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As the rec ent cris is in stock mar kets around the wo rld s howed , 

1n ternat1 onalization i s n o t without peril s . Gl o bal markets ma y 

resul t 1n increased effi c iencies fr om a freer flow o f c apital 

across nati onal border s , but they also lead to he ightened risks, 

and these r isks are now capturing the publi c 's attention. 

The advantages of internationalization are easily underst ood. 

Global mar kets bro aden the possibilities for risk diversification 

by i nst itutional invest ors, and o ffer a wider variety o f ~arkets 

and pr oduc ts to facili tate hedging against e xchange and interest 

rate risks. The users o f financi~l markets benefit from c heaper 

funds pr ovi ded b y additional suppliers, di f fering regulat or y 

requ irements, and innovative financ ia l products, such as swaps, 

opt ions, financi al futures, and floating rate notes. 

Int ernati onalization a lso creates higher profit opportunities for 

financial intermediaries fr om increased commissions and fees. 

However, internati onali zation also br i ngs with it a number of 

risks that have recently c ome to the forefront. As the stock 

mar ket tumble showed, pan ic can travel fast around the world. 

Panic originating in Tokyo can be felt in New York in a matter of 

minutes, or the other way ar ound. 

1 



Internationalization an bring ab out greater systemi c risk han 

before due to the 1nterl oc~ 1ng relat1ons~1ps among multinational 

1nvest,:,rs. issuers, and intermediaries. The higher degree o f 

interdependence among parti ci pants in the international mar kets, 

f,:,s tered by both formal and informal linkages, ,: arri~ the 

potential r 1si o f c r ises being contagious and fast spreading. 

Fortunately, however, there is currently scant empiri c al evidence 

on this fr,:,nt. 

The increasing use of "secur:. tization," or the practice of 

converting loans i~to securities that can be traded freely in the 

international public markets, has changed the credit 

intermediation process, with different entities having different 

roles and resoonsibilities. By bringing in larger numbers of 

players . credit risk and market risk ~re being redistributed. 

This redistribution may change systemic risk in ways that we do 

not yet fully understand. Securitization is usually accompanied 

by guarantees of repayment by financial institutions that may be 

called upon simultaneously in a crisis. As opposed to acting as 

brokers as they did 1n the past, financial intermediaries such as 

securities houses are now acting more and more as principals in 

international transactions, thereby puttinQ their o wn c apital at 

risk. This is one way in which liquidity or solvency problems at 

a oarticular institution could spread rapidly across national 

markets and bring about payments backlogs, reduced credits or no 

2 



credits f or "problem" instituti o n s , and, 1n the wor st -c a se 

seen r10, a c hain reac ti on o def ult s . 

In the event ,:,fa ma j or internatic,nal financial cr1s1s, it 1s n,:,t 

,:lear who be~rs precisely what risk, or which regulatory body is 

responsible for which market participant. Many of the players in 

the international markets (securities houses, offshore financial 

c enters, banks from outside the Group of Ten Countries, and 

futures traders ) are not covered by established international 

finan c ial safety nets. As a result, they have questionable 

lender-of-last-resort access. National lenders of last resort may 

not always be willing or able to lend to non-banks, or to banks 

located in areas beyond their direct supervisory control. If a 

crisis should occur in the c apital market (i.e., non-banking) 

o:..omp,:,nent of the international financial markets, it is not clear 

who should provide lender-of-last-resort assista,ce to the market 

part i ,: i pants. 

In the U.S., the Securities and E~change Commission (SEC) and the 

Commodity Futures Trading Commission CCFTC) are primarily market 

regulatory agencies; they a re not traditional lenders of last 

resort. Activities in foreign markets by domestic firms are often 

beyond the purview of the SEC, the CFTC, and the self-regulatory 

organizations, which rely on the cooperation of foreign 

regulators. With additional linkages between domestic and foreign 

clearing agenc ies, the solvency of the foreign agencies and their 
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member firms bec o me s re l e vant t o the d o mes t1 ~ c leari n g 

o rgan 1zat1 o n s t o the e ~t e nt that the l a tter o f fe r guarantee~ on 

international tran s a c tions . A ma j o r f o reign default b y an 

unr eg i s tered affiliate coul d c onceivabl y ha ve an adverse impac t 

on U. S . entities, such a s the National Securities Clearing 

Corp o rat i on o r the Chi c ago Mer c ant i le Exc hange, sinc e their trus t 

funds may not be large e nough t o s ustain large l osse s . 

Thus, the int ernati onalizati on of financial mar kets present s new 

c hall enges to regulatory responses to risks, and calls for 

oreater coordination at the internati onal level. Recently, under 

the auspi c es o f the "Cooke Committee", there has been a great 

dea l o f oro~ress on the b a nking s ide in the areas of risk-based 

c ap i tal standards, c oordinated monitoring o f c apital ratios, and 

_;n in t s upervi s i on o f c ons o l idated stat~ments o f banks. 

However, sec• 1ri t ies and futur es fir ms that are also active in the 

i~ternati onal arena are not yet s ubjec t to si milar ri sh-based 

c ~Ji tal reQuirements or c ommon r egulatory oversight. The SEC's 

aL horit y to establish minimum c apital requi r ements f or br o ker s/ 

de~l ers is generally limiterl t o re~istered entities trad i ng only 

on domesti c exchanges. Yet, many o f t he player s are subsi diaries 

and affiliates o f inter national financial c o ngl omerates bearing 

ldrge exposure in multiple markets . Similarl y , many people are 

concerned about the potentially e xcessive exchange or off­

excharge expos ure t o parti cular c ustomers o r markets that the 
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futures mar ket s f a c e . 

To be s ure, ther e :;as been pr ogress i n rec ent years i n the area 

o f internati onal coop er a t ion i n s e curit i es trad1ng . There a re a 

number o f i n ter national o rg ani=~ti ons deal ing wi th di s c l osure , 

enfor c ement and market r egulati on, and ~ccount ing a nd audi~ing 

s t andar ds . Examples of such in s tituti o n s in~ lude the 

Inter nat ional Organization o f Se curiti es Commi ssi ons , the 

International Feder a t i o n o f Accountants, the International 

Accounting Standards Commit t ee, the Internat i onal Auditing 

Practi c e s Committee, the United Nations, the Organization of 

Economic Cooperation and Development, and the Eur opean Economic 

Communit y ( EEC ) . But, e xc ept the EEC, the guidelines issued by 

t hese organizations are vo luntar y and are no t legally binding. 

I n t he c ase o f the EEC, it took ten years t6 develop the 

di r ective o n consolidated financi al statements, and the EEC 

allows seven mo re years for national adoption. Wh i le legally 

enfor c eab le , the EEC's accounting and financial directi v es ·,ill 

be l imited to its member countries as o f Januar y 1. 1990. 

The SEC has undertaken a number o f initiatives to develop a 

coordinated approach to int~rnat ion a l market regulation. It 

recentl y amended the net c apital rule to require U.S. br oker ­

dealers t o subtrac t fr o m net c apital their transactions ~ith 

unregistered affiliates, unless the latter open their books and 
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r e cord s t o U. S . reg ula t ors . The SEC has b een wo r~1 n g ~1t h t h e 

U. t< . and Canad a t o 1,,,1c,r k •.)Ut a " r ec ipr ,::ic a l appr tJa c h" t o 

"~1armoni zat i c,n" o t d1 sc l c•SLll'e p r a ,: t 1 c es f c1 r mL1l ti nat i ,:,na l 

af fer 1ng s . It has neg o tiated memoranda o f understanding regardi ng 

s u rveillance and enf o r c ement arrangements with Ca nada, U. K., 

S1.11t zer lan d a nd Jap an . I t appr o ved a pil o t pr o jec t f •:ir e x,: h n g e 

o f a utomated q uotation informati o n between the Inter nati o nal 

S t ock Exc hanae i n LoGdon and the Nati onal Associati on of 

Secu ri ti e s De al e r s . It appr o ved sever al t r adi n g linlages between 

t he U. S . and Cana dian stock e xchanges. It is also di sc ussing with 

the U. K. Secur i ties Investment Board an i n formati on -shari ng 

arrange men t. 

I r respec ti ve c f s uc h progress, there is still c onsiderable 

international r egulat o ry wor k to be d one with r espec t to mutuall y 

ac c ept able s t a nJards such as capital and margin requireme nts, 

a cc ounting and tax treatments, disclosure, c learance and 

settlement s ystems. s ur veillance and enfor c ement agreeme nt s , 

b r oker - dea l er r egi strati on ~ualifications, informat i on and 

c ommunicati o n systems , and a variety o f other di mensi o ns that can 

affect regulatory r esponses t o the potential f or inc reased risk 

transmission across national borders. Major d ifferences c ontinue 

to remain among the globa l market regu l ator y authorities and 

struc tures. More tha n ever before, the time is ripe for greater 

i nternational regulatory coordination in the securities and 

futures areas, c o r o llar y to the pr ogress made on the b anking 
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side. 

*An1 n dy a ~ - Bhat t a c har ya i s an Economi s t at t he U. S . Genera l 

Ac c o un t ing Of fi c e i n New Yor k . The v iews expressed are those o f 

the aut hor and do n o t reflect those o f the agency . 
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