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Global Financial Crises
and their Risks

ver the past decade international financial systems have experien-
ced a significant shift away from traditional methods and practices.
Large non-bank institutions such as securities firms, insurance com-
panies and pension firms have begun to occupy the territory traditionally
held by banks. International banks have therefore been forced to expand
their range of services into alternative financial sectors, thus altering the risks
to which they are exposed and which are not covered by existing financial
supervision. Further risks have arisen as a result of innovations in global

* Daniel Futej: Dr., PhD., European Counsel at Chicago Law Firm Altheimer & Gray, most
recently served as Counsel in the London headquarters of the European Bank for Recon-
struction and Development (EBRD)



REFLECTIONS, TRANSACTIONS, INTERVIEWS 53

finance and stronger linkages between national and international financial
markets. Law is an important tool in managing any risk, so new legislation
needs to be developed to identify and manage such risks.

I. Regulation and supervision of financial activities

1. Banks

The Basle Committee on Banking Supervision consists of senior banking
supervisors from G-10 countries. In preparing the Core Principles for Effec-
tive Banking Supervision and Regulation the Basle Committee was in con-
sultation with 16 other supervisory authorities. The Core Principles are in-
tended to operate as a basic reference and as a means of reviewing and
strengthening existing banking systems. They detail effective structures of
prudential banking regulation and supervision in the form of comprehensi-
ve and authoritative assessments, and cover four areas, as summarized:

i. Responsibilities and resources of the regulator. The regulating authority
requires a clear framework of objectives set by legislation, operational
independence from political pressure and accountability for achieving
the objectives. The regulator must have sufficient resources to be able to:
ensure the enforcement of banking regulations concerning minimum stan-
dards; ensure compliance with regulations; undertake strict methods of
inspection and collection of information; and properly solve the prob-
lems of a troubled bank, revoking its license in extreme conditions.

ii. Licensing. There should be clearly established definitions limiting the
application of the name “bank” and strict controls on the licensing of
such institutions in that they have suitable shareholders, adequate capi-
tal, feasible operating and financial plans and suitable management.

iii. Prudential requirements. Minimum prudential standards should be im-
posed on banks in their evaluation of risk, by way of regulating: capital
adequacy standards; loan classification and provisioning requirements;
limits on large exposures and connected lending; and requirements for
liquidity and market risk management.

iv. Accounting principles. Supervisors must ensure that accurate accounting
records are kept and verified and that external auditors adequately exa-
mine all appropriate aspects of the records.

2. Securities Firms

The International Organization of Securities Commissions (IOSCO) is an
international forum for securities regulators consisting of members from 81
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countries. The IOSCO Objectives and Principles of Securities Regulation pro-
vide a set of principles to be implemented as part of a legal and regulatory
framework for securities activities. In the IOSCO assessment there are three
main objectives of securities regulation: protection of investors; promise of
fair, efficient and transparent markets; and reduction of systemic risk. In
securities operations investors are more at risk from misleading, manipulati-
ve and fraudulent practices, therefore protective measures are necessary.

Regulation should act to prevent market manipulation, misuse of client as-

sets and other unfair trading practices and should allow a failed institution to

diffuse its operations without damage to its customers or to markets.
The Objectives and Principles cover four areas:

i. Responsibilities and resources of the regulator. The regulating authority
requires clear defined responsibilities, operational independence from
political pressure and accountability for achieving the objectives. The
responsibilities should preferably be set down in law and the regulator
should have adequate power and resources to perform its functions.

ii. Self-regulation. Self-regulatory organizations complement the role of the
regulator and can provide benefits including regulation at a greater depth
than governmental requirements and flexibility to changing market con-
ditions. The regulator should monitor the self-regulatory organization in
terms of conflicts of interest.

iii. Disclosure of information. The regulation of disclosure of information to
investors is very important in ensuring investors are fully informed. In-
vestors can then protect their own rights and in turn regulate securities
issuers. The disclosure of information about trades as they take place
should also be promoted.

iv. License and prudential requirements. Licensing and minimum operation
standards should be set for market intermediaries (securities firms that
manage individual portfolios, execute trading orders and deal in securi-
ties) to protect investors. These should include capital adequacy stan-
dards to allow the market intermediary to absorb losses and promise
proper risk management.

3. Collective investment schemes

Collective investment schemes are non-bank financial intermediaries, which
are particularly important in transition economies as a result of mass privati-
zation programs. These schemes consist of open-end funds that redeem
their funds at the market value of the underlying assets, and closed-end
funds that have their shares traded in the securities markets.
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Regulations are required due to the potential for conflict between investors
in the scheme and the intermediaries who operate it. Investors in these sche-
mes rely heavily upon their fund managers to act in their best interests. Regu-
lation should be drawn up to cover trading practices, commissions and fees,
related party transactions, underwriting arrangements, operator licensing and
clear disclosure of information relating to investment policies and fees.

II. Financial Crises and Foreign Investment

The Asian and Russian financial crises of 1998 caused investors to be
more selective in choosing the recipients of their capital. The quality and
depth of the transition process in a country is now an important factor in the
assessment of the economic climate and associated risks. Market liberaliza-
tion and privatization must be undertaken on a firm structure of institutional
reform, including in particular, an effective legal framework, a transparent
and competitive business environment and limits to bias on the part of go-
vernment administration. The importances of strong institutional founda-
tions are evident in their greater ability to absorb sudden shocks and to
achieve sustained economic growth and stability.

1.The risks

Increased international financial linkages have created non-traditional
systemic risks because the potential for a disturbance concentrated in one
market to spread is greater. Volatility is also more pronounced and, in com-
bination with increased linkages across markets, can, and has (in the cases
of Mexico, East Asia, Russia and Brazil), caused the spread of financial prob-
lems following a national or regional crisis.

Non-traditional systemic risk can be separated into four classes:

i. A risk that a developing or emerging country that defaults on its debt
obligation will give rise to a second national debt crisis. This can be
intensified because of the geographical dispersion of investment sche-
mes and the difficulties in adapting them in the face of debt restructuring.

ii. Increased exposure to foreign payment and settlement risk. Existing cle-
aring systems are largely unregulated, exacerbating such risks.

iii. The risk of destabilizing effects of money laundering spreading to interna-
tional financial systems. This can be caused by corrupt practices originating
with the money launderer infiltrating financial institutions or governments.

iv. A fundamental risk of contagion across borders of a financial crisis not
resulting from a single nation’s crisis.
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2. The response

The reaction to this needs to be a convergence of legislation and regula-
tion, which presently acts to maintain the separation between different types
of international financial institutions, into a system of international princip-
les and standards. This is already occurring but not at the pace or with the
coordination ideally required. The process of convergence should be integ-
rated between financial systems internationally in order to keep pace with
modern market developments, but not restrict the competition among finan-
cial institutions or the expansion of their activities.

This growing common understanding can be seen to have resulted from
two sets of experiences over the past 30 years; those of the developed
countries and those of developing or emerging economies. Firstly, in respect
to developed countries, to maintain and improve the integrity of the interna-
tional financial system international cooperation and regulatory standards
are essential. The Basle Committee on Banking Supervision has seen its role
in this become of increasing importance since the 1970s. Secondly, there is
the need of developing countries to have in place a stable financial system.
Emerging markets’ reliance on mobile (and fickle) international capital ma-
kes them very vulnerable to changes in capital flows.

The recent realizations concerning the need for greater cooperation and
coordination may soon be achieved in the form of a new panel of financial
regulators. This Joint Forum on Financial Regulators (the “Joint Forum”) is to
be comprised of officials from the Basle Committee, the International Orga-
nization of Securities Commissions (IOSCO) and the International Associa-
tion of Insurance Supervisors (IAIS). The Basle Committee has, over recent
years, had important roles in the international regulatory cooperation of
banking supervisors, the coordinated supervision of global markets and the
division of responsibility between the home and host country supervisors
for cross-border banking groups. The IOSCO has had a similar role in secu-
rities regulation and in the development of international cooperation and
information-sharing between regulators. The IOSCO has less power than the
Basle Committee but has a wider geographical base and has issued several
resolutions relating to high regulatory standards, cooperation and mutual
assistance.

Incorporated into the Joint Forum, the Basle Committee and IOSCO sho-
uld be able to exert greater pressure on the process of convergence in the
supervision of international financial conglomerates. The supervisory bodies
should then, in turn, provide guidance to these conglomerates (such as
international banks and securities firms) to assist them in the development,
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implementation and enforcement of effective corporate structure, internal
controls and risk management programs.

International coordination in the supervision and regulation of banks
and securities firms must also aim at improving the transparency of their
operations and activities and at reforming the financial environments of
emerging markets. These factors, together with improved cross-border struc-
tures, will help in combating the above-mentioned risks associated with the
modern global financial system.

3. Furtber questions

1. The need for improved knowledge to maintain and improve internatio-
nal supervisory and regulatory standards by means of a greater academic,
administrative and judicial understanding of financial law. In order to help
emerging and transition economies avoid the mistakes made in the past by
developed and developing countries this understanding is vital.

2. The implications of trade liberalization, specifically the relationship
between liberalization of financial services and the safety and transparency
of markets and institutions. This is a major challenge for officials and autho-
rities worldwide and is of specific concern in view of recent financial crises,
which have been considered to been brought on by liberalization without
the necessary regulation and supervision.

3. The formulation of regional responses to financial sector development
are of increasing importance given the growth of regional coordination in,
for example, the European Union, Mercosur and NAFTA. Regional coordina-
tion has been viewed as a way to obtain currency and financial stability.

Conclusion

The response to new risks in the global financial system has been thro-
ugh international cooperation and coordination between financial institu-
tions. The supervisory initiatives drawn up have been both bilateral and
multilateral, have ranged from specific rules to broad recommendations and
vary institutionally and geographically. The initiatives have been led by su-
pervisory authorities but will need to be accommodated by private sector
companies in order to fulfill requirements.

The increasingly global environment of the 21% century in terms of finan-
cial markets and institutions will be shaped by many developments: dyna-
mic economical and political forces shaping the world system; innovations
in science and economics; diversity among underlying cultures and related
values; momentous changes in all regions of the world, especially Central
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and Eastern Europe, the Commonwealth of Independent States, Southern
Africa, East Asia and Latin America; disparities in legal systems and approa-
ches around the world and the need for their reform; the growing importan-
ce of cooperation and financial and monetary institutions both international-
ly and regionally; and possibly some developments we cannot predict.
International law is continually evolving and needs to do so in order to
incorporate any development in the global environment. International law
for the global financial system also needs to be capable of adapting to res-
pond to, and to take its place among, these economic, political and social
changes.
|

Resume:

Daniel Futej: Medzindrodné financné prdvo a jebo tiloba predchddzat
[financnym krizam

Od rozpadu Bretton-Woodskeho systému v roku 1970 je ¢oraz viac zjav-
né, Ze finan¢né trhy na svete si vzdjomne prepojené. Vysledkom je, Ze
viaceré krajiny, ale najmi tie, ktoré sui v etape materidlnych ekonomickych
zmien, a teda vrdtane krajin strednej a vychodnej Eurépy, su sicasne ovplyv-
flované externymi podmienkami medzindrodnych finan¢nych trhov a ich
vzdjomnym posobenim. Modernd realita sicasne vyZaduje, Ze aj vztah prava
k finan¢nym trhom a finan¢nym institdcidm nie je jednozna¢ny, ale obsahu-
je matrixu sikromného a verejného prava. Medzindrodné finan¢né privo
musi teda vychddzat z reality prdvnej reguldcie konkrétnej krajiny, regionov
a vztahu regiénov a jednotlivych krajin, ako aj vztahu regiénov medzi se-
bou. Budicnost finan¢nych trhov a finan¢nych institdcii bude Coraz viac
zdvisiet aj od formy a metod riadenia regiondlnych finan¢nych trhov ako
celku. To znamend, Ze sikromnoprdvne aspekty medzindrodného finan¢né-
ho prdva budid musiet byt prehodnotené aj z pohladu vztahov ndrodného,
regiondlneho a medzindrodného vyvoja. Samozrejme, zdkladné vztahy, kto-
ré upravuje finan¢né pravo, a to najmi vztahy finan¢nych sluZieb a instru-
mentov, ako aj vztahy medzi bankou a klientmi nestratia na svojom vyzname.

Uz zaciatkom roku 1970, ale najmi v rokoch 1980 a 1990 technologickd
a finan¢nd inovdcia zac¢ina podstatne zostrovat sttaZivost v bankovom sek-
tore. Medzindrodnd kriza menej rozvojovych krajin v roku 1980 a prehodno-
tenie ich medzindrodnych pozicif viedli k tomu, Ze v jdli 1988 sa prijimajd
Bazilejské standardy o bankovom dohlade. Tieto Standardy vychddzaji zo
snahy monitorovat iverovy zisk medzindrodnych bank, pretoZe tieto sd hlav-



REFLECTIONS, TRANSACTIONS, INTERVIEWS 59

nym ndstrojom poskytovania finanénych sluZieb, a teda aj potencidlnych
finan¢nych kriz. V 90-tych rokoch nebankové indtiticie Ziadajd, aby medzi-
ndrodné banky rozsirovali siet tradi¢nych produktov o inovované produkty.
To viedlo banky k tomu, Ze zac¢inajui nielen inovovat bankové produkty, ale
spdjaju s nimi aj iné chdpanie rizika a toto riziko obchoduji na svetovych
trhoch. Expanzia novych bankovych produktov si vyZaduje novy pohlad
reguldtora a definovanie novych partnerov pre medzindrodné finan¢né pravo.

Medzindrodné bankové problémy a konzulticie ohladne finan¢nych
medzindrodnych trhov v poslednych rokoch realizuje najmi Bazilejsky vy-
bor (Basle Committee). Cenné papiere su regulované najmi Medzindrodnou
organizdciou pre cenné papiere (Unternational Organization of Securities
Commission — I0SCO). Oblast poistovnictva reguluje Medzindrodna asocid-
cia poistného dohladu (International Association of Insurance Supervision —
IAIS). Uctovnictvo je regulované Medzindrodnym vyborom pre tGctovnictvo
(International Accounting Standards Committee — IASC). Okrem toho koo-
perdcia medzi zdruZenim bdnk, cennych papierov a poistovnictva sa usku-
toc¢niuje prostrednictvom spolo¢ného vyboru pre finan¢né konglomerdty (Jo-
int Forum on Financial Conglomerates).

Novid telekomunikacnd technolégia umoZituje bankdm, ako aj obchodni-
kom s cennymi papiermi exportovat bankové produkty ndrodne, regiondlne
a globdlne. Hladajd sa nové trhy a zavddzaji nové produkty a finan¢né sluz-
by. Produkuje sa novy zisk, ktory je vysledkom inovovanych produktov
a zahffia novd mieru rizika. Coraz viac sa strdca funk¢né zameranie bankov-
nictva a strdca sa rozdiel medzi bankovnictvom a odvetim cennych papie-
rov. Medzindrodné finan¢né pravo musi zachytdvat tieto nové trendy a mus{
umozilovat optimalizovat medzindrodny financ¢ny risk. Inovdcia bankovych
produktov znamend nielen vytvdranie inovovaného zisku, ale v niektorych
pripadoch aj obrovské a netradi¢né straty. Bankrot Barings banky je praktic-
kou ukdzkou, ked v désledku necakanych obchodnych striat obchodovania
s derivdtmi celd finan¢nd institdcia kolapsuje. Vznik netradi¢ného systema-
tického risku vyZzaduje koordinovanud reguldciu vietkych medzindrodnych
bankovych institdcif.

Stcastou destabilizujiceho efektu na medzindrodné finan¢né trhy je pranie
Spinavych penazi. Zdujem medzindrodnych syndikdtov pre pranie Spinavych
pefiazi nemusi byt totoZny so zdujmom bdnk zachovat pevny bankovy systém.
Pranie Spinavych pefiazi obsahuje systematicky risk pokial finan¢né institticie
za¢nu byt ovlddané peniazmi, ktoré su vysledkom prania $pinavych periazi.

Sdcasne bude nutné Studovat, ako vplyvaji rozhodnutia Svetovej ob-
chodnej organizdcie (World Trade Organisation — WTO) na liberalizdciu fi-
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nancnych sluZieb. Plynuly rozvoj medzindrodnych ekonomickych vztahov si
vyZaduje urcity podsystém pravnych vztahov. V medzindrodnom obchode
existujd dohodnuté pravidld, ktoré umoziiuji do urcitej miery predchddzat,
alebo odstranit poruchy a krizy vo svetovej ekonomike (boj proti dumpingu,
dohody o clich a pod.). Vyspelé krajiny pouZivaji strategicku, ako aj krat-
kodobu spoluprdcu napr. v rdimci skupiny G7 alebo OECD. Definovat vzta-
hy medzi liberaliziciou obchodu a rozumnymi bankovymi principmi bude
dolezité aj z pohladu medzindrodnych finan¢nych organizicif.

Uloha medzindrodnych finan¢nych ingtittcif v sicasnej dobe musf spoci-
vat aj v priprave minimdlnych Standardov reguldcie finan¢ného trhu. Tym by
medzindrodné finan¢né indtitiicie podporili doveru a integritu medzindrod-
ného finan¢ného systému. Tento trend mdZeme pozorovat aj v praci Bazilej-
ského vyboru o bankovom dohlade (Basle Committee on Banking Supervi-
siom), ktory sa prijatim viacerych opatreni a doporuceni snaZi reagovat na
rozne krizové javy objavujice sa na medzindrodnych trhoch uZ od roku
1970. Bazilejsky vybor o bankovom dohlade je zdkladom pre medzindrodnu
regulac¢nud kooperdciu bankového dohladu. Skladd sa z hlavnych zdstupcov
bankdrov krajin G-10 a pri priprave rozhodujicich opatreni md mozZnost
konzultovat 16 dalsich bankovych institicif dozoru. V zdsade sa koncentruje
na problematiku piatich oblastf:

(i) zodpovednost

(i) zdroje reguldtora

(iii) udelenie licencif

(iv) poziadavky obozretnosti

(v)  principy bankového dctovnictva.

Stcasne plnf aj niektoré, aj ked nie vietky funkcie koordinovaného riade-
nia pre globdlne finan¢né trhy. Pritom Bazilejsky vybor vychddza z konceptu
konsolidovaného dohladu (consolidated supervision) a zretelnej delby zod-
povednosti medzi domdceho a zahrani¢ného reguldtora, pokial ide o medzitr-
hové bankové a finan¢né transakcie. IOSCO plni najmi ulohy spolo¢ného
féra medzindrodnej kooperdcie a vymeny informdcii medzi reguldtormi trhu
s cennymi papiermi. Md 81 ¢lenov a jeho hlavna tloha je nasledovna:

(i)  ochrana investorov

(i) zabezpecit Cestnost, efektivnost a transparentnost trhu a

(iii) zniZenie rizika obchodovania s cennymi papiermi.

Investori by najmd mali byt chrdnen{ vo¢i manipulativnym a zavadzaji-
cim praktikdm, ako aj protiprdvnym praktikdm vrdtane kolizie zaujmov.

Napriek tomu, Ze IOSCO v porovnani s desiatimi ¢lenmi G-10 Bazilejské-
ho vyboru nemd regula¢nu funkciu, vydal v roku 1986, 1989, 1994 a 1998
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niekolko rezolicii o koordindcii so zdkladnymi IOSCO principmi o regulac-
nych Standardoch koopericii a vzdjomnej pomoci. Tieto iniciativy IOSCO sa
realizovali najmi na bilaterdlnom zdklade o spoluprdci s ndrodnymi organi-
zdciami regulujicimi cenné papiere.

Medzindrodné finan¢né pravo a ani pravo medzindrodnych finan¢nych
organizdcif nie je statickou veli¢inou, ale je v neustdlom vyvoji. Je to dyna-
micky koncept, ktory musi nielen regulovat, ale aj predvidat rie3enie problé-
mov a chaosov globdlnych finan¢nych trhov.



