Liberalisation of Financial Services: 

FTAs in the Context of the Financial Crisis

Roots and Spread of Financial Crisis

After the sub-prime mortgage crisis in the US first burst into the headlines of mainstream newspapers in June 2007
, there have been two general categories of the many discussions that have taken place regarding the roots of the global financial – and now, economic – crisis, both of which views are important but do not usually get discussed together. It is crucial to see the importance of their interaction – the dynamics of one on the other – rather than either in isolation. 

One view can be labeled the 'temporary excess' point of view which, to put it plainly, argues that greed leading to excessive risk-taking, lax regulations, excessive overzealous brokerage and rating agencies caused the crisis we have on our hands today. To resolve the crisis, therefore, efforts should be made to fix, 'tweak', and improve upon the technical aberrations of what is – to those who subscribe to this view – an otherwise perfect financial system. This view is not completely incorrect, though it is incomplete. 

The other view, the 'aggregate demand generation' point of view believes there is as a root cause – a  systemic, structural flaw in the whole system of capitalist-driven finance that led to the global financial crisis. We believe that flaw lies in the problem of income inequality. As we shall see below, tackling the root, structural cause is of utmost importance if we are to prevent – or at least mitigate – future financial crises of the nature we are going through today. As Thomas I. Palley, the then-assistant director of public policy of AFL-CIO, put it when talking about yet another financial crisis that occurred in the US eight years ago: 

“At issue is whether the current slowdown [in 2001] represents a correction of temporary excesses in an otherwise balanced and sustainable economy, or whether it is the product of deeper inconsistencies surrounding the generation of aggregate demand... Interestingly, both views allow for the existence of financial excess, but they have dramatically different interpretations. The temporary excess view sees the prior financial excess as a readily correctable phenomenon, whereas the aggregate demand generation view sees the reversal of financial excess as exposing structural deficiencies”.

The significance of the differences between the two views lie in the fact that depending on how one understands the crisis began determines where one sees the solutions. Let us first consider the first view by reviewing and look at some of the more widely-acknowledged triggers of the financial crisis which by now would be familiar to most: 

The asset-backed securities (ABS) and mortgage-backed securities (MBS) of the 1980s in the US – composed of bundles of 'sub'-prime mortgage loans in the US (home loans, study loans, car loans, credit card debts, etc) – were 'bundled' and engineered by financial wizards in the 1990s into 'tranches' of collateralised debt obligations (CDO). These CDOs were sold off to banks and investors, and these banks and investors in turn sold off their CDOS to other banks and investors. 

In other words, 'originating' from the first rung of regular mortgage payment flows from housing, study, corporate, car, or credit card loans, banks and other financial service suppliers raised more funds by bundling these loan payments together into ABSs and MBSs and – based on the prospects of their future payments – sold (thereby 'distributing' the risks ) them to other banks and financial institutions who paid different prices for them according to the risk of default, interest rate payments, and priority of repayment. The higher the risk (lowest risk: 'AAA' tranches; moderate risk: 'mezzanine' tranches; highest risk: 'subordinated' tranches), the higher the interests payments such CDOs made out to their investors.

Compounding this frenzy of securities and leveraging was:

· the indulgence of many investors in the practice of 'funding mismatches', which is essentially borrowing on low-interest short-term loans to profit from lending out the amount on high-interest over a long-term.

· the buying of credit default swaps (CDS) from insurers such as AIG, whereby premiums were made to the latter in return for a lump sum payment in the event of a default in the security or bond payment.

It was an incestuous process, whereby capital was repeatedly financed onto itself to 'create' more capital, leading to the reproduction of multiple layers of highly profitable interest payments as well as, however, debt. Euphemistically called 'origination-distribution' to denote the distribution of risk that originated from actual assets, the actual effect of such a model of finance was the build up of larger and larger debt obligations perched precariously on the first 'rung' of anticipated future payments that were themselves derived from weak – hence, 'sub'–prime credit.
 From 1995 onwards, banks had already begun approving home loans even from undocumented migrants.

This over-financialisation led to what political economist Walden Bello has described as the “bifurcation” between what had in fact been a stagnant real economy and a hyperactive financial economy. As one finance executive noted in the Financial Times, Bello wrote, “there has been an increasing disconnect between the real and financial economies in the last few years. The real economy has grown … but nothing like that of the financial economy — until it imploded.”
 

Interspersed between many of these transactions were the credit ratings agencies who were engaged by the sellers of ABS, MBS, CDOs and CDS, to rate the products favourable in order for them to be 'distributed' onto other investors. It was in the interest of rating agencies, thus, to rate weak bundles and tranches of mortgages as being very financially sound. As Edsel L. Beja Jr of the Ateneo put its: “Put simply, those who sold the debt securities, collateralized debt obligations, insurance derivatives, and so on got rating agencies to rate their financial products. The perverse incentive was to give these financial products very high ratings to earn more.”
 

As a result of their proliferation, the CDOs that were issued alone tripled in volume between 2004 and 2006 from US$125 billion to $350 billion per year. They were, furthermore, distributed far and wide. Not only banks throughout the world, it has been pointed out, but also “staid establishments like town councils in far flung places like Australia that were chasing for higher yields bought these CDOs.” Among the results is the growth of debt in the US as a percentage of its GDP from 150 % in 1969, to 240 percent in 1990 and to 340 percent in 2006. In terms of volume terms, total debt stood at $45 trillion (in 2008).
 

How could such high-risk instruments and transactions have been overlooked by the financial regulators when, in hindsight, they clearly go beyond the acceptable, reasonable practices of securitisation, leveraging and hedging to prevent price volatility? 

Legislation-wise, the deregulation process had taken place over the past few decades in the US, whereby finance and the forces of the free market system was given increasingly freer rein to operate away from the prying eyes – and long arm – of governmental regulators. From the time of former US president Ronald Reagan and, in the UK, premier Margaret Thatcher, US administrations saw deregulation and liberalisation as a key to growth and the reversal of the stagflation of the 1960s and 1970s. The passing of the Garn-St. Germain Act of 1982 freed many savings and loans banks. During Bill Clinton's administration, the last vestiges of the 1933 Glass-Steagall Act – which had acted as a firewall and distinguished between commercial banks and investment banks and allowed both to operate in each other's traditional theatres of operation – was finally repealed. In its place, the Grahm-Leach-Bliley Act of 1999. As economist Jomo KS put it:

“Elimination of the firewalls meant that there were very few limits, curbs, and an increasingly deregulated financial sector was dealing with tremendous amounts of innovation in the financial sector, its instruments, derivatives, and so on and so forth. Regulators could barely keep up with what was going on. In fact, they were told not to keep up.”
 

Effects of Crisis on Industrialised Countries

How did the sub-prime mortgage crisis lead to the collapse of financial institutions and systems in the US, Europe and the other developed economies? Clearly, the magnitude of the current crisis is associated, write Stephany Griffith-Jones and José Antonio Ocampo, with inadequate regulation and supervision of banks and financial markets. 

“Since the Asian crisis, it became widely accepted that financial liberalization must be accompanied by stronger prudential regulation and supervision. This lesson was applied in many parts of the developing world but, paradoxically, was largely ignored in the United States and the United Kingdom, where liberalization was accompanied by deregulation and weak supervision of financial intermediation.

Decades of liberalisation – the opening of and between markets and financial institutions to allow the free flow of capital, its instruments and transactions with all their credit risk or destabilising potential – was what allowed for the contagion effects of the US sub-prime mortgage crisis to spread. To a great extent, there has been a great deal of 'harmonisation' over the years between US and European financial legislation and regulations. But in the wake of this liberalisation and deregulation, there has also been a heightened state of financial instability.
 

The results? From the present crisis, about 9 million homeowners in the US will need help to avoid  foreclosures, several major banking and finance groups have imploded and are in need of trillions of dollars in bailouts if they are to survive, the world's largest conglomerates are going bust, the complete collapse of trillions of dollars worth of shares in European and the other financial capitals of the world, and the bankruptcy of Iceland. Their banks, hedge funds, insurance companies, pension funds, foundations non-financial firms and individuals held untold trillions of dollars in sub-prime assets alone. 

In terms of labour, more than 24 million people (15% of the labor force) in the US are either hunting for work, working fewer hours than they would like to work, or are too discouraged to seek work due to the sub-prime crisis and the subsequent financial and economic crisis. Unemployment has reached a 26-year high of 8.5% and will run into the double digits next year. The US may lose more than 5 million jobs  over the past year since the crisis burst in full force. The number of unemployed or underemployed workers has grown by 10 million in the past year, as part-time jobs emerge as lifelines for families with about 2 million more people working part-time jobs than a year ago.

In the UK, unemployment as a whole stands at 2 million, giving an unemployment rate of 6.5%. 40% of the unemployed are under 25 years old. It is projected that by 2010, there will be 3 million unemployed. 

East European and Central Asia economies are said to be collapsing under the burden of the crisis, which is affecting all exporters from car manufacturers to the electronics industries and their financial sectors forcing them to cut production. Unemployment and job losses are either at record levels or in double-digits. After enjoying a decade of economic growth and development in East European and Central Asian countries that brought about 90 million of the 480 million population out of poverty, the financial crisis has transplanted 18 % of the population (35 million people) back into poverty and vulnerability, wiping out the gains achieved since 1999. Hungary is apparently suffering the most in the East Europe region with the worst recession the country has seen in two and one-half decades. Its government forecasts a contraction of the economy by 6%. With 402,800 unemployed, 42% of whom have been unemployed for one year or more, unemployment has reached 9.7% - the highest in a decade. More Hungarian companies went through liquidation within the months of January – March than in any other quarter in history. In Finland, unemployment rose to 8.3% of the labour force in March, up from 7.6 % in February. The number of people out of a job work in March rose by 42,000 year-on-year to 222,000. Elsewhere, Australia's unemployment rat hit 5.7% in March, and is expected to rise to 9% by the end of 2010. 

By the end of this year, thus, poverty and vulnerability is said to have risen by 25 million people (5 percent of the population), added by another 10 million to a total of 35 million people by the end of 2010."This is a human crisis that is going largely unnoticed in the talk of the 'global financial and economic crisis," said the World Bank. 

In China, its Bank of China is said to have at least US$2 billion from its holdings of collateralized securities, including those backed by US mortgages. Standard Chartered, in which Singapore holds a 19% stake, is said to be “walking away from its $7.5 billion SIVs sold in Asia and the Middle East”.

Impact of Crisis on Developing Countries

While developing countries in general, and Asian nations in particular, are said to be only directly exposed to sub-prime mortgage-based contagions as Europe, the crisis has impacted on these nations because of the drastic changes in capital flows and remittances.
 

Private financial flows (only in the case of small developing economies, the decrease in official development assistance will be significant) from US and Europe such as portfolio investments have dropped since 2008, in some cases led to a net outflow of funds, and are expected to drop to $165 billion this year from a high of $929 billion in 2007 (82%).  Bank lending has tightened in many developing countries. Foreign Direct Investment has been affected less but the impact is there and will, of course, get worse as investors and banks in industrialised countries worry about survival rather than profiting.   

This has implications for development, since one-third of growth in developing countries reportedly derives from investment. Reduced flows of capital may have a dramatic effect on countries with large current account deficits and with a limited ability to borrow from abroad. It is likely that, for the first time in decades, remittances will fall, impacting the economic security of households around the globe.

Related to this is the fact that trade is declining with exports- and assembled-exports-dependent countries like Indonesia and Malaysia are experiencing a drop of between 25%-30%, while garment exports from Cambodia have dropped 40%. Commodity prices, meanwhile, such as those of copper and oil have gone down and effected those countries dependent on them such as Nigeria, Zambia , Bolivia, Mexico, the Middle East, the Russian Federation. Price drops of nickel, lead and zinc have impacted on countries like Australia, Brazil and South Africa.

The consequences for workers include the return of more than 20 million workers in China to their villages; employment in eight export-oriented sectors in India (mining, textile and textile garments, metals and metal products, automobile, gems and jewellery, construction, transport and information technology) fell by over 3%; South Africa may see a loss of 250,000 jobs; Central and East Europe will see dramatic reversals of earlier employment gains; African countries will see significant declines in commodity production and tourism.

At another level, the International Monetary Fund predicts that global unemployment may rise to 6.1% this year, which means an increase of 18 million – 50 million according to Bloomberg – unemployed. Two hundred million workers – mostly from developing economies – could be pushed into extreme poverty as a result of the global crisis, while the number of working poor may rise to 1.4 billion (45% of the entire world's employed). The World Bank has warned that the deepening global economic crisis threatens to unleash “a human and developmental calamity”. “The number of chronically hungry people is expected to climb to over 1 billion this year.”  

In Malaysia, it has been reported that Malaysia’s economy will shrink by between 2.2 % to almost 4% in 2009. Exports may fall around 25-30%. As a consequence of the crisis, more than 54,977 workers have lost their jobs from October last year, and projections are that the number will grow to at least 100,000 by the end of this year. The Malaysian Employers Federation forecasts the loss of between 200,000 – 400,000 jobs in 2009, and an unemployment rate of 5%.

For those depending on remittances of workers in the developed countries, these have declined in most countries that have been studied and which depend on them for between 10 to 25% of their GDP, more than official development assistance. In Kenya, it is reported that remittances have declined by 27% in January 2009 compared to 2008. In Bangladesh emigration is down by 38.8% (y-on-y), which means future remittances will be affected.
 As the crisis gets worse, so will the willingness of developed countries to fulfill their promises to keep the ODA flowing.

Inequality as the cause of the crisis

Returning to the earlier discussion on the causes of the crisis, for several decades, economists and analysts have been looking at the growth of economies – developed and developing – and noted that that with increasing globalisation, inequalities have gotten worse. Furthermore, they suggest that the incidence of inequalities get worse especially before a crisis occurs.

In the US, where the financial crisis originated, among the more recurrent topics of political discussions over the past decades has been the stagnation of workers' incomes. Real median wage in the US has remained the same for more than two decades, despite the growth of GDP. Between 2003 and 2007, the real income of the average worker increased by only 3%. Looking at the proportion of workers' incomes in the US as a whole, it has been found that the share of wages to total national income in these countries have dropped, especially in the early 1980s and early 2000s. While this is happening, real income of the average executive, however, grew by 15% and that of executive managers by 45%. The larger picture reveals that 50% of all real income increases in the 25 years have benefited the richest 5% of households, and the average executive manager in the 15 largest firms in the US earned more than 500 times that of the average employee (It was 300 times in 2003.). In 2007, US CEOs earned more than 521 times the average employee, as against 370 times four years earlier. Other numbers tell the same story: the average real income of American CEOs together with the share compensations rose to US$24.5 million in 2007, a 10% increase per  year on average and more than the 2.5% for other executives and 0.7% for employees. The top 1 percent of the population in the US doubled its share of national income from about 8 % in the mid-1970s to almost 16 percent in the early 2000s. About one-half of all real income gains between 1976 and 2006 accrued to the richest 5 percent of households.
  

Inequalities, some may argue, can be a sign of – as well as a catalyst for – robust economic growth as it motivates some people to work harder, to 'get ahead, and to invest and/or develop competitive innovative products and services. 

There are several concerns, however, in relation to the negative effects of persistent and widening income gap and when certain groups are barred from achieving greater income equality with other groups (a pertinent question in the context of Malaysia's ethnic relations). These concerns include the social costs those of those at the bottom seeking to gain their share 'by any means possible', as well as the possibility of wealthy groups seeking to block wider redistribution policies. Persistent and widening income inequality can also impact on the rate of crimes, public health conditions, the extent of labour market racial and gender discrimination, corruption, public spending on infrastructure, education, taxation, and so on.
 

On the consequences of income inequality on financial stability, former World Bank economist Branco Milanovic has pointed out that the gulf that existed and widened just before the current crisis mirrored the conditions in the US before the crash of 1929, when the top 1 percent of income earners reached a 100-year record for their share of national income. From that 1929 peak, it tumbled until the 1970s, from which time inequality again rose to where it was in just prior to the sub-prime mortgage crisis of 2007. 

Explaining this, Milanovic said there is only so many luxury clothes, vehicles, houses and so much luxury foods that these US CEOs and their families and the higher income groups generally can own and still obtain satisfaction from. As Milanovic puts it, “There is a limit to the number of Dom Pérignons and Armani suits one can drink or wear.” At some point the wealth of the top income earners are channeled away from luxury goods to investment. The wealth had to be invested more judiciously, so a large flow of it gets channeled in the form of investments into the hands of bankers and financiers. The latter were motivated both by the pool of wealth they had in their hands and the competition they were facing across the Atlantic, among other financial capitals, and thus derived the innovation of exotic and sophisticated financial instruments as well as where the general culture of hyper-financialisation was driven. It was from here that the transformation took place of the “stolid, conservative bankers” into “aggressive risk takers.”

Were such increases for the higher-income classes warranted in terms of the productivity of the companies they owned or managed? By around 1997, it has been pointed out, US corporations' profits had stopped growing. The profit rate of the Fortune 500, for example, went from 7.15 in 1960-69 to 5.30 in 1980-1990, to 2.29 in 1990-99, and to 1.32 in 2000-2002. “By the end of the 1990s, with excess capacity in almost every industry, the gap between productive capacity and sales was the largest since the Great Depression.”

The stagnation of workers wages was, as mentioned earlier, politically flammable for both Democrats and Republicans did not have the ability – or the will – to face the issue straight on. The rich were getting richer, the poor were getting poorer. So how were the 'differentials' in income compensated for without actually being addressed? The answer lay open to policy makers in the form of greater and easier access to easy credit – and lower threshholds to qualify for – car loans, housing loans, study loans, credit cards. In other words, make the 'common' people – unhappy that their lot has not improved – happy by giving them the feeling of having wealth without actually having it. The wealthy, the financiers and bankers, and the politicians, meanwhile, are only too happy for the uncomfortable questions of income inequality to be diverted to the question merely of developing the financial tools to compensate for – rather than resolve – the income differentials. In this context, thus, it is understandable how the financial instruments discussed above did indeed contribute to the financial crisis not as causes in themselves but as triggers to the implosion. Just as there have been many crises over the years, the triggers may vary. The actual, root causes are more often than not, the same. 

Could it have been any different? Yes, argues Milanovic.

“Yes, without thirty years of rising inequality, and with the same overall national income, income of the middle class would have been greater. People with middling incomes have many more priority needs to satisfy before they become preoccupied with the best investment opportunities for their excess money. Thus, the structure of consumption would have been different: probably more money would have been spent on home-cooked meals than on restaurants, on near-home vacations than on exotic destinations, on kids’ clothes than on designer apparel. More equitable development would have removed the need for the politicians to look around in order to find palliatives with which to assuage the anger of the middle-class constituents. In other words, there would have been more equitable and stable development which would have spared the United States, and increasingly the world, an unnecessary crisis”.

FTAs, EPAs

Having discussed the financial crisis, how do free trade agreements (FTAs) and inequality come into the discussion? 

With the widely-held acknowledgment that liberalisation and deregulation played a major role in creating the conditions for the financial crisis, discussions and efforts are ongoing to determine how new regulatory measures and systems should be put in place to prevent future crises from occurring and alleviating the problems of the present one. At the same time, incredibly, parallel efforts and discussions are taking place among those who believe that wider and deeper liberalisation and deregulation are the very answers that countries in the throes of the global crisis are looking for. Malaysia – as have many developed countries, especially – has propagated FTAs as being ideal platforms for countries to ride out of – or alleviate the impact of – the  financial and economic crisis. This is because, they argue, when countries undertake protectionist measures by putting up barriers to trade – either through tariffs or non-tariff barriers – to protect domestic industries against foreign competition during the global crisis, it will only stifle or stagnate economic activity by constraining global trade, and thus exacerbate and prolong problems of unemployment, dampened demand for goods and services, etc. Along these lines, World Trade Organisation (WTO) head Pascal Lamy said that “one's protection is another one's lost opportunity”. 

More specifically, in the context of the financial crisis, the benefits of signing FTAs (or 'economic partnership agreements' – EPAs) are said to be:

1. the transfer and distribution of risks relating to insurance and pension funds as opposed to their confinement; 

2. greater transparency and better management of savings and wealth;

3. a way for producers and entrepreneurs to gain greater efficiency through economies of scale;

4. the easing of supply-side/capital constraints;

5. improvements to financial services managers' efficiency; 

6. better product choice, quality and pricing for consumers.

7. the integration of countries into developed countries' financial systems and economies will serve as catalysts to bring about improvements to their regulatory frameworks.
 

As many have asked, however, why are countries in need of FTAs and EPAs as if they were prerequisites for improvements in, for example, transparency, savings and wealth management, managers' efficiency, products, pricing, and regulatory frameworks? Secondly, the principles contained in FTAs go quite far to introduce, on the one hand, those very same elements – the 'triggers' discussed earlier – that led to the global financial crisis, while, on the other hand, constraining governments against using the regulatory or policy tools available to prevent financial volatility. 

As will be seen below, furthermore, the experience of several developing countries that have signed onto FTAs with developed regions and countries such as the EU and US have found themselves on the raw end of the deal because of the inequalities – the core/root cause of the financial crisis – that such trade agreements have fostered.   

The Theory of FTAs: The Core Principles

FTAs are often described as WTO-Plus and GATS-Plus
 because they go beyond what had been agreed at the WTO or contained in GATS. So what is the baseline from which GATS provide a starting point? The main or core rules derived from GATS that govern FTAs and that are relevant for our discussions are Market Access, National Treatment, Most Favoured Nation and Prudential Carve-Outs.

Market Access (MA) dictates that the parties to an FTA or EPA are to give to each others' businesses access to their respective economies that is no less favourable than that which they have committed to in the agreement between them. Any exceptions, limitations or restrictions to such access, furthermore, should be no more than those set out in the FTA. This has great significance in light of the discussion above on triggers – such as ABSs, MBSs, CDOs and CDS – to the financial crisis because of the provision in current FTAs for countries to allow for the entry of New Financial Services if those services (or financial products) are already provided by a partner country's domestic firms and have been scheduled in the agreement for liberalisation.

With the entry of such new financial services in addition to those already provided by domestic firms, regulators will be hard put to keep up with  them – let alone be able to regulate – to prevent financial instability. In a situation where even regulators in highly-developed financial systems such as the US were unable to keep up with the plethora of new and increasingly complex financial instruments and processes
, what more in less-developed states where the financial regulatory systems – if they are in place – are undeveloped.

One may argue further that even if the domestic firms of a host country have not developed a financial service or product to the extent of sophistication and complexity of firms from the US, for example, there may be nothing to prevent that product from being categorised under the cruder – and apparently more innocuous – original from which it derived but which entail higher elements of risk, speculation and leveraging. As seen from the reports following the financial meltdown, furthermore, many financial institutions and firms did not know the extent of their exposure to risk due to the opaqueness and murkiness  of the transactions and processes by which the credit-risks of those instruments and products were assessed. 

National Treatment (NT) demands that parties give to the each other's businesses ('non-nationals) treatment that is no less favourable than that which they accord to their domestic or national firms except for those regulations that discriminate in favour of nationals which are already inscribed in the schedule of commitments. Many have warned that this principle in FTAs mean that governments would be unable to mete out preferences through regulation or policy to infant domestic financial services suppliers. The latter would therefore have to face the challenge of larger more established firms from developed countries in unfair competition. At a time when governments are pressured to extend even more support for their own respective private sectors to stimulate growth and job creation,
 commitments to implement such provisions would instead stagnate the growth of domestic financial service suppliers in developing countries by spreading stimulus packages thin in order to conform to NT commitments and not violate the principle of non-discrimination.

The size of the financial firms and the potentially destabilising impact of their transactions are by themselves another cause for concern. Hedge funds from the developed countries, for example, are much larger than those in developing countries. Being obliged to allow such large hedge funds can pose risks and grave consequences, as seen in the speculative currency attacks that led to the Asian Financial Crisis. Their occasional targeting of commodity stocks, securities or currencies have been widely acknowledged to have negatively impacted on prices and markets. As Sabune points out, even the US prohibited some of such practices in the last few months of 2008 in regard to financial institutions.
 Yet, FTAs would render difficult for signatory governments' to limit the size of foreign firms seeking to do business in the host economy.
  If some financial firms have become so large as to drive the US, UK and Swiss governments (Swiss banks Credit Suisse and UBS' combined assets total six times' Switzerland's GDP) to mull cutting them into smaller entities out for fear of 'the havoc that can ensue when large, interconnected banks implode,'
 what more for smaller developing economies such as those in ASEAN countries?
 

Along the same lines, given the insolvency of banks in the current climate, governments may wish to impose requirements such as, for example, that foreign banks establish their presence as subsidiaries rather than branches to ensure they have their own capital reserves. It would appear, however, that the FTAs and EPAs would not allow this to happen unless it were listed already as an exception.

The Most Favored Nation (MFN) rule states that that the foreign service or goods supplier is to be given no less favorable treatment by the host country than it accords to businesses from any third country that has concluded an economic integration agreement with the host country. This has important implications for developing countries seeking to foster South-South trade and regional cooperation and integration as FTAs between developed and developing countries automatically grant to the developed countries the same rates of preferences that one developing country may have accorded to its 'major
' trading partners, including developing countries, through the trade agreements it signed on with. This would discourage trade agreements between developing countries as whatever preferential rates granted to a developed country or region by a developing country through negotiations, that threshhold would actually come down to the lowest, or most preferential, treatment accorded to a developing partner country or region of a previously-signed deal. There is almost no point, therefore, for developing countries of 'equal' level to sign FTAs with each other as part of encouraging business activities to counter the global recession.
   

Prudential Carve-Outs: As in GATS, FTAs and EPAs often contain 'prudential carve-outs' for governments to change or even withdraw their commitments that had been scheduled into the agreement as a way to address or mitigate the effects of financial crisis on their economies. Some state, for example, that signatory governments may adopt or take measures 'for prudential reasons' to (i) protect investors, depositors, policy-holders and others to whom a financial service supplier owes a fiduciary duty, and (ii) to ensure the integrity and stability of their financial systems.
 According to one interpretation, the scope given at the WTO to the prudential carve-out provided in GATS has been so wide and comprehensive as to potentially accommodate 'practically any type' of financial sector. Whether the same scope is given to the prudential carve-out of FTAs and EPAs has yet to be tested in the case of a governmental move that can be interpreted as being inconsistent with its scheduled commitments. Third World Network researcher Sanya Reid Smith argues that the prudential carve-out provision in the EU EPAs are narrower than the WTO equivalent. Even the use of the WTO one, she notes, has been challenged by the European Commission.
 Ellen Gould, of the Canadian Centre for Policy Alternatives, writes how the minutes of the WTO meetings reveal a number of sharp disagreements on this point, disagreements that could become full fledged WTO disputes
.   

According to Institute for Policy Studies' Sarah Anderson, unlike FTAs and EPAs, GATS does not prescribe for the referral of a investor-state dispute to the World Bank's International Center for the Settlement of Investment Disputes (ICSID) in the event, for instance, that a firm perceives a partner FTA country's government to have breached its commitments through some measure taken and, thereby, causing losses for the investor
. Investor-state dispute regimes are controversial because policies and regulations may have been put in place by a government in its sovereign capacity to protect or promote socio-economic welfare and interests during times of financial crisis such as the one we are facing currently, to prevent a future crisis from occurring, or alleviate the impact of such crises once they have occurred. An investor-state dispute taken to the ICSID
, or a tribunal set up under the EPA equivalent - the joint trade and development committees – would serve to be a way for contentions against such anti-crisis measures to bypass national courts and sue governments directly in commercial arbitration.
 Argentina, Anderson points out, has faced 44 investor-state cases that relate at least in part to actions taken in response to that country’s severe crisis in earlier in this decade.
 

The ICSID arbitration system is further relevant in our discussion as the expertise of the arbitrators involved are usually confined to commercial matters, and so they may judge according to principles of commerce as opposed to macro-economic considerations.“Indeed, by the terms of the agreements, it does not matter how good a reason the country had for imposing controls in the first place,” stated US presidential advisor Daniel Tarullo.

Policy constraints

While monetary policy are not the subject of liberalisation commitments in FTAs and EPAs, increased market access into developing countries may compound the problem occurring during periods of expansionary monetary policies. The additional capital provided by foreign financial service supplier may exacerbate the negative effects of a climate of 'easy credit' and further fuel consumerist behaviour. (e.g., the expansionary credit period in the US over the past two to three decades leading up to the sub-prime mortgage crisis). In a system where the regulations are well established as to curb such behaviour, the negative effects may be mitigated. 

In many developing countries, however, such regulatory frameworks are either non-existent or not well-developed. If the country concerned has scheduled bound commitments to the commercial presence foreign financial service supplier, then imposing additional regulations to govern credit will have to be made on a non-discriminatory basis. 'Translated into the context of a bound liberalized regime for the mortgage industry,' says Sabune, ' re-regulating the industry may result in an inconsistency with bound commitments.'
 Thailand has been reluctant to make bound commitments at the WTO in the relevant sectors of financial services as it learned – following the housing bubble implosion during the 1997 Asian financial crisis – the importance of retaining the ability to re-regulate and reform its way out of the crisis. We have seen how Malaysia's capital controls – though put in place a year into the 1997 crisis – at least mitigated the worst impacts of the episode.

As we have seen from the current global financial crisis, if regulators in the US and Europe had overlooked, erred or otherwise failed despite their highly-developed financial systems, what more in countries whose regulatory frameworks – if in place at all – have not been in place for long? 

Even assuming the frameworks are in place, would they have the flexibility to address the changing circumstances alluded to above? By scheduling bound commitments in FTAs and EPAs, it is likely that any such flexibility would be curtailed rather than enhanced.  

There are many risks entailed in the entry of large financial institutions and new services for countries whose regulatory frameworks have not developed to the extent that can accommodate their introduction or do not have the flexibility due to (and despite) the commitments scheduled in their trade or investment agreements. In the case of developing countries such as Malaysia, vulnerability to financial market volatility may be even more pronounced.

The Theory of FTAs: EU-ASEAN FTA

Having considered the implications of the core principles contained in FTAs and EPAs, what are the potential impacts of the such agreements between developed and developing countries, particularly on sectors such as agriculture and employment? What do they imply for the state of inequalities in the region? Here we consider some of the forecasted effects of the proposed EU-ASEAN FTA based on a study commissioned by the EU and conducted by Rotterdam-based consultancy CORYS,
 

CORYS' overall assessment contained in its Draft Final Report on the Trade Sustainability Impact Assessment (SIA) of the FTA between EU and Asean is that the impact of the EU-ASEAN FTA is likely to be positive across the board. There are some sectoral exceptions for all countries, it adds. However, some of the exceptions noted are quite significant for ASEAN in their implications for millions of people in the region in the context of the global financial crisis. 

Agriculture

European wheat and processed cereal producers, for example, are expected to see slightly better off times than at present in the long run, says CORYS in its report. Effects on real income in the EU will be negligible as output decreases but prices will rise. On the other hand, other than rice exports from Thailand, grain and ceral production will see negative impact on output in ASEAN, the SIA report continues. As part of the projected 'structural change process' and 'rationalisation of outpout and employment structures', both skilled and unskilled labour are expected to have to shift to production of crops other than grains and cereals and to industrial production and services, generally because agricultural labour in ASEAN is of lower productivity than in other sectors. This will cause problems of unemployment (necessitating time and resources to transfer and retrain agricultural workers for new jobs), and will be a part of the general decline in ASEAN of the rural economy as overall economy undergoes structural change. “The FTA will be playing a small part in speeding up this change”, the report admits. The worst to be affected will be Vietnam, which will see a 11% to 26% cut in output, and 13% to 30% decrease in employment for both skilled and unskilled labour. On ASEAN as a whole, given the larger importance of agriculture in the region, employment will be significantly affected. With the exception of Thailand, the region's small farm enterprises will lose out to the benefit of large farm interprises who will use less labour and more capital.

It should be noted that while agriculture is sensitive to both EU and ASEAN, rice has been a particularly sensitive commodity for ASEAN countries. Malaysia, Indonesia and the Philippines had previously stated they want to develop self-sufficiency in this commodity for reasons of economic and political security.

Poverty in Asean will worsen, predicts CORYS, due to negative impact on real incomes of those in the agricultural sector. The exeption, again, is Thailand. In the other Asean countries, the poverty is projected to worsen, though only in the short term, as workers shift to more productive sectors and their real incomes improve relative to when they were in agriculture. 

The impact on health in Asean countries will be negative because of decreasing output and lower prices push farmers to use more farm chemicals. This will lead to negative health impacts on farmers and the quality of farm products.

Vocational and technical training will be needed for those discharged from the agricultural sector. Those remaining (especially with modernisation of agriculture with larger scale production units) will need to be trained/educated in such matters as operation of mechanical, motorised, electical and computer equipment. food safety requirements, good agricultural practices, trade rules concerning farm product trade that meet the required standards. However, given the straitened circumstances of the financial crisis, how much can governments do to alleviate the problems that will arise from the FTA?

Financial services sector

On financial services, the implications for ASEAN are daunting given Europe's dominant position globally with a 60% share in global financial markets in 2006. Before the crisis, said CORYS, EU banking groups held 52 % of all banking assets worldwide, while EU insurance groups accounted for 38 % of premiums globally.  In the years 2001-2005, EU credit institutions consolidated – in terms of the numbers of institutions decreasing – by 12%, while assets increased by 33%. As a result of this concentration of resources, there are now fewer banking groups, but they own a larger – and growing share – of banking assets in the EU. The number of insurance companies in the EU has also declined due to the mergers and acquisitions that have occurred. There are around 5,300 companies that carry out insurance activities in Europe, a small number relative to the market, with a much larger number of small- and medium-sized firms who own a very small share of the market. The same picture appears of the EU stock market, where concentration is also very high. In terms of trading activity, the five largest stock exchanges in Europe own more than 90% of the market share.

With that picture in mind, and given the modest scale of ASEAN as EU's trading partner, CORYS projects only a very “modest” impact from the EU-ASEAN FTA on EU's financial services sector. There will be only a “minimal” impact on real income in the EU, very small changes to the financial services and insurance output. There will be higher growth in EU exports of financial services, but this – along with imports – will be modest as well. 

The impact on employment in Europe from the EU-ASEAN FTA is also expected to be “very small”. In the long run, there may be displacement as firms in the EU concentrate on retaining their higher skilled jobs while 'offshoring' the low- and medium-skilled work to lower-wage ASEAN countries. This will have an impact on other social issues, such as poverty, health, education and income inequality. There will be a small decline of employment in local firms, particularly, and increased demand in international firms. The EU-ASEAN FTA is expected also to have only a minimal effect on the overall aggregate economic performance of the financial services sectors.  

As for ASEAN, the impact of the FTA with EU will be greatly negative. Regional financial strongman Singapore may see up to 18 % export increase in financial services and 28% in insurance services. However, employment (both skilled and unskilled workers) is expected to decrease in most ASEAN countries.

The Reality of FTAs: Experience of South Africa, Mexico

Having considered the theoretical or forecasted implications of FTAs for developing countries such as those of ASEAN, what has been the actual experience of developing countries such as South African, the Southern African countries, and Mexico in terms of promoting income inequalities for their people?
 

Since the EU-South Africa FTA was signed into force earlier this decade, the South African government's revenues have decreased due to the lowering of tariffs, resulting in the government's decreased ability to fund – especially during present times of crises – social protection and saftey programs for vulnerable sections of South African society (e.g., to ensure children of poor families stay in school instead of working, healthcare for the poor, unemployment benefits). These developments have not been confined merely to South Africa, but to its four neighboring country partners of the Southern African Customs Union. While South African earns only a small percentage of its government revenues from import tariffs, its four Union partners were predicted to lose as much as 15 %, according to the European Centre for Development Policy Management. This is apart from the interim EPA agreement that Botswana, Lesotho, Namibia and Swaziland signed that provided from the gradual removal of 85 per cent of their taxes on imports from the EU between now and 2018.

Considering the fact that the South African economy is facing a loss of about 250,000 as a direct result of the crisis and lead to an unemployment rate beyond 14% in the next five years, the EU-South Africa FTA has significantly impaired the ability of the African government to tackle the woes facing its people.

Before turning to the EU-Mexico FTA, we consider briefly the North American Free Trade Association (NAFTA) signed between Mexico, the US and Canada in 1994. Since then, unemployment in Mexico went from 3.5 % in 1994 to 4 % in 2007. Others say there have been no job increases. In short, NAFTA has seen no benefits for Mexico in terms of job creations.

An increase in jobs in the import-assemble industries occurred soon after 1994 agreement came into effect, but this was not enough to offset the job losses elsewhere. At any rate, jobs in these assembly areas fell after 2000 due to the competition deriving from China. If no jobs were created by Nafta coming into force, then the wages of those employed should have increased as demand for workers increased. Instead, Mexican workers, such as those in manufacturing, have seen their wages fall from 1994 to 2004. Mexico's financial crisis of 1994-1995 saw further compression of wages. In 2005, wages have not risen to the pre-1994 levels.

In terms of inequality, the richest 10 % of households have increased their share of the national income, whilst the other 90 % have lost income or seen no change.

When cheap US-subsidised maize corn flooded Mexico following NAFTA (1,000 tonnes in 1991-1993, over 4,000 tonnes in 1995-96; over 6,000 tonnes in 2001), small and poor farmers were put out of business. The same thing happened in terms of Mexico's meat sector, which has seen a tripling of US meat imports from 1996 to 2005. This has been exacerbated by the elimination of subsidies from the Mexican government for Mexican farm products.

It is estimated that 2 million farm jobs have been lost since NAFTA. Farmers' migration into urban areas to look for jobs have only worsened the suppression of urban wages.

EU-Mexico FTA

Following the signing of the agreement earlier this decade and due to the influx of EU imports into Mexico, Mexico's trade deficit with the EU and the world as a whole have increased. The deficit with EU was at €9.5 billion in 1999 and rose to €15 billion in 2006. This is paid for by FDI from multinational corporations, which have made Mexico weak in the face of EU MNCs leveraging through investment decisions. This also meant that the Mexican government has had to put in place a contractionary monetary (interest rates) and fiscal policy (government spending/borrowing for public expenses) to prevent the trade deficit from spiraling out of control and into another Peso crisis as seen in 1994. The ability to put in place counter-cyclical measures by government investment in public infrastructure or lowering interest rates to encourage domestic nvestments, for example, would be out of government hands. 

Both the EU-Mexico and NAFTA deals are said to have created a dual Mexico economy: on the one hand, an export-focused intermediate sector which sees EU and US MNCs importing intermediate goods (such as cars) to be assembled in Mexico (without any technology transfer arrangements, procurement from domestic suppliers provisions or domestic investment stipulations, etc) and then exporting to other countries. On the other hand, a domestic economy producing for domestic consumption. There are very little links between the two, and thus, very little value-added contribution to Mexican industries in general, and to benefit the Mexican poor, in particular, as there are very little, if any, opportunities for Mexican industries and workers to gain in terms of investment, technology or skills from the foreign MNCs. 

The reduction of tariffs, furthermore, on imported products means the absence of yet another policy tool for the government to develop high technology production and employment.

The freeing of US and EU MNCs from having to keep any portion of their profits within Mexico has meant more and more profits generated from operations in the country have been taken out: from US$2.4 billion a year to US$4.5 billion a year. Unable to use the profits from foreign direct investments as these are being sent out of the country creates “a perpetual cycle which could lead to a financial crisis.”

As a result of agreements on services and investments that it signed with EU, Mexico removed from 2001 onwards several government regulations on service providers. There are now over 7,700 European service providers in Mexico that are in all areas of services, but are made up mostly of those dealing in financial, processed food and professional services. These service providers are treated the same as Mexican firms, are allowed to own as much of local firms as they want, and are not compelled to use any amount of local supplies or retain any percentage of profits within Mexico.

In terms of banking services, foreigners used to be limited to owning 30% of a commerical bank in Mexico; no single individual was allowed to have more than 10% share in a financial institution; and foreigners used to be limited to owning 8% of the entire banking sector. In Mexico was told it could not “put limitations on the participation of foreign capital” in any bank in Mexico (This has led to the entry and domination of Mexico's banking sector by four large banks: BBVA-Bancomer (Spain), Banamex-Citigroup (US), Santander-Serfin (Spain) and HSBC (UK). Of the US$6 billion in profits in 2006, US$5.6 billion accrued to the four banks above plus two other banks – the Canadian Scotiabank and Mexico's Banorte.

The concentration of banking services in a few entities exposed Mexico to even greater financial instability as its foreign-dominated banking sector runs the risk of contracting instability and crisis when problems occur in the banks' home countries. It is striking that the very banks that dominate the banking sector in Mexico are headquartered in the very countries that were among the hardest hit by the global financial crisis.
  

Compounding this concentration of wealth and resources is the tendency of large banks, preferring  multinational corporations and other large firms, to turn away small and medium sized enterprises and businesses applying for credit and loans. Even when they do extend credit, these are for personal loans and consumer loans, not for productive purposes such as to expand small and medium enterprises' operations, marketing, etc. Credit to small farmers, in particular, has collapsed, exacerbating the inability of small farmers to compete and survive in the face of the onslaught by foreign MNCs importing agricultural goods following NAFTA.

Confirming the general pattern of how banks are failing the poor, a 2006 IMF working paper found that “in poor countries, a stronger foreign bank presence is robustly associated with less credit to the private sector … In addition, in countries with more foreign bank penetration, credit growth is slower and there is less access to credit.” Foreign banks, thus, have a tendency to worsen welfare inequalities and are oblivious to the development aims of developing countries.

The lack of credit for small scale indigenous private enterprise is a major problem for the Mexican economy as this sector is critical for creating robust and more equitable development. This is compounded by Mexico’s over-reliance on, but weak regulation of, foreign direct investment which, as already mentioned, has failed to significantly boost growth and employment. 

Tourism accords an opportunity to consider the 'developmental' model that the EU-Mexico FTA is a vehicle for and imposes on Mexico: reliance on foreign direct investment, liberalisation and deregulation, and weak linkages to domestic economy. While all of these were present in Mexico before the FTA was signed into effect, the FTA locked in the elements and gave them the backing of the sanction of the law.

While Mexico used to limit foreign ownership of restaurants, bars and nightclubs to 49 %, that was effectively replaced by provisions in the EU-Mexico FTA that allowed for 100% ownership of these services to foreign companies. In some of the tourist areas in Mexico, therefore, foreign companies such as Spanish hotel chains Riu Resorts, IberoStar, Melia, Oasis, Gala and the Italian company Viva can be found to own up to 90% of all the businesses and services. European companies have, in fact, come to monopolise so many of the businesses in areas such as Maya Riviera that from the time that a European or American tourist arrives to the time he or she leaves, 92% of what is spent in the restaurants, supermarkets, restaurants, bars, diving, shops, car rental or aquatic activities at Maya Riviera actually goes into the pockets of European companies (who are allowed to take all the profits of their businesses out of Mexico) that own the services while only the crumbs – the remaining 8% - actually go into the hands of people in the locality.     

In more ways than one, local communities were edged out not only from the economy by large foreign companies but even, in some cases, off their own lands as well. The arrival of foreign companies to Puerto Juarez, for example, to provide 'all-inclusive' services to tourists managed to edge out almost all local businesses by bringing with them a host of other services. The seafood restaurants do not even have to buy their lobsters from the local fishermen anymore, while European tourists need not go to the local markets to shop but trudge to the giant supermarket chains which they are so familiar with back home in Europe. In the case of Puerto Juarez and that of Mujeres, the local communities have been pushed off their lands by land developers eying business opportunities in the tourist area.

Instead of regulating the tourist service providers by, for example, restricting the number of hotels, limiting access for retail stores, obligations to use local suppliers, joint ventures with local firms and requirements to retain profits within Mexico, the EU-Mexico FTA bans the use of such regulations on European companies.

Malaysia's prospects vis-a-vis FTAs

Given the discussion above, it does not bode well for Malaysia and its current policies of deregulation, liberalisation and preference for looking towards FTAs with developed countries to stimulate the domestic economy to attract foreign direct investments. 

With the many studies that have been done showing how the FTAs between EU and US with Mexico and South African have only heightened inequalities rather than lowering them, it seems to that developing countries are merely adding those ingredients that had been present and fostered the situation of financial volatility leading to crisis. Malaysia, in particular, should consider other strategies – domestic and foreign – in going forward as a nation given the impressive achievements it had gained in terms of addressing that crucial factor – income inequality – that we have seen is determinative for financial stability. Those achievements, however, are now in danger of being reversed considering the worsening inequalities that have developed since the 1990s.

Malaysia's situation in terms of income inequality improved markedly after the government was shocked into implementing affirmative action and wealth redistribution policies following the May 13, 1969 riots. From those watershed years of the late 1960s and early 1970s when income inequalities ameliorated up until the 1990, studies have shown that matters have worsened since the 1990s and into the 2000s. 

Renuka Mahadevan
 and Ragayah Mat Zin
, for example, have shown that income inequality improved from the mid-1970s onwards and throughout the whole of the 1980s after the implementation of the New Economic Policy (NEP), the New Development Policy and their wealth redistribution programs. Data from both studies show that inequalities between as well as within the Malay, Chinese and Indian communities improved. 

Starting from the 1990s, however, and coinciding with the government's push towards greater liberalisation, deregulation, privatisation, and integration into the globalised world economies, there has been a noticeable decline in income equalities. Even between 1999 to 2002, the Gini coefficient was recorded to have increased from 0.443 to 0.461
. Strikingly, Ragayah cited several different reasons for this, including slower growth in the agricultural sector, impediments to internal migration and trade and globalisation.

Additional concerns arise from the current phenomenon in Malaysia of more and more households going into debt not for reasons of business expansion but for personal consumption. After the 1997 crisis, banks and financial institutions turned more towards households financing as part of their diversification strategies and to decrease their dependence on the corporate sector. The household segment, write Norhana Endut and Toh Geok Hua from Bank Negara's Monetary Assessment and Strategy Department, now accounts for more than half (as compared to one-third before the 1997 financial crisis).

At the start of 1998 after the financial crisis of the year before, corporate borrowing made up 67% of total outstanding loans outstanding. From 2000 onwards, however, consumer financing made up of household, automotive and household credit card debt taken over and now stands at 56% of total outstanding bank loans. 

In terms of the household-to-GDP, Malaysia's has grown from 47% in 2000 to 67% in 2007. While the risks that this poses to the financial system is limited due to the household sector's strong financial position and the 'resilient' banking system, Norhana and Toh warn that “as with most forms of credit, the rapid development of household debt can create vulnerabilities, in particular if the debt reaches an unsustainable level.” 

This has led to high-volume, low-value loans and what seems like the diversification of credit risks, and the minimisation of the potential for large losses due to the collapse of a few large borrowers. But at the same time, Norhana and Toh warn, “as lending to households becomes a larger segment of the financial system, it is crucial for policymakers to be aware of the implications for monetary policy and financial stability.” 

Compounding the problem is the proliferation of reports relating to loan sharks ('ah longs') that get on the pages and broadcasts of the media but are not accounted for in Bank Negara's statistics.

“Increased indebtedness means that the household sector has more exposure to interest rate

risks and shocks to household income and house prices,” write Norhana and Toh.

Other signs that Malaysia is inching its way towards the US experience leading to the sub-prime crisis are present. While households are increasingly encouraged – from downward pressures on interest rates, expanded credit coverage and increased loan amounts – to borrow in order to smooth their desired path of consumption over the life cycle, Norhana and Toh also note the “progressive financial liberalisation, deregulation, financial sector consolidation and technological advances have also contributed to the growth in household credit.”
 

The Malaysian government's policies have facilitated greater allocation of credit to households and have promoted home ownership. Banks, meanwhile, are encouraged or required to offer housing loans, especially to low-income borrowers, and this is in tandem with a series of liberalisation measures and fiscal incentives for the property sector. 

“In terms of funding, a government-sponsored lending institution, Cagamas Berhad, plays a pivotal role in the housing market. Cagamas, a specialised secondary market institution, purchases or refinances mortgage loans from originators (mainly banks) to provide them with long-term funding. Besides these developments in the housing market, the streamlining and reduction of duties on cars have also boosted the demand for household credit.”

Concluding Remarks & Recommendations

In light of the discussion above relating to the credit consumption binge and rising inequalities in the US, it is indeed alarming that a country such as Malaysia shows signs of heading in the same direction. In two ways, already, Malaysia has taken the same steps that took the US towards the sub-prime mortgage crisis. Incredibly, it faces a very uncertain future as it turns towards a third policy direction of signing FTAs with the very same industrialised countries from which the crisis originated, agreements which currently contain, however, provisions that may constrain Malaysia – whose regulatory framework is far from ideal – against regulating its financial volatilities. 

As we have seen, without a sound regulatory framework already in place, a government seeking to re-regulate following a crisis would find it can only do so by implementing the regulations on a non-discriminatory/National Treatment basis if it does not want to violate its FTA or EPA commitments. Doing so, however, would worsen the already uneven playing field between the foreign financial services firms which – unlikely the usually less competitive domestic firms – are likely to be better-resourced and better-capitalised to face the re-regulation exercise. Obviously, this would worsen a developing country's ability to keep its domestic firms afloat during the turmoil of the financial crisis. 

Governments such as that of Malaysia should not only be able to re-regulate the financial services and other sectors of the economy but also have the flexibility to review and introduce new regulations to address changes that occur in the domestic and international business environment. 

While directed at the African and Pacific countries, Sheila Sabune's comments are also applicable to developing nations such as Malaysia: 

'… countries engaged in EPA negotiations should […] be cautious not only of the need to develop regulatory capacity, but also to ensure adequate flexibility within regulations so as to allow for room to respond to unforeseen circumstances such as those we see in the context of the financial crisis-a situation which seems opposed to the notion behind a full national treatment commitment, for example.'
  

Transparency in the re-regulating process is important in and of the regulations themselves. The issue of derivatives mentioned above re-enters the discussion here on transparency due to the opaqueness of many financial instruments mentioned early in this report and the process of securitisation and the lack of disclosure by banks and financial firms and institutions such as credit derivatives markets.
 The further back that one seeks to trace such securities and derivatives as CDOs and CDSs to their previous owners, the less one knew about who held them, what risks they entailed, and how these risks were calculated.     

Part and parcel of the need for greater regulations, thus, is the demand for rules that ensure transparency in and of financial instruments and transactions. As Sabune puts it, however, 'this trend is one that countries engaged in services negotiations, including on financial services in the EPAs need to be cognizant of, since Europe's push for new commitments in financial services seems oblivious  to this reality'. 

Governments must, therefore, come to terms with the imperative of, and deliberate, financial globalization very carefully and prudently with the awareness of the social consequences of each policy. A studied reversal of the deregulation process that had taken place over the past few decades must be undertaken. 

Improving on transparency and accountability measures and reinvigorating the regulatory framework and capacities of domestic governance institutions are also imperative to prepare developing economies – insistent as governments are in regarding foreign investments as the solution to the problem of recession
 – for economic globalisation as a whole. 

When financial liberalisation is applied without first ensuring macroeconomic stability and that the  supporting institutions and policies are in place, as researchers from the Levy Economics Institute have pointed out, it is often followed by “devastating crises and increasing economic inequality”. 

“Without adequate regulation and supervision, financial institutions may take excessive risks. The poor appear to pay a higher price than the rich in the aftermath of these crises. It is important to provide the poor with sufficient access to consumption smoothing mechanisms to alleviate poverty. For this purpose, various measures have to be taken. Revising the credit evaluation and lending criteria of financial institutions to make them more appropriate for small-scale borrowers is one such measure. Setting the legal and institutional framework for alternative lending practices, such as group lending, is another one. Equally important as providing access to credit and financial services is providing the poor with education, safety nets and basic health services. Unless they are equipped with the proper skills to take advantage of the financial services and to manage the debt, the poor may not benefit at all from the new set of prospects. The core of the discussion is that if financial liberalization were to be introduced, it must be designed with poverty reduction as its thrust in order to benefit the poor. Otherwise, the market by its nature will benefit those who already have access to economic resources or to information and those who are strategically positioned to take advantage of the opportunities offered by the market.”

Taming the financial instruments, eying more closely the financiers and bankers so that they do not any more indulge in excessive speculative and predatory activities governments, and strengthening the regulatory economic framework of national economies, is far from solving the problems at hand.

As seen above, the structural flaw that allowed for the growth of a distorted hyper-financialisation-led 'development' is not technical or financial in nature but lies in the real economy – the problem of excessive income inequality. Income inequality and concentration of wealth increased the elements of instability. 

In order to address this, governments cannot avoid redressing the distorted labour and social policies and institutions that contribute towards the distortions in income. Strengthening strong tripartite (government, employers and workers) institutions and labour and social regulations and protection, and the genuine respect for workers’ fundamental rights tend to tame excessive income inequalities.
 Policies to redistribute the gains of economic growth and move towards greater economic efficiency – – such as through greater progressive taxation – must also be put in place.
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