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VOLUME TWQ: SECURITIES MARKETS IN GLOBAL POLITICS

The previous chapters outlined the development of modern securities
markets, covering their origins, functions and main participants. The rise of a truly
global securities market came as a logical outcome of that development and was
reinforced by other factors, external to the economic nature of the securities market
itself.

As has been pointed out, one of the distinctive features of the global
securities market is a high level of systemic risk. Financial market operations
spanned the globe and contributed greatly to an ever-growing integration and
interdependence of national economies. Nevertheless, global financial transactions
had not been perceived as a potential threat to stability of the system until the 1982
debt crisis. Since then, perceptions of global linkages, international responsibilities
and actions, as well as national policy, have been undergoing radical change. The
evolution of conceptions concerning various economic and political i1ssues was
further supported by a number of incidents that followed the explosion of the debt-
bomb. There was the 1987 stock crash and the mini-crash in 1989, as well as a
number of widely publicized financial scandals. All this revealed a serious level of
fragility of the global (as well as the national) financial structure.

At the same time, these incidents drew attention to numerous loop-holes and
inconsistencies that exist in financial regulation. It became obvious that finance 1s
no longer just the concern of domestic economic policy. Today’s level of
internationalisation of banking actually "upgraded” finance issues on the political
agenda. International financial problems have increasingly come under the scope of
international relations, 1. e. foreign policy.

"By becoming truly international actors, banks have entered as full

participants into the realm of foreign policy. High finance and high politics

are now closely interdependent."’

Rising awareness of major countries that an innovative, global approach to
international finance should be taken laid the ground for a new stage in international
cooperation and policy formulation. Policy choice between efficiency, profit and
growth, on one hand, and system soundness, control and regulation, on the other
hand, was not seen any more as involving contradictory (mutually opposed)
alternatives. Also, perceptions of policy formation changed in the way that new and
different actors, other than the governmental ones, became parts of the policy
community. The global political debate evolved to include various actors, with



different motives, goals and values that they sought to achieve. Several stakes were
brought onto the agenda, covering "problems” that have been perceived as the most
urgent and serious in relation to the functioning of the global securities market.
The purpose of the following chapters 1s to add a "political” dimension to the
theoretical, economic analysis of the first part. In order to get a "full picture”, the
focus of the analysis has to be shifted from the theory, facts and figures, to the real
world of actual banks, operating international organizations and (still) existing state
boundaries. Global securities transactions do not take place in the ideal-type world
of economic theory, but in the world consisting of different actors, decisions and

strategies.



CHAPTER FOUR: WARNINGS

Financial markets today perform a wide range of functions in the process of
social reproduction. Generally speaking, the most important function is to provide
the best use of accumulation. Also, financial markets have to produce information
about financial assets and flows, 1n a way that enables adequate signals to be
transmitted to market participants. In addition, the securities market, together with
other financial markets, has to be one of the information sources for government,
in formulation and implementation of the national macroeconomic policy. This is
clearly the argument in economic theory, but in reality the "communication
channels" between the market and the government are often obstructed by various
barriers and time gaps. These communication obstacles sometimes originate from
the collision of interests between major market participants and the government (see
Chapter 3, on the origins of Eurodollars). Sometimes, different actions taken by
different government departments reflect conflicting goals and strategies, and
simultaneously cut across different policy domains (e.g. the support of expansion
abroad can enter into a collision with certain foreign policy goals). Under other
circumstances, information produced in the market can be inadequate due to a lack
of regulatory and legal attention being paid to certain market elements, products or
participants. Finally, governments and other market participants can be misinformed
due to speculation and fraud. However, it took billions and billions of dollars in
bankruptcies, non-performing loans, thefts and frauds for financial markets’ signals
to be taken seriously into the consideration. This chapter is therefore focused on
recent, most important warnings sent out by global financial markets - warnings
concerning both an underdeveloped structure (of regulation) and overdeveloped
processes.

4.1. The debt crisis

On August 12, 1982 Mexico announced to the world that it was no longer
capable of servicing its external debt, and the suit was soon followed by Brazil and
Argentina. At that time Mexico’s external liabilities (official and private long-term
debt, short-term debt and IMF credits) amounted to 82 billion dollars. It represented
almost 11 percent of the total foreign debt outstanding for all capital-importing



developing countries. Taken together, the share of these three biggest debtors in
total developing countries’ debt was over one-quarter when the crisis broke in
1982.2 This came as a "shock" to all creditors, although there had been signs
troubles were coming earlier in the year. In February 1982, the peso was devalued
by 50 percent, followed by political and economic disturbances that encouraged a
major capital flight from Mexico. The Falkland crisis in April 1982 resulted, inter
alia, in freezing 1 billion dollars of Argentinean assets in British banks, which in
turn caused Argentina’s default on debt-service payments. This also raised fears that
it would declare a general debt moratorium, which could eventually spread across
other Latin countries.

However, the outbreak of the crisis was seen as a potential global
catastrophe, and the efforts to contain it were seen as a pure "rearrangement of the
deck chairs on the Titanic".® That fear was based on the fact that the world
community had never before been faced with a crisis of such a size, reach and
complexity. Many commercial banks became so deeply involved in sovereign
lending to developing countries that a potential default of any of the major ones
‘would have severely endangered nattonal financial structures and the international
financial system as a whole. It was (finally) realized that the banks alone could not
properly handle these problems. To the extent that potential defaults could affect
domestic structures, the problem outgrew the sphere of monetary aggregates and
economic relations. Perceived threats to national financial systems were not any
more seen as just economic dangers, but also as political questions. They have
become foreign policy concerns. The situation was particularly "delicate” for the US
money centre banks, like Citicorp, Chase Manhattan, BankAmerica, etc. In 1982,
the nine large money centre banks in the US had over 250 percent of their capital
in loans to developing countries.*

"How could these presumably prudent institutions have made such a large

number of apparently dubious loans? Much can be learned about the

dynamics of international banking by examining some of the reasons why
banks could have allowed themselves to become as deeply involved as they

did. Explanations could also aid greatly in the framing of an appropriate

public policy on international banking for the future."

Although the origins of the debt crisis could not be solely located within the
securities market, international responses to the crisis are instructive for this part of
the analysis. Beforehand, it is necessary to outline the conditions under which the
debt problem started to emerge.

It is generally accepted that the crisis had three basic causes. On the debtor
side, it was imprudent macroeconomic management. As it has resulted from a
unique interplay of economic and political factors in the developing countries, it
certainly deserves more clarification.

Firstly, public expenditures were relatively high and not always directed to



the most productive uses (such as, stimulation of employment, human resource
development and industrial consumption). They were also not used to smooth the
imbalances resulting from extensive horizontal social migrations, neither they were
used to alleviate the consequences of high population growth.

Secondly, high public expenditures were coupled with relaxed fiscal and
monetary policy, contrary to the basic economics but 1n line with domestic political
developments in some of the debtors. The latter primarily concerns the rise of
authoritarian regimes and of militarism. Although it may seem contradictory at first,
relaxed fiscal and monetary policy were actually pursued at times of high military
expenditures. Low taxes and easy access to the credit market were definitely
effective ways to acquire public support and legitimation, at least in the short run.

Thirdly, the heavy burden of public expenditures also originated from
oversized, inefficient bureaucratic machineries. These were less often used to carry
out macroeconomic policy, but were instead indispensable channels for political
bargaining, bribery and corruption.

Fourthly, even 1n the countries which were developing a sort of long-term
Industrial policy (mostly larger Latin American debtors), import-substitution
industrialization was by far more popular than the promotion of export. It is
accepted that the first approach to industrialization requires a longer period and a
constant 1nflow of financial and technological resources. However, excessive
borrowing that was practised by a great number of developing countries was just
seldom used to support long-termn industrialization. Far more often, inflow of
foreign capital was directed to military expenditures.

Fifthly, there was the problem of "capital flight" which incorporates many
of economic and politicél features of developing countries. While governments were
heavily borrowing abroad, private investors from the same countries were acquiring
foreign assets at a substantial rate. Capital tlight is usually described as

"... short-term outflows for speculative purposes or outflows resulting from

economic or political uncertainties in the home country. In other words, it

1s money ’fleeing’ from the country rather than external investment guided

by long-term economic consideration."®
Due to different criteria used to quantify the extent of capital flight, estimates of its
importance vary. In 1982, the ratio of cumulated capital flight to total external debt
was between 15 and 30 percent.” To put it simply, for every one dollar of credit
that had been lent, between 15 and 30 cents "flew" out. Capital flight occurs most
often in developing countries with relatively free payments systems, overvalued
currencies, highly controlled interest rate and growing fiscal deficit. All this is
combined with a relatively larger perceived investment risk, resulting from
underelaborated legislative arrangements (e.g.inadequate private property protection,
possibilities of expropriation, etc.) and the instability of political and economic
conditions. The advent of capital flight from developing countries have not just



diminished the availability of funds in the country, but have also affected the attitude
of creditors. They have become less willing to finance future capital flight.

The advent of the debt crisis is most often analyzed from the economic
perspective, treating the political performance of Third World governments as a
residual rather than an explicit variable. L. Snider has offered a model for assessing
the relation between the political capacity of developing countries’ governments and
the probability of debt service suspensions.® The concept of political capacity takes
two dimensions in evaluating government performance: 1) a government’s ability
to penetrate society and exercise effective authority, and 2) a government’s ability
to extract human and material resources to support its objectives.” Snider develops
the concept further and adds two other variables: the existence of capital flight and
the foreign creditors’ judgement about the government’s ability to manage economy.
So, the political capacity of a country will be higher if: a) the government carries
out prudent fiscal management, b) the level of local investors’ confidence in the
government’s ability to manage the country’s political and economic problems is
high (i.e. if there 1s little capital flight), and c¢) the government is perceived as
manipulating macroeconomic policy for structural adjustment, rather than for
accommodating the demands of local political groups. The higher the political
capacity, the lower the probability that the country would enter serious debt-
servicing problems and suspend debt-service payments. Snider concludes that

"the developing countries’ suspension of payments on their external debt is

as much a consequence of the political weakness of their governments and

the excessive politicization of their economic policies as it is a result of
unfavourable structural changes in the international economy.""

On the creditor side, the debt crisis was caused by imprudent lending of by
commercial banks. The attribute "imprudent” relates primarily to their lending over-
exposure 1in relation to capital and short-term strategy of profit maximization. The
"over-stretching” was nothing new to commercial banks, but the extent of that was
largely precedential. A highly profitable lending to sovereign clients was seen as an
opportunity that had to be used immediately and intensively. Furthermore, loan-loss
reserves were very low because of the wide-held illusion that sovereign borrowers
~could not go bankrupt. Low reserves could be also interpreted from the aspect of
inadequate rating of potential borrowers’ creditworthiness, due to the banks’ own
incapabilities and due to somewhat misleading financial information given by
borrowers themselves. Imprudent lending also concerned declining spreads on loans,
due to a fierce competition between the banks for sovereign clients (see Table 1,
page 9). Finally, there was a general economic and political context that encouraged
these developments. The abundant supply of funds (petro-dollars) logically flew into
already internationalized commercial banks. Rising demand for capital, on part of
the oil-importing developing countries, could easily be met through commercial
banks’ strategies that relied on the turnover increase and swift profit seizing. Real



interest rates during the seventies were exceptionally low and for a few years were
even negative (lower than the rate of inflation) and the interest was fixed.

"It will be recalled that the 1976-1979 period was characterized by largely

unanticipated worldwide inflation; until at least 1978, most lending was at

fixed interest rates, and the resultant ex post real rate of interest was
negative."!!
Under these conditions, the borrowing became increasingly attractive. Having in
mind the experience of lending to East European countries, creditworthiness of
potential borrowers seemed promising. In the 1970s, commercial banks took over
the leading role in creation of international liquidity for balance-of-payments
purposes.

"Medium and long-term international bank commitments totalled some 225

billion dollars 1n 1976-82. In 1982 alone, such commitments amounted to 42

billion dollars, with Latin American borrowers accounting for 23 billion. "!?

Moreover, there was a range of widespread misconceptions concerning the
lending to developing countries. At least until 1979, the shift from official to private
flows had been seen as a "healthy” development that underscored flexible and
efficient functioning of financial markets. Besides, the recycling was regarded as an
efficient allocation of world accumulation. Capital flows were thought to be self-
financing, due to high, expected, real rates of return on investments in the borrower
countries. Furthermore, capital injections would greatly contribute to the
deveIOpment of market economies in recipient countries, this way improving their
integration into the world economy. It was widely held that countries cannot go
bankrupt, cannot fail to exist, so the inherent lending risk is not of a substantial
height. In addition, it was thought that borrowers would not deliberately enter into
default, for i1t would hurt only themselves and shut them out from the world
financial markets. Another popular misconception at that time was related to banking
strategic policy: any risk in international banking was considered as being safely
limited through geographical diversification and shortening of maturities. So, the
banks were already on the global scene when lucrative opportunities opened up and
they were able (allowed) to use them extensively.

The shift in worldwide economic conditions in 1979-1980 was dramatic: the
worldwide inflation accelerated (in mid-1980, the G-7 average inflation rate was
over 12 percent!), oil-importing countries’ current account swung sharply negative,
and the recession set in.'”> Most importantly, there was a change in the policy of
industrialized countries. Anti-inflationary action became the highest priority,
monetary policy tightened and interest rates rose to over 15 percent in 1982.
Worldwide recession and rising protectionism in the industrialized world caused a
reduction in developing countries’ exports and seriously lowered their growth rates.
The balance-of-payment crisis in the developing countries was inevitable. Their
current-account deficits rose from about 30 billion dollars in 1978 to over 100

10



billion dollars in 1982. The outstanding long-term debt rose from 360 billion dollars
(1979) to 552 billion dollars (1982)."* As their export earnings were falling and the
interest rates were rising, the burden of the debt became too heavy. The following
table summarizes main features of the debt crisis.

Table 1: THE DEBT BURDEN 1979-1989

 |omo | 1982 | 1984 | 1986 | 1989

Total outstanding long-term debt | 359 351 673 753 1000
(billions of USY)

Spontaneous lending as % of 8% | 42% | 49% | 61%
total financing *

Average spreads (in % over
LIBOR) |
-developing c. 0.9 0.6 0.7
-industrialized c. 0.7 0.4 0.4
Average maturities (in years)
-developing c. 8.5 6.8 7.0 3.1 8.0

Total debt/exports ratio (in %) 152.4 | 157.9 | 194.9 | 146.5

Ratio of debt service to GNP n

(in %) “
Restructured debt 105 60.5 52
(billions of US $)
--

Debt conversions
(billions of US $) **

* Total financing includes cross-border commercial bank claims on
developing countries: fac111t1es, spontaneous lending, concerted lending and
bonds.

** Face value of debt converted under various schemes, but not including
cash buy-backs and debt exchanges.

(Sources: IMF [April 1990]: "International Capital Markets”, UNITED
NATIONS, Department of International Economic and Social Affairs:
"World Economic Survey 1990")

What is of great interest for the course of the study is the evolution of
responses to the debt crisis. It 1s held that the debt-crisis management passed
through several phases. It seems this path greatly resembles changes in perceptions
about actors responsible for the crisis management, as well as about ways and means
to carry it out.

In the first phase, in 1982-1983, commercial banks assembled short-term
emergency packages because it was thought that liquidity problems were temporary.
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Loan maturities were prolonged and new financing disbursed, at spreads of over 2
percent above LIBOR.

The second phase was in 1984-85, during which debtor countries took time
to prepare and implement required reforms, and creditor banks engaged in building
capital and reserves. It was the period when certain important changes were
introduced. Multiyear rescheduling agreements (MYRASs) replaced single-year
rescheduling. Longer grace periods were allowed, and longer maturities agreed
upon. It was also the period when the spreads over LIBOR were very low (1 to 2
percent). Most importantly, there was a significant change in perception of the
problem: it was not seen any more as a temporary liquidity problem, but rather as
a longer-term solvency problem.

The third phase began with the IMF/World Bank meeting in October 19835,
when the so-called "Baker Plan" was announced. Growth-oriented structural reforms
in debtor countries were emphasized, as well as the need for the banks’ home
countries to become involved in the crisis management. The planned target of 20
billion dollars in new financing by the US banks was never achieved, but it became
clear that without additional capital inflows debtors would not be able to carry out
reforms. Another multilateral financial agency, the World Bank, was brought into
the fray.

"It was suggested that annual disbursement from the World Bank and the

Inter-American Development Bank to principal debtor countries should, over

the period 1986-88, rise by about 50 percent from the projected rate of 6

billion dollars a year.""

The role of the World Bank should also be enhanced by the operations of both the
Multilateral Investment Guarantee Agency (MIGA) and the International Finance
Corporation. These operations would assist in attracting non-debt-creating capital
flows to developing countries. It was realized that the adjustment (reforms) and
growth should reinforce, not conflict, each other. By the same token, more
cooperation was needed between the US government, the international lending
institutions and the banks.

Another important development 1n the perception of the crisis management
occurred in this phase. It was recognized that a substantial portion of the
responsibility rests upon the industrialized countries. Enlargement of the "economic
pie", through economic growth, involves

"... not only a concerted effort by the debtor countries to increase their

exports, but also continued access to markets in the industrialized countries.

This latter condition is absolutely essential..."!°
In other words, the misconception regarding the functioning of the world economy
(as consisting of separated national economies) was brought to an end. It was finally
realized that, besides enhanced multilateral action and improved macro-economic
management in the developing countries, the management of the debt crisis required
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new forms of international cooperation. This implies coordination in a way that
would enable countries to take full account of the international repercussions of their
own policies (mostly fiscal and monetary policy).

During the fourth phase, the crisis management relied on an increased role
of the market and the list of restructuring options has been substantially expanded.
It was necessary for the banks to write down the balance sheet (face) value of the
loans in order to rationalize their portfolios. Operations on the secondary market
initially took form of loan swaps and cash buy-backs (the retirement of debt at a
discount through a cash prepayment). Available indicators point to steady growth
of the market: from an average turnover of 5 billion dollars (1985-86), it rose to
around 30-40 billion dollars in 1988. However, secondary market prices fell from
around 70 percent of the face value in 1986, to around 30-35 percent in 1990."

During the fifth phase debt conversions became an ever important
component, and initially included a change in the nature of the claims: debt-equity
swaps and exit bonds.'® Management options later included cofinancing facilities
with the World Bank and trade financing facilities. The application of the broadened
menu of options has been facilitated by, and contributed to, the expansion of the
secondary market for the developing countries’ debt.

Other types of debt conversion have also attracted interest of both creditors
and borrowers. For example, debt-for-exports transactions involve the exchange of
claims for local currency that is then used for the settlement of payments to
exporters in the debtor country. Debt-for-nature swaps imply that the debt 1s bought,
at a discount, by conservation organizations and later converted into local funds for
environmental protection. Debt-for-good-causes operations rely on the creditor
bank’s donation of claims to charitable organizations which will use them in the
debtor country. |

This phase in the crisis management came with a wide-spread recognition
that voluntary debt-reduction and new financing are not mutually exclusive, and that
creditor banks should greatly enhance their defensive strategies (loan-loss
provisions). In March 1989, the so-called "Brady Plan" was announced. The
proposed voluntary debt-reduction should be accompanied by additional commercial
banks’ financing, and by the support debt-reduction programmes provided by the
World Bank and other institutions. Of course, this was aimed to solve (to ease) debt
problems of developing countries which had prepared viable (acceptable) economic
reforms. The 1990 package for Mexico included almost all of the developed
techniques and instruments for the debt management.'

The debt-management techniques were accompanied by a reduction 1n
exposure of large commercial banks. The US banks were the most "enthusiastic” in
this sense: their total claims on the developing countries were reduced from 145
billion dollars in 1983, to 85 billion in 1989. During the same time, bank capital
was gradually built up and the ratio of their external claims to total assets was
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lowered by almost 50 percent.?® This balance-sheet improvement recorded by large
commercial banks was not just the choice of their changed strategy, but it came
more as a result of government pressures imposed on them in order to prevent
systemic failure. The so-called "public umbrella” to cover over-exposed banks, or
precisely the safety net which should prevent large-scale bank failures, proved to be
neither cheap nor easy to open. Governments agreed to back-up the debt-
management arrangements, but under the condition that banks strengthen their
capital base and provide additional (although limited) new financing. On part of the
banks, their strategic policy was aimed to correct the "disaster myopia" that
characterized their attitude towards lending to the developing countries in the 1970s
and in the beginning of thé 1980s. After 1982, a more cautious and defensive
approach was taken, so that new financing to developing countries almost
disappeared. This was exactly the reason why the Baker plan failed.

Since mid-1989, some developing countries (mainly Latin American ones)
have regained access to voluntary sources of private capital. This took the form of
international bond issues on the main capital markets, of trade and project financing
and short-term interbank facilities. These flows were mostly encouraged by
substantial privatization programmes in Lafin America. However, the large
syndicated bank credits did not resurface.

On the side of the official financing (developing countries’ debt to
governments and officially guaranteed export credits), the Paris Club actions have
to be mentioned. The Paris Club is a multilateral forum created for the purpose of
assisting the developing countries in rescheduling their debt to foreign governments.
This assistance was traditionally related to temporary international liquidity
problems, but later was extended to more substantial debt restructuring. Some
actions of the Paris Club in 1988 ("Toronto Terms") and 1990 ("Trinidad Terms",
implemented unilaterally by the UK and Canada) clearly demonstrated that the
creditor governments had accepted the fact that a more flexible and longer-term
approach was necessary. This included more substantial debt-cancellations and
restructuring on concessional terms (longer maturities, longer grace periods, lower
interest rates, etc.). The actions aimed at more extensive debt relief were taken
almost simultaneously by the G-7 at the 1991 London summit, and by the IMF and
the World Bank at their 1991 Bangkok meeting. It was concluded that a more
extensive debt relief was needed, particularly for low-income countries. More
important, some arrangements of the Paris Club with Nicaragua and Benin (in
1991), as well as with Bolivia and Tanzania (in 1992) included a "good will" clause.
Under that term, the Paris Club agreed to consider further debt relief after the
consolidation period, and committed itself to reconsider the debt problem in three
to four-years time. It was concluded that the debt strategy should be strengthened
by expanding the number of support channels. This should include the provision of
new financing, various forms of debt restructuring and aid on highly concessional
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terms. >
So, the evolution of the debt strategy underscores several points that have

been taken in consideration. Alongside with the development of financial techniques
for debt relief, it was realized that the strategy should be a long-term and
comprehensive one. The main causes of the crisis are of a structural, not temporary,
nature. These structural imbalances concern not only economies of the developing
countries, but also the world economy as a whole. It was a threat to the stability of
the global financial system that pointed out a high level of world economic
integration. For that reason, responses to the crisis should rely on new forms of
multilateral action. The debt crisis management should involve different kinds of
participants: governmental actors (from both creditor and debtor countries), private
financial institutions (commercial and investment banks, institutional investors),
international governmental actors (G-7, IMF, the World Bank, the Paris Club, the
Non-aligned Movement, the Organization of African Unity, etc.) and international
non-governmental actors (e.g. professional financial associations, conservation
organizations, charitable c;rganizations).

It was perceived that the approach to the problem should focus more on
economic conditions and performances. It has to be more linked to the real economy
and not limited within the "financial world". This shift is already evident in the
scope of restructuring options. Several menus include debt-conversion schemes
which are based on economic performances of the debtor country, such as debt-for-
exports swaps, value-recovery clause, etc. Also, the improvement of the economic
environment requires certain actions of the creditor countries (dismantling
protectionist barriers, government loan guarantees, etc.). Creditors have realized
that the global approach must not bring adjustment efforts and the economic growth
of the debtor countries into a collision. This demonstrates that a closer collaboration
between commercial banks and debtors, on the one hand, and the international
financial organizations, on the other, is a necessity.

Responses to the debt crisis also emphasise that a new approach towards
financial markets is essential if some of the causes are to be eliminated. Some of the
basic financial market functions have to be re-examined, from the aspect of both
national and internattonal regulation. This primarily concerns the allocative function
of the market, i. e. to what degree financial markets should be autonomous in order
to provide the best allocation of accumulation. In addition to that, the informative
function of the market has to be used for controlling the level of systemic risk.
Also, it has to be analyzed what forms and modalities of regulation are
complementary to the global level of financial market functioning. A new approach
should take into account the changing nature of the role of government in balancing
different "national" interests and goals. Financial links created the underlying
structure of global interdependence wherein almost each and every issue cuts across
finance. "High finance" outgrew the limits of so-called low politics (economic and
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social issues) and increasingly became the auspices of "high politics" (in this case
foreign policy). This clearly demonstrated how demarcation lines between different
policies are becoming more and more blurred. Under these conditions, the
government should rely more on active communications with the banking (financial)
community, but also on improved contacts within the community itself. A new
approach should not seek to over-regulate the market, because many historical
examples deny the efficiency of stringent regulation in banking. Artificial functional
or geographical barriers, contradictory to fundamental business motives, have often
been overcome with more or less difficulties. The purpose of a new regulatory
approach should be to allow "entrepreneurship” in banking, but at the same time it
should condition the safety of the public umbrella with a sound and prudent banking
policy. Namely, banks should be safe within the national financial system but the
price that has to be paid i1s an improved capital base, adequate information
disclosure and a vigilant lending policy.

The debt crisis management 1s the most illustrative example of how the world
community (more precisely, major industrialized countries) responded to the global
financial threat. On the whole, the actions taken from 1982 to 1989 can be described
as a continual interplay of various actors and of various goals. In the first and the
second phase, main actors included debtor countries’ governments and the IME. The
third phase was marked by the US government initiative, after a more active
approach was taken by a great number of developing countries. The latter was
certainly a new development, concerning a very limited number of actors
participating in the previous phases. A wider scope of the debt-crisis politicisation
underscored a number of dimensions from which the problem could be analyzed.

The period from October 1987 to March 1988 saw a number of initiatives,
conferences and summit meetings, all concerned with the debt crisis. The IMF
introduced the enhanced structural adjustment facility (ESAF) in October 1987. The
Commonwealth meeting in Vancouver, in October 1987, welcomed ODA-debt
write-offs by Canada for African Commonwealth countries. In December 1987, The
Paris Club agreed to provide new, fresh aid to low-income African countries.
Brazil, Argentina and Mexico formed the "Group of Three" in September 1987. A
summit meeting of eight Latin American debtor countries was held in November
1987, in order to discuss possibilities of a joint response to the US banks. The
Organization of African Unity (OAU) held a special conference on African
indebtedness in November 1987. Following the 1987 Harare summit of the Non-
aligned Movement, the South-South Commission was set up to facilitate cooperation
between debtor countries themselves. These were just few among many other
activities initiated by debtor countries.” However, this phase is significant for the
course of this study as it clearly points out a diversity of channels in international
relations.

The fourth phase in crisis management featured an intensification of banks’
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initiatives. Finally, in the fifth phase, the US government initiative involved creditor
banks, international institutions and debtor countries governments. The final phase
also underscored a shift in perception of the debt crisis: it was not seen (and dealt
with) just as an economic threat, but as a political threat as well. The latter
dimension was particularly emphasized by the need for "delicate" balancing between
two overreaching aims: systemic efficiency and systemic stability. An episode that
is described 1n the following section provides another dimension to this efficiency-
stability balancing.

4.2. The 1987 stock market crash

Ever since the Wall Street collapse in October 1929, both financial market
regulators and participants have been aware of the danger involved in a sudden
market collapse. However, as the decades were passing, the lessons from that
turbulent period were put more and more behind. The so-called disaster myopia
(already mentioned in the former section) was progressively developing, enforced
by every major economic upswing. Then, suddenly, within just four working days,
general perceptions of the global financial structure was enriched by a new and
dramatic experience. This does not imply that financial fundamentals (operations,
participants, strategies) underwent radical changes, but since October 1987 many
beliefs concerning the securities market have been altered.

It 1s generally accepted that the 1987 Crash happened on the Black Monday,
October 19th. During that Monday and the next day, the Dow Jones Industrial
Average (DJIA) collapsed over 22 percent, or 508 points. Just for the comparison,
on October 28th, 1929, Dow Jones declined almost 13 percent. Another indicator,
Standard & Poor’s 500 share index, declined almost 20 percent on October 19th
1987. The FT-SE in London was down 12.2 percent, the DAX index In Germany
went down 7.1 percent, and all other major markets were seriously affected. The
Honk Kong market was down almost 35 percent, which induced its closure. The
Australian market received the hardest hit: a 44.7 percentage decline.”* According
to some estimates, the crash wiped out almost 1 trillion dollars of financial wealth
in the US. It drastically lowered the volume and frequency of share-related activities
on all the main markets, including the Euromarket as well. Major national markets
experienced decline to various degrees (see graph 1 in the second chapter). The
value of new issues of Euroequities, for example, went down almost 60 percent in
1988 comparing to 1987. |

Although 1t was the first financial shock with a global reach, the 1987 crash
occurred under very different economic conditions in major countries. Table 2
makes a comparison of the conditions prevailing in the crash. As evident, the crash
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occurred under very different national circumstances, which could suggest that the
breakdown had very little to do with economic fundamentals of the countries
concerned and of the world economy as a whole. This was the conclusion about
causes of the crash officially expressed in the US.” As the analysis will point out,

exactly these indicators could serve to reach a completely different conclusion about
the causes of the crash.

Table 2: OCTOBER 1987 - underlying economic conditions

| us | mpan |Gemamy| UK

October price decline (in
percent) 22.6 7.5 17.7 21.7

Inflation rate

Current account (in billions

of §) -143
Current balance (percent of
GNP)

Net household savings

(percent of Income) 5.4

87 45.5 0.4

4.4 5.8 0.1

4.2

16.8 12.5

Business profitability (profit

as % of capital stock)

22.6 21.6 17.5 13.2

ources: Morgan Stanley International Statistics; IME: "International Capaital
Markets", UN: "World Economic Outlook 1990")

If the 1987 collapse i1s placed within a broader economic and political
context, a different view of the crash can be obtained. In the period from 1982 to
the mid-1987, investment in American stocks was gaining in attractiveness. The US
corporations were praised as highly innovative and profitable. The price/earnings
ratio of their shares was among the highest in the industrialized world, excluding
Japan. The level of long-term interest rates offered on T-bonds was 1n decline from
1984 to the crash, and this circumstance further improved the attractiveness of
shares. For factors affecting prices of securities see the second section of the second
chapter. In the period 1982-1987, the Standard and Poor’s 500 share index rose
from about 130 to 280. Institutional investors came to dominate the US stock
market, in terms of stock-ownership and share trading. The most widely taken
investment strategy became stock-index trading: computerized programmes followed
the general "mood" of the market. If the prices were falling, there was a sell order,
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and vice versa. This strategy relied on a highly sophisticated technological
infrastructure, which could (it had been assumed) process large orders in a minimal
time.

In the case of the US, the analysis must encompass its internattonal position
at that time. The current-account deficit was rising and the saving rate was falling
far below the investment rate. What was actually happening was the reversal of net
international capital tflows: the US became the largest net recipient of funds.

"For the most of the 1980s the depth and liquidity of US financial markets

acted as a powerful magnet for foreign capital... US accounted for almost

one-quarter of the rest of the world’s private foreign assets towards the end

of the decade, compared with little more than one-eight at the beginning. "2

Foreign acquisitions in the US averaged 12.3 billion dollars annually in the
first half of the 1980; in the second half they rose to over 41 billion annually.?’

In relation to exchange rates, it has to be mentioned that the dollar was
overvalued throughout the period and the appreciation certainly contributed to the
increase in the US deficit. The dollar started to loose 1its value rapidly from
February 1985, and during the two-year period (January 1986 to December 1987)
it lost almost 35 percent of its value against the Deutsche mark and the yen.® In
comparison to the average 1980 level (1980: 100), the effective exchange rate of the
dollar declined from 124 (beginning of 1986) to 92 (last quarter of 1987).%°

Market fever reached the highest level in the mid-August 1987: the DJIA
was around 2700 points. After that came a 50-day period of market oscillations
occurring every day, but that was not taken as something serious. The crash was
actually set in motion on October 14th. At 13.30 GMT, the information on the US
trade deficit of 15.7 billion dollars for August was released. Fears among
international investors about the actual strength of the US economy culminated with
the release of the information.

"In particular, concern was expressed about the apparent unwillingness of the

administration of President Reagan to take decisive action over the mounting

US budget deficit, whose expansion in recent years had started to deter

private investors and had thus depressed the value of the US dollar...

notwithstanding the maintenance of relatively high bank interest rates, a

factor which would normally have counterbalanced these uncertainties. "*
This was the trigger that activated global arbitrage mechanisms and a series of chain
reactions followed.

Already during that summer, there were rising concerns that the American
deficit would not shrink and that eventual restrictive measures implemented by the
US Government could severely damage relations in the triangle (US, Japan and
Germany). On the last working day before the Black Monday, it was clear that
many investors were taking defensive strategies as the market volatility had
increased. Nervousness was spreading, together with rumours about the NYSE
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closing down, and volatility of the market was further amplified by portfolio-
insurance techniques (stock index trading). Suddenly, a wide-spread belief that the
market was overvalued pushed investors to sell large blocks of shares. The market
was closed down on Friday, October 16th, with an overhang of unfilled sell orders
going into Monday. The performance of the market further deteriorated because a
number of delayed openings on Monday had created uncertainties among investors.
A trade delay in the market arises when a specialist faces an imbalance of buy and
sell orders that he cannot resolve without a trading halt. During that period, he
displays price indications in an attempt to reduce the imbalance. Many NYSE
specialists overestimated the opening prices on Monday, and as the prices were
constantly changing, investors could not know at what level their "at market" orders
would be executed. As the sell orders were executed (a part of was bought by the
specialists themselves and by certain aggressive trading-oriented institutions), the
computer programmes of other investors then triggered further sales causing further
decline. This in turn generated other sell orders and the market experienced the
computer-driven "meltdown".

One particular financial development has to be mentioned here. At the
beginning of the 1980s, stock index futures contracts were created, linking
effectively the NYSE and the Chicago Mercantile Exchange (CME). In this way,
large institutional 1nvestors could hedge their portfolios (of common stocks listed on
NYSE) by trading in stock index futures contracts listed on CME. The rules
governing this kind of operation require a margin to be set, i.e. the percentage of
the market value of securities a customer can purchase with the use of credit. In
1974, the Federal Reserve Board set the margin at 50 percent. In contrast, In
commodities and futures markets, a margin is partial surety that a contract will be
fulfilled. The margin requirement may necessitate further payments by the client if
prices move against him. Accordingly, a margin call is a requirement for an
increase in the original deposit, placed on a contract, when: 1) the buyer has
increased the size of the contract, or 2) when market prices have become heavily
adverse.”! So, a decrease in S&P’s stock index futures on Monday triggered the
chain of margin calls. The CME clearing house (which administers margin calls and
settlement procedure) made margin calls on 13 brokerage firms to raise 1.5 billion
dollars. When the market opened on Tuesday, brokerage firms extended credit on
behalf of customers to meet these calls. But the clearing and settlement process was
running several hours behind schedule. So, brokerage firms were in a huge deficit
and they turned to money-centre banks for additional loans. As the banks were
reluctant to expand loans, the Federal Reserve Board intervened and the position of
brokerage firms were "covered". On Tuesday, October 20th, the clearing and
settlement system was on the brink of a collapse that would endanger the whole
financial structure.

So, 1t was not just the loss of value that marked the Black Monday as the
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crash. It was more the danger of a systemccollapse due to an inefficient
(disorganized) infrastructure, i.e. the inability of the clearing and settlement system
to "follow" the depth and volatility of the market.

Five years after the crash analysts did not come to agree on its causes.>
Some of them underscore the speculative role of the specialists, others put blame on
the "madness of the herd" (referring to the panic among investors) or the absence
of any economic leadership (referring to the Administration’s neglect of the trade
deficit). Some analysts point to an overdevelopment of financial techniques (e.g.
computer-driven portfolio-insurance) and yet others to the malfunctioning of the
market itself (see the efficiency market hypothesis, in the second chapter). However,
each of the causes had its "part" in provoking the crash, but they must not be
perceived as alternative reasons. Each of them was being fed by the others and only
their cumulative effect can serve as a logical explanation of the collapse. The Task
Force Report summarized it as follows: |

"Trading under these circumstances has three unfortunate economic
consequences. First, investors cannot know with any precision at what prices
their orders will be executed. Second, the information conveyed by prices
may be confusing or actively misleading. Third, the absence of reliable price
data worsens uncertainties and can lead to unnecessarily large reductions in
the credit, without which market-making activities must be curtailed.">?

Regardless of different explanations of the causes of the crash, October 1987
came as a striking and unpleasant surprise to all market participants and regulators
as well. It was a sudden and unexpected shock, for it occurred in the period when
all major stock markets were in expansion. The DJIA had recorded an uninterrupted
rise over the previous five-year period.

It was a shock because it hit the most "representative” segment of the
securities market - the stock market. The market for shares, it was thought,
produces the most reliable / adequate information about the state of economy and
its prospects. It was found out, in a very dramatic way, that signals from the market
can often be insufficient, confusing or they can come just too late.

It was a shock because it spread swiftly across major stock markets, due to
a high level of market internationalization and global integration. It had been
thought that the high level of financial diversification (different market segments,
different national markets, different instruments) was actually reducing the market
risk and hence the overall level of systemic risk. In addition, the increasing
globalisation of securities transactions had been considered as beneficial: the best
allocation of surplus funds must not be bounded by geographical frontiers.
Computerization of securities transactions was seen as a great achievement that 1s
cost- and time-saving. So, these features of the global securities system, highly
praised in times of a "bull" market, turned against the system itself.

The 1987 crash sent out several important messages concerning the nature
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and functions of the securities market. Firstly, it should be born in mind that the
financial mechanism, and particularly the securities market, is highly sensitive both
to 1ts economic and political environment. The stock market in October 1987 had
accumulated a substantial amount of national (American) and international economic
imbalances. This precisely exemplifies the market function of shock-absorbing, but
it cannot be performed for an extensively long period of time. The critical moment
in October 1987 was actually the market absorption of the political news. As it
became evident that major countries had not come to a consensus how to resolve the
US deficit-problem, arbitrage mechanisms (capital outflows from the US securities
market, both to other currencies and other securities) triggered the market collapse.

Secondly, the crash pointed out to what extent a lack of communication and
cooperation between major market participants, including the regulators as well,
could induce a series of chain reactions on the market. It also emphasised that those
reactions were almost impossible to control, on both a national and a global level.
In the words of a "Business Week" commentator, the US had evolved into the
"casino society":

"The casino society is the offspring of two parents - Washington and Wall

Street - who perennially misunderstand how the other works. Their

miscalculations helped lay the groundwork for the Crash of 87."*

Thirdly, it became clear that although financial markets have "a life of their
own", their link to the real economy must not be underestimated. Moreover, the
crash clearly highlighted a significant level of overall (economic, trade, financial)
interdependence. The course of the event could have probably been different, if
there had not been the over valued dollar, low savings and the import of capital to
the US. All this could certainly not have been "achieved" without the abundance of
capital 1n Japan and Germany, and this yet could not have been attained without
their economic upswing which had been "supported” by deficit financing in the US,
ctC.

Fourthly, the crash emphasized the importance of the development of an
adequate 1nfrastructure for market operations. In this case the attention was focused
on clearing and settlement mechanisms.

Finally, it became apparent that the strategy "let the markets alone" could
not be applied any more. In a number of countries market safeguards have been
imposed in order to reduce the degree of risk stemming from erratic market
fluctuations. In the US, "circuit breakers" were approved, to interrupt trading in
stocks 1n the event of sharp market swings. All .trading stops for one-half hour on
the NYSE, if the DJIA falls by 250 points, or it stops for two hours, if there is a
fall of 400 points. If the S&P 500 futures contract falls by 12 percent, all trading
can only take place at a limit price or above, for one-half hour. In addition, another
type of sateguard was developed, to limit the use of certain computer-driven trading
strategies. However, it is argued that the efficiency of these measures depends on
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the level of coordination between markets. If the circuit-breakers are not used in
coordination, they will not halt trading simultaneously on all markets. In that case,
uncertainty, about expected decline in equity prices, might increase and generate
cross-market selling pressures, thus making the situation even worse.

Finally, the crash drew attention also to a number of political questions,
usually left aside by the economic analysis. The most important of them concerns
the applicability of the Reagan-model in many industrialized countries. This strategy
of deregulation, tax cuts, less intervention and permissive deficit spending came
under a serious re-thinking and criticism. The Thatcher-model of macro economics,
mostly resembling the US one but adding further reliance on the financial-sector
growth, have also been questioned. Accordingly, the crash came to threaten one of
the significant political shifts of the 1980s - the privatization of state industries. This
was particularly the case in the UK, Japan, France and Germany, where the large-
scale privatization programmes were endangered by the global market collapse.

Another important political question raised by the crash tackled the relations
between major industrialized countries, especially the modes and purposes of policy-
coordination and collaboration in general. On the one hand, post-crash fall of the
dollar was heavily undermining the Louvre Accord. On the other hand, actions
agreed by the US creditors to prevent a serious dollar fall became significantly
conditioned by the US trade policy. If Congress would persist on protectionist trade
measures, the Louvre-agreed interventions to save the dollar would be
"reconsidered” by Japan and Germany. The situation was complicated even more
because the US government could not carry out the policy towards deficit reducing
without the collaboration of the US creditors. Namely, a deficit cut could not be
achieved without the production expansion. The growth of production, and exports
eventually, required lowering of the interest rate and a devaluation of the dollar.
However, this could not be realised if Japan and Germany were not willing: 1) to
allow the dollar to drop, and 2) to "fortify" their commitments to promote a greater
growth. So, actions on both sides became increasingly interdependent and subjected
to the top-level bargaining.

Another important political question was raised in relation to the nature of
economic leadership in the US. It was not just the “competition” between the White
House and Congress (for example, between the House Ways and Means Committee
and the Senate Finance Committee). It was also the intra-bureaucratic struggle
between different government departments and agencies (for example, the Treasury,
the FED, the Securities and Exchange Commission, the Commodity Futures Trading
Commission, the General Accounting Office, etc). This competition resulted in
fierce debates over questions of responsibility for the regulation of financial
markets. Inadequate communication and cooperation between these bodies had
definitely contributed to an erosion of confidence in the US economic leadership,
both at home and abroad. It became evident that the (Republican) Government was

23



neither speaking "with one voice", nor it could send reliable signals to domestic and
foreign 1nvestors due a continuing "battle” with (Democratic) Congress.

As the crash underscored, the US debt-financing and a "living beyond
means’ had to come to an end. However, the conclusion of this credit era did not
involve only a reduction in standard of living and a slower per capita income
growth. The pressures to reduce the deficit put forward the sensitive question of
cutting defence spending, with its inevitable effects on the position of the US as the
military hegemon. |

A huge amount of wealth was lost during those days in October 1987, but
there was at least one indisputably positive outcome. The global securities market
has attracted an ever-growing share of attention. The market exploded due to both
internal and external disturbing forces. However, a special analytical weight attached
to the 1987 crash originates not merely from the extent of the DJIA decline, but far
more from the issue-linkages that became ever-explicit. The issues such as macro
economic management, trade patterns, exchange rates, financial techniques, military
spending, and international cooperation, were all impinged upon when the DJIA fell
508 points on Bloody Monday in October 1987.

4.3. The Banco Ambrosiano and BCCI affairs

The Bank of Credit and Commerce International (BCCI) closure on July 3,
1991 represented the beginning of a world-wide affair on a scale never witnessed
before. The BCCI collapse was the world’s biggest banking failure, concerning not
just the amount of losses invoked but also the number of countries, organizations
and individuals involved. The reaction to this scandal has been evolving as a truly
International one, bringing together regulators, banks and investors from a number
of countries. Though this was a much-publicized scandal, it was definitely neither
the first nor the only banking scandal to point to numerous regulatory loopholes and
to a variety of "non-banking" activities pursued by some international banks.
Therefore, the failure of another bank, Banco Ambrosiano, will be used as a brief
introduction to this aspect of modern finance.

In July 1982, Banco Ambrosiano collapsed, incurring losses of about 1,2
billion dollars and affecting the group of 119 foreign banks.”> Banco Ambrosiano
was founded before the Second World War, and in the late 1940s it hired the
enigmatic Roberto Calvi. He worked his way up to become president in the mid-
1970s, when he bought himself control over the bank. By that time Banco
Ambrosiano had already been described as the

"... cornerstone of the most powerful banking and financial group in private
hands 1n Italy, and a baffling mixture of orthodox banking success and
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unorthodox associations of scandals."-°
Due to its long-held and extensive links with the Vatican bank, I'Istituto per le
Opere di Religione (IOR), it became known as the priests’ bank. One of the most
"active"” parts of Banco Ambrosiano was its Luxembourg subsidiary (a non-bank,
holding company), which used to borrow on the Euromarkets to meet the needs of
other Ambrosiano foreign subsidiaries in Lima and Managua. The IOR has always
been particularly well placed at international financial markets because it 1s a unique
institution: it is an "institutional compromise” between a bank and a trust fund. In
addition, as it is subject solely to Vatican jurisdiction (as it has no branch or
representative office in any country), the IOR has none of the usual regulatory
limitations that hamper ordinary banks (e.g. publishing financial statements). It also
owned a dozen of Panamanian-front companies, and on their behalf the IOR was
issuing letters of patronage (support) to guarantee loans for Ambrosiano group
companies.

In summer 1981, Calvi was convicted for currency irregularities related to
share dealings in the Credito Varesino Bank and the Toro Insurance Company. Both
companies were controlled by La Centrale, a financial company effectively owned
by Ambrosiano. After this episode, the Euromarkets dried up as a source of funds
for Ambrosiano subsidiaries. In June 1982, Calvi again had to turn to the IOR but
it refused to renew the guarantees, and he unsuccesstully attempted to sell the block
of Ambrosiano shares in order to meet financial obligations of the foreign
subsidiaries. On June 18th 1982, Roberto Calvi committed suicide in London. The
deposits dropped by 25 percent and the bank’s business shrunk by 50 percent’’, so
the compulsory liquidation was ordered on August 6th 1982. A new bank, the
Nuovo Banco Ambrosiano, was formed in just three days.

Although a final agreement with the bank creditors was reached in 1984, the
investigation did not shed more light on the connections between the bank, on the
one hand, and the Vatican, the Rizzoli publishing group (which owns "Corriere
della Serra"), the Panamanian companies, the P-2 Freemasons lodge (of which Calvi
was a member) and certain Swiss banks, on the other hand. However, it clearly
highlighted communication "difficulties”" in banking regulatory and supervisory
structures - both in Italy and among supervisors from different countries.>® This
episode also led to the 1983 revision of the original Basle Concordat: it was realised
that a divided supervisory responsibility should be extended to include the lender-of-
last-resort functions. On these grounds, a consolidated supervision of risk-exposure
and capital adequacy for a whole banking group was introduced. In spite of such
regulatory improvements, there were still many loopholes that created conditions
favourable for banking scandals, such as the BCCI affair, to erupt.”

BCCI was established in 1972 by a Pakistan entrepreneur, Agha Hassan
Abedi, who wanted to create a bank that would help and assist Third World
countries in their economic development. His efforts were backed by the biggest US
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private bank, Bank of America (with a 30 percent stake in BCCI),and by Arab
investors. Over almost two decades, BCCI grew rapidly: from being a 2.5 million
dollars enterprise in 1972, BCCI developed to a 20 billion dollars bank in 1991,%
It had over 400 branches in the network that spanned across 69 countries. Of a
particular importance was its structure: it was registered in Luxembourg (for the lax
regulatory environment therein), but it effectively ran international operations from
London. Another vital element was BCCI Overseas, based in the Cayman Islands.
More than two-thirds of the ownership was concentrated in the hands of Sheik Zaid
bin Sultan al-Nahayan, Ruler of Abu Dhabi and President of the United Arab
Emirates.

The bank’s business evolved mainly in the field of international trade
finance, where it effectively combined the principles of Islamic banking and
international speculative opportunities. Islamic banking refers to a financial system
used throughout the Muslim world that forbids interest charges. According to the
Koran rules, surplus capital must not just earn bank interest, but it has to be
invested in industry or trade. So, the banks are there to collect the accumulation and
then to invest it in productive uses. Under Islamic banking, deposits do not bear a
fixed interest and their nature is more similar to shares for they bring interest
according to the profit of business in which they are invested.*! In the case of
BCCI, deposits were used to finance buying and selling commodities on spot and
futures markets. Unlike other Islamic banks, BCCI was not "covering" itself for
losses in those transactions by taking guarantees (e.g. a letter of credit) for the
payment of commodities. In this way, the bank was exposing itself as a principal to
serious risks on some of the most volatile financial markets.

The bank was particularly active in developing its retail business and at the
time of the collapse, it had around 800000 depositors. It was not just individual
depositors (mostly Asians) who trusted BCCI. Its creditors were, among others,
charities (Oxfam, Save the Children), governments (Nigeria, Cameroon, Jamaica
and Peru) and local authorities (councils in the UK), as well as some international
organizations (e.g. African Development Bank).

In the late 1970s, BCCI started to tap the US market more aggressively.
After the first unsuccessful attempt in 1978, Mr Abedi managed to buy a leading
Washington bank, First General Bankshares, in 1981. It was said that the bank was
independent of BCCI and C. Clifford, the former US Defence Secretary, became
its chairman. From 1982 onwards, things were going worse and worse. In 1985,
BCCI lost at least 150 million dollars i1n the Treasury-options market. In 1988, ten
BCCI executives were charged in Florida with laundering 32 million dollars in drug
money. In the following year, BCCI revealed the 498 million dollars loss and
pleaded guilty to the charge of money laundering. Mr Abedi resigned as the
president, the Abu Dhabi Ruler took control and injected 1 billion dollars into the
bank. In 1991, BCCI was ordered by the Federal Reserve to sell First American

26



shares (previously, First General Bankshares), as it was found out that the
acquisition had been improper. After certain unidentified BCCI officials had warned
the Bank of England of illegal transactions, Price Waterhouse (BCCI auditor in the
UK) was ordered to investigate. Upon the finding of a widespread fraud,
simultaneous action was taken in Britain, the US and in some other countries to
seize most of BCCI’s assets and close its branches on July 5, 1991. This co-
ordinated action resulted after several months of preparations, although it was said
that the clear signs of troubles in BCCI had appeared a year and a half before.
However, BCCI business came under the attention of regulators soon after its
foundation. |

In 1978, a US court affidavit showed that BCCI capital was insufficient for
its operations and that its lending was crucially dependent on Bank of America’s
capital. This was one of the earliest documented signs about the problem of BCCI’s
creditworthiness. In 1980, the Bank of England turned down BCCI’s request for a
full UK banking licence. In 1983, when a new arrangement for sharing the
supervisory responsibility had already been initiated, international banking
supervisors became seriously concerned with BCCI. In 19835, the Bank of England
approved BCCI’s decision to transfer its treasury from London to Abu Dhabi. In
1986, the auditors Ernst & Young warned about excessive management power and
weakness of the BCCI’s system of internal control.

One of the most important steps in this direction was taken in 1987 when the
"college of regulators” was formed in Basle, in order to organize an in-depth
analysis of BCCI operations. The college consisted of regulators from Luxembourg,
the UK, France, Spain, Switzerland and the Cayman Islands. Although BCCI was
operating in 69 countries, no single country was ready to take full responsibility for
it and "... BCCI became like a giant game of pass-the-parcel”.** The college was
thought to be an adequate "institution" for centralizing information and action
regarding the supervision of such a large bank as BCCI. Regardless of the
intentions, the college did not prove particularly effective, for it mainly concentrated
on technical 1ssues and never got the grasp of the whole entity of BCCI. Apart from
the lack of power to enforce compliance with its conclusions, the college did not
want to take direct responsibility for handling BCCI - the then-known irregularities
were left to be settled by national regulators.

Two important but highly neglected signals of coming troubles were sent out
by the banking community itself in 1988. When BCCI decided to expand its
corresponding relationships, many large banks (e.g. Citibank, Bankers Trust)
refused to have anything to do with it. They rejected the BCCI’s proposals because
of the dubious ownership structure of BCCI, suspicious financial transactions it
carried out, and its relations to drug money. Then, in October 1988, 72 major banks
suspended credit lines for BCCI, cutting it off from vital flows of cash.

In 1990, Price Waterhouse discovered false and deceitful practices by BCCI.
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At the same time, a bail-out by Abu Dhabi was approved by the Bank of England.
The Bank was later much criticized for its unwillingness to close BCCI and for the
inability to react promptly. "The climate of opinion" in the Bank favoured BCCI’s
reconstruction for the uncovered irregularities were thought to be "isolated events”
and not of a systematic nature. Later in 1990, the Bank of England was told that
BCCI held accounts for Abu Nidal, the Palestinian terrorist organization. In
November 1990, auditors discovered private files of top BCCI’s executives
containing many details of fraud. The Price Waterhouse report was commissioned
by the Bank in March 1991 and it led to the BCCI closure in July 1991.

So, it took the regulators 13 years to reach the conclusion at last that BCCI
grew to "an elaborate corporate spider-web", which facilitated fraudulent operations
to be carried out on the world scale. Two independent inquiries were initiated, in
the US, under Senator John Kerry, and in the UK, under the Lord Justice Bingham.
The findings were astonishing and the presented list of irregularities in relation to
BCCI operations is huge.

"You name 1t, and the Bank of Credit and Commerce International probably

has been accused of doing 1t. Yet for almost 20 years, BCCI nearly always

managed to stay ahead of the law."*

Although it is not certain if the list is complete, it can be summarized as follows.*
BCCI was keeping relations with Colombian drug cartels and was laundering drug
money. It was producing falsified accounting records. It used external vehicles to
channel transfers of funds and created a network of 70 companies to facilitate and
disguise its lending operations. BCCI 1llegally acquired the bank in the US, hiding
behind "independent” investors. It handled flight-capital from throughout South
America: it was transferring deposits among branches so as to hide cash from the
IMF in these countries. BCCI was charged with tax conspiracy and fraud in the sale
of securities. It was discovered that it extended "bad" loans of about 2 billion dollars
to rich Gulf families. These loans were granted without adequate collateral, and
sometimes without any legal documents or agreements. It was found out that some
of these payments were made to fictitious accounts and were actually "covering”
business losses. Even in the cases when "real" credits were granted, interest
payments were late or non-existent.

It was unveiled that BCCI kept close relations with high politicians in many
countries. BCCI used "influence-peddling" as a powerful means to achieve
concessions and a better position in the country concerned. It was found out that
BCCI made payments to Zimbabwean politicians 1n London during the 1979
Lancaster House negotiations on Zimbabwe’s independence. Soon after
independence, BCCI became the first foreign bank to obtain a licence in Zimbabwe.
It is assumed that BCCI acted similarly in a number of Third World countries,
including payments and favours to the Gandhi family in India and to General Zia of
Pakistan. The bank maintained "special” relations with influential politicians in the
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US and UK, among others with Jimmy Carter and James Callaghan, as well as with
some other influential figures like Panama’s dictator, General Noriega. BCCI had
also special "agreements” with leading Washington law firms which acted as
lobbyists. Its relations within the US were further strengthened when C. Clifford
was appointed the chairman of First American, having in mind his connections
dating from times when he was the Defence Secretary. BCCI’s public relations
departments were very active In creating the bank’s image as an institution deeply
concerned with problems of developing countries in Latin America, Far East and
Africa. Its Charity Third World Foundation was registered in the UK, and it had
been presenting the Third World annual prize in the period from 1980 to 1988. The
prize was being awarded for remarkable achievements 1n economics and politics
concerning developing countries’ problems.*

In short, BCCI was conducting a vast range of criminal activities and this
scale of "business diversification” was made possible by two basic causes. One of
them is undoubtedly the speculative and fraud skills of BCCI’s head. Nevertheless,
this global network of manipulation could not have become so efficient if there had
not been the other cause - the lack of any comprehensive and consistent supervision
of its activities. Whether this lack can be attributed to negligence or to lack of
authority and resources, it stands clear that regulators failed to react adequately.

One of the most extensive critiques of the role of the Bank of England in the
BCCI affair came from the Treasury and Civil Service Select Committee.*® The
opposition MPs on the Committee used stronger language than in the official 1992
Report, implying that the Bank was well aware of the difficulties in relation to BCCI
even betore March 1990.

"We believe the Bank was not anxious to expose corruption in Abu Dhabi

or the part that Saudi Arabia’s biggest bank, the National Commercial

Bank,...played in hiding huge frauds in BCCI. If this did happen, then it

constitutes a clear fraud on the depositors by the Bank of England."’
Such a strong criticism was accompanied by several proposals from the Committee
about the system for regulating international banks. The Bank of England should
lobby for an amendment of the 1983 Basle Concordat. It should be agreed among
the regulators that every single international bank must come under proper
supervision of a single regulator, so that the whole bank’s entity can be supervised.
More details about the efforts to coordinate international supervision through the
Bank for International Settlements will be presented in the sixth chapter.

The Committee suggested that an independent international body should be
established to monitor the imposed supervisory standards, i.e. to supervise the
supervisors. Through sharing the supervisory responsibility for international banks,
the Bank should receive reports on branches of foreign banks operating in the UK.
A bank’s accountants should be "obliged to i1gnore” their duty of client
confidentiality and report to the Bank any discovered irregularity. Furthermore, the
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Bank should expand its "on site" inspection of banks, in a way similar to
investigations carried out in the US.

In addition, the Bingham report suggests that the Bank of England’s internal
communications should be improved and additional powers should be conferred
upon it. The latter primarily concerns the explicit power of the Bank to refuse or
revoke banking authorization, if a bank cannot be properly supervised. In the case
of BCCI, it was the complex structure of the banking group that inhibited a clear
supervisory view over the whole organisation. The report also calls for more
uniformity and harmonization of supervisory standards within the EC in order to
eliminate opportunities for "supervisory arbitrage”. In the case of BCCI, the
"arbitrage" pointed out Luxembourg as the most favourite (most lax) environment
for the BCCI’s registration. In the field of international supervision, the Basle
Committee' should continue to perform the leading role. As to the geographical
distribution of a bank’s operations, it was suggested that certain financial centres
offer "impenetrable secrecy” as a competition weapon. Theretore, the involvement
of such a centre should sometimes be the sufficient ground for refusing or revoking
authorization.

The Bingham Report has had a profound impact on debates about the role,
capabilities and powers of the Bank of England, as well as about the financial
regulation in general. On the day when the Bingham report was published (October
22, 1992), the Chancellor of the Exchequer announced that the Government and the
Bank of England had accepted all of the recommendations from the Report. The
Bank of England undertook specific steps in order to improve its supervisory and
regulatory functions. It was announced that a Special Investigation Unit would be
established and that the Banking Supervision Division’s Legal Unit would be
strengthened.*® However, the Governor of the Bank of England, Mr. R. Leigh-
Pemberton, rejected the "accusations” that the Bank was reluctant to use its powers.

"The Bank had to consider very carefully whether its powers were

exercisable and whether if they were it was in the interests of the depositors

that they should be exercised."*
In the beginning of 1993, a conclusion was still not reached what were the interests
of the BCCI depositors: closing of the bank when the first signals of fraud appeared,
or 1nsisting on its restructuring and on the maintenance of business. Moreover, it
was not apparent what were the interests of BCCI regulators, nor those of the home
country and host countries. If one excludes the case of an intentional "negligence"
of the regulators, the problem may originate from the intersection of different values
and stakes pursued. For example, there was a value of freedom to operate (i.e.
freedom to deposit money with a particular bank), on the one hand, and a value of
security (economic security of the depositors), on the other hand. The values of

! The Basle Committee on Banking Supervision is analyzed in the Chapter 6, section 2.4.
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order and honesty were also cut across, particularly in respect of a delicate question
on who should "police” that order.

The BCCI affair presents not only the biggest banking failure but also the
"incident" that launched some of the most comprehensive and substantial analysis
of modern banking. Almost every aspect of international banking has come under
scrutiny: banking structures and financial techniques, accounting practice, auditing
and supervision, legal aspects, and, most notably, international regulation.

"The focus of attention in the aftermath of this debacle should not simply be

to prevent a second BCCI (although the aim must of course be to achieve

that at least). But the aim must also and more importantly be to ensure that
supervisory law, principles and practice generally create conditions hostile
to the growth of fraud and friendly towards its early detection and
eradication. "*
For that purpose, it is essential to overcome the inter-national approach to modern
banking. That approach was probably adequate and useful in times when banking
across borders included controllable transactions between well defined regulatory
areas. Today, international banking accounts for a smaller part of the overall
financial flows. Instead of the international approach, a global strategy should be
developed, to encompass not only a great number of financial regulators, but also
to include cooperation with global banking community. It should also provide links
with the regulators dealing with other issues such as terrorism and drugs.

So, all three mentioned large "financial threats" - the Third World debt
crisis, the 1987 stock market crash and the BCCI affair - add another component to
the on-going evolution of perceptions concerning modern financial markets. It has
been realized that financial markets are by no means separated from the "real”
economy. Furthermore, every country’s "real" economy is an integrative element
of the world economy. It has become obvious that protectionism and regulative
barriers are no longer obstacles which cannot be surmounted. The so-called over-
development of financial markets during the 1980s produced financial excesses of
the scale never seen before. However, the 1987 crash underscored that such
sophisticated financial markets do require new attitudes towards them. The BCCI
affair illustrates what can happen in the absence of a comprehensive system of
international regulation. Having in mind the scope, size and reach of these markets,
many of their classical (theoretical) functions need a critical re-examination.

The three "incidents" described above were chosen on the grounds that all
three were actually "allowed"” to happen by the system itself.

Particular financial scandals erupted during the late 1980s and in the
beginning of the 1990s. The Drexel Burnham Lambert case in 1990 revealed losses
of about 8 billion dollars, with tens of thousands of investors ruined.’! There was
a series of stock-for-favours scandals in Tokyo between 1988 and 1991, involving

the top securities firms, large industrial corporations and high politicians.”* In
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April 1991, Salomon Brothers, one of the leading US securities firms, "cornered"
the Treasury securities market by acquiring, in an illegal manner, more than 35
percent of the outstanding bonds. The Maxwell affair in the UK broke out in
November 1991, followed by discoveries of massive fraud, transfer of funds
between public and private interests and various financial irregularities.”® Without
any intention to underestimate the reach and consequences of these scandals, they
could not be perceived as global financial threats. |

Specific regulatory ruptures persist in the world financial system and the
climate created therein has always been more than favourable for various
speculative, fraudulent and, in general, uncontrollable activities to be undertaken.
The task conferred upon the world community 1s to create a regulatory framework,
within which the global financial system would operate. One purpose of such a
framework would be to provide the most efficient allocation of world capital.
Another, complementary purpose would be the exercise of regulation and
supervision on a truly global basis. It is the field of international relations theory
that could probably offer some of the explanations how such frameworks are built.
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CHAPTER FIVE: INTERNATIONAL RELATIONS AND FINANCE - THE
GLOBALIST APPROACH

The analysis presented in the previous chapters was basically done within the
framework of economic theory. That was necessary in order to understand the very
essence of the subject itself - the global securities market. For that purpose, the
global market has been defined and explained from various aspects and upon
different criteria, as much as it was possible within the current state of economic
theory. The length and extent of the economic analysis in this work can be justified
on the grounds that the critical approach was taken, in contrast to the problem-
solving approach.

"Critical theory, unlike problem-solving theory, does not take institutions

and social and power relations for granted but calls them into question by

concerning itself with their origins and how and whether they might be in the
process of changing. Critical theory is directed to the social and political
complex as a whole rather than to the separate parts.">*
However, certain developments in the sphere of global banking seem not to have
been properly examined. This has always been the case for economic developments
that are difficult, or impossible, to quantify or determine by "classical” tools of
economic theory. |

All of the previous chapters have clearly underscored that the global
securities market has outgrown the state and its national economic policy domain.
It has happened so not just according to the "technical” side (e.g. by using financial
techniques that allow the world-wide allocation of funds), but also in respect to the
issue position on the international relations agenda. A market of such reach and
complexity could not be either supervised or "managed" by any single state actor.
Moreover, as the following example will illustrate, it has reached a stage in its
development where it could not be separated or 1solated from developments in other
fields of relations in the world community. Furthermore, as the previous chapter on
the latest financial threats has emphasized, cross-border capital flows can exercise
significant i1nfluence in many other spheres of global politics. This 1s a new
distinctive characteristic of modern finance: it has become so intefwind with the
whole of international relations that the theoretical framework for its analysis must
be widened, to become a multidisciplinary one. In this particular analysis, the
analytical framework 1s going to be enlarged by adding the International Relations
perspectives on today’s world.Then one of the four paradigms, the globalist
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approach, including regime theories, is going to be presented in more detail. It will
be useful to illustrate with a short case study the development of the relationship
between high politics and high finance, before displaying a brief comparative survey
of the four main approaches to international relations

5.1. Petrodollars and hostages

Two historical examples of the early stage in the evolution of the relationship
between politics and finance were presented in the first chapter. One of the best
recent examples of this kind relates to the inflow of OPEC surplus funds to
international capital markets 1n the 1970s, most notably to the US market. The
concerns that were raised, in relation to "Arab money" in the US, have marked the
beginning of a new stage in the interplay between high politics and high finance.

Following the first oil-shock 1n 1973, OPEC countries such as Saudi Arabia,
Kuwait and the United Arab Emirates increasingly turned to the US capital market.
The quantitative side of that development is summarized in Table 3.

Table 3: ARAB MONEY IN THE US, 1974-1983 (billions of dollars)

1974 1981 stock market
end share
1983

3.2 14,0

17%*

US gov. securities

-T bills : 1.1 na
-T bonds 0.2 11.2 na
Bank deposits 2.0 -2.5 2%*

0.07 2.7

16.3

4.0
72.9
13.5

Direct investment
Total funds

Funds 1n U$ banks’
foreign branches

Ia

* percent of all foreign holdings of securities or deposits
- (Source: COHEN B. [1986] "In Whose Interest” [New Haven and London:
Yale Univ. Press])

When the money started to flow into the US market, the Government appeared to
be pleased with the amount of extra-accumulation provided from abroad. At the end
of 1983, the stock of inflowing capital amounted to nearly 100 billion dollars. It was
said that an inflow of that amount would definitely be beneficial for the US

34



economy. The supply of funds for US enterprises would be improved and this would
eventually invoke further investment, create new jobs and positively effect domestic
growth. The improved supply of funds would prevent any serious increase in
interest rates. Furthermore, it was said (whatever was really thought by the
Government) that this extra-accumulation would be beneficial for the budget deficit,
the balance of payments the and exchange rate of the dollar. Nevertheless, as the
funds were flowing in and the stock of OPEC holdings was piling up, critics were
becoming more and more concerned with the significance of this development.

Suddenly, there appeared to exist a wide-spread fear about the leverage
OPEC countries had gained by "buying-out” America. Warnings came that a sudden
run on these holdings could severely damage the US financial institutions involved
in taking petrodollar deposits. It was said that certain acquisitions made by the
OPEC countries in the US, in the so-called hi-tech sector, could uncover precious
technological achievements. In this way, the OPEC countries could obtained an easy
access to hi-tech laboratories, patents, know-how or even classified information.
Even worse, there was consternation that the withdrawal of funds and their "switch"
into other currencies could seriously effect the exchange rate of the dollar. Both
aspects, the positive and the negative, of the OPEC financial inflows were greatly
exaggerated, as Table 1 shows. The funds just could not be of the importance
publicly attached to them, whether by those praising or by those criticizing the
situation.

What has to be mentioned here is that, for the first time, the US government
publicly admitted the existence of possible linkage strategies that could be employed
by the net-creditors of the US, such as OPEC countries. An equally important point
1s that the Government had set certain standards in dealing with Arab money (e.g.
a high level of confidentiality and secrecy concerning petrodollars) that came to
please both the investors and the recipient US banks. By deliberately reducing
market transparency for these particular assets, the Government imprdved the
competitive position of the market, relative to markets abroad. At the same time,
it was a direct manifestation of politicizing high finance. 1

"In the middle 1970s, the maintenance of amicable relations with Arab

governments, and in particular with Saudi Arabia, was deemed an overriding

foreign policy objective for a variety of reasons, political as well as

economic. ">
Apart from the economic benefits mentioned above, it was thought that "amicable”
relations would enable the US government to influence OPEC countries in relation
to several matters. A moderation of oil prices was hoped for, as well as the
retention of market share already achieved there by US corporations. A continuous
and substantial mnflow of OPEC funds would prevent serious disruption of
government-business relations at home, which would certainly occur if monetary
policy had to-be tightened due to inadequate supply of capital. Away from these
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national economic goals, friendly relations were sought to support certain foreign-
policy goals in the Middle East. A rising anti-Israeli tone that was spreading through
the Arab world could adversely affect the US position in the region. Friendly
relations with such influential countries as Saudi Arabia would eventually strengthen
US initiatives in peace negotiations.

However, the concerns that arose with regard to the OPEC funds drew
attention to a number of other matters. The OPEC requirement for privacy and
secrecy highlighted a very sensitive and somewhat contradictory relationship that
existed 1n the triangle of the Senate, the FED and money centre banks. Actually, the
Senate could not fully exercise powers conferred upon it: its Foreign Relations
Committee could not get adequate data from commercial banks on the real
significance of the Arab money in the US. On the other hand, the Federal Reserve
was in fact acting as a foreign-policy maker: it would itself collect the "sensitive"
data from banks, aggregate it and convey it to the Senate. All this would have to be
done in accordance with the foreign-policy goals "of the day", as determined by the
FED. Most importantly, the banks established themselves as active participants in
the political process: they were vigorously lobbying for their Arab clients’
requirements, fully aware of the potential foreign policy effects of their activities.
Under these circumstances, the government had to resume a difficult role of
balancing private interests of the banks and public interests - "national” goals of the
country as a whole. Nevertheless, the OPEC funds in the US did not prove to be of
any profound political value for the investors at the time. It was in 1979, when the
role of petrodollars in the US was dramatically changed. From being a potential
threat to US national goals, petrodollars became the most practicable weapon to
achieve the goals.

The American embassy in Teheran was seized on 4 November 1979, together
with sixty-six hostages. Ten days later, all Iranian assets, totalling about 11 billion
dollars, were frozen. This concerned not just the assets held in American banks in
the US, but also Iranian funds in the foreign branches of US banks. The action was
initiated and completed within 15 hours from the time the explicit' wanﬁn% .came
from Iran. On 13 November, the then acting foreign and finance of Iran,
Abolhassan Bani-Sadr, warned that Iran was going to withdraw all his funds from
the States, because the US were carrying on economic war against his country.
Although certain preparatory measures in this course had been carried out since
February 1979, legal grounds for this action had actually been set sixty years
before.

In 1917, the Trading With the Enemy Act was passed, in order to confer
extra powers upon the president. He was empowered to regulate various domestic
and international transactions for an indefinite period, in cases of war and peacetime
national emergencies. This act had been the basis for freezing other countries’ assets
in the US on several occasions, as with China, Cuba, North Korea, Vietnam and
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Cambodia. In 1977, the president’s power to regulate transactions were broadened
and specified with the passage of the International Emergency Economic Powers Act
(IEEPA). Thereafter, the president would be able to undertake ’special’ actions, if
the national security, foreign policy or economy of the US were to come under
threat from any external event.

After the embassy seizure 1n November 1979, Iranian assets were frozen
under the terms of the IEEPA and this was seen basically as a defensive strategy.
The stability of the US financial system, as well as the dollar exchange rate, were
perceived as being in jeopardy. Shortly after the freezing, it was the Iranians who
actually built up the linkage between the frozen assets and the release of the
hostages: they would not be freed before assets were returned to Iran. This gave the
US additional bargaining strength: what was thought to be a potential weapon to be
used against them (the Arab money weapon), turned out to be an effective
instrument to be used against others. The need to act for a ’pure’ economic
emergency (the stability of the system and the dollar) was successfully used as a link
to foreign policy goals.

Another important aspect of this linkage has to be pointed out. In spite of the
linkage effectiveness, in the eyes of the public (especially foreign public) the
economic danger had to be kept clearly apart from the foreign policy disturbance in
relation to Iran.

"All that talk about the dollar and US financial institutions was really just a

smokescreen - propaganda designed for the consumption of other

governments, particularly the oil-rich Arab states, who might worry that if

the money weapon could be turned on the Iranians it could be turned on

them too."°
There was no desire to endanger amicable relations with the Gulf countries, partly
because of a highly beneficial inflow of their funds at a time when the dollar was
still weak, and because of a continuous US interest in the Middle East. The
government realized that a political explanation for the asset freeze could provoke
chain reactions on the part of other countries depositing with US banks. That could
really have threatened the system and the exchange rate.

At home, there were additional problems in relation to the freeze. Banks that
had extended credits to Iran wanted to have their claims offset against Iranian
deposits. There were also a number of non-bank claimants, who could not
compensate themselves for eventual Iranian defaults with the deposits. Concerning
the relation between the banks at home and their foreign branches, the situation was
even more delicate. What actually happened was that only bank branches operating
abroad obtained Treasury authorization to use Iranian deposits to off set outstanding
Iranian loans. Apart from the problems that arose due to different treatment of US
banks at home and abroad, there was the major problem of the extraterritorial reach
of the freeze order. Years after the affair, it was still difficult to explain upon what
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grounds tacit approval of other countries (that hosted branches of US banks) was
granted for this unprecedent action.

Another sensitive matter that had to be resolved concerned non-performing
Iranian loans and a possible use of a cross-default clause on part of the banks.
Application of this clause would enable other banks to require immediate repayment
of the loans they had extended, if any one loan (granted by another bank) would be
declared 1n default. If, for example, Iran would declare his loan granted by Citibank
in default, other Iranian creditors could call on their loans as well. Eventually, this
did not happen, as a number of banks perceived some investment opportunities still
to be open in Iran. In relation to this, there was the problem for the FED
concerning adequate information about Iranian assets held in US banks. On the
grounds of maintaining the principle of secrecy and confidentiality for Arab clients,
banks were not willing to disclose data on their holdings. What was originally
introduced in order to "safeguard” inflow of funds from the Gulf, became a serious
obstacle for the government in developing its strategy towards Iran.

Regardless of the various problems, a negotiation process started after some
time. What is of a great interest for the purpose of this discussion is the structure
of the negotiations. There were actually two parallel tracks: one between Iran and
the banks, and the other between the two governments. The banks were approached
first by the Iranians, but they could enter negotiations only after they had obtained
the government permission. Intermediated by the government of Algeria, there were
parallel inter-governmental talks that took place in highest secrecy.

| "The strategic interaction between the US government and Iran was
considerably complicated by the actions and influences of private financial
institutions, whose interpretations of their commercial interests in this affair

did not always coincide with the public interest... As the two tracks [of

negotiations] gradually merged, administration officials spent as much time

bargaining with the banks as they did with the Iranians."’

Additional problems arose 1n relation to the interest to be paid on the Iranian
assets held "on freeze". The banks that were actually using those funds for free
were not willing to accrue interest. On the other side, a sort of a "coalition" was
building up between the Iranians, the US banks that did not have Iran’s deposits,
non-bank claimants in the US, and a number of foreign banks that criticized this
highly advantageous position of the US banks. Each of the coalition members had
its own genuine perspectives and motives, but they all shared the same goal.

At the end, unfrozen assets were returned to Iran but only partially - almost
50% was used to offset Iran’s non-performing loans and to meet obligations to non-
bank 1nstitutions 1n the US. The hostages were released and the sanctions lifted.

This whole episode was much more complex, but for the purpose of this
study even a brief presentation clearly underscores several important points. The
affair was among the most obvious examples of complex interdependence that exists
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in the contemporary world. Very sensitive and mutually limiting relations between
high politics and high finance were explicitly highlighted. Secondly, all actors
seemed to become aware of the dialectic between their mutual interests and mutual
aversions. They realized that their goals and interests may vary across time and
space, but they are inseparably linked and mutually influencing in that process of
changing. It was perceived that the same dialectic characterizes the complexity of
actors’ goals and motives within one state. Certain parallelism (certain broad
similarities) do exist in their strategy, but there is also a significant degree of
collision in relation to the pursuit of their interests. What is even more interesting,
certain goals were widely shared among different types of actors (e.g. the matter of
interest to be paid), regardless of their basic motives.

Thirdly, it became apparent that such an affair necessarily involves all sorts
of actors in international relations. Apart from the conventional governmental actors
directly concerned, such as the US State Department, it developed to include a
number of other governmental, such as the US Federal Reserve, and non-
governmental actors.

Fourthly, different sectors of the US government in this case had to resume
a role of balancing "national" goals between themselves (e.g. the foreign policy
threat v. the economic need for foreign accumulation). They also had to act 1n a
way to achieve a "compromise” between national, public goals (as interpreted by
themselves) and private goals expressed on part of the banks. In this particular case,
the "list" of national priorities seemed to have been turned upside down: it was the
economic emergency that became the top priority. A dialectical nature of public
interests in different ficlds was openly accepted and that made the linkage even more
effective.

As the fifth point, it has to be mentioned that the hostage affair brought to
the forefront the importance of intra-governmental structures and relations. It was
the unity of the governmental "voice” on part of the US that certainly improved its
position in negotiations with both the banks and Iran. On the Iranian side it was not
the case, for rival political factions in Teheran used the affair for their own
immediate goals. Although the FED acted as a foreign-policy maker, no mixed or
confusing signals were sent out from the government. This was a clear illustration
of the Globalist assumption that a government 1s not a single body: it consists of
various segments, levels and departments which can separately pursue their own
strategies and interests.

The purpose of this example was to illustrate the choice of theoretical
framework among the four main paradigms of international relations. Albeit this was
not an example directly related to the global securities market, it can enrich the
comprehension of the global environment wherein this market has been developed.
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S.2. International relations - main perspectives

The first question regarding the extension of this analysis is why should one
study basically an economic phenomenon from the aspect of another discipline, _
namely that of international relations. As has been noted, the underlying aim is to
offer new, critical insights for understanding the rise, the structure and the processes
of the global securities market. This can be done only if the particular phenomenon
is located within a broader social and political context, so that the complexity of the
whole and of its parts can be comprehended. The scientific field of International
Relations provides one dimension for the extension of this analysis because it is
concerned with

"... relationships between individuals or groups, who are members of

different states, or between the states themselves. ">®

Moreover, as the kind of relationship concerning capital flows has developed
to the extent outlined in the third chapter, the International Relations’ approach to
the global environment seems particularly useful. J. Rosenau identifies the main
scope of International Relations as

“... encompassing all general and specific analyses of the international social

system and its various subsystems. The international social system may be

thought of as a series of interdependent, functional subsystems; the
international political system is the most important of these subsystems...

Among the other constituent functional subsystems are an economic system,

a legal system, an ethnic system, and a scientific system...">’

From this point of view, it is clear that contemporary phenomena emerging on the
world scale are functionally interrelated and "just" parts of the complex whole.
Rosenau goes on and underscores a multidisciplinary approach that has to be taken,
including political but also military, economic and technological studies. Although
his views later underwent certain changes (more attention to his work will be paid
later 1n this chapter), Rosenau’s early conclusions about different and definable
sectors - areas - within the global system have had a profound impact upon
theoretical progress. According to this perspective, International Relations should
cover all "instrumentalities and forms" (Rosenau, 1976) of interactions between
political actors that transcend state borders, covering diplomatic, military, economic,
psychological, legal, ethical, technical, scientific and/or cultural interactions. These
interactions may occur within or between different sectors, and may involve
different types of actors, each of them pursuing their own values, interests and
strategies. Multiplicity and a high interrelatedness of these political relations and
links (within and across sectors) actually determine effects and outcomes at all
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levels: at the general (systemic) level, at different subsystemic levels, and at the
micro-level of each single actor. Apart from states, as the most obvious actors in
international rglations, all sorts of different actors have also to be taken into
consideration. For the course of this analysis, Rosenau’s conclusions about other-
than-governmental actors are specially instructive.

"The mmportance of non-governmental actors is a function of their power

base, their independence from governmental power, and the ways in which

their acts and goals are related to those of governments. "%

In short, International Relations should study political actors, structures and
processes being developed within and between different sectors of the world polity,
1.e. of the global environment. This resembles the wider concept of international
organization, used by P. Willetts, to describe

"... regular patterns of interactions between interdependent sets of
government bureaucracies, transnational corporations, non-governmental
organizations, international non-governmental organizations, iquangos and
international governmental organizations, utilizing differential abilities to
gain access to communications structures, in order to pursue contention over
an issue. "

In respect of both basic assumptions and theoretical findings, four main
approaches to the study of international relations can be identified. They are
conventionally labelled as Realism, Structuralism, Functionalism and Globalism, but
they can be also discovered under other names, for example Power politics,
Dominance and Dependence, World Society and the Issue-paradigm, respectively.?
The first three of them will be presented only briefly, except for some parts of the
Realist approach. The Global Politics approach will be introduced in more detail,
as 1t will serve as the theoretical framework for analyzing the politics of the global

securities market.

S5.2.1. The Realist perspective

One of the most widely held perspectives on international relations is
certainly the Realist approach, alternatively labelled as the state-centric or power-
and-security approach. The literature on this approach is vast and diversified®, but
some common, basic assumptions and findings can be identified. The key words
(concepts) in this paradigm are: the state, power, the national interest, conflict and
struggle, international anarchy.

Sometimes described as the most "elegant" approach, it is also portrayed as
simply consisting of beliefs in the wisdom of certain "eternal verities" about
politics.* These verities concern the dominance of the state in the global
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environment, They also point to the state’s constant pursuit of the national interest
by rational decision-making, in a continuing struggle and conflict with other states.
Realism takes the systemic level of analysis, and is basically conservative and
dogmatic 1n nature.

The state 1s 1n focus, for it is the only actor that features legitimate use of
force, within and beyond its jurisdictional boundaries. The state is a unified political
actor due to a high level of cohesion 1n its structure. Cohesive components are
assumed to include the attribute of sovereignty, nationalism, a geographical base,
economic resources and links, a common language, and social and cultural patterns.
Its highest objective is to define and pursue various national goals and the
overreaching national interest of security. The pursuit of unified objectives is carried
out through domestic and foreign policy, with the ultimate task of displaying a high
level of military strength and economic capacity to other states. In doing so, the
state enjoys full autonomy, as the consensus over national priorities legitimates its
actions.

The most important characteristic of the state, but also the most important
weapon in international relations, is a real and perceived power.

"Power in international relations is the capacity of a nation to use its tangible

and intangible resources in such a way as to affect the behaviour of other

nations. "®

These sources of power include geography, natural resources, population and the
nature of a country’s government (tangible resources), as well as national character,
morale, ideology and the quality of a country’s leadership (intangible resources). Of
all the "powers", military power is the indispensable instrument of national survival,
in times of both internal and external jeopardies and threats. K. Knorr distinguishes
power as a means that could be accumulated (primarily on a basis of a country’s
economic strength) and eventually used, from power .is7as an effect and influence
that is actually produced and enjoyed.®

The pursuit, preservation and improvement of the national interest is the
state’s most significant task. There i1s no common explanation of the notion "the
national interest". Sometimes it is referred to as the overall common good of the
entire society (nation), and yet sometimes it covers concrete stakes (objects) which
the state bargains over in international relations. However, "the national interest"
1s frequently mixed up with "the state interest” for the separation of the nation (the
society) from the state does not exist within the Realist framework.

"The national interest is itself an objective reality that does not depend on

the aims selected by policymakers. It is the end of maintaining the capacity

of the state... to protect the society while it contimues its search for its
shared good."?’

The environment which this state system operates within is a dangerous
anarchy, created by the actors’ pursuit of their own, particular interests. Each actor
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faces a constant security dilemma from its own perspective, and actions resulting
therefrom (e.g. arms race) cause further deterioration in the actor’s environment.
As a country’s position within the hierarchical world structure can only be improved
with the relative decline of other states, struggles and conflicts are inevitable.
Although a country’s status can be improved or worsen, there is very little
possibility of a radical change of the order itself.

Neorealism accepts basic assumptions but adds much more of a "realistic
dimension of realism”. Namely, dissatisfied with both descriptive and explanatory
capabilities of classical Realism, writers have increasingly turned their analysis to
the existing world. The power-and-security tradition seems to have been loosing its
strength.®® Neorealists accept the basic structure of the state system, but allow the
appearance (though less significant) of relations other than that of states, and admit
the rise of different types of actors in the world of politics. The umbilical cord with
the core of Realism is the assertion that other-than-state relations are possible only
if the state actors allow them to develop. Transnational processes may become
parallel or contradictory to inter-state relations, but they can by no means surpass
or rival them.

An important additional assumption, brought forward by R. Keohane,
concerns the possibility of cooperation in international relations. Interests are still
conflicting, but even so, direct confrontation can be avoided if cooperative
management, negotiations and policy coordination are introduced.

"Intergovernmental cooperation takes place when the policies actually

followed by one government are regarded by its partners as facilitating

realization of their own objectives, as the result of a process of policy

coordination. "®’
Different issues that arise on the world scale are seen as being interrelated (H.
Bull’®), and a concept of relative power is developed. This concerns a state’s
power available and exercisable in a given sector, or power in relation to a
particular salient issue. The power of Switzerland, or more precisely of its banks,
to attract and manipulate foreign capital is a classical example of 1ssue-specific
power, as being very distant from the Realist understanding of power. However, the
state is still the condition sine qua non for the preservation of the system as a whole
and of 1its parts.

"The structure of international trade changes in fits and starts...

Nevertheless, it 1s the power and policies of states that create order where
there would otherwise be chaos or at best a Lockian state of nature. The

existence of various transnational, multinational, transgovernmental, and
other nonstate actors... can only be understood within the context of a

broader structure that ultimately rests upon the power and interests of
states...""!

Another distinguishing feature of Neorealism is a significant attention they pay to
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economic issues.” It was exactly within Neorealism that an attempt was made to
introduce a new theory, International Regimes, into the main paradigm. Theoretical
approaches to international regimes will be presented in depth in the concluding
section of this chapter. |

5.2.2. The Structuralist perspective

This paradigm presents a "left-oriented" theoretical response and although
it seems, at first, to contradict the Realist approach, it actually upholds basically
similar assumptions. Writings on this perspective can be found as categorized under
the labels such as Dominance and Dependence, Marxism, Global social class, the
Global centric approach, and the World System perspective. This literature i1s even
more diversified than the Realist one, with respect to the level of analysis as well
as the subjects and relations under examination.”” The key words are: the class
structure, the state, economic determinism, uneven development and exploitation. -
Its theoretical root is undoubtedly Marxism, even though this has not been
recognized (accepted) by some of the writers. The main heritage therefrom covers
the systemic approach to analysis, without disaggregation from the top down, and
a rigid form of determinism on economic (class) grounds.

There are two main types of actors in international relations: classes and
governments (state apparatus). The latter type essentially provides "building blocks”
for the global system, which is held to be very state-centric. Classes enter
international relations either through actions of their governments, or directly
through linking with corresponding social strata abroad. This disaggregation of the
"state-as-country” (Willetts) on the government and the society 1s certainly among
the most significant achievements of the paradigm. Resulting from the separation,
there is a constant, inherent conflict of interest among and between these two
components of the state. At the system level, it is supposed that there is a unity of
Interests among classes that are in the same position in the economy, regardless of
their national location. Recent writings on the expansion of multinational
corporations and in the Dependencia school have somewhat modified these
oversimplified assumptions.

O. Sunkel and E. Fuenzalida pointed to the emergence of a new type of
actors - transnational communities. These transnational communities are formed on
the basis of the same characteristics shared by groups of professionals.

"The stratum of society that we have called the transnational community is

made up of people that belong to different nations, but have similar values,

beliefs, ideas (and a lingua franca - English), as well as remarkably similar
patterns of behaviour as regards career, family structures, ...""™

The focus of interaction in international relations is on contradictory but
interdependent economic interests of different classes, with the interests of the
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dominant capitalist class being protected and pursued by actions of their
governments. Effectiveness of that pursuit relies on the position of the country
within the hierarchical world structure.

"The functioning of a capitalist world-economy requires that groups pursue

their economic interests within a single world-market, while seeking to

distort this market for their benefit by organizing to exert influence on states,
some of which are far more powerful than others but none of which controls
the world-market in its entirety."”

The global environment for international relations is marked by inequality
among states, uneven and centralized development, and by exploitation and
dependency as main processes. There is only one global, world system, made up of
states. Accordingly, there 1s a single, global capitalist economy (market), through
which the separation between the centre (developed states) and the periphery
(underdeveloped, dependent, backward states) is fortified. Power in international
relations is perceived to be primarily economic in nature, but it can be "supported”
or enhanced by military force or threats if necessary. From this perspective, conflict
i1s by far the most dominant form of international relations, where bargaining and
compromising that significantly alters outcomes rarely occurs. So, there is a very
narrow possibility of change, if the extremely revolutionary pace (destruction of the
system) 1s excluded.

Apart from the already mentioned disaggregation of the state, this perspective
accurately points to the fact that the government is not an independent body which
organizes and exercises its functions autonomously. Moreover, various questions
that arise in international relations are increasingly treated as being interrelated.
However, as the theoretical foundation (Marxism) of this perspective does not offer
a coherent set of 1deas concerning international relations, contemporary writings in
this tradition appear to have been declining in significance.

'5.2.3. The Functionalist perspective

The Functionalist paradigm has evolved as an expression of dissatisfaction
with growing nationalism and totalitarian ideologies most obvious in the 1930s and
1940s. On those grounds, the functionalist paradigm was being developed as
predominantly a normative (idealistic) approach that outlines what the base and
forms of international relations should be. Contemporary writings in this approach
originate from David Mitrany’s work in the beginning of 1940s, and from the work
of K. Deutsch on international integration.” The key concepts are economic and
social groups, task-oriented organization, common welfare, interdependence,
cooperation, knowledge and skills.
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In 1ts early stage, the Functionalist paradigm rejected the state as the main
and legitimate actor in international relations. It was the use of force and the abuse
of ideologies that had delegitimized the state as the representative of the national
interest. Moreover, the state was not even in the condition to pursue national goals
effectively, as economic integration and interdependence had made state borders
futile. An 1deal world would be structured according to functions that have to be
performed in order to achieve common welfare. This structure would be organized
with respect to functional efficiency but regardless of geographical (state) borders.
Main actors would, hence, be certain socio-economic groups that would cooperate
for common benefit.

The i1dea of over-reaching cooperation, on a voluntary basis, was further
developed in the concept of "World Society"” (J. Burton). The global system presents
a complex of networks, interactions, built through various contacts and
communications in the field of economic, cultural and social exchanges. This 1s
exactly the most important finding in the realm of the Functionalist perspective: the
origins of cross-border cooperation were accurately located 1n functional
interdependence developed between modern societies. In addition, by highlighting
the significance of "separate" functions, this perspective has paved the way for
developing a sectoral approach to international relations. By the same token, the
importance of non-governmental actors was accurately valued, as well as other-than-
military national priorities.

Neo-Functionalism accepts the basic assumptions of the Functionalist
perspective, but also adds some new elements to the paradigm. Most importantly,
it adds the possibility of conflicts that may arise on the international scene, and
accepts the existence of states as actors in international relations. The state
behaviour, however, is not autonomous but under a significant influence of socio-
economic groups that posses highly specialized knowledge. E. Haas is among the
most prominent authors that has been developing this idea through the concept of
"epistemic communities". The term was actually introduced by J. G. Ruggie in
1975, who described epistemic communities as

R consisting of interrelated roles which grow up around an episteme, as

a dominant way of looking at social reality, a set of shared symbols and

references, mutual expectations and a mutual predictability of intention."?’
P. Haas describes epistemic communities as follows: '

"An epistemic community is a network of professionals with recognized

expertise and competence in a particular domain and an authoritative claim

to policy-relevant knowledge within that domain or issue-area."’s
A basis for their action has to be found in the so-called consensual knowledge,
which E. Haas defines as "a body of beliefs... that is widely accepted by the
relevant actors, irrespective of the absolute or final ’truth’ of these beliefs"”

Neo-Functionalists see the international setting as being complex, with a high
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level of uncertainty and a range of internationalized issues. In order to comprehend
1ssue-linkages and to formulate adequate polices, the state (as one among the main
type of actors) must turn to groups of professionals - epistemic communities. The
distinguishing features of these groups include: a shared set of causal and principled
beliefs, a consensual knowledge base, and a common policy eniterprise. E. Kapstein
exemplifies this by the 1987 bilateral agreement between the US and Britain,
regarding capital adequacy standards.®® Shared causal beliefs relate to
understanding that confidence in international banking was eroded by the debt crisis,
and a global run on the banks could require significant central bank interventions.
Shared principled beliefs were that, as the international trade and payments systems
were a collective good, central banks must ensure the safety and soundness of the
systems. A common policy enterprise, that combined both these beliefs and the
banks’ interests, concerned the development of a single capital adequacy standard
that would strengthen the system and restore confidence. In this way, the bankers’
community would provide adequate knowledge and the course for state action.

However, this perspective was criticised as being too idealistic and
normative. It is said that Functionalists neglect existing modes of international
organization, and bring back in the high-politics / low-politics distinction.
Furthermore, they seem to underestimate the significance of sectoral spillover. On
the other side, this perspective seems to overestimate an "apolitical” will and desire
of social groups to avoid conflict and pursue cooperation.®

5.2.4. The Globalist perspective

The last among the main perspectives on international relations is the so-
called Global Politics approach, although it is also often termed "Pluralism”,
"Transnationalism and Interdependence”, "Issue-paradigm", etc. It is widely
accepted that this perspective offers a more general approach for it tends to combine
certain assumptions and conclusions from each of the three perspectives described
above. It has been developed as a main challenge to Realism, presenting the other
ideal type of the global system. In doing so, it has successfully incorporated some
of the findings of Structuralism and of Functionalism as well, for the purpose of
constructing a more appropriate and reliable framework for analyzing world reality.
Although the perspective was being most actively developed during the 1970s, it still
attracts numerous writers.®> Key words are interdependence, transnationalism,
issues, linkages, multicentric world and global management.

The Global Politics approach is seen as a way of better comprehending the
reality that cannot "fit" into the three conventional perspectives described before.
D. Puchala calls for a new conceptualization in the theory of international relations.
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"No model describes the integration phenomenon with complete accuracy
because all the models present images of what integration could be or should
be rather than what 1s here and now... Clearly, to surmount the conceptual
confusion we must set aside the old models, and ... we must create a new,
more appropriate, more productive analytical framework. "®?
So, in order to examine and study reality properly, one must not insist on the
conservation of existing theoretical "tools", but must develop alternative (new)
frameworks when necessary. The Globalist approach aims exactly at that.

Recent decades have witnessed dramatic changes in all aspects of social life:
communications and contacts within and between societies have been improved,
market operations have become globalized, integration tendencies strengthened but
on the basis of simultaneous centripetal and centrifugal forces. A more detailed
survey of transformations in the financial sphere was presented in the first part of
this analysis. Moreover, demarcation lines between various political problems
(domestic / foreign / global; economic / military / social), as well as between
various political actors (governments / private actors; domestic / international /
global) have become blurred. All this has led to a polyarchical (or multicentric)
global structure, with numerous and different participants, issues and processes
closely intertwined. Oversimplified, this kind of the world environment 1s the
foundation from which the Global Politics analysis originates.

Basic conceptual blocks in this approach are complex interdependence (as
opposed to state independence), transnationalism (as opposed to internationalism, or
inter-state relations), and transgovernmental relations (as opposed to the coherence
and unity of the state apparatus).

Keohane and Nye have offered the concept of complex interdependence, as
the most suitable analytical device to explain changes and processes in the world of
today.

"In common parlance, dependence means a state of being determined or

significantly affected by external forces. Interdependence in world politics

refers to situations characterized by reciprocal effects among countries or
among actors in different countries. "®*
Moreover, when these effects emerge in an environment wherein the connecting
channels are multiplied and diversified, where political questions are not
hierarchically arranged, and where military force is of a lesser importance and
usage, the world is characterized by complex interdependence.

The second conceptualizing block is the expansion and proliferation of
transnational relations, as exchanges that are carried out across state boundaries and
usually away from the government control. Keohane and Nye define transnational
relations as including cross-border interactions, in the fields of communication,
transportation, production and finance, and travel, as well as transnational
organizations. The latter 1s described by J. Rosenau (1990) as- sovereignty-free
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actors (multinational corporations, ethnic groups, bureaucratic agencies, political
parties, religious organizations, associations, etc.), in contrast to sovereignty-bound
actors (states). The emergence of transnational actors in world politics have had a
profound effect in many aspects: in interstate politics, in perceptions of power,
loyalty, national and private goals, in international organization, and so forth. K.
Skjelsback® describes transnational organizations as institutionalized cross-border
interactions, where there is a high intensity of interactions and central coordination
is needed. "Institutionalization tends to follow multilateralization" (Skjelsback) when
there is a shared belief that potential emergencies (crises) might require joint
operation. |
Developed in this way, a global organization would result in a particular non-
governmental (NGO) world as a counterpart to the existing, but declining world of
states. The advent of the multi-centric world 1s the result of global processes,
including the emergence of new political issues and new institutions, an authority
and legitimacy crisis of state-actors; and growth of subgroupism and
transnationalisim.
"The universe of global politics had come to consist of two interactive
worlds with overlapping memberships: a multi-centric world of diverse,
relatively equal actors, and a state-centric world in which national actors are
still primary. The norms governing the conduct of politics in the multi-
centric world have evolved so as to diminish the utility of force... An
autonomy dilemma serves as the driving force of the multi-centric world. "8
Rosenau®’ develops further this concept of the two, mutually not exclusive, worlds
by comparing their basic structures and processes. The principal goals of actors in
the state-centric world relate to the preservation of territorial security and integrity,
while those of the multi-centric world are the increase of the world market share and
the integration of subsystems. If a conflict arises, actors in the state-centric world
resort to armed force, while actors in the other world withhold (withdraw) from
cooperation and compliance processes. According to the modes of collaboration, the
state-centric world relies on formal alliances, whereas actors in the multi-centric
world usually form temporary coalitions. The hierarchical order in the state-centric
world is contrasted to a relative equality among actors in the multi-centric world.
The state-centric world is less inclined to changes, while the other is highly flexible
and adaptable, with diffused control over outcomes. Finally, these two global orders
are not mutually exclusive, and each seek to exercise influence on the other. For the
time being, the autonomy of the state-centric world has not been seriously
undermined. Furthermore, the sovereignty-bound actors increasingly turn to develop
active relations with the multi-centric world.
"Sovereignty-bound actors (SBAs) yield jurisdiction, fully or partially, to
transnational sovereignty-free actors when [inter alia] an i1ssue has acquired
such momentum 1in a particular direction that to attempt to curb the
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involvement of sovereignty-free actors is to risk unacceptable consequences

in other policy areas. SBAs coordinate with other states as a means of

moving freely in the multi-centric world when [inter alia] transnational

Interactions among sovereignty-free actors begin to impinge upon the

stability of two or more governments. "%

Finally, the third conceptual block in Global Politics is the existence of
particular relations between government agencies and departments with similar
entities 1n other countries. In 1973, S. Huntington wrote about the rising importance
of transnational organizations in world politics®, but Keohane and Nye were the
first to use the term "transgovernmental relations".

"We define transgovernmental relations as sets of direct interactions among

subunits of different governments that are not controlled or closely guided

by the policies of the cabinets or chief executives of those governments. "
This is the most important contrast developed in relation to the Realist perspective,
which regards the state as a homogeneous actor that rationally pursuits a coherent
set of national goals. Originating from the work of G. T. Allison’’, Keohane and
Nye developed the 1dea that the state is not a coherent entity speaking with one
voice. On the contrary, as the state consists of different bureaucracies with their
own goals, policy analysis must focus on bureaucratic contacts below the top levels.
As 1t 1s often the case, each of them may have a different perspective and calculus
on a particular political question. From the outside, this may lead to a confusion,
as different signals are sent out to other participants in the political process. In order
to reach their own goals, bureaucratic structures often create relations and links to
corresponding structures abroad.

Transgovernmental behaviour can take the form of policy coordination or
transgovernmental coalition building. The former occurs when transgovernmental
relations are designed to facilitate policy implementation or adjustment. The latter
1s built when bureaucratic structures from different countries come to share similar
goals and join efforts to influence the governments concerned. Such
transgovernmental relations are most easily developed through direct, but rather
informal, contacts among working level officials in various international
organizations.

As 1t 1s obvious, Global Politics derives certain theoretical postulates from
the other three paradigms. From Realism, it accepts the existence of states and
boundaries, as well as the predominance of hierarchical structuring of the world
order (from the top to bottom).

The influence of Structuralism relates to the treatment of the state as not
being an independent actor (decision-maker), but being affected by other actors. The
emphasis laid upon economic issues and upon growing transnational relations is also
shared with Structuralism, as well as the inclusion of conflict and interlinking of
different political questions. Also, the analysis of the notion of power partially
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resembles Structuralists’ conclusions: power is not a fixed attribute exclusively
based upon military strength of the state. It is neither a universal sort of "might"
that can be an equally successful weapon in all political matters. Globalists see
power from two aspects: it can be viewed as actual capabilities, but it can be also
perceived as the influence over outcomes. It is exactly the political process that
intermediates between the two aspects. Moreover, power resources specific to
certain issues (matters) have to be considered as the most important.

From Functionalism, 1t accepts the group-based approach and the existence
of cooperation (not just conflicts). From both Neo-Realism and Functionalism, it
accepts the assumption that the sectoral approach is the most applicable to current
world politics. Simplified, the global political system is not a single phenomenon,
but it rather incorporates a number of systems (subsystems) formed around certain
sets of political questions (issues) seen as being interrelated. Participating actors
vary 1n regard to their nature and type, but they all engage in contention over stakes
they perceive important for their own values and interests. This particular feature
of the Global Politics perspective has invoked the use of an alternative label - "the
issue-based paradigm". As it is related to the regime theory (which will be
overviewed 1n the following section), this concept needs more clarification.

5.2.5. The concept of issues

Particular historical events and developments attract intense "political”
attention from a great number of actors on the world scene, sometimes due to the
wide impact nvoked, .sometimes for the radical structural changes resulting
therefrom. The Cold-War is often seen as the predominant historical development
in the post-war era that was embracing a number of interrelated questions, and
which was paid an attention incomparable to other developments occurring at the
same time. The same applies to the decolonisation process, and more recently, to
environmental problems, development, debt crisis, etc. From the theoretical point
of view, it is still not clear what the nature of the process has been, that has allowed
a particular clustering of political questions, or specific arrangements (groupings)
among and between political actors to emerge. By the same token, theoretical
dilemmae still exist in relation to motivation underlying political actions, in relation
to the nature of political processes initiated, in relation to the existence and
development of linkages between political actors and political choices, etc.
Simultaneously, it is still a matter of theoretical dispute how those sets of political
questions invoke (translate into) concrete policy responses and actions.

"All research questions in the study of international relations can be

formulated in terms of the researcher’s desire to understand the inputs to
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political processes, the structures within which politics occurs or the outputs
from political processes. The inputs are the attempts by political actors to
mobilise support... The structures are the political actors, the groups they
form and the communication channels between them. The outputs are
collective policy decisions. "
The concept of issues aims at surmounting: 1) concrete, power-related
simplifications of Realism; 2) idealistic, conflict-ignoring simplifications of
Functionalism, and 3) deterministic, polarizing simplifications on economic grounds,
of Structuralism.

As the example of the petrodollars and Iranians from the first section of this
chapter has demonstrated, these simplifications cannot contribute to a better
comprehending of reality. In that particular case, it was not the military power of
the US vis-a-vis Iran that brought the crisis to the end. Far more, 1t was not a
cooperation of major financial groups and experts (primarily from the US, Saudi
Arabia and Iran) that sat together and joined the efforts to avoid (resolve) the crisis
for the welfare benefit of the countries concerned. Finally, it is not clear who was
the exploiter and where was the demarcation line between the centre and the
periphery, keeping in mind that the money from the Middle East was actually
fuelling the US economy.

Although that example does not represent "an issue" from the theoretical
stand (it was too specific, concrete and temporary), it was chosen to point out how
a particular pattern of events (political choices) may cut across several broad sets
of questions - issues, such as security, human rights and efficiency. It was the
perceived threat to the security of the US (firstly, as an economic threat) that
actually put in force the Trade with the Enemy Act. At the same time, the issue of
human rights was also "tackled", regarding the hostage seizure and financial
sanctions imposed on Iran. Simultaneously, the issue of efficiency (benefits from
foreign accumulation) and the issue of freedom (unrestricted but safe cross-border
capital flows) were impinged upon. All this could be also regarded from a different
perspective, as these issues combine into more general, "hyper-issues" of security,
justice, equality, welfare, peace, etc. The involvement of so many different actors
in the concrete example (the US State department, the Treasury, the Senate, major
US banks, the Iranian government, government-mediators, governments hosting
foreign branches of US banks, the Gulf families, foreign banks, etc.) brought in a
range of different and sometimes conflicting interests.

For example, foreign banks, US banks with no Arab deposits and the Iranian
government took the same position regarding a particular stake of interest on frozen
Iranian assets. They were pressing for large US banks to pay the interest, for they
were actually using these resources for free (during the freeze). Foreign banks saw
this as a matter of equality on the global capital market, but also as a matter of
efficiency because of the eventual continuation of business with Iran. The US banks
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regarded the stake as undermining the equality of institutions within the US financial
system. The Iranian government considered this as impinging on the issue of
(economic) security and of freedom. Starting from these different perspectives, these
actors actually made an informal alliance to reach the goal: payment of interest by
the US banks that were using the assets.

The 1ssue-based approach to international relations emphasizes groups as
political actors (versus states as major political actors) and the system of values (not
power) as underlying grounds for political actions. A group of people enters a
political process when it perceives certain questions as being relevant for the
realization of 1ts goals and values underlying them (Willetts, 1990 and 1992). They
interact with other groups in order to mobilise support that would uphold their
position (view, attitude, approach) in relation to the questions. In order to facilitate
communication between the actors, specific organizational structures are created.
This brief explanation of the issue-based paradigm can be further decomposed into
a few 1mportant elements.

Concerning the actors that enter political processes, they can be of different
types: governmental, non-governmental (both domestic and international), quasi non-
governmental, etc.” They are also considered to be interdependent actors, for the
actions of each of them would eventually affect (to a lower or higher degree) other
actors’ behaviour. If one assumes that states are just one type of actor in global
politics, more consideration has to be given to the emergence of political actors in
general. Mansbach and Vasquez studied the process of development and decay of
political actors and have subsequently offered a particular actor-emergence model.

"The formation of a political actor occurs as a two-step process. The first 1s

the decision among the deprived (potential members) to communicate with

one another about the prospects of forming a group, and the second is the

actual formation of an actor from among potential members. ">
The status of an actor is a result of the actor’s size, development, available
resources and needs. Mansbach and Vasquez argue” that, concerning potential
members of an actor, their status will condition the degree to which _they feel value
deprivation. The status will also shape their attitudes towards politics, those ranging
from apolitical, antipolitical attitudes, to more active and participative attitudes.
Finally, the status will define the availability of stakes that can be used to alleviate
value deprivation. If communication occurs among potential group members, it can
contribute to the growth of a sense of mutual relevance. This is exactly the political
participation that can be eased or made more difficult depending on the
organizational context. The actor’s access to communication channels will crucially
affect its position and the extent of possible support it can obtain. Finally, if the
level of potential members’ interdependence and similarity is adequately high, they
will join to form a political actor.

"Actor formation will take place only among those who perceive that they
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have something to ’ofier’ one another which ’links their fates’, and only if
it appears that their joint contribution will aggregate sufficient resources so
that there is a possibility of ameliorating their joint condition. "
So, what is actually 1n focus in the issue-based paradigm is how and why political
actors perceive certain questions as being of a high importance for the realization
(preservation) of their values. Usually, these final ends are considered to be highly
abstract, because they symbolize general aspirations and are subjectively
constructed. Theretore, the contention among political actors occurs over stakes,
regarded as being instrumental for achieving abstract values. Sometimes, however,
stakes can be abstract as well, if they relate to the actor’s status or a general,
desirable behaviour.
P. Willetts offers a four-level analysis of this concept. For a single actor,
perceived relatedness of political stakes forms an issue.
"A political stake is a specific item of material or abstract value that has to
be allocated by choice between two or more alternatives for social action. An
issue consists of a set of political stakes that are perceived to be related to
each other, by their each being salient for the realisation of the same value,
in a specific situation."”’
At a higher level of analysis, a group of actors forms an issue-system when they
engage 1n
"... contention over proposals for the disposition of stakes that each actor
perceives as being salient to the same issue,"”
Different issues can be aggregated to form an issue-dimension, if they are relevant
for achieving the same value. If two or more dimensions seem related, for the
underlying values belong within the same ideological framework that makes them
interdependent - a hyper issue can be outlined. Accordingly, a wider 1ssue-system
encompasses a number of issues from the same dimension and a number of actors
contending for the simultaneous disposition of stakes from these issues. Finally,
contention among actors over proposals to sustain (back) a particular ideological
framework (necessary for linking the values from different dimensions) forms a
hyper-issue system. However, these analytical levels are theoretical constructs that
are not easily recognized and "justified" in reality. Perceptions, ideas and actions,
as well as the actors themselves, cannot be divided by clear demarcation lines.
Actors often engage in political processes regarding numerous and different i1ssues
and stakes, and a position and attitude taken towards one of them may well affect
their stand on the rest of the matters. In the multi-centric world of today, these
aggregations and interactions occur in a way rather different from those 1n the state-
centric world. J. Rosenau underscores reciprocity as the central mode of the
processes in the state-centric world, which 1s not the case in the multi-centric world.
"In this world of complex issues, overlapping agendas, diffuse authority
structures, and a shared right to initiate action, the actions of A directed to
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B as often produce reactions by C directed to D as they do reactions by B.

Thus, developments ... move forward in an asymmetrical, crazy-quilt

fashion, with the sequences of action being propelled from one system to

another and from subsystems to other subsystems in the same and different
whole systems. "

The aggregation of stakes and issues towards higher levels may be carried out
in different ways. Sometimes, actors seek to achieve the same value, or at least
perceive their goals as being based on a same single value. Sometimes, linkage of
i1ssues may be the result of the organizational context of a political process. As it
was mentioned, the organization can facilitate the access to communication channels
through which political actors express themselves and seek support. Many
international organizations (both governmental and non-governmental) do not have
a very limited agenda - they are concerned with a range of more or less related
matters. Under these conditions, participating actors can link issues by bargaining,
making concessions and compromising. Another type of linkage called "an actor
linkage" can be developed if an actor’s membership in the political system comes
under question. The third type of linkage, a functional linkage, occurs when actions
regarding different issues are interdependent: actions taken on one issue will
necessarily affect actions on the others. The importance of these linkages will be
highlighted later, when the analysis shifts to policy systems.

So, the Issue-based paradigm should provide new analytical tools that differ
(to a greater or lesser extent) from the frameworks offered by Realism,
Functionalism and Structuralism. The Issue-based paradigm, with a permanent
danger of oversimplification, could be exemplified as follows.

Among other hyper-issues, such as human rights, conservation and
development, a particular occurrence on the world-wide scale i1s the emergence of
the global economy. Global integration was evident as early as the 1960s, but during
the 1970s and 1980s this proved to be more than just a phase 1n world economic
life. It has embraced a variety of developments, it has impinged upon almost all
aspects of social life, it has created wide opportunities and even wider problems. So,
the hyper-issue of global economy seems to consist of a number of issue-
dimensions, like the dimension of honesty/justice, the dimension of welfare, the
dimension of equality, etc. A range of different issues can be clustered within each
of the dimensions, according to the same underlying value. The issues of (economic)
security, fraud and money laundering are all relevant for the realization of the same
abstract value - justice. From another dimension, the issue of efficiency and the
i1ssue of freedom v. order are both salient for achieving the value of welfare. Yet
from another dimension, the issue of humanitarian warfare, the issue of aid and
alike seem all interrelated for reaching the value of equality. Each of these issue-
dimenstons are also related to each other for the underlying values are perceived to
be complementary and interdependent within the ideological framework of a global,
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capitalist market economy. There can be no justice where there is no equality. To
achieve the value of welfare 1t 1s necessary to provide security in all its aspects.

Each of the mentioned issues consists of a set of political stakes that are
under contention by groups of actors. For example, the issue of freedom v. order
comprises a number of stakes such as: international/global economic coordination
and cooperation, transborder supervision and control, information disclosure,
harmonization of regulation, etc. Concrete stakes under contention within this issue-
system are numerous and include, inter alia, consolidated supervision of
multinational banks, reciprocal treatment of foreign banks, etc. The issue of
efficiency might be considered to consist of political questions regarding the
financial flows, global production, transfer of technology, etc. Again, there is a
range of concrete stakes involved, like overexposure and capital adequacy of
multinational banks, internationalization of domestic markets and its impact on
national financial efficiency, etc. Some of these stakes will be examined in more
detail in Chapter Seven.

- There are all sorts of political actors involved in dealing with these issues,
some of which will be analyzed in the next chapter. Their attitudes and actions quite
often overlap, due to existing linkages. For example, efforts to combat money
laundering and to prevent fraud may be pursued by different actors, clearly linked
for the realization of the same value - the value of justice. Debt-for-nature swaps,
as a method of easing the debt burden of the Third World, are the examples of
bargaining linkages. Outside the hyper-issue of global economy, an actor linkage is
best exemplified by the "disputed” status of the PLLO in international organizations
such as the IMF. Finally, functional linkages are most widespread among the issues
mentioned above. Debates around the issue of security (for example, the extent of
financial safety nets for banks) have a direct impact on political controversies about
the efficiency of banks or their freedom to operate.

The mmportance of issue-linkages i1s highlighted when it comes to the
translation of aspirations (values) into more specific actions in the world of reality.
As 1t was mentioned, issues are formed when political actors contend over the
disposition of stakes, which are important for the realisation of the same single
value. Actors enter communication channels to mobilise support for their position
on issues, i.e. they enter organizational structures in order to influence the course
of action (policy) regarding political alternatives under dispute.

"A regular process within an organisation of taking decisions that are seen

as being related is known as policy formulation, "®
Functional 1ssue-linkages contribute towards "grouping"” two or more issues into the
set of political questions that are going to be dealt with collectively. When these
linkages are not direct or immediate (e.g. the link between a cut in national interest
rates and a reform of the country’s stock exchange system), they will eventually
affect the outcome through the policy system which is
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. a group of actors 1n contention over proposals for the resolution of
political questions that each actor perceives as being necessary for
achievement of its own specific objective. "1

When two or more policies seem functionally related to each other, a policy-system

expands and becomes a wider-policy system. If functional linkages are not created,

bargaining or actor linkages may aggregate broad policies (functionally interrelated
policies) into policy-packages. At this highest level, several sets of policies have to
be negotiated simultaneously. Recalling the earlier example of the global economy,
the highest level would present the policy-package for the global capital flows. On
the one hand, a broad policy would aim at maintaining supervision and control over
and beyond state borders. It would encompass a number of policies functionally
interrelated: the policy towards risk-taking, the transparency policy, the policy for
harmonization of regulatory supervision, the policy for money-laundering and fraud,
etc. On the other hand, a second broad policy package would encompass all policy
all” directed to efficiency promotion: the liberalization policy, the policy towards
deregulation, the technology policy, etc. The policies from each of the broad aspects
secem to be interrelated. For example, the policy towards harmonization of the
regulation of capital flows can "confront” the policy towards financial deregulation,
and only through bargaining and compromising between national regulators can this
confrontation be surmounted. The policies within these two broad polices seem to
be even more related, but on the functional basis: the policy to fight fraud and
money-laundering heavily depends on the transparency policy (e.g. detailed
information disclosure on a consolidated basis). Further down, the transparency
policy embraces a number of functionally related political questions (choices),

- regarding how detailed the disclosure should be, how to structure organizations

responsible for processing these disclosures, etc. All other policies also consist of

numerous political choices for specific actions.
For a group of actors, a policy-system includes actors and their contention

to resolve political questions they perceive salient for their goals (objectives). A

wider policy-system emerges when actors contend over the distribution of stakes

from two or more different, but related, policies (Willetts, 1992). For example, the
transparency policy-system includes banks, securities houses, financial funds,
clearing and settlement organizations (on both the national and the international
level), financial associations (on both the national and the international level),
different national regulators (e.g. finance ministries and independent government
agencies), regulatory commissions of international governmental organizations (like

EC and OECD), and independent agencies and institutions (like the Group of Thirty

and the Institute of International Finance). The transparency policy-system also

includes, besides actors, all their relations and interactions, as well as policy
outcomes of these processes. The transparency policy-system may be regarded as
being a part of the wider policy-system of supervision and control. Banks, for
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example, enter into contention over the concrete stake of the level of detail in
information disclosure for several simultaneous purposes. This may be directed,
among other purposes, towards risk-prevention, enhancement of market transparency
and the fight against money-laundering.

It 1s still a matter of theoretical uncertainty what 1s the mechanism that
‘mediates between the ideological / perceptional sphere of "issues" and the
teleological / behavioral sphere of "policy". One approach is offered by M.
Bentham, in her work on the policy responses to drug-trafficking.!®* She develops
the idea that the existence of norms provides the translation of issue-systems into
policy-systems. Norms are described as durable patterns of behaviour, enforceable
by authority but inferior to values.

"Norms can be seen to come into existence because there is a high level of

consensus over the values that the actors share. The conflict over values can

be seen to form an issue-system of actors for whom the issue is salient, but
no norm and therefore no regime is possible. But once we have elected to
have our actions governed by recognized principles, we have abandoned
values for norms. "%
It seems contradictory, at this stage of the analysis, that norms cannot emerge 1f the
values are contested. For example, the priorities of banks and regulators can appear
to be in collision to a significant degree, probably due to a different ordering of
values to be achieved (preserved). Nevertheless, that was not the obstacle for certain
arrangements to emerge in the field of banking regulation. More attention to this '
values - norms question will be paid in the following section. However, this points
to the course of further analysis: there 1s a need to explain what intervenes between
conceptions' and actual behaviour (policy).

5.3. Regime theory

Academic interest in the concept and theories of "international regimes”
began to rise in the mid 70s. At that time, it was obvious that the predominant
theories and approaches to the study of international relations had already proved
to be incapable of explaining undergoing changes. The Realist approach was unable
to explain the increasingly complex and interdependent world. The Realist approach
is based on the assumptions that states are coherent units and that they act
independently in order to maximize their power, within an anarchic environment.
Similarly, there was the inability of studies of formal international organizations to
explain "new" forms of international cooperation. According to those studies,
international organizations are established for the purpose of "making order" in an
anarchic environment, membership in those organizations is limited, their structure
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1s highly institutionalized and formal. In addition, some particular disturbances that
occurred in the first half of the 70s (oil shocks, the flood of petro-dollars, debt
failures, attempts to coordinate monetary policy, etc.) were clear signs that neither

of the mentioned approaches was so useful any more. These limitations might be
seen as the origins regime theories.

5.3.1. General approaches

Three main approaches can be identified, following S. Krasner’s
classification of writers'™, concerning the theories of international regimes.

Firstly, under the label "conventional structuralism" (corresponding to
classical realism) authors like Susan Strange do not accept the concept of regimes
as being anything new or particularly useful and long lasting.

"That concern with regime formation and breakdown is very much an

America academic fashion...The current fashion for regimes arises...from

certain somewhat subjective perceptions in many American minds. One such

perception was that a number of external shocks... had accelerated a serious
decline 1n American power. A second subjective perception was that there
was some sort of mystery about the uneven performance and predicament of
international organizations."'%
Theories of regimes are criticized as being too static and still state-centred,
imprecise and value-biased, particularly underemphasizing domestic roots of
international arrangements. They are seen as academic creations to show how, under
declining-hegemony, arrangements could be made to minimize increasing damage
and costs.

Secondly, under the label "the Grotian approach”, authors like D.Puchala,
R.Hopkins and O.Young, point out that regimes have always existed in every
important issue-area in international relations where a patterned behaviour can be
identified.

"Whenever there 1s a regularity in behaviour some kinds of principles, norms

or rules must exist to account for it. Such patterned behaviour may reflect

the dominance of a powerful actor or oligarchy rather than voluntary
consensus among participants. But a regime is present. "%

Thirdly, a sort of an academic "compromise" can be found under the label
"modified structuralism" (corresponding to the neo-realist approach), that has been
adopted by most authors. Here the basic assumptions of the realist approach are
accepted but with some limitations. States are still the dominant actors, but under
certain (restrictive) conditions independent state actions cannot provide optimal
outcomes. So, regimes may arise (1.e. states have to give up,to a certain degree,
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independent policies) when they have to cooperate for either of the two purposes:
a) to ensure a particular outcome (pursuit of common interests, e.g. improvement
of global trade tlows), or b) to prevent a particular outcome (avoidance of common
aversions, e.g. International Civil Aviation Organization avoidance air-traffic
collisions).

"The dilemma of common interest occurs when there is only one
equilibrium that is deficient for the involved actors...In order to solve such
dilemmas and assure the Pareto-optimal outcome, the parties must
collaborate...By contrast, regimes intended to deal with the dilemma of
common aversions need only facilitate coordination. Such situations have
multiple equilibria, and these regimes must assure neither a particular
outcome nor a compliance with any particular course of action, for they are
created only to ensure that particular outcomes to be avoided."!"’

Although it has been perceived that these three general approaches differ in
basic assumptions, it i1s clear that all the three have the "state" as a starting point
and they analyze mainly inter-state relations. But if the classic Realist approach is
left aside, regime theories can offer a broad range of variations, covering
definitions, explanations for regime formation, basic characteristics and types of
regimes. In order to illustrate various regime theories, this section will summarize
the main ideas about regimes.

5.3.2. Definitions

Most of the authors that study regimes tend to offer their "own" definition
of a regime, describing the nature and origins of regimes or just marking different
accents onto existing definitions. The definitions can be broadly divided into two
categories: more general descriptions of regime nature and origins, and rather
elaborated definitions, including regime nature, purpose(s), basic variables, etc.

Among the former, various authors identify regimes in various ways: with
any regularity in behaviour (Puchala/Hopkins); with a set of principles and norms
in a given area (Krasner); E.Haas describes regimes as artificial creations for
making order; while Keohane and Nye refer to them as multilateral agreements
among states. Some writers identify regimes as a mode of international governance
in the absence of a supranational government in a given issue-system. For them,
regimes are the most prominent manifestation of collective self-regulation, described
as

"the voluntary participation by states and other international actors in

collective action to achieve joint gains or to avoid joint losses in conflictual

or problematic social situations. "'
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Among the latter group of explanations, regimes are defined as mutually
coherent sets of principles, rules and norms (accent on the regime’s nature), or
alternatively, as man-made arrangements for managing conflict in a setting of
interdependence, to introduce particular orderings of values among parties (accent
on the regime’s origins and purposes).

O.Young describes regimes as social institutions that govern the actions of
those interested 1n specifiable activities. From the similar point of view, J.Ruggie
explains regimes as a particular level of institutionalization, where a collective
response is needed to a collective situation.!?

From the complex interdependence "starting point", Keohane and Nye
describe regimes as recognized patterns of practice that define the rules of the game.
Keohane defines regimes as contracts that involve actors with long-term objectives,
who seek to structure their relationship in a stable and mutually beneficial way.

Finally, one of the most frequently quoted definitions is Krasner’s:

"International regimes are defined as principles, norms, rules and decision-

making procedures around which actors’ expectations converge in a given

issue area."!!"

He refers to principles as beliefs of fact and causation; norms as standards of
behaviour, Including rights and obligations; rules as specific prescriptions or
proscriptions for actions, and decision-making procedures as prevailing practices in
achieving and implementing collective decisions. As much as this definition has
provided inspiration, it has also provoked much dispute, particularly concerning the
explanations of "principles" and "norms" and their relations to "values". This is
especially important, because the linkage between issue-systems and policy-systems
1s crucially dependent on the values-norms relationship.

The study of values 1s basically a philosophical one, and perhaps that is the
reason why it has attracted so little attention among writers on international
relations. The value, as a philosophical notion, belongs to the field of axiology or,
more precisely, to axiological ethics. The latter is defined as the branch of
philosophy (ethics) dealing primarily with the relative goodness or value of the
motives and end of any action.!'' An in-depth study of the philosophical writings
on the notion of value goes far beyond the scope of this analysis, but certain
theoretical findings are very instructive for regime theory. Theorizing about values
in 1nternational relations cannot yield results unless it is based upon the original
analytic roots. : |

For I. Kant, a value is a socio-cultural fact, which has its origin in the
process of human self-reflection about the conditions of validity, conditions of
authenticity of knowledge and legitimacy of action.!’? F. Hegel goes further and
develops the 1dea of the "objective mind"”, which relates to the process of making
rationally-structured human communities. The rationality of life in a community is
possible only after morality, based on general and necessary principles of the
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subjective mind, is objectified as the mind system (order). So, all social institutions,
such as the state, law, religion, are forms of this objective mind or mind order.!?
These are the "classical" origins of many controversies about the nature of values.
On one hand, values can be seen as dertving from social and psychological
characteristics of human life (needs, interests, intentions, wishes, feelings, etc.).
These are the so-called heteronomous values. On the other hand, it is argued that
values are independent, subjective expressions of the reality, derived from the
content of the individual consciousness. These are the autonomous values,
represented 1n an ever-lasting human struggle for freedom and self-determination.
The two groups of values are seen as being in a constant conflict, for the
heteronomous values accentuate the society (the community), and the autonomous
values emphasise the individual. Accordingly, there are two types of choices:
choices imposed by the social context, and autonomous choices.'"

The heteronomous values are social norms that describe/prescribe what 1s
desirable and what should be desired. The heteronomous values regulate satisfaction
impulses in accordance with: 1) the order requirements of socio-cultural systems,
and 2) the requirements for respecting other people’s interests and the interests of
the group (the society) as a whole.!”> Understood in this way, values are needs,
interests, feelings, preferences, motives and dispositions that originate from the
motivational systems formed within the societies. So, values regulate desirable
behaviour, to bring the individual’s choice in accord with options that are useful to
society. By the same token, values belong within the relational sphere and not to any
object or subject.

"Heteronomous values are social norms that regulate relations between the

individual and production, nature, other individuals, ... In a way that a

widely-desired general behaviourial orientation is reached."!"

Even for K. Marx, the value is the relationship formed in the market
between the seller and the buyer, 1n respect of the commodity that is traded. The
two sides enter this relationship in order to come to an agreement upon the (quantity
of the) value, each with their own system of valuation, preferences; motives, etc.

Later in the 19th century, basically in the Neo-Kantian tradition, and in the
20th century'!’, theories of value were further developed. It was argued that the
whole (the world complexity) consisted of two parts: the factual part, and the part
based on values that might be social values and universal values. C. S. Pierce and
J. Dewey'!® explain the essence of values in the pragmatic tradition, as making the
choice between alternative goals, so that the most beneficial consequences are
yielded. In this tradition, F. Kratochwill explains norms as bridges between 1ll-
informed actors, in their search for common problem solution.

"Interacting parties can often neither rely on a common history nor expect

future gains through the use of tit-for-tat strategies. Precisely for that reason,

it is the function of norms to fortify socially optimal solutions, against the

62



temptations of individually rational defections."!?

The analytical approach 1n axiology underscores the importance of linguistic
structures, used to express preferences, decisions and choices of participants in the
process of social communication. This intra-community communication leads to the
development of universally-held values.

A particular theoretical problem is how to relate values and facts to the world
of reality, or how to derive "ought" from "is". According to J. R. Searle!?, the
link 1s the existence of "institutions” and "institutional facts". The Iatter is
interpreted as basic facts that appear in a certain context (an institution), with
constitutive rules concerning its functioning. From this perspective, the basic
institutional fact 1s the language. This approach was recently further developed by
F. Kratochwill, with his idea of the existence of three parallel worlds: the world of
observational facts, the world of intentions and the world of institutional facts.!?!

This excursion into the field of philosophy was necessary in order to
illustrate a variety of theoretical approaches and findings about values. However,
it 1s evident that most of the writers neither strictly separate values and norms, nor
confront them. It has to be mentioned, though, that axiological analysis very rarely
enters the field of conflicting social choices and the practical efficiency of norms.
It neither pays adequate attention to the difference between goals, interests and
values, with respect to the different levels of abstraction and generalization. Related
to this, axiological approaches do not offer an explanation how concrete stakes
become instrumental for the realization of values. However, any theoretical analysis
of values and its implementation within other scientific disciplines must at least
"consult" philosophical theories.

A particularly useful 1insight, that is often neglected, relates to the importance
of communication and language for widely-shared values to emerge. Apart from
pure philosophical theories, values and norms are also widely analyzed in sociology,
psychology and theories of law. For the course of this study, it is very instructive
how theories of law analyze values and norms, although this literature has hardly
ever been consulted by International Relations’ writers.

Theories of values can be distinguished according to various criteria'??, so
values are sometimes ideas, independent of the social reality (Platonism, theology,
phenomenology); values are also seen as the elements of the human nature
(Aristotle, Kantianism, Naturalism), and values can be perceived as resulting from
human activities (Nietzsche, pragmatism, Marxism, existentialism). A great number
of particular values exists, such as: 1) socio-biological values (health, strength); 2)
economic values (