 UN General Assembly, Forty-ninth Session, G.A. Res. 49/130, Supp. No. 49, p. 152, UN Doc.
Al49h30 (1994).

189 UN, “General Assembly Endorses Outcome of UNCTAD IX, Adopts Anti-Corruption Decla-
ration, Stresses Challenges of Global Financial Integration”, GA/9206 Press Release, 16 Dec.
1990.
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19" World Bank (1997), op. cit., n. 177, p. 61.
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193 OECD, Regulation of Foreign Investment, OECD/GD(92)16 (1976).

194 OECD, Declaration on International Investment and Multinational Enterprises, 1976 revised
1979.

195 OECD 829th Session, Recommendation of the Council on Bribery in International Business
Transactions, 27 May 1994 (“1994 OECD Recommendation”). Acts of the OECD are generally
divided into Decisions, binding on member countries, and Recommendations, which member
countries may, “if they consider itopportune”, provide for implementation thereof. Convention
on the Organization for Economic Cooperation and Development, 14 Dec. 1960, 12 U.S.T.
1728, 888 U.N.T.S. 179, Arts V(a)i), V(b).
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Transactions was the first multilateral agreement among governments to

196 Measures called for included review-

combat the bribery of foreign officials.
ing criminal, civil and administrative laws and regulations and taking “concrete
and meaningful steps to meet this goal”.’97 Strengthening of international
cooperation was also called for, and the Recommendation appealed to non-
member countries to join with OECD members in their efforts to eliminate
bribery in international business transactions. A follow-up mechanism was also
provided.

In autumn 1995, the Committee on Fiscal Affairs of the OECD approved
a report calling on member countries to discontinue the practice of providing
tax deductions for bribes made by their companies overseas. This action led
to the adoption of the Recommendation on Tax Deductibility of Bribes to
Foreign Public Officials at the May 1996 Ministerial Conference.'?® The
Recommendation called on OECD member countries to “re-examine such
treatment with the intention of denying this deductibility”.’9 In addition, the
OECD Committee on International Investment and Multinational Enter-
prises has followed the progress of each member country’s implementation of
the 1994 Recommendation, and, as a consequence, reported in 1996 that “it is
necessary to criminalize the bribery of foreign public officials in an effective
and coordinated manner.”**° At the time, more than half of the OECD mem-
ber countries considered bribery to be deductible as a business expense for tax
purposes.*”

Also at the May 1996 Conference, the OECD Ministers made a political
commitment to criminalize bribery “in an effective and coordinated manner”,
and to examine the “modalities and appropriate international instruments to
facilitate criminalization and consider proposals in 1997.” Member countries
agreed to report to working groups the action that each has taken in imple-
menting these recommendations. In 1996, the OECD Council adopted a
recommendation on ending tax deductibility of foreign bribery, and member
states, within the framework of their laws, are now amending legislation to

196 S. Deming, op. cit., n. 182, p. 695.

197 1994 OECD Recommendation, op. cit., n. 195, Arts I1I-1V.

198 OECD, Recommendation of the Council on the Tax Deductibility of Bribes to Foreign Public
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200 OECD Committee on International Investment and Multinational Enterprises, Implemen-
tation of the Recommendation on Bribery in International Business Transactions, OECD/
GD(96)(83), para. 13:1.

201 US Senate, Hearings of the Senate Caucus on International Narcotics Control and the Senate
Finance Committee Subcommittee on International Crime, 104th Cong., 1996.
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reflect this recommendation.*”> At the May 1996 High Level Meeting of the
OECD Development Assistance Committee, the committee recommended
that members “introduce or require anti-corruption provisions governing bilat-
eral aid-funded procurement.”*3

At its 1996 summit in Lyon, France, the G-7 resolved “to combat corruption
in international business transactions”.>** Such corruption was seen as “detri-
mental to transparency and fairness” and as imposing heavy economic and
political costs. At its 1997 summit in Denver, Colorado, the G-7 developed this

theme further®*>:

We urge the IMF and the multilateral development banks to strengthen their
activities to help countries to fight corruption, including measures to ensure
the rule of law, improve the efficiency and accountability of the public sector,
and increase institutional capacity and efficiency, all of which help remove
economic and financial incentives and opportunities for corrupt practices.
We support and encourage the [international financial institutions] in their
efforts to promote good governance in their respective areas of competence
and responsibility.

Importantly, this political agreement has led to important practical develop-
ments internationally.>*

At its ministerial meeting in May 1997, the OECD Council endorsed the
Revised Recommendation on Combating Bribery in International Business
Transactions, prepared by the OECD Working Group on Corruption, reaf-
firming its commitment to criminalizing bribery of foreign public officials
in an effective and coordinated manner, and urged prompt implementa-
tion of the 1996 Recommendation on ending tax deductibility for foreign
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bribery.*7 The Council recommended that member countries submit crim-
inalization proposals to their legislative bodies by 1 April 1998 and seek their
enactment by the end of 1998. It also decided to open negotiations on a
convention to be completed by the end of 1997, with a view to its entry in
force as soon as possible in 1998.

On 21 November 1997, the Convention on Combating Bribery of Foreign
Public Officials in International Business Transactions was adopted by all
twenty-nine member countries of the OECD and five nonmember countries
(Argentina, Brazil, Bulgaria, Chile, Slovak Republic).**® The Convention was
signed in Paris on 17 December 1997 and provided the framework under which
all the signatory countries undertook to prohibit and act against the bribery of
foreign public officials. The OECD convention came into force on 15 Feb-
ruary 199g.

Outside of formal international intergovernmental organizations, a number
of international nongovernmental organizations (NGOs) have taken important
steps in monitoring and combating corruption. The highest profile has been
Transparency International, formed in May 1993. Transparency International,
an international nonprofit NGO, was established to curb corruption in inter-
national and national business transactions.* It is headquartered in Berlin,
has national chapters in more than seventy countries and has taken a promi-
nent role in pressing governments and international organizations to adopt
measures to deter corruption in the conduct of international business.”® It
aims to curb corruption through international and national coalitions encour-
aging governments to establish and implement effective laws, policies and
anti-corruption programs; build public support for anti-corruption programs
and enhance public transparency and accountability in international business
transactions and public procurement; and encourage all parties to interna-
tional business transactions to operate at the highest levels of integrity, guided
by its Standards of Conduct.*"

Tranparency International publishes an annual Corruption Perception
Index (CPI). The CPI draws on a broad base of international surveys and data
gathered from the internet. The index is not an absolute rating of a country’s
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“corruptness”; rather, it reports how business people, political analysts and
the general public around the world perceive global levels of corruption. The
organization also has produced a number of publications with respect to var-
ious aspects of corruption. Among these is the T1 Source Book, which is a
compilation of many different efforts from governments and organizations
around the world to deal with the issue.**

In addition, the international financial institutions, including the World
Bank group and its constitutents, the IMF, regional organizations, states and
private companies have been active, as have the various international financial
organizations. In respect to money laundering and terrorist financing (dis-
cussed below), all these efforts increasingly centre on the FATF, based at the
OECD.

Lessons from Experience. Corruption is difficult to address. However, based
on experiences around the world and especially in Asia, a number of major
steps can be identified:

(1) High-level political commitment to reduce corruption is an essential
first step.

(2) Fiscal improvement and sustainability. Corruption can be the result of
low public pay levels. Before a government can improve public sector
pay levels, it must be able to generate sufficient and sustainable revenue
through a sustainable, simple taxation and fiscal regime. These issues
have been highlighted earlier. In this context, a tax regime that can be
obeyed and that requires reasonable levels of payment also encourages
respect for the government and the law.

(3) Increase government salaries (especially those of the judiciary) to a rea-
sonable level once fiscal sustainability has been achieved in order to
reduce incentives for official corruption.

(4) Tough laws on corruption combined with an amnesty for pre-existing
offences. At the same time public sector pay levels are increased, tough
laws on corruption also need to be enacted. In this respect, guidance is
available from the OECD’s Convention on Bribery of Public Officials
and from the public procurement code of the World Trade Organization
(WTO). Such laws should be enacted in tandem with an amnesty for
pre-existing offences.

22 ]. Pope (ed.), The TI Source Book (London: Transparency International, Sep. 1996).
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(5) An independent corruption enforcement authority should be estab-
lished. At the same time anti-corruption laws are enacted and the
amnesty period is triggered, an independent corruption investigation
and enforcement authority needs to be established in order to imple-
ment the new system.

5.4.2. Money Laundering and Terrorist Financing

In relation to money laundering and terrorist financing, the primary interna-
tional guidance is that from the FATF.

Money Laundering: The Forty Recommendations of the Financial Action
Task Force. Issued in 1990, revised in 1996 and again in 2003, the Forty Rec-
ommendations set out the basic framework for anti-money laundering efforts
and they are designed to be of universal application.”’ The Forty Recommen-
dations address four main areas: (1) the legal system (Recommendations 1 to
3), (2) financial intermediaries and related businesses and professions (Recom-
mendations 4 to 25), (3) institutional aspects (Recommendations 26 to 34) and
(4) international cooperation (Recommendations 35 to 40).

Legal systems need to include a criminal offence of money laundering
(Recommendations 1 and 2) and measures for confiscation and related matters
(Recommendation 3).

In respect to market participants, secrecy laws should not prevent imple-
mentation (Recommendation 4). Further, intermediaries should undertake
appropriate customer due diligence (know-your-customer or KYC procedures)
and record-keeping (Recommendations 5 to 12), as well as reporting of sus-
picious transactions (Recommendations 13 to 16). In addition, there should
be appropriate sanctions and other legal precautions (Recommendations 17
to 20). Further, special measures should be taken in respect to transactions
involving noncooperative jurisdictions (Recommendations 21 and 22). These
various measures should also be supported through the financial regulatory
system (Recommendations 23 to 25).

Institutional requirements address competent authorities, their powers and
resources (Recommendations 26 to 32) and transparency of legal persons and
arrangements (Recommendations 33 and 34).

International cooperation includes signature and implementation of a num-
ber of international conventions (Recommendation 35), as well as putting in
place appropriate arrangements for mutual legal assistance and extradition

23 FATF, The Forty Recommendations, Jun. 2003.
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(Recommendations 36 to 39), with clear and effective gateways for informal as
well as formal cooperation (Recommendation 40).

Terrorist Financing: Eight Special Recommendations against Terrorist
Financing. In addition, the FATF has addressed the issue of terrorist financ-
ing and moved immediately after the 11 September 2001 terrorist attacks in the
United States to address the issue. Released on 31 October 2001, the recommen-
dations address eightareas™: (1) ratification and implementation of related UN
instruments; (2) criminalization of financing of terrorism and associated money
laundering; (3) implementation of measures to freeze and confiscate terrorist
assets; (4) expansion of reporting of suspicious transactions to include trans-
actions related to terrorism; (5) international cooperation; (6) requirements
for licensing of financial transmission services and application of AML/CFT
rules thereto; (7) requirements to record and monitor funds transfers; and (8)
regulation of entities, especially nonprofit organiz