Discussion Paper

Taming Finance by Empowering Regulators
A Survey of Policies, Politics and Possibilities

August 2010

United Nations Development Programme

POVERTY REDUCTION




Taming Finance by
Empowering Regulators

A Survey of Policies, Politics and
Possibilities

August 2010

Stephany Griffith-Jones, Matthias Thiemann and Leonard Seabrooke






TAMING FINANCE BY EMPOWERING REGULATORS

Copyright © August 2010

United Nations Development Programme
Bureau for Development Policy

Poverty Group

304 East 45th Street

New York, NY, 11375

US.A.

E-mail: poverty.reduction@undp.org

Website: www.undp.org/poverty

Abstract

This paper examines important and desirable reforms of the international financial regulatory and taxation architecture, both from the
perspective of their technical desirability and their political feasibility. The paper provides insights into how to increase the chances
that desirable changes in the financial and taxation architecture will actually happen. In providing a map on the prospects of financial
reform, the paper identifies the main political and technical hazards to be navigated. To do so, and pinpoint the key dangers, the paper
employs Albert Hirschmann's framework for understanding negative reactions to reform agendas. We conclude by stressing that the
need for reform is vital given the threat financial crises pose to development and poverty reduction.
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TAMING FINANCE BY EMPOWERING REGULATORS

1. Introduction

The illusion that financial markets are efficient, and that they need little or no regulation has been shattered. This paper explores how —
especially through regulation, but also through taxation - they can be transformed so they serve the real economy and do not cause
frequent crises.

The global financial and economic crisis that the world is currently suffering has its origins in the financial sector. Contrary to other
recent more regional financial crises in the developing world (Latin America, Asia), this event started in 2007 at the centre of the
capitalist system: the US financial sector. The speed, at which its effects have spread, has had deep impacts on the real sectors of many
countries around the world (GDP contraction), as well as very negative social effects, such as increased unemployment and poverty (or
a slowing of the pace of poverty reduction).

Contrary to the Great Depression, the first global economic crisis of the previous century, which also originated in the US financial
sector, this time the initial reaction of governments was quick and well-oriented. There has been an open search for new economic
ideas and there have been reflections on the reliability of economic models. Economists now also have more tools to understand the
problems. Macroeconomic statistics are readily available, and a wider range of economic policy instruments can be used to manage
crises. Above all, the fear of repeating the 1930s propelled policy-makers and politicians initially to use additional policy instruments to
avoid a major recession. The significance of Asia (and especially China and India) in the world economy, and their governments’ ability,
as well as willingness, to maintain high levels of economic growth, also supported global economic growth.

The use of public resources to save the financial system and to provide stimulus to aggregate demand does not provide solutions to
the problems that caused the financial crisis. There exists now a growing consensus among politicians, policy-makers and public
opinion in many countries about an excessive growth of the financial sector. Some new financial instruments are useful for economic
agents to cover for risks, but most of the large growth of the financial sector stems from extremely short-term speculative transactions,
which are barely productive and have an enormous potential to distort markets and exacerbate crises.

A financial sector with almost no regulation and no taxes (and no prohibition of socially harmful instruments) is an anomaly in modern
economies if compared to any other productive sector. Consumers who buy any type of goods and services pay indirect taxes on the
transactions (especially through VAT, which, given its widespread implementation, represents the tax revolution of the past thirty
years). On the other hand, the obligation to pay taxes is an instrument for governments to have information about the volume of
transactions in a market, and a legal validation of a transaction (IDEAS, 2010). Apart from banks, which constitute the only financial sub-
sector that is subject to detailed supervision and regulation, many financial actors and transactions (the so-called ‘shadow banking
system’) are mostly unregulated. They are also largely outside the indirect taxation system. Therefore, large parts of the global financial
system (such as over-the-counter derivatives) are more or less unknown to governments (there is no information about the
transactions that are not done through organized markets).

The turmoil in EU debt markets during April/May 2010, with strong speculative attacks against Greece and other countries’ sovereign
debt, accompanied by a strong volatility in the stock markets and large pressure on the euro, demonstrated the enormous potential for
harm the financial sector can do to the real economy. Developing countries have suffered such speculative attacks many times and
their use of capital controls, once dismissed as anti-globalization, has been praised by some of our more conservative international
institutions. What this all points to is the need for comprehensive regulation, complemented by taxation. Some analysts argue that
good financial regulation and taxation on the financial sector compete with each other as alternative instruments. The reality is the
opposite. By providing better data, taxation will facilitate superior regulation. A third policy tool is banning certain instruments, whose
net welfare effects are clearly negative, particularly where some small microeconomic benefits are clearly outweighed by a significant
increase in systemic risk which they generate, which implies increasing the probability of costly financial crises. An alternative to
banning is trying to segregate certain activities from basic banking, as was so successfully done in Glass-Steagall in the 1930s, and is
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attempted in the 2010 US legislation,

The global economic crisis has again shown that when the financial sector of a country is in crisis the real economy suffers. Economic
problems are amplified by credit crunches, loss of wealth effects and confidence. The most vulnerable people, both in that country and
in the rest of the world, are then usually affected most by such crises, even though they have been innocent bystanders.

What should be the role of a financial sector? This sector should perform several crucial functions.

A. The more traditional ones are:

1. To channel efficiently resources from agents who save to those who require financing (individual entrepreneurs with new
projects, or requiring working capital, companies expanding their business, governments issuing public debt, households that
need to buy housing;

2. To screen projects that demand financing and finance only those which are likely to be viable and profitable.
B. Additional functions are characteristic of more modern economies

1. To provide liquidity to investors who own financial assets;

2. To create risk-coverage instruments for economic agents.

A financial sector can be deemed efficient when it performs all these functions satisfactorily without collapsing into crisis on a regular
basis. Its primary role of channelling resources from savers to real investors is a necessary condition for any economy to work, but
modern financial sectors have evolved to offer more sophisticated financing and insurance products for agents who no longer operate
with a regional/national perspective, but in globalized markets.

There is a wide consensus that some financial innovations have been welfare increasing, but critics rightly point out that the oversized
financial sector that we have witnessed during the last decade - with its activity and profits growing at rates enormously bigger than
those of real economies - is a signal that some parts of the financial system may be generating activities that are only marginally
productive. Moreover, the potential destabilizing effects of some forms of financial trading for real economies need to be considered.
As a result, the net effect of parts of the financial sector may be socially negative. As we have seen with the recent crisis, when the
financial sector becomes a ‘threat to the sovereign’ in making huge demands on public resources, and that then has knock-on effects
for the state’s capacity to provide welfare, we can talk about imbalanced priorities and raise the question of how to tax finance.

This paper will examine some important desirable reforms of the international financial regulatory and taxation architecture, both from
the perspective of their technical desirability and their political feasibility. The paper provides a survey of current changes (especially in
the US) and also provides insights into how to increase the chances that desirable changes in the financial and taxation architecture
will actually happen. This is an urgent task, as frequent financial crises threaten to derail development and poverty reduction. This
global crisis has had negative effects on developing countries’ growth and poverty reduction, even though these countries did not
contribute to causing it (for an early assessment of the impacts, see Griffith-Jones and Ocampo, 2009)

Though we are focussing on specific policy measures, where we have been involved closely in the debates (especially on financial
transactions taxes, but also on some aspects of regulation) and therefore have a bit of an insider perspective, we will try to give
elements to develop a methodology that could be helpful for analyzing other desirable changes."

! Stephany Griffith-Jones has been engaged in many commissions and key debates on the reform of the international financial architecture in the past
two years, such as the International Task Force on International Financial Transactions for Development and the Warwick Commission, as well as
leading extensive work on financial regulation at the Initiative for Policy Dialogue (www.policydialogue.org); Leonard Seabrooke was Director of the
Warwick Commission on International Financial Reform - http://www?2.warwick.ac.uk/research/warwickcommission/
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The paper is structured as follows. Following this introduction, we will, look at the political and economic determinants of reforming
finance. In section 3, we analyze taxation on financial transactions. Section 4 looks at regulation of the financial sector. It starts by
examining why regulation has failed in the past. It then looks at regulatory gaps, especially the lack of regulation of the growing
shadow banking system; it then examines in depth one major challenge of regulation - the need for it to be countercyclical — and the
discussion so far on this. The section finishes with a fairly detailed analysis and evaluation of the major US regulatory reform, via the
very important reform represented by the Dodd-Frank law in the US Congress, passed in July 2010 as the paper was being finalized.
Section 5 offers brief conclusions.

2. The Determinants of Reforming Finance

Recent attempts on a global and national level to regulate finance are characterized by “reportology”, which we understand at least
partly as a tactical device of international and national governance bodies. Statements of principle by the G20 and detailed reports by
international bodies such as the Basel Committee on Banking Supervision and the Financial Stability Board (FSB) are valuable in
outlining the right objectives and pointing to directions for desirable reform, but they lack often a concrete road map for action. On a
global level, the lack of a full legislative and executive body, and the complexity of reaching agreement among regulators of different
countries and financial sectors can partly explain this conundrum. The resistance of the financial sector to such changes is clearly an
important factor, as discussed below.

On the global level until now we thus have a lot of rhetoric and good studies (FSB and G20), but very little rule-making and, in terms of
actual regulation, action at the global level seems relatively weak.

FIGURE 1

Political Time Horizons and Financial Regulation

Short Long
Public Politicians Regulators
Private Financial Institutions Citizens

Source: Seabrooke and Tsingou, 20093, 458.

At the national level, the problem of competition among countries provides a serious political constraint that is extremely difficult to
resolve nationally as Treasuries and Central Banks, lobbied by their financial sectors, tend to defend the perceived short-term
competitiveness of their domestic financial systems. The figure above provides one explanation of why this has happened. In the figure
we see a separation of public and private interests and their ‘political time horizons' in terms of their short or long-term interests in the
financial system and its link to the real economy. In the top left we have politicians, who in democracies have a strong interest in
boosting economic growth any way they can to enhance their potential for re-election and the success of their party. In the bottom left
we have financial institutions, which have a strong interest in generating profits in the short term (especially in shareholder systems of
capitalism). In the top right we have regulators, who have a public interest in maintaining long-term sustainable economic growth. In
the bottom right we have citizens who, be they homeowners or otherwise, have a strong interest in the long-term viability of the real
economy, the future use of their savings, and in avoiding too much indebtedness lest they go bankrupt. During the recent boom
period financial institutions spent a great deal of time dragging the regulators down into their quadrant, through regulatory capture.
Politicians also had an interest in this to artificially spur growth (see also the Warwick Commission, 2009). Even some citizens had an
interest in this, particularly those able to profit from short-term asset bubbles. The regulators were placed in a position in which the
financial system became more and more complicated, and where politicians either denied or reduced their autonomy in their capacity
to pop asset bubbles sooner rather than later.
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These political dynamics provide ongoing constraints to comprehensive international reform, given that global regulatory proposals
are most commonly evaluated from the standpoint of national preferences. As Eatwell and Taylor (2000) have pointed out, many
financial markets are global and therefore if you do not regulate globally you put regulators at a disadvantage in relation to private
financial markets, due to problems of regulatory arbitrage that imply that financial activity moves to countries and centres that are
least regulated. While countries are unwilling to give up national sovereignty, they on the whole do not realize that in fact pooling
national sovereignty would actually increase their collective sovereignty and regulatory power in relation to global markets (Griffith-
Jones, 2009; cf. Persaud, 2010).

While regulation on a global level is therefore very important, recent developments, for example around Basel 3, are discouraging. This
may change if towards the end of 2010, as has been announced is possible, the Basel banking regulations are seriously reformed, with
significant increases in requirements on capital, provisions, leverage and liquidity. Due to this lack of action at the global level, we focus
in this study more on national regulation, where more action is being taken. To evaluate the current developments, we are focusing on
regulatory reforms in the US, which is the biggest national financial market in the world, the trend-setter in the recent past in terms of
financial regulation, and which has seen more regulatory action than Europe.

In the analysis we will try to distinguish (see matrix below in the section on the US) between: a) technically desirable reforms, such as
achieving a financial transactions tax or the need for comprehensive and countercyclical financial regulation; b) their rhetorical
acceptance by international or national relevant bodies; c) actual adoption by relevant bodies of regulatory changes that imply, for
example, comprehensive and counter-cyclical regulation; and d) their adequate implementation, via supervision, to ensure that
regulation is not avoided .

There seem to be three main determinants for achieving meaningful reform. The first is the intellectual discourse and paradigm
dominant at the time. This is particularly the case for global financial-market governance, which relies in its rule-making heavily on
legitimate rules, given that it is a form of governance without corresponding global government (Underhill and Zhang, 2006: 8;
Keohane ,2002). The second, and probably the most important, determinant of the ability to do meaningful reform is the power of
vested interests opposed to reforms (as well as the degree of mobilization of forces in favour of reform). In the case of financial reform,
financial interests became extremely powerful during the boom and continue to have a great deal of influence on policy- making,
blocking much effective public action for regulation and even transparency of financial markets. The extent of the influence that the
financial actors had over, for example, central banks and regulators, can even be characterized in some cases as “regulatory capture”
(see, for example Griffith-Jones and Persaud, 2008; Tsingou, 2010; Baker, 2006). The third determinant is the stage of the cycle,
particularly the proximity or distance in time to a major crisis. Thus, if a financial crisis has not occurred for a long time in a country,
there will be an element of “disaster myopia” (Guttentag and Herring, 1986). If crises seem distant and, therefore unlikely, there seems
no need, for example, to establish effective regulation to prevent crises or official liquidity mechanisms - as well as orderly debt
workout mechanisms — to better manage crises. As the popular expression goes “If it ain't broke, don't fix it”. The best moment for
effective financial reform is potentially during the crisis, or in its immediate aftermath, when financial interests are weakest. Indeed, as
they are near bankruptcy they are often being massively bailed out by the public sector - that is, indirectly by the rest of the population
- which is also suffering the economic and social impact of the crisis.

There is an apparent Catch 22 in the ability to carry out effective reform. On the one hand, during the initial phases of the crisis policy-
makers are overwhelmed by fire-fighting. On the other hand, as “green shoots” of economic recovery emerge, the argument is made
that too strong financial regulation could not just endanger the still-fragile financial sector, but more importantly reduce its ability to
provide credit for financing economic recovery, and therefore would be perverse. This argument is, for example, being deployed by the
financial industry to combat meaningful changes in the Basel 3 banking regulation of capital adequacy. In practice, this is largely a false
dilemma - good regulation can be agreed during or in the aftermath of the crisis, when political appetite is greatest, and implemented
once the recovery is in place. However, financial interests and those opposed to change tend to manipulate the discussion to make it
seem impossible to introduce good regulation in any of the phases: it is unnecessary in the boom, and perverse in the bust as will
undermine recovery.
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A key obstacle to meaningful reform is challenging a strong belief in the efficiency of free markets, even in the light of clear empirical
evidence and important theoretical analysis that financial markets are imperfect. The crisis has made this point evident to many, but
achieving a change in belief systems is particularly tough — and especially in highly finance-dominated economies, such as those of
most Anglophone countries. Within this broad and overarching intellectual commitment to liberalized and unregulated financial
markets, it is important to stress that more specific arguments were deployed to argue against desirable change. In this sense, it is
interesting to highlight that similar arguments have been deployed in the past against other progressive reforms. Albert Hirschmann’s
study of reform responses in The Rhetoric of Reaction provides a framework we can easily apply to improve our understanding.
Hirschman (1991) analyzes three arguments used through several centuries by conservatives to fight against different progressive
reforms. Similar arguments are often deployed against reforms of the international financial architecture, so it seems valuable to
analyze them in some detail. These three theses are: the perversity thesis which says that any reform to improve some feature of the
economic structure only serves to make matters worse, exacerbating the problem one wishes to remedy; the futility thesis which holds
that attempts at reforms will have no effect at all; and finally, the jeopardy thesis which argues that the cost of the proposed reforms is
excessive as it endangers previous valuable accomplishment.

The perversity argument works as follows.? Conservatives who do not favour reform do not launch an all-out attack on the objective of
the reform, in our case financial stability. Instead, they will formally endorse it, but then try to prove that the action proposed or taken is
badly conceived; they will argue that such action will cause, due to “a chain of unintended consequences, the exact contrary of the
objective pursued” (Hirschman, op. cit.). The “well-intentioned” attempt to push society in a particular direction will, according to this
argument, result in it moving but in the opposite direction. The power of financial actors to influence outcomes allows them in the
short term to show the correctness of this “perverseness” argument if they can make it self-fulfilling.

The “perversity” thesis is steeped in the thinking that the economy works a particular way, in a natural sense. This is dominated by the
idea of the “invisible hand” doctrine of Adam Smith.

Once this idea becomes accepted, any public policy aiming to change market outcomes, such as regulation, implies interfering with
“beneficent equilibrating processes”. This doctrine is particularly badly suited for characterizing financial markets, which are so riddled
with imperfections, leading to bad outcomes (for very powerful critiques of the efficiency theory of financial markets, see Keynes, 1936,
Minsky, 1986, and Stiglitz and Weiss, 1981).

We suggest that it is absurd to only assume, as do the supporters of the perversity thesis, that the outcomes are predictable by being
always negative. Many unintended consequences or side effects of policy actions can be welcome. Hirschman provides the example
that compulsory public education had the unintended but largely positive unintended effect of enabling more women to become
employed. Similarly, in the financial field, imposing a financial transaction tax could have positive effects on transparency, as it would
require greater information on financial transactions, which in turn could facilitate regulatory and supervisory oversight (see IDEAS,
op. cit). Furthermore, even if a policy action has some negative effects, its net result may still be positive. Thus, often financial
regulation is opposed because it would have negative micro-economic impacts; for example, standardizing derivative contracts so they
go on formal exchanges could limit benefits for some producers who will be less able to do perfect hedging of their activities (for
example, exporters of a certain variety of coffee), though they will be able to hedge against some fairly good proxy. However, these
micro-economic costs would be vastly smaller than the benefits for financial stability that would arise from having standardized
derivative contracts that can go through exchanges.

The second argument used against reforms is that they will have no effect at all - the futility thesis. Because any change will just affect
the surface, it will have no effect, as the “underlying” structure remains totally untouched. The futility thesis is often presented as a
“law” ruling the social world, that “plus ¢a change, plus c’est la méme chose.” In the case of the financial sector, it is argued that
regulation or taxation will be totally ineffective, because it will be avoided or evaded. This implies that the financial sector is all

2 Hirschman, op. cit., calls them, more strongly, “reactionaries”, a term which originally had no derogatory meaning; it originated from Isaac Newton’s
law of motion, which stated states that “to every action, there is always opposed an equal reaction”.
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powerful (and therefore above the law) and totally globalized, so it can escape any national regulations or taxation. Clearly this is not
true. Financial markets are a social construct, influenced by existing laws and regulations. As these have changed through time, so has
the nature of financial markets (Abdelal, 2007). As with any social construct embedded in society, financial markets and their behaviour,
can be modified. This can be done, for example, by forbidding actors in certain segments or countries from participating in other
segments, for example the Glass-Steagall Act, or segmenting markets between countries, for example via capital regulations. It is

the -




