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Preface

Lawyers and legal academics are largely absent from the debate about finan-
cial crises. The commentary is dominated by economists, many of whom
unfortunately vastly oversimplify or even misunderstand the role of law in
recent crises.

Frank Partnoy'

Partnoy’s complaint is a good one.

Lawyers need to get involved. Law schools need more scholars teaching and
researching international finance law. Around the world, law schools that believe they
ought to teach international trade law, do not teach international finance law. Yet
financial flows far exceed trade flows, by a factor of over sixty to one; international
financial transactions represent a far greater proportion of the practice of most major
law firms than do trade transactions; and international finance, when it goes wrong,
brings appalling suffering to the poorest citizens of poor countries. International
finance law is important; it is only neglected because it is not understood.

I have written this book for a few reasons. One is to address this widespread
lack of understanding with a hopefully accessible and interesting book. Another
is to provide a general introduction to the international financial system and its
regulation to assist students studying the topic. A third reason is to articulate my
take on the system as one that works much to the detriment of the poor nations and
the benefit of rich nations, and in particular to the detriment of the poor within poor
nations and the benefit of the rich within rich and poor nations alike.

I. F. Partnoy, ‘Why Markets Crash and What Law Can Do about It (1999-2000) 61 University of
Pittsburgh Law Review, 741.



XVviii Preface

In general, this book seeks to learn from history. For, as John Kenneth
Galbraith said, ‘[h]istory has a way of repeating itself in financial matters because
of a kind of sophisticated stupidity’.? If this book seeks anything, it seeks to work
against this sophisticated stupidity for mistakes in the finance of developing
countries sacrifice the lives of thousands and the futures of millions.

2. .l.. Galbraith, The Sunday Times, 25 October 1987. The more well known, similar quotation is
from George Santayana, ‘“Those who cannot remember the past are condemned to repeat it.’:
Santayana, Life of Reason (1950-1956), vol.l, ch.xii.
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Introduction

Something is wrong with the global financial system. One might think the
system would shift money from rich countries, where capital is in abundance,
to those where it is scarce, while transferring risk from poor countries to rich
ones, which are most able to bear it. .. The current global financial system
does none of these things.'

Joseph Stiglitz, Nobel Laureate in Economics, former Chief
Economist of the World Bank, in 2003.

It is a mistake to think that our international financial system was designed to deal
with today’s international capital flows. It was not.

When in 1944 John Maynard Keynes and Harry Dexter White proposed three
international organizations to guide and assist the international economy, the
international financial system was utterly different to the one we have today.
Nations existed largely as financial islands. Capital flows between them were
miniscule by contemporary standards.” Capital controls were in place between
national economies to regulate and often prevent transnational capital flows.

Today finance is perhaps our most globalized activity. The price of credit in
the US affects the interest rates offered to home buyers in Australia. A currency
crisis in Thailand and Hong Kong almost instantly affects share prices in Turkey
and Hungary. The economic collapse of Russia sends the values of the 30-year US
Treasury Bond to unprecedented highs. These changes have come about

1. J. Stiglitz, ‘Dealing With Debt: How to Reform the Global Financial System’ (2003) 25 Harvard
International Review 54, 54.

2. Total debt flows were USD 13.4 billion in 1970, USD 272 billion in 2000 and USD 647 billion
in 2006: Global Development Finance 2002 (Washington DC, World Bank, 2002), p. 246 and
Global Development Finance 2007, available at http://siteresources.worldbank.org.
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principally due to capital account liberalization, the process by which barriers to
capital flows between nations are eliminated and financial globalization thus facil-
itated.

This book has deliberately not addressed the many soft-law regulatory initia-
tives of the past decade. Much has been done, in the decade following the Asian
crisis, in promulgating standards and formulating codes of conduct, that are avail-
able for adoption by national regulators. I have not dealt with these developments
for two reasons. First, Doug Arner has done a splendid job of doing so in Financial
Stability, Economic Growth and the Role of Law® and reinventing the wheel did not
appeal. Secondly, as this book makes clear, I firmly believe that these initiatives,
while worthy, are not being made at a sufficiently fundamental level to redress the
systemic weaknesses of the international financial system. They are improve-
ments, but to the edges, not the core of the problem.

The book focuses upon why we have a system that is so fundamentally
deficient for debtors, but also for creditors, and what can be done about it, both
by the debtor nations themselves, and at a system-wide level.

3. Cambridge University Press, 2007.
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Chapter 1

History of the Global
Financial System

1.1 HISTORY

Before we consider our current international financial architecture, it is useful to
review a little history.

Sovereign debt crises are nothing new. Spain in the sixteenth century and
France in the eighteenth are the most commonly cited examples. The sixteenth
century King of Spain would sporadically receive shipments of bullion and
treasure from his overseas empire. These he used to finance fighting in Italy,
France and Holland. Alas, engaging in a war is like building a house, it usually
costs more than you intended and can afford. The Spanish King made up the
difference by borrowing from banking houses. Periodically, he could not afford
the repayments and there was, in modern parlance, a combination of rescheduling
and debt relief — maturities were extended and interest rates reduced. This hap-
pened more than once: in 1557, 1575, 1596, 1607, 1627 and 1647; to be precise.
Yet the bankers had lent so much their fortunes were linked umbilically to those of
the Hapsburg Empire and thus they continued to lend. The sixteenth century debt
crisis lasted a century.

In the eighteenth century, France funded its repeated and costly wars with
England by borrowing from Swiss and Dutch bankers. After almost a century of a
similar pattern of defaults, reschedulings and debt relief, the limits of the lenders
were reached and the loans stopped. The French monarchy collapsed a few years
later.

1. H.James, ‘Deep Red — The International Debt Crisis and Its Historical Precedents’ The American
Scholar 331, 334-336 (Summer 1987). Modern national names are used for convenience to
describe geographical regions.



