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Summary
In the international financial arena, G-7 policy makers chant three things:
more market-sensitive risk management, stronger prudential standards,
and improved transparency. The message is that we do not need a new
world order, but we can improve the workings of the existing one. While
many believe this is an inadequate response to the financial crises of the
last two decades, few argue against risk management, prudence and transparency. Perhaps we should, especially with regard to market-sensitive
risk management and transparency. The underlying idea behind this holy
trinity is that it better equips markets to reward good behaviour and
penalise the bad, across governments and market players. However, while
the market is discerning in the long-run, there is now compelling evidence
that in the short run, market participants find it hard to distinguish
between the good and the unsustainable; they herd; and contagion is
common.
Critically, in a herding environment, tighter market-sensitive risk
management systems and more transparency actually makes markets less
stable and more prone to crisis. This perverse response may help to
explain the growing instability of the financial system. Over the past ten
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years the system has been in crisis in almost four. In response, the emphasis on market sensitive risk management practices and transparency must
be tempered rather than extended vis-à-vis credit ratings agencies and the
risk management of investors. The incentives of regulators should be
realigned to include the impact of herding behaviour on foreign markets
as well as local institutions. Financial market institutions should be
encouraged to set aside collateral for systemic risk or to buy liquidity
options from central banks during good times. Countries should facilitate
the inflow of capital from investors who herd least or leave slowly: foreign
direct investors, equity portfolio investors and, surprisingly, hedge funds.

A cyclical debate
The debate on reform of the international financial system follows a cycle.
In the middle of each international crisis—and there have been at least six
since the Debt Crisis which started in Mexico in 1982—there are deafening demands for the wholescale reform of the entire international financial
system. A few months on from the end of each crisis and those demands
fade. There were clear and present parallels between calls made in previous
crises and those made in the thick of the last crisis, for the IMF to become
a lender of last resort, injecting substantial liquidity in times of crisis, and
for hedge funds to be regulated. Every crisis inspires plans for a new financial architecture and as the crisis ends, most of these plans are tidied away.
Underlying this cycle of debate is that while the demand to make systemic changes is naturally strong in the middle of a crisis, the consensus
on what is wrong and what to do is generally weak. Moreover, while recent
crises have appeared sharper and more global than before, they have been
Table 1: Global financial crises in the 1990s
Date

Crisis

1992–1993

“EMS”

1994–1995
1997–1999

Countries where the real exchange rate fell by more than 10% over one month

UK, Italy, Spain, Portugal, Sweden, Finland, Denmark, Norway, Belgium, France,
Ireland, India, Venezuela
“Tequila” Columbia, Venezuela, Mexico, Turkey, Japan
“Asia”
Thailand, Philippines, Indonesia, Malaysia, Taiwan, Korea, Brazil Columbia, Israel,
Peru, South Africa, Zimbabwe, Russia, Sweden, Switzerland, Spain

Source: State Street Bank
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