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Abstract

The global financial and economic crisis marks an important turning point for finance and
the Asian growth model. Regional consensus is how supporting economic rebalancing
away from the dominant focus on exports to developed markets and towards more a
more balanced economic structure supported by domestic and regional financial
development. In relation to finance, the crisis highlights the necessity of addressing a
range of issues across the region. First, Asian approaches to financial liberalization,
prudential regulation, and financial innovation are likely to be closely considered around
the world. At the same time, while the region has not been at the center of the global
crisis—in contrast to the Asian financial crisis of 1997/98—it nonetheless provides an
important opportunity to strengthen domestic and regional financial regulation. Second,
beyond the post-crisis issues, and the prevention of systemic risk in particular, finance
must continue to play a central role in supporting economic development and poverty
reduction across the region. While the global crisis has highlighted once again the risks
of finance, a central objective across Asia must be financial sector development to
support economic growth and development. Third, in addition to domestic reform, the
crisis provides an opportunity to enhance the international financial architecture, not only
to improve its efficacy, but also to enhance the role of empowered Asian economies in
global fora and institutions. At the same time, weaknesses in the international financial
architecture suggest the need for Asian regional alternatives to address liquidity,
liberalization, regulation, and exchange rate volatility.

Keywords: Global financial crisis, Group of 20, systemic risk, financial sector
development

JEL Classification : G01, G15, G17, G18, G24, G28, G32, G33, G34, G35, G38
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1. Introduction

From the 1950s to the 1980s, individual economies in Asia adopted a range of models to
support economic growth and development. These ranged from Soviet-derived models
of state ownership and control to liberal laissez-faire, with approaches to finance varying
from model to model. Of the various models adopted by the end of the 1980s, the
Japanese model of the developmental state with administrative direction of finance had
proven the most successful in supporting balanced and inclusive economic growth and
development. In variations of this model adopted sequentially across most East Asian
jurisdictions, economic growth derived from an export-led strategy, based on close
relationships between government, business, and finance—with finance largely
emanating from banks and to a lesser extent equity finance from minority shareholder
structures. ' During this period, economic regionalism, generally, and financial
regionalism, especially, were very limited, with Asian economies focusing primarily on
their relations with developed Western markets and financial systems.

During the 1990s, Asian economies focused on increasing integration with the global
economy and financial system, adopting Washington Consensus policies supporting
economic and financial liberalization. In addition, economic interactions within the region,
especially trade and investment, began to increase. At the same time, the role of finance
in the Asian growth model set the stage for the Asian financial crisis of 1997/98.

The Asian financial crisis marked an important turning point in the role of finance in most
Asian economies, given the failure of the model of finance developed in the context of
the Japanese-inspired model of the developmental state and at the same time a
rejection of rapid financial liberalization. The Asian financial crisis marked the beginning
of significant economic and financial regionalism in East Asia,? as economies looked to
common interests not appropriately addressed through the existing international financial
architecture, specifically, rejecting involvement with the International Monetary Fund
(IMF). During the following decade, Asian economies continued to focus on export-led
growth, but now combined it with gradual financial liberalization, regional cooperation on
issues of common concern, and accumulation of defensive foreign exchange reserves.

The global financial and economic crisis which commenced in 2007 marks another
important turning point in Asia’s development. In the wake of the crisis—with its main
impact in the region to date resulting from the collapse in trade to developed markets in
2008/09—regional consensus has shifted to support economic rebalancing away from
strategies dominated by exports to Europe and the United States (US), and towards
more balanced domestic economies and economic relationships regionally and
internationally. In addition, consensus now exists to enhance domestic and regional
financial development to maximize the developmental benefits of savings resources
generated in the region.

In Asia, the global financial crisis highlights the necessity of addressing a range of issues
relating to finance. First, regarding financial stability, the crisis holds important lessons
and presents significant opportunities for enhancing financial regulation in the region. At

' For discussion, see Liu, Arner, and Lejot (Forthcoming).

2 See Amer, Lejot, and Wang (2009).
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the same time, the global crisis highlights the potential for greater Asian leadership in
regulatory issues, based on the relative success of more conservative Asian approaches
compared to those of the US and the United Kingdom (UK). In this context, Asian
approaches to liberalization, prudential regulation, and financial innovation are likely to
be closely considered around the world. Second, in relation to financial sector
development, Asian financial systems, despite having developed significantly since the
Asian financial crisis, retain considerable scope for development—a necessity in the
context of effectively allocating regional financial surpluses to support domestic and
regional development and economic rebalancing. While developmental needs are
pronounced in some economies, all economies in the region would benefit from greater
focus on improving underlying financial infrastructure. Third, in addition to domestic and
regional considerations, the crisis provides an opportunity to enhance the international
financial architecture, not only to improve its efficacy, but also to enhance the role of
empowered Asian economies in global fora and institutions, such as the IMF, Group of
20 (G20), and Financial Stability Board (FSB). At the same time, weaknesses in the
international financial architecture suggest the need for continued development of Asian
regional alternatives to address issues including liquidity, liberalization, regulation, and
exchange rate volatility. At the same time, recent experiences in the European Union
(EV), especially the euro area, highlight the importance of carefully considering potential
weaknesses and risks in regional financial arrangements.

Sections 1 and 2 provide an overview of the global financial crisis and G20 and regional
responses. From this basis, sections 3, 4, 5, and 6 address the "four pillars" of the G20
financial reform process and their implications for Asia: (i) financial regulation and
infrastructure (section 3), (ii) financial supervision (section 4), (iii) systemically important
financial institutions and financial institution resolution (section 5), (iv) and
implementation of international standards (section 4). Section 7 turns to an issue of
particular importance to the region: financial sector development to support growth and
address imbalances. Section 8 discusses reforms to the international financial
architecture and argues for the development of effective and complementary regional
financial architecture. Section 9 looks forward to challenges and policy options for the
region.

2. The Global Financial and Economic Crisis: Implications for
Finance in Asia

In essence, the global financial crisis resulted from an unprecedented period of
excessive borrowing, lending, and investment incentivized by a series of significant
economic and regulatory factors.® Excesses in borrowing and lending most directly arose
in the context of the market for subprime residential mortgages in the US, especially
during 2005 and 2006. However, over-borrowing and over-lending were prevalent in
virtually all asset classes globally, including commercial real estate, corporate lending
(especially for mergers and acquisitions, and private equity transactions), commodities,
and international equities (especially emerging markets). These excesses were not
limited to the US; they were truly global, impacting almost every market and asset class.

®  For detailed discussion, see Group of 30 (2009); de Larosiére et al (2009); Financial Services Authority

(UK) (2009); Arner (2009).
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This broad-based borrowing and lending surge was fuelled by over-investment from a
wide range of investors around the world.

Borrowing, lending, and investment were inextricably interconnected through a range of
transaction structures derived from well understood techniques of securitization—the
transmission mechanism between borrowing, lending, and investment.* In its basic form,
securitization is a transaction structure in which loans, such as loans secured by
residential real estate (i.e. mortgages), are pooled together, or repackaged, as collateral
underlying the issuance of (predominantly debt) securities. At its simplest, securitization
makes a great deal of sense since it allows the distribution of risks to a wider pool of
investors, thereby reducing the cost of borrowing for ultimate borrowers and reducing the
risk to lenders of defaults on underlying loans. At the same time, however, the structure
has the potential to provide significant incentives for abuse, including excessive
complexity and financialization, which is essentially a disassociation between financial
and real economic activity). These distorted incentives in many ways lie at the heart of
the global financial crisis. In the US, in particular, loans came to be made not by banks
with an on-going interest in their repayment, but instead by non-regulated specialists—
mortgage brokers for real estate and a range of financial institutions, especially
investment banks, for corporate loans—intent on profiting from charging to arrange
loans. In the extreme form of the originate-and-distribute model of finance, which
became common at the beginning of the 21% century, there was no intention of
maintaining an interest in the ability of the borrower to repay in the future.

Securitization was thus the central linkage between investment in credit securities and
borrowing and lending. Such investment was largely the result of two economic factors:
(i) the period of low interest rates in Japan in the wake of the onset of its banking crisis
at the beginning of the 1990s and in the US following the bursting of the dotcom bubble
in 2001, and (ii) the imbalances in saving and investment between the Anglo-American
economies, especially the US and UK, and the rest of the world, especially Japan, the
People’s Republic of China (PRC), and the major oil-producing economies such as
Russia and Saudi Arabia, largely resulting from accumulation of foreign exchange
reserves in the wake of experiences during the Asian financial crisis of 1997/98. The
combination of low interest rates and large volumes of investment funds from outside the
US and the UK supported massive investment in debt securities in New York and
London designed to produce an appealing combination of perceived safety and
attractive yields.

In addition to issues which arose in the context of relatively simple securitization
transactions, the technology of securitization was expanded over the decade preceding
the global financial crisis to encompass a range of ever-more complex techniques and
structures, including structured investment vehicles (SIVs) and conduits to purchase
mass-produced structured investment products, collateralized debt obligations (CDOs),
collateralized loan obligations (CLOs), synthetic securitizations, and a range of other
exotics such as CDOs and synthetic CDOs. Many of these took the technology of
securitization—the pooling of portfolios of risks, off-balance sheet structures, capital
markets funding—and combined it with that of over-the-counter (OTC) derivatives,
especially credit derivatives such as credit default swaps (CDS). While the complexities
inherent in such transaction structures in hindsight may seem an obvious source of risk,

*  For detailed discussion, see Lejot, Arner, and Schou-Zibell (2008).
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in fact, in the period leading up to the global financial crisis such techniques received
important support and developmental incentives from regulators around the world. This
combination of complexity, financialization, misaligned regulatory incentives and failures,
corporate governance and risk management deficiencies, abundant liquidity, and
massive global investor demand set the stage for the crisis.

Following interest rate increases in major markets and peaks in the US residential real
estate market and resultant gradual shifts in market sentiment, the complex transmission
mechanisms at the heart of the financial excesses preceding the onset of the global
financial crisis ceased to function. As a result of the lack of transparency resulting from
complexity and risk distribution, a cycle of adverse selection, loss of confidence,
changes in market psychology and investor preferences amongst wholesale market
participants combined to produce a closure of the primary interbank funding
mechanisms in the global financial markets, eventually leading to the failure of significant
international financial institutions around the world. Complexity and lack of transparency
in relation to financial markets, institutions and products, moral hazard, and improperly
designed financial infrastructure and regulatory systems hindered appropriate
responses. Following coordinated international action in 2008/09 to address systemic
financial issues, in 2010, questions arose with respect to both future growth prospects in
the US and EU as well as structural weaknesses in euro area monetary and fiscal
systems, resulting in a new phase of the crisis, currently expressed in continuing
concerns regarding growth prospects and fiscal and financial sustainability in developed
economies.

2.1 International Responses

At the international level, the G20 has assumed the leading role in coordinating
responses and reforms. In addressing the causes and necessary responses to the
global financial crisis, in November 2008, the leaders of the G20 established five main
principles to guide reforms: (i) strengthening transparency and accountability, (ii)
enhancing sound regulation, (iii) promoting integrity in financial markets, (iv) reinforcing
international cooperation, and (v) reforming the financial architecture. For each of these
five principles, the G20 established a detailed action plan, incorporating both immediate-
and medium-term actions. The detailed action plan established the core content of the
refinements to international financial regulatory standards, which are now taking place
through fora such as the FSB and the Basel Committee on Banking Supervision (BCBS).
G20 leaders tasked their respective finance ministers to give highest priority to six areas:
(i) mitigating against pro-cyclicality in regulatory policy; (ii) reviewing and aligning global
accounting standards, particularly for complex securities, (iii) strengthening the resilience
and transparency of credit derivatives markets and reducing their systemic risks,
including by improving the infrastructure of the OTC markets; (iv) reviewing
compensation practices as they relate to incentives for risk-taking and innovation; (v)
reviewing the international financial architecture, and (vi) defining the scope of
systemically important financial institutions and determining their appropriate regulation
and oversight.

In April 2009, G20 leaders pledged to do whatever is necessary to (i) restore confidence
and growth; (ii) repair the financial system; (iii) strengthen financial regulation; (iv) fund
and reform international financial institutions; (v) reject protectionism and promote global
trade and investment; and (vi) build an inclusive, green, and sustainable recovery. In
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relation to financial regulation and supervision, the leaders committed to build a stronger,
more-globally-consistent supervisory and regulatory framework for the future financial
sector to support sustainable growth and serve the needs of business and citizens. In
September 2009, the G20 reiterated their support for existing initiatives and committed
to continuing implementation of agreed actions.

In June 2010, G20 leaders refocused attention on financial sector reform under a four
pillar structure and further developed principles relating to balanced growth, with the next
leaders meeting in the Republic of Korea (Korea) in November 2010 being set to review
progress not only in relation to regulatory issues, but also with respect to reform of the
international financial architecture. The four pillars include (i) a strong regulatory
framework, (ii) effective supervision, (iii) resolution of and addressing systemically
importasnt financial institutions, and (iv) transparent international assessment and peer
review.

For Asia, the key lessons of the crisis include the need to enhance mechanisms to
address economic and financial stability, rebalance economies towards greater domestic
consumption, promote regional trade and investment, and establish more effective
domestic and regional financial systems. In looking to financial regulation, the G20
response provide the initial framework of analysis not only for Asian G20 members but
more broadly as well. As the foundation, G20 leaders agreed that regulation and
supervision must be designed to achieve a series of specific objectives: (i) promote
propriety, integrity, and transparency; (ii) guard against risk across the financial system;
(iii) dampen rather than amplify financial and economic cycles; (iv) reduce reliance on
inappropriately risky sources of financing; and (v) discourage excessive risk-taking.

In addressing financial regulation objectives, the leaders initially focussed on five major
areas. First, in relation to international cooperation and financial standards, the Financial
Stability Forum (FSF) was renamed and reconstituted as the FSB which includes all G20
countries, former FSF members, Spain, and the European Commission.® In relation to
surveillance, the FSB and IMF were directed to develop appropriate early
macroeconomic and financial warning systems. In addition, the G20 committed to take
action against non-cooperative jurisdictions, including tax havens.” Second, in relation to
the scope of regulation, leaders committed to reshaping regulatory systems to address
macroprudential risks; extend regulation to all systemically important financial
institutions, instruments, and markets, including systemically important hedge funds; and
reform regulation and supervision of credit rating agencies. Third, in relation to corporate
governance, the leaders endorsed new principles on pay and compensation,® and
committed to supporting sustainable compensation schemes and the corporate social
responsibility of all firms. The result is the basis of a globally agreed approach to

° (20 (2010).

®  See Arer and Taylor (2009). Eight Asian economies are now also represented on the FSB: Reserve

Bank of Australia and the Treasury (Australia); People’s Bank of China, China Banking Regulatory
Commission, Ministry of Finance (PRC); Hong Kong Monetary Authority (Hong Kong, China); Reserve
Bank of India, Securities and Exchange Board of India, Ministry of Finance (India); Bank Indonesia
(Indonesia); Bank of Japan, Financial Services Agency, Ministry of Finance (Japan); Bank of Korea,
Financial Services Commission (Korea); and Monetary Authority of Singapore (Singapore).

" See OECD (2009).
& FSF (2009d).
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financial sector compensation and its regulation—potentially one of the most far-
reaching consequences of the crisis. Fourth, in relation to prudential regulation, in the
context of eventual recovery, which is now taking hold in Asia, G20 leaders agreed to
improve the quality, quantity, and international consistency of capital, including
regulation to prevent excessive leverage and requirements for buffers of resources to be
built-up in good times. Fifth, in relation to transparency, the G20 called on accounting
standard setters to improve standards on valuation and provisioning, and achieve a
single set of high-quality global accounting standards. In relation to financial regulatory
commitments, an annex to the leaders’ statement provides greater detail in eight major
areas: (i) FSB, (ii) international cooperation (focusing on financial institution failures), (iii)
prudential regulation, (iv) scope of regulation, (v) compensation, (vi) tax havens and non-
cooperative jurisdictions, (vii) accounting standards, and (viii) credit rating agencies.

Despite the range of coverage, it remains open to debate whether the G20 response to
date, if implemented prior to the global financial crisis, would have in fact been sufficient
to prevent its occurrence—arguably the central policy objective at this point in time.

2.2 Regional Responses

Given that it was not at the epicenter of the crisis, the region’s response to the global
financial crisis has been more limited than in the US and Europe. First, the Asian
Development Bank (ADB) received support for a capital increase from its shareholders,
intended to finance additional resources to weakened economies in developing member
economies (DMCs).? Second, ADB has extended additional financing and developed a
range of new facilities.' Third, in February 2009 ASEAN+3"" committed itself to the
Chiang Mai Initiative Multilateralization (CMIM), although work is ongoing in relation to
administrative and implementation arrangements. As an interim arrangement, this
function is being undertaken by ADB in coordination with the ASEAN Secretariat.

ADB, General Capital Increase V, online: <http://www.adb.org/GCl/default.asp>.

First, ADB’s crisis-related lending increased by more than US$10 billion in 2009-2010, bringing total
ADB assistance for these two years to about US$32 billion. (The increase in lending comprises US$1
billion for trade finance, US$3 billion for the Countercyclical Support Facility and about US$6 billion to
extend loans such as those for infrastructure investment.) Second, ADB support is being extended to
both public and private sectors, with higher levels of concessional and non-concessional lending
volume and guarantees for 2009-2010. Third, ADB is expanding support for infrastructure
development. To this end, ADB is expanding the Asian Infrastructure initiative and is working
proactively to arrange additional cofinancing for developing member country infrastructure
development. Fourth, ADB is taking steps to rebuild business confidence, provide incentives for private
sector investment, and facilitate trade financing. These private sector initiatives aim to deliver short-
term finance and capital to vulnerable banking systems, either directly through ADB private sector
operations or indirectly via government programs supporting bank recapitalization. Fifth, ADB is
developing a bank liquidity guarantee program to provide partial credit guarantee cover for short-term
borrowings by systemically important banking institutions. Finally, ADB provides policy analysis and
knowledge support. To optimize impact, ADB is working closely with its development partners in the
region, as well as with the IMF, the World Bank and regional organizations such as ASEAN, SAARC
and APEC.

ASEAN+3 comprises the 10 members of the Association of Southeast Asian Nations plus the People’s
Republic of China, Japan, and the Republic of Korea.
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2.3 Lessons of the Crisis

The global financial crisis has underlined the fact that preventing and addressing
systemic risk (i.e., supporting financial stability) is the fundamental aspect of financial
regulatory design. Systemic risk is defined as

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
problems are generally seen as arising from disruptions to the payment system,
to credit flows, and from the destruction of asset values.'

In the global financial crisis, it was the bankruptcy of Lehman Brothers on
15 September 2008 which finally triggered a global systemic financial crisis, causing "a
loss of economic value or confidence in, and attendant increases in uncertainty about, a
substantial portion of the financial system serious enough to have significant adverse
effects on the economy."™ In the first half of 2010, there was a clear risk of another
major financial crisis, this time emanating from the euro area of the EU. Clearly, existing
international arrangements prior to the crisis, and specifically in the US and the EU, were
insufficient to preserve financial stability.

Designing a regulatory system to address systemic risks requires the following elements
to be addressed: (i) a robust financial infrastructure (especially payment and settlement
systems); (ii) well-managed financial institutions with effective corporate governance and
risk management systems; (iii) disclosure requirements sufficient to support market
discipline; (iv) regulatory systems designed to reinforce management and market
discipline, as well as limiting and monitoring potential risks across all financial
institutions; (v) a liquidity provider of last resort to provide liquidity to financial institutions
and markets on an appropriate basis; (vi) mechanisms for resolving problem institutions;
and (vii) mechanisms to protect financial services consumers in the event of financial
institution failure.™

In each of these areas, there were clear weaknesses which combined to contribute to
the global financial crisis. In hindsight, it is now clear that (i) too much attention was
placed on monetary policy rather than balancing monetary policy and financial stability,
(i) regulatory attention focussed excessively on the safety and soundness of individual
financial institutions rather than on systemic risks and linkages across institutions and
markets, (iii) prudential regulatory and risk management systems did not take adequate
account of market cycles and crises, and (iv) the realities of potential failures of large
complex financial institutions had not been adequately addressed in advance. While the
major regulatory failures at the heart of the crisis did not have their epicenter in Asia,
there are nonetheless clear lessons for enhancing financial regulation in the region.

2 G10 (2001), p. 126-127.
® bid., p. 127.

" See Arner (2007). For an alternate view of systemic risk, see Schwarcz (2008).
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Asia’s developing, emerging, and developed economies must all take steps to address
the lessons from the global financial crisis. In this context, developing economies should
focus on issues relating to financial sector development (discussed in greater detail in
section 7), and in particular on building effective and stable financial sectors. For Asia’s
emerging and developed economies (especially G20 members), attention should focus
on financial stability arrangements, albeit not to the excessive detriment of financial
sector development. In these respects, attention should focus on the four pillars
identified by the G20: (i) a strong regulatory framework and robust financial market
infrastructure (section 3); (ii) effective macroprudential and microprudential supervision
(section 4); (iii) financial institution resolution and addressing systemic institutions
(section 5); and (iv) transparent international and regional assessment, and peer review
(section 6). In addition, the crisis provides an important opportunity to strengthen both
the international and regional financial architecture (section 8).

3. Pillar I Enhancing Financial Regulation and Financial
Infrastructure

In relation to the first pillar—financial regulation and financial infrastructure—the G20 is
addressing a range of specific issues, including: (i) capital, leverage, liquidity, and
procyclicality; (ii) OTC derivatives markets; (iii) accounting standards; (iv) compensation
arrangements; and (v) expanding the regulatory perimeter to address hedge funds,
credit ratings and credit rating agencies, and securitization.’ While the focus of concern
in much of Asia differs from that of Europe and the US, each of these areas requires
attention in the region.

3.1 Capital, Leverage, Liquidity, and Procyclicality

Weaknesses in capital, leverage, and liquidity of individual financial institutions were
central to both the 2007-10 global financial crisis and the 1997/98 Asian financial crisis.
In addition, existing capital standards played a role in both incentivizing excesses in
lending during periods of high growth while restricting lending during recessionary
periods. In other words, capital standards operated in a procyclical manner.

In this respect, the G20 has placed major attention on capital, liquidity, and leverage
regulation as well as in reducing their potential procyclical effects. In this context,
however, G20 members face conflicting objectives. Specifically, stronger capital
requirements are necessary to prevent future crises, but at the same time, higher capital
requirements restrict lending, thereby limiting the financial sector’'s capacity to support
growth in the context of economic weakness. This is further complicated by the different
economic situations across the G20, with the US, Europe, and Japan experiencing weak
growth, while emerging markets, especially in Asia, are more concerned with possible
overheating and asset price inflation.

In 2008 and 2009, the G20 committed to introducing enhanced systems for capital,
liquidity, and leverage regulation, with the BCBS and FSB given the task of development.
In addition, the G20 also committed to the implementation of the Basel Il capital

5 See G20 (2010); FSB (2010d, 2010b).



Responding to the Global Financial and Economic Crisis: Meeting the Challenges in Asia | 9

adequacy framework, agreed upon in 2004, although in a revised form reflecting
experiences and lessons of the global financial crisis. This revised framework is being
increasingly referred to as Basel Ill.

Beyond capital, the FSB, BCBS, Committee on the Global Financial System (CGFS),
and International Accounting Standards Board (IASB) are tasked to implement
recommendations to address procyclicality. Further, in addition to capital and aspects of
procyclicality, for the first time the G20 committed to a simple, transparent, non-risk
based measure which is internationally comparable, properly takes into account off-
balance sheet exposures, and can help contain the build-up of leverage in the banking
system. The new measure is essentially a leverage ratio to restrict overall leverage
across the financial system. The BCBS was also tasked to develop a framework to
improve incentives for risk management of securitization, including due diligence and
quantitative retention requirements. Finally, in addition to capital and leverage standards,
the G20 committed to a new liquidity standard, with the BCBS tasked to develop a global
framework for promoting stronger liquidity buffers at financial institutions, including
cross-border institutions.

Although Asia’s financial institutions have been relatively less effected than US and
European financial institutions in terms of capital, liquidity, and leverage, they will clearly
need to work to address international standards as they are developed. Moreover, given
that ASEAN+3 is emerging from the crisis before the US and Europe, approaches within
the region’s leading economies are likely to be increasingly influential internationally,
especially in the context of anti-cyclical prudential approaches such as property lending
limits. As financial institution capital requirements now focus increasingly on equity, it will
be important for Asian jurisdictions to consider whether domestic and regional equity
markets are able to provide sufficient sources of funding to support equity capital
requirements.

Internationally, the BCBS has moved quickly to address related issues. First, in April
2009 it made a series of recommendations for addressing procyclicality.'® Second, in
July 2009 the Committee announced measures to strengthen the market risk
framework'” and enhance Basel II."® Initial changes included introducing higher-risk
weightings for securitization (pillar 1), issues relating to supervisory review of risk
management (pillar 2), and disclosure requirements (pillar 3). Third, the Committee
released for consultation, as part of its comprehensive approach announced in
September 2009, a proposal to address (i) improving the quality and harmonization of
capital, focusing on the role of Tier 1 equity; (ii) strengthening counterparty capital
requirements relating to derivatives, repos, and securities financing, with an intention to
incentivize movement to central counterparties and exchanges; (iii) introducing a
leverage ratio; (iv) measures to promote a countercyclical capital framework, including
provisioning; and (v) introducing a minimum liquidity standard.’® Fourth, the Committee

'® " FSF (2009f).

7 BCBS (2009f, 2009e¢).
'®  BCBS (2009d).

' BCBS (2009b, 2009c).
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is currently working on proposals relating to macroprudential supervision (discussed in
section 4 below).?°

In June 2010, the G20 reiterated its support for development of "a new global regime for
bank capital and liquidity."?' Under the agreement, "the amount of capital will be
significantly higher" and "the quality of capital will be significantly improved" to "enable
banks to withstand—without extraordinary government support—stresses of a
magnitude associated with the recent financial crisis." Specifically, the G20 agreed that
the new capital framework would:??

(i) establish a new requirement that each bank hold in Tier 1 capital, at a
minimum, an increasing share of common equity, after deductions,
measured as a percentage of risk-weighted assets sufficient to withstand
with going concern fully-loss absorbing capital stresses equivalent to
those of the global financial crisis; and

(i) move to a globally consistent and transparent set of conservative
deductions generally applied at the level of common equity or its
equivalent in the case of non-joint stock companies over a suitable
globally consistent transition period.

In September 2010, the BCBS agreed the underlying elements of the new Basel Il
capital adequacy regime.? In relation to capital, rather than the Basel |-Basel II
framework of 8% capital to risk-weighted assets, with at least half in Tier 1 equity and
hybrid instruments supplemented by Tier 2 subordinated debt and a range of innovative
instruments supporting market risk (Tier 3), The Committee adopted a structure focused
on common equity capital. Under the agreement, total minimum capital remains at 8%.
However, minimum common equity capital is 4.5%, with Tier 1 capital at 6%, leaving Tier
2 at most 2%. In addition, there will be a 2.5% conservation buffer, made up of common
equity, for a minimum capital adequacy ratio of 10.5%. Finally, there will be the
possibility for an additional countercyclical buffer of 0-2.5% of common equity or "other
fully loss absorbing capital”, the details of which are yet to be finalized.

Thus, it is now abundantly clear that financial institutions, as now required by markets,
will in many cases need to have higher amounts of equity capital. In addition, the global
crisis highlighted that subordinated debt, at least when held by other financial
institutions, is unlikely to provide much in the way of external monitoring, thereby
ameliorating its role in supporting corporate governance and financial stability. As a
result, subordinated debt is has become significantly less important in terms of capital.

In addressing these issues, Asian economies have in many cases already begun to take
action, despite the fact that the BCBS has agreed that final implementation will not be
required until 2019. In looking to the region’s needs, most important will be supporting
supervisory capacity in related areas. In addition, given the increased importance of

% FSB (2009b), p. 4.
#1320 (2010), p. 4.
2 bid., p. 16.

% BCBS (2010d).
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equity capital, regional equity market development can both assist and be assisted, with
debt capital markets remaining a continuing area of necessary focus.

At the same time, the crisis has brought forward proposals relating to innovative capital
instruments, such as contingent convertible securities ("cocos"), which automatically
convert to equity when financial institutions’ capital ratios drop to certain preset levels, as
well as other hybrids pre-committing investors to provide additional capital as equity or
debt at certain trigger points. As the types of qualifying instruments become clear, Asian
jurisdictions will have to carefully evaluate the capabilities of their existing domestic and
regional markets to support such capital provision. Finally, it appears likely that many of
the previous techniques prevalent in the use of structured products and derivatives to
arbitrage regulatory capital, especially in the US and Europe, will no longer be available.
In this context, Asian regulators will need to have a clear understanding of the various
forms of capital available in order to judge whether instruments proposed are in fact
appropriate and in need of regulatory approval.

The other side of the equation is also being considered, relating to the various
methodologies for calculating risk-weightings for assets. While Basel | was overly
simplistic, Basel Il was overly complex and too reliant on both external credit ratings and
internal quantitative models. As a result, both were highly subject to gaming by market
participants, with regulators in the US and UK adopting excessively permissive
approaches to such behavior and instruments. In relation to assets, as a result of the
crisis, issues relating to off-balance sheet treatment are being reconsidered and
tightened to avoid a return of the shadow banking system and also to reduce complexity
of institutions and products. One area receiving particularly close scrutiny is market risk,
with the view that market risk should be much more closely regulated than has
previously been the case. Such issues are tied closely not only with regulatory
standards, but also with accounting treatment.

Beyond capital, Basel Ill appears likely to add both a leverage ratio as well as liquidity
requirements. As of September 2010, the final details of both the leverage and liquidity
requirements were still under discussion, although the BCBS has now agreed that
minimum liquidity requirements for both coverage and funding will be introduced in 2015
and 2018 respectively.?* In the region, most jurisdictions already use a range of liquidity
requirements (typically associated with domestic government bond markets) and these
approaches may require fine-tuning as a result of international developments. For less
developed economies, there will be a clear need for continued focus, not only on
enhancing regulation, but also on developing domestic and regional government bond
markets to support appropriate liquidity management.

In relation to leverage, this is an important development in that a central failure of
Basel Il was its over-complexity and the resultant proclivity of financial institutions to
seek to game the system. A simple leverage ratio has the important potential to not only
limit a central aspect of the build-up of the crisis (through leverage and related asset
price inflation), but also to limit the potential for gaming the capital framework.

Beyond bank capital, the work of the BCBS, and the emergence of Basel lll, other
financial standards setters (especially for securities and insurance) are now developing

24 BCBS (2010d).
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parallel capital frameworks to enhance financial stability and reduce regulatory arbitrage.
Given that in most jurisdictions (including in Asia), regulation of non-bank financial
institutions such as securities firms and insurance companies tends to be weaker than
that of banks, there is a clear need for review mechanisms and related assistance, both
domestically and regionally.

In looking forward, regional fora such as the Executives' Meeting of East Asia and
Pacific Central Banks (EMEAP) and the emerging Asian Financial Stability Dialogue
(AFSD) provide opportunities not only for Asia to influence standards being developed
through the BCBS and others, but also to regionalize international standards as they
develop, enhance financial stability in the region, and take into account the needs for
developmental guidance in regulation across much of the region.

3.2 OTC Derivatives Markets

Prior to the global financial crisis, regulation of OTC derivatives markets was generally
left to private ordering, most often led by the International Swaps and Derivatives
Association (ISDA), with markets limited to only sophisticated participants and
supervision being undertaken through monitoring of the major bank participants in the
market. At the same time, OTC derivatives received significant legal and regulatory
support through amendments to Basel | and their incorporation into Basel Il, as well as
legal changes to support netting in many jurisdictions. In the wake of the global financial
crisis, the lack of transparency in these instruments and markets has been a particular
area of concern, especially given their central role in the context of the near collapse of
AIG in 2008 and the 2010 Greek debt crisis.

As a result, the G20 has identified strengthening the resilience and transparency of
credit derivatives markets, and reducing their systemic risks, including by improving the
infrastructure of the OTC markets, as an area of priority concern. In this context, G20
leaders have focused on five elements: (i) launching CDS central counterparty systems,
(i) reducing systemic risks in CDS and OTC derivatives transactions, (iii) developing
exchange-traded or electronic trading platforms for CDS, (iv) expanding OTC derivatives
market transparency, and (v) improving the robustness of OTC derivatives infrastructure.

In relation to OTC markets, in September 2009 an OTC Derivatives Regulators’ Forum
was established. However, at inception, it only included representatives from Australia®®
and Japan® from the Asia—Pacific region. In addition, the International Organization of
Securities Commissions (I0OSCO) and the Committee on Payment and Settlement
Systems (CPSS) are currently reviewing existing standards for central counterparties
and developing standards for OTC derivatives trade repositories, with draft guidance
released in May 2010.%’

In June 2010, the G20 pledged to accelerate the implementation of OTC derivatives
regulation, reaffirming commitments to trade all standardized OTC derivatives on

% Australian Prudential Regulatory Authority, Australian Securities and Investment Commission, and

Reserve Bank of Australia.

% Bank of Japan, Japan Financial Services Agency.

27 CPSS-I0SCO (2010a, 2010b).
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exchanges or electronic clearing platforms and clear through central counterparty
clearinghouses (CCPs) by end-2012 at the latest, with reporting to trade repositories.

In looking forward, there are five main approaches being proposed: (i) prohibition, (ii)
transparency, (iii) clearing—settlement, (iv) exchange migration, and (5) private ordering.
Prior to the Greek debt crisis, prohibition did not appear to have significant support.
However, there now appears to be increasing support for proposals relating to the
prohibition of naked sovereign CDS, in order to reduce speculation. Historically,
however, prohibitions of financial products have generally not been successful. In
addition, in the context of global financial markets, any such approach without universal
agreement is likely to provide significant opportunities for regulatory arbitrage. As a
result, it seems unlikely that this approach will be widely adopted. At the same time,
while ISDA and other market participants continue to lobby strongly for OTC derivatives
markets remaining largely unregulated in privately ordered markets, the status quo
seems unlikely to remain, despite ISDA’s efforts to enhance its role and restructure its
organization to parallel the changes made to the IASB post-Enron. As a result, efforts to
enhance transparency, improve clearing and settlement arrangements, and support
migration of products to exchange-traded environments appear to be the most likely
result going forward.

To date, the US and Europe have taken a leading role in addressing issues relating to
regulation, clearing, and settlement. Despite their faults, derivatives markets play an
important role in risk management and market efficiency. Given the benefits of such
markets and instruments, this is an area where Asia needs to take further steps, at both
the domestic and regional levels. While OTC derivatives markets are currently less
developed in Asia than in Europe or North America, this provides an opportunity for the
region—whether at the domestic or regional levels—to migrate markets to structures
based on transparent trading and clearing arrangements informed by emerging global
best practices.

3.3 Accounting Standards

The lack of transparency of institutions, products, and markets was central to the
process of adverse selection and loss of confidence as the "Great Moderation" of the
beginning of the decade transformed into a global financial crisis. Likewise, issues
relating to transparency made regulation of firms, markets, and products difficult, and
complicated responses as the crisis developed.

In relation to accounting, the G20 has repeatedly stated its commitment to the
development of a single set of international accounting standards. At the same time, it
appears increasingly likely that for the foreseeable future, there will remain two main
systems of accounting: IASB International Financial Reporting Standards (IFRS) and US
Generally Accepted Accounting Principles (GAAP). At present, major issues have arisen
in the context of what is the appropriate focus of accounting: the fair value approach
based on market values or the historical basis approach focused on longer horizons.
While accounting standard-setters are moving closer on these issues, they are likely to
remain contentious for some time. In addition, there are a range of issues relating to the
relationship between accounting and regulatory treatment, for instance in relation to
capital, off-balance sheet treatment, and provisioning. In this context, one objective of
Basel Il was to bring economic, accounting, and regulatory capital together. At present,
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standards and approaches to economic, accounting, and regulatory capital may once
again be diverging, even though convergence of the three forms of capital remains a
goal.

In June 2010, the G20 reiterated its support for convergence and development of a
single set of high quality global accounting standards, as well as for the IASB to expand
its outreach to emerging economies.?

Most economies in Asia have or are in the process of bringing their domestic systems of
accounting into line with IFRS. As highlighted in Table 1, it has become policy in some of
the region’s economies to follow international accounting standards established by the
IASB and to adjust individual economies’ accounting rules to be in line with IFRS. At
present, no Asian jurisdiction has replaced national accounting standards with IFRS. The
picture is somewhat weaker in relation to international standards on auditing (ISA), but
still quite positive.

Table 1: IFRS Adoption in Developed and Emerging East Asia

IFRS not permitted

for domestic listed IFRS required for all domestic

listed companies

companies
Australia X
China, People‘; Rep. of X X
Hong Kong, China
India 2011
Indonesia X
Japan X
Korea, Rep. of 2011 (permitted in 2009)
Malaysia X
Philippines X
Singapore X
Taipei,China X
Thailand X

IFRS = International Financial Reporting Standards.
Source: www.iasb.org, www.iosco.org, and authors’ research.

In this context, there is clearly a need for continued building of accounting infrastructure
across the region in line with international standards, especially in the context of human
capital development in the accounting and auditing professions. This is also an area
where regional convergence should be attainable. Asian jurisdictions are already
converging domestic standards to international standards. As has been done in the EU,
ASEAN+3 and other regional fora can make an explicit commitment for this to continue.
Such a commitment would enhance transparency across the region as well as support
domestic and regional financial development.

% (G20 (2010), p. 20.
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3.4 Compensation Arrangements

Improperly assigned incentives played an important role in the build-up of excesses
leading up to the global financial crisis. In this context, particular attention should be
focused on compensation practices in the financial sector which led to a short-term bias
as well as excessive risk taking in the industry.

The G20 April 2009 communiqué contained a strong commitment on compensation,
which has been supported by the release of related principles from the FSB. According
to the G20 and the FSB, the principles require: (i) firms’ boards of directors to play an
active role in the design, operation, and evaluation of compensation schemes; (ii)
compensation arrangements, including bonuses, to properly reflect risk and the timing
and composition of payments to be sensitive to the time horizon of risks, with payments
not finalized over short periods where risks are realized over long periods; and (iii) firms
to publicly disclose clear, comprehensive, and timely information about compensation to
stakeholders, including shareholders. Significantly, the G20 committed to having national
supervisors implement the principles in order to be effective for 2009 compensation
arrangements, with the BCBS integrating the principles into guidance, and supervisors
assessing firm compensation and intervening as necessary.

Internationally, the FSB released principles for compensation in April 2009% and
implementation standards in September 2009.*° In March 2010, the FSB released its
peer review of compensation.®' In Asia, G20 members have implemented the principles
or released proposals to do so. Nonetheless, this will be a potentially more difficult issue
in some Asian financial centers, which have been relatively less affected by the crisis but
which stand to gain from allowing more competitive compensation structures. At the
same time, within Asia, there are likely to be conflicts between financial centers, such as
Singapore and Hong Kong, China, and jurisdictions focusing more on balanced
development, such as the PRC and Japan.

3.5 Expanding the Regulatory Perimeter: Regulation of Non-traditional
Financial Firms

In the context of both the 2007—10 global financial crisis and the 1997/98 Asian financial
crisis, issues relating to expansion of the regulatory perimeter®? have received significant
attention, including hedge funds and credit ratings and credit rating agencies. In addition,
in the wake of the global financial crisis, a third issue is now being discussed:
securitization. An additional area of significant relevance in Asia relates to sovereign
wealth funds.

% FSF (2009d).
% FSB (2009a).
3 FSB (2010c).
%2 See FSB (2010b)
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3.5.1 Hedge Funds

While hedge funds were often viewed as major causes of the 1997/98 Asian financial
crisis, during the recent global financial crisis, they have not received a central portion of
the blame. At the same time, due to the lack of transparency in the industry, they have
remained a continuing issue for attention, especially in continental Europe.

At the international level, the G20 has agreed that hedge funds should be subject to
appropriate regulation, especially in the 