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G20 Financial Regulatory Reforms:
Navigating the Clash of National

Interests

by Barbara Ridpath

In the past two years, the G20 has
issued calls for coordinating financial
regulations and their reforms across
multiple issues, such as capital require-
ments, derivative instruments, and
orderly resolution of failing banks.
However, the G20 process is facing
increasing dissention among the
members on these and other measures,
for three main reasons.

The first reason is the rise of domestic
political pressures both in the North
Atlantic states and in the key emerging
country member states. At the height
of any crisis, and never more so than
in the financial crisis of 2007-09, it is
relatively easy to get consensus because
the stakes appear so high and the alter-
natives so unattractive. As the level of
crisis diminishes, consensus always
becomes much more difficult. Atten-
tion moves to other issues perceived to
be more pressing. The details of agree-
ments and implementation are hard
work, but make far less compelling
domestic headlines. In many nego-
tiations, as in those among the G20,
states tend to agree to what is easiest
first, leaving the most contentious
issues to be resolved later.

Domestic political issues come to the
fore as the crisis diminishes. Some

issues become politicized, such as
deficit reduction, and others get
disproportionate attention in terms of
their relevance to preventing a future
crisis, such as bankers’ bonuses. In
low-growth economies, including
most of Europe and the United States,
the search for scapegoats begins, with
attacks on misaligned exchange rates
or immigration instead of the neces-
sary hard work of structural reforms.

The second explanation is that some
of the initial proposals of the G20 do
not stand up well to scrutiny. There has
been more than a year of discussions,
negotiations, private sector responses,
and academic studies. Some of the
recommendations fail to pass prac-
tical academic testing, or even if they
are theoretically sound, it is difficult
to find measurement techniques that
permit monitoring. For example, the
relationship between credit expansion
and growth, while intuitively sound,

is very difficult to measure accurately,
making pro-cyclical provisioning diffi-
cult. Similarly, while the G20 calls for
macroprudential supervision of finan-
cial stability, the definition of finan-
cial stability is open to interpretation
and no one knows how to measure

it. Moreover, few, if any, proven tools
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exist for action in the event of perceived macroprudential
problems.

The third and most important explanation is that some of
the G20’s proposed reforms and commitments are genu-
inely inappropriate for the underlying domestic economic
and financial market conditions in many G20 members.
The hard task is sorting the wheat of the genuine underlying
economic and financial issues from the chaff of political
pressure and protectionism.

One Person’s Domestic Policy
is Another Person’s Protectionism

Economics is not a science, and certainly not an exact one.
There are significant differences of opinion on the impact
of deficit reduction on future growth and unemployment
and the effects of changes in bank capital on domestic credit
expansion. Critically and legitimately, each country has
differences in economic and financial structures. Identical
fiscal, monetary, and regulatory tools will affect each nation
to a different degree. Notably, the financial infrastructures
of countries are at relatively different stages of development,
as are their depth and supervision. An economy’s relative
openness will have a significant impact on the repercussions
of policy changes.

Each of these issues has led to genuinely and legitimately
different views of the impact of domestic implementation
of identical rules both among developed and emerging
markets and across the Atlantic between the United States
and Europe. There have also been clashes within Europe,
including between Britain, France, and Germany, over the
continental efforts to coordinate financial regulations and
supervision.

Structural differences and lower degrees of interconnect-
edness with global financial markets meant that emerging
markets were less affected by the crisis than the United
States and Europe, and have recovered more rapidly. Such
structural differences have strong implications for macro-
economic policy, monetary policy, and also for whether and
which of the G20 objectives are relevant to the emerging
nations.

However, the border between policies that are genuinely
inappropriate and those that carry more than a hint of
seeking competitive advantage or domestic political favor is
often very porous. One way forward is to consider the G20
objectives by their relevance to member economies and the
necessity of international coordination for their successful
implementation.'

Some objectives are obviously less relevant than others, and
issues can be classed into three main categories accordingly.
The first category is “Not Yet Relevant.” For some coun-
tries, this category would include issues such as executive
compensation. While appropriate alignment of incentives
is valid, the extremes of compensation and incentivization
in the United States and Europe are rarely relevant outside
of these markets, with the exception of a small number of
offshore centers.

The second category is “In Process.” This category would
include issues such as corporate governance and risk
management. Both of these issues are extremely relevant to
emerging markets, but need to be developed from a much
more basic level, and adapted to the structures in those
markets and countries. A leap from their current position
to some international norm would be neither feasible nor
desirable.

“Requires Adaptation” is the third category. A key but
controversial example of this is capital requirements. In
order to ensure a level playing field, equivalent capital
requirements across all countries make sense. However,

in G20 countries with small equity and bond markets and
high growth rates, such as India or Indonesia, changes in
capital could have a considerably greater negative impact on
growth than countries in North America, Europe, or Japan,
which have well-developed alternative sources of capital.
Such differences complicate the implementation of the
Basel III capital requirements issued in September 2010. In
addition, the ability of banks in some emerging markets to
issue new instruments such as contingent capital, which are
currently being contemplated, is considerably more limited
than it is in advanced nations, and could put them at a
significant disadvantage.

1 Rottier, Stéphane and Véron, Nicolas, “Not all Financial Regulation is Global,” Bruegel
Policy Brief, Issue 2010/07, August 2010.
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An additional fourth category of “Instant Agreement” could
also exist, but it would be limited to global issues, such as
fortifying the Financial Stability Board (FSB) established by
the G20 more than a year ago to coordinate financial regula-
tory reforms, and all relevant G20 nations’ participation in
colleges of supervisors for major financial services firms.

These categories only focus on the direct relevance of G20
recommendations to a country’s domestic economy. Two
other lenses should be used as well. The first is that the
success of some international initiatives may require a
coordinated response. The second is that repercussions of
domestic policies can have serious consequences to other
states. How the linkages between domestic policies and
international repercussions are managed is critical.

Domestic stimulus through quantitative easing is a prime
example of the latter lens. Many high-growth economies
such as China are struggling to manage unusually high
levels of capital inflows as a result of projected growth
differentials. Such flows are exacerbated by the quantita-
tive easing policies of low-growth economies designed to
stimulate growth through consumption and investment.
The funds from these operations appear to be flowing
rapidly to the high-growth markets in search of investment
opportunities and creating, as a consequence, exchange
rate and inflationary implications for the recipients. Coun-
tering inflationary pressures with increased interest rates
only exacerbates the issue. As a result, many countries have
chosen to either sterilize the monetary impact or impose
capital flow taxes or controls.

An example of where international initiatives require a
coordinated response is the failure of a multinational bank,
or so-called cross-border crisis resolution. Coordinated
responses are required to prevent a Lehman Brothers-like
chaotic worldwide unwinding of assets and liabilities. States
need to have similar tools and processes for addressing the
potential failure of an ailing bank operating on their soil.

Focus on the Feasible

Under discussion for cross-border crisis resolution is a
protocol that spells out conditions that member countries
are to meet at the time of a bank failure. Countries that are

capable of meeting the conditions join the protocol. This
provides one extremely effective mechanism for gradual
domestic adherence to international norms. Application
of such protocols may be the way forward in areas where
international coordination needs to be a primary objective.

Such a system has significant advantages. The first is that it
permits members to take the time necessary to complete the
conditions. As more countries are able to meet the condi-
tions, more countries join. Such a system provides both a
demonstration effect and an investor effect, as investors may
ultimately become wary of institutions active in coun-

tries where resolution mechanisms are either unclear or
haphazard.

There are a number of possible steps to deal with the
implications of domestic variations in the application of
various economic and regulatory actions. Already, the FSB
is publishing thematic and country-specific peer reviews.
While this is an important step forward, what is written in
terms of objectives and outcomes is often sufficiently vague
at the G20 level that almost any application can be consid-
ered compliant. Rather, what is necessary is a more specific
comparison by country and theme of what has been done.
This would provide a significant demonstration effect, and
an absolutely critical roadmap for institutions operating in
multiple jurisdictions.

Similar exercises are needed within domestic markets. For
each objective and recommendation, countries should
analyze their domestic relevance, the incentives they create
for global regulatory arbitrage, and any protectionist impli-
cations of a divergence in rules across nations.

To avoid a race to the bottom, such domestic analyses
should be made available and reviewable by others. One
person’s domestic exception is another person’s regulatory
arbitrage. Such has been the case for years in the “national
exceptions” clause under Basel II. To some degree, this is
unavoidable. There have been some calls for a structure akin
to the dispute settlement mechanism of the World Trade
Organization (WTO) to address such breaches. A more
feasible alternative would be a clear diagnostic on where
these differences exist. This would permit early recognition
of potential for regulatory arbitrage.
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Yet some of these differences will always be legitimate unless consistency and cooperation on issues where they matter

and until countries have identical economic and financial most, like cross-border crisis resolution. The United States
structures, tax structures, and growth rates — an unfore- and key European states need to use a negotiating approach
seeable scenario. Diversity should be seen as a strength, that offers this compromise in return for cooperation on
much like biodiversity is a strength against the spread of core international issues in the next G20 round.

disease. Some differences in economic systems, financial
institutions, and supervision are vital so that everyone is not

wrong at the same time. Such differences would also permit Barbara Ridpath

lessons from successful development stories to be shared, Barbara Ridpath is the chief executive at the London-based Inter-
and allow countries to recognize that there is more than one national Centre for Financial Regulation. From 2004-2008, she was
model for successful development. At the same time, greater executive managing director and head of ratings services, Europe,
efforts must be made to search out local academics and for Standard & Poor’s, responsible for S&P’s rating activities in
experts to learn the applicability of these lessons to other Europe, the Middle East, and Africa. Before that, she was managing

director and chief credit officer, Europe based in Standard & Poor’s
London office, where she was responsible for the development

The G20 should not strive for one-size-fits-all rules. For and application of ratings policy in Europe including its global
many elements on the G20 agenda, the focus should be on consistency. Ms. Ridpath joined S&P in 1983 after three years as an
regulatory convergence rather than on homogeneous rules economist at the Federal Reserve Bank of New York. She worked in

. . . Standard & Poor’s E twork fi 1986, holdi broad
Without an obvious enforcement mechanism, the best way andard & roors buropean network from ° mg? roa
. range of positions. Ms. Ridpath spearheaded the company’s move
forward seems to be in three steps:

into international securitization based in London in the late 1980s,
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1998, Ms. Ridpath was a senior credit officer at JPMorgan Europe,
rejoining S&P in 1998.

markets.

1. An evaluation of the relevance of each of the G20
recommendations for each member country;

2. Protocols where international cooperation is critical to
the success of a proposed recommendation; and About GMF

The German Marshall Fund of the United States (GMF) is a non-

3. Analyses on each country’s progress or divergence on ) i I CATTEIE )
partisan American public policy and grantmaking institution dedi-

each recommendation, together with an economic
assessment of the impact of divergence on the global
effectiveness of the measure, the incentives for regula- GMEF does this by supporting individuals and institutions working
tory arbitrage, and any protectionist implications of in the transatlantic sphere, by convening leaders and members of
global rule divergence. the policy and business communities, by contributing research
and analysis on transatlantic topics, and by providing exchange

cated to promoting better understanding and cooperation between
North America and Europe on transatlantic and global issues.

Wide usage and availability of each of these three tools

opportunities to foster renewed commitment to the transatlantic

would provide a strong demonstration effect and a possible relationship. In addition, GMF supports a number of initiatives
“comply-or-explain” enforcement approach among G20 to strengthen democracies. Founded in 1972 through a gift from
members, while also providing a valuable guide for financial Germany as a permanent memorial to Marshall Plan assistance,
institutions, investors, and regulatory colleges. GMF maintains a strong presence on both sides of the Atlantic. In

addition to its headquarters in Washington, DC, GMF has six offices
Policyrnaker s should accommodate national differences in Europe: Berlin, Paris, Brussels, Belgrade, Ankara, and Bucharest.
in the implementation of the G20 recommendations that GMF also has smaller representations in Bratislava, Turin, and
touch on domestic structural issues in order to secure Stockholm.




