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The financial crisis began with poorly regulated loan products which posed too much risk for the consumers to whom they were sold, and ultimately to the market as a whole.  While the other policy papers prepared by the coalition focus on domestic United States. regulation, many principles embodied in those papers should be extended to the debate around international re-regulation.  Moreover, alongside national and international re-regulatory efforts, a strong concurrent and complementary role for provincial or state governments can provide needed early enforcement of existing standards and also develop new standards to address emerging practices before they cause widespread consumer harm or systemic risk.  State and provincial legislatures are often in a unique position to spot and stop bad practices before they become universal.  To ensure rapid and appropriate responses to abuses in the financial credit markets, all levels of government must be able to protect consumers and regulate financial institutions.
Also, there is a case to be made for the creation of new international financial regulatory institutions, but agreement on their exact contours and responsibilities will be difficult to achieve in the near term.  Regardless of whether we create new international institutions, global rules must not interfere with national, state and local oversight.  Advancing this principle requires looking at not just global regulatory bodies, but also treaties and institutions that preempt action by national and subnational governments.
Among the principles that should guide U.S. and other governments in the global arena are the following:
1.
Provide an international regulatory floor.

Some existing international agreements and institutions may not be suited to preventing future financial crises.  The Basel II accord, for instance, relies heavily on internal ratings-based (IRB) approaches to capital regulation that allow banks to use their own credit risk models to determine how much capital they should hold.  As Federal Reserve Vice-Chairman Daniel Tarullo has written, insofar as “the IRB approaches are essentially untested, the regulators adopting them are taking at least a leap of faith and, critics fear, possibly a leap off a cliff.”
  Regulators must ensure that international regulatory accords do not promote destabilizing or untested banking practices and do not impinge on domestic prudential regulation.  In short, international agreements should set a floor—not a ceiling—on regulatory standards, and ensure that there is no preemption of action at the national or subnational level.

2.
Do not harmonize standards downward.

Business groups have long sought the convergence of accounting and other standards, which can harm consumers and investors.  For instance, in August 2008, the U.S. Securities and Exchange Commission (SEC) proposed a roadmap that would permit large companies to abandon U.S. accounting standards and adopt newer, less tested European standards.  The U.S. Financial Accounting Standards Board has found the European standards to be weaker,
 and academic studies have shown that they provide greater opportunities for earnings management (or “cooking the books”).
  Moreover, many experts argue that competition between standard-setters slows the race to “lowest common denominator” standards and creates efficiencies in many fields.
  The SEC should start with an open and transparent assessment of the strengths and weaknesses of both sets of accounting standards, especially with regard to consumer and investor protection.  If there is a pressing need for convergence of one particular standard—whether in accounting or other areas—this can be done on a case-by-case basis with a pledge to raise standards, not lower them.

3.
Close down tax havens.

Certain offshore tax havens, such as the Cayman Islands, Liechtenstein, Panama, Switzerland and many others, have developed local industries with the sole comparative advantage being the opportunity to profit from “regulatory arbitrage.”  The consequence is a global race to the bottom that promotes deregulation at the expense of market stability.  The Obama administration’s tax-haven plan is a step in the right direction.  We further support the repeal of tax incentives to offshore production and investment (including deferred taxation of foreign-source income), and the call to eliminate excessive banking secrecy and push automatic tax information exchange treaties.  Governments also must develop new mechanisms for international cooperation on criminal investigations of tax fraud and avoidance schemes.

4.
Renegotiate—and refrain from launching disputes related to—trade and investment pacts that promote deregulation of financial services.

The United Nations Commission of Experts on the financial crisis chaired by Nobel laureate Joseph Stiglitz recently concluded that “Many bilateral and multilateral trade agreements contain commitments that restrict the ability of countries to respond to the current crisis with appropriate regulatory, structural, and macro-economic reforms and support packages.”
  For example, the World Trade Organization’s (WTO) Financial Services Agreement (FSA) forbid limits on financial service firms’ size, undermining remedies to the “too big to fail” problem.  Such pacts can also forbid governments from re-establishing “firewalls” between commercial banking and risky investment ventures.  New financial services regulations can be challenged in WTO trade tribunals, which prioritize commerce above all other concerns.
  Similar provisions exist in agreements ranging from the proposed U.S.-Panama trade agreement to bilateral investment treaties, where private investors—including subsidiaries of U.S. corporations—have standing to challenge government actions for cash compensation.

In the short term, the United States must refrain from trade and investment suits regarding governments’ responses to the financial crisis, especially against developing nations, and call on corporations and other nations to do likewise.  (Deutsche Bank and Citigroup, for instance, are launching a case against Sri Lanka’s policies on oil derivatives.  Argentina and the Czech Republic have also experienced successful investor-state cases on financial re-regulation.
)  In the longer term, existing and prospective pacts that contain deregulatory obligations and constraints on oversight must be renegotiated so that policymakers can implement the consensus call to address the crisis in the manner they see fit without the threat of trade suits.

5.
Avoid regulatory arbitrage.

The elimination of capital controls due to International Monetary Fund (IMF) structural adjustment mandates in the 1980s and 1990s—combined with the WTO General Agreement on Trade in Services rules, which locks in their removal—has blocked a major tool used by governments to prevent regulatory arbitrage.  When some governments increase oversight of risky, under-regulated products and activities, there is a serious risk that those products and activities will simply move to jurisdictions with weak oversight.  To prevent this, governments should consider the reinstatement of capitol controls as nations such as China, India, and Chile have done to avoid financial contagion in past crises.  The United States should exercise its votes at the IMF and other international financial institutions to ensure that countries have the flexibility to adopt robust financial regulatory rules, including capital controls.

In addition, the shadow financial markets must be subject to an international regulatory floor that includes, at minimum, comprehensive consumer and investor protection, public disclosure requirements, and safety and soundness regulation.
6.
Implement transparency and other governance reforms of international bodies.

A growing international consensus rightly supports reform of the governance, accountability, and transparency of the WTO, the IMF, and other institutions and agreements that play major roles in the global financial system.  In addition, international regulatory institutions with authority over financial services, such as the Financial Stability Board and the International Organization of Securities Commissions should be reviewed to ensure they are operating in an open, transparent and democratic fashion.  International standard setting institutions with authority over financial services, such as the International Accounting Standards Board, should be reformed to ensure their independence from industry financing and direction.
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