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The crisis that overtook the world’s fi nancial markets in 2007 was a dis-

aster that ought not to have occurred. Never had the defences against 

worldwide fi nancial instability and global recession seemed so strong. 

The world economy was enjoying both rapid economic expansion and 

a general freedom from infl ation. This achievement had reinforced 

the consensus among advanced and emerging economies that markets 

were more effi cient than governments in fostering sustained and stable 

growth and in ensuring a better deal for consumers in terms not only of 

prices but of quality and choice as well. As an additional reassurance, the 

world’s central bankers had reached agreement on the regulatory meas-

ures that would minimise the risks of institutional failure and restrain 

the spread of fi nancial instability from one country to another. 

Financial crises frequently start with what appears to be a relatively 

insignifi cant and isolated market misfortune.1 So it was in 2007. At fi rst, 

the initial tremors seemed minor events that could be comfortably 

contained. They began with a collapse in confi dence among investors 

holding the US$200 billion of securities issued by the American sub-

prime mortgage market. Zhou Xiaochuan, Governor of the People’s 

Bank (China’s central bank) observed at the time that there was no 

reason for general panic because ‘it should not be hard for an economy 

as large as the U.S. to absorb the losses’.2 Similarly, it seemed very 

unlikely that a run on the United Kingdom’s Northern Rock Bank in the 

same year could trigger a general collapse in public confi dence. It was so 

minor a player, senior British offi cials later suggested, that it seemed to 

be hardly worth saving.3 

More improbable still were the catastrophic consequences of the 

American decision to let Lehman Bros fail the following year. The direct 

losses that this event would cause were described as ‘relatively modest’. 

But the markets went into total panic. ‘Banks hoarded liquidity for fear 

of lending to infected banks’, a central banker later lamented, ‘and 

there was an effective boycott of the remaining large US investment 
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2 Reluctant Regulators

banks’. How could such incidents disrupt international fi nancial centres 

that had been tested to destruction in the previous decade and emerged 

intact? In the ten years from 1997, the world fi nancial system had ‘stood 

tall … self-regulating and self-repairing’ even in the face of ‘oil prices 

shocks, wars and dotcom mania’.4 Yet, without warning, it seemed, 

calamity struck on a scale that appeared beyond all normal experience 

or reasonable expectations.5 Observers scrambled to fi nd parallels suf-

fi ciently apocalyptic. 

Between summer 2007 and early 2009, the global fi nancial system 

suffered its worst crisis for at least 70 years, indeed in some ways the 

worst crisis since the emergence 200 years ago of modern indus-

trial capitalism. And this fi nancial crisis  — largely the product of 

developments within the fi nancial system, not events imposed from 

without — has generated a severe global recession.6 

End of a golden era

The crisis was global but its origins were very much an Anglo-American 

affair. The United States and the United Kingdom dominated the 

fi nancial world and its regulation, and New York and London were the 

largest international fi nancial centres. On the very eve of the crisis in 

2007 fi nancial offi cials in Washington and London were taking credit 

for having created a monetary environment that had allowed world GDP 

to rise by 80 per cent since 1990.7 They expressed satisfaction at the way 

their banking systems had displayed an ability to withstand severe strains 

caused by changing trade patterns, sharp swings in business cycles and 

direct threats to national survival.

The last decade has seen some big and unanticipated changes. Since 

1999, oil prices have risen from below $20 a barrel to over $70 a 

barrel, the US Fed funds rate has varied between 1% and 6.5%, and 

the stock market has experienced its post dotcom boom, bust and 

recovery, with the FTSE All Share falling from its 2000 high of over 

3200 to below 1660 in 2003 before now recovering to over 3400. We 

have seen 9/11 and the onset of a new form of international ter-

rorism, the explosive growth of new fi nancial instruments and new 

players to exploit them, and we have seen the emergence of China 

and India into major forces in the world economy.8 

Even as they made these boasts, the warning signs of impending 

disaster were already almost a year old, but American and British offi -

cials could not believe that this golden age would wither. In the second 

quarter of 2006, fi nancial institutions had begun ‘to liquidate portfo-

lios to meet margin calls or solvency requirements’, which caused sig-

nifi cant funding problems. The Bank of England linked this trend to 
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mounting competition in fi nancial markets ‘to stay ahead of, or keep 

up with, the pack [which] stretches risk management systems in the 

process’. No special response was deemed necessary, it was explained, 

because offi cials remained completely convinced that the markets were 

self-correcting.9 In addition, offi cials were to argue later, ‘one would 

need to be endowed with perfect foresight to have been able to predict 

how the fi nancial crisis would unfold, spilling over from one institution 

to another, and from one market to another’.10

By 2008, market failures and corporate collapses had imposed enor-

mous burdens on American and British citizens as budgets shrank and 

taxes rose. In the United States, the sums allocated to the Troubled Asset 

Relief Program (TARP), the government’s fi rst rescue package, could be 

described only in epic terms.

The $700 billion TARP program alone is worth more, in infl ation-

adjusted dollars, than the combined cost of the Hoover Dam, the 

Panama Canal, the fi rst Gulf War, the Marshall Plan, the Louisiana 

Purchase, and all of the moon missions. Multiply that ninefold, and 

you have the current running total of the federal government’s eco-

nomic rescue programs.11 

The effects of the global crisis on the public fi nances of the United 

Kingdom were no less dramatic. ‘Fiscal defi cits have widened sharply 

and are expected to be about 13 percent of GDP in 2009 and 2010’, 

the IMF reported, ‘Gross general government debt is set to double over 

the next fi ve years to nearly 100 percent of GDP’.12 The impact on the 

capitalisation of the British banking industry was catastrophic. The value 

of its shares had risen by an annual average of 16 per cent from 1985 to 

2006 (compared with only 2 per cent a year in the period 1900–84). They 

then slumped. By March 2009, they had lost 80 per cent of their cumula-

tive value, a bigger fall than even during the Great Crash in 1929.13 ‘The 

costs of this crisis will be with us for a generation’, the Governor of the 

Bank of England predicted.14

Anglo-American Armageddon 

This crisis seemed all the more cruel because of the surprise with which 

it struck the United States and the United Kingdom. The pain they suf-

fered was similar in scale to that of other advanced economies.15 But 

for these two countries, 2007 was Armageddon,16 a disaster in total 

contrast to the prosperity and stability that they had achieved over the 

previous 30 years and that had been widely enjoyed by so many other 

nations which had adopted their economic convictions. What made the 

2007–09 market turmoil and the fi nancial trauma truly apocalyptic was 

the vulnerability uncovered in New York and London, the world’s two 
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largest international fi nancial centres. The paradox was that ‘fi nancial 

fragility and occasional fi nancial crises’ ought not to have come as a 

shock because such events were already well-researched side-effects of 

the liberal fi nancial régimes that American and British policy-makers 

favoured.17 They were the price of progress, it had been claimed previ-

ously, and would be well compensated for by faster long-run growth.18 

Bank runs and market collapses were supposed to happen to other 

people, however. The Anglo-American view was that ‘systemic fi nancial 

crises were seen only in history books and emerging markets’, Charles 

Bean, Deputy of the Bank of England subsequently confessed, ‘they 

were unlikely to happen in advanced economies with their developed 

and well regulated fi nancial markets’.19

The arithmetic of the 2007–09 disaster was not extraordinary, nev-

ertheless. The damage seemed well within the parameters for fi nancial 

crises since 1970, according to IMF calculations. Total losses for advanced 

countries as a group were sharply lower in 2007–09 than the average 

costs they had incurred in fi nancial crises between 1970 and 2006. (See 

Table 1) Total losses for all countries were higher than in the earlier 

period, but not dramatically so. Thus, the ‘Conclusions’ will argue, the 

crisis proved both affordable and manageable for the fi nancial markets 

themselves, and they made a rapid return to profi tability. The New York 

securities industry, for example, reported record profi ts in 2009 of over 

US$61 billion, ‘almost triple the level of three years earlier’.20 As a result, 

the impetus for a radical overhaul of fi nancial regulation weakened once 

governments had successfully intervened to stabilise the markets even 

though the economic and social costs of the global crisis were painful 

in the extreme (with the most severe fall in British real wages since the 

1920s, for example).21 

Several of the main features of 2007–09 matched events that had 

triggered past fi nancial crises — asset price bubbles, for example, and 

credit booms. The IMF post-mortem reported some novel new features 

which increased the scale and severity of the 2007–09 crisis: notably, 

opaqueness as ‘securitization and innovative (but complex) fi nancial 

instruments’ proliferated and the effects of globalisation.23 These were 

Table 1
Total Costs of Banking Crises, 1970–2009 (direct fi scal costs, increased public 

borrowings, output lost)22

Percentage of GDP

Banking Crises 1970–2006 Banking Crises 2007–2009

Advanced Countries 72.8 55.8

All Countries 45.8 53.3



 Introduction — Reluctant Regulators 5

to a large extent the special contribution of New York and London and 

their light-touch regulators.

Studies of the recent past, with their implicit promise that future 

growth would bring more than adequate compensation for current 

losses, were misleading. This article of faith depended on the assump-

tion that American and British fi nancial offi cials could maintain the sta-

bility of their own systems, which had previously seemed a very likely 

scenario. From the 1990s until 2006, the American and British econo-

mies had appeared to have put behind them the previous period’s mon-

etary instability when regular infl ationary and budgetary setbacks had 

disrupted growth. The two countries had looked forward to a prospect 

of unbroken prosperity glowingly described in an offi cial, post-crisis 

British report.

The period since the economic downturn of the early 1990s, which 

affected almost all developed countries, came to be known as the 

‘great moderation’ in the United States and the ‘great stability’ in 

the United Kingdom … characterised by low and stable global infl a-

tion, as well as high and stable global real GDP growth over the past 

decade.24

When New York and London turned fragile, the world’s two largest 

fi nancial centres could not avoid exporting contagion on an unprece-

dented scale. The United States, for example, accounted for 31 per cent 

of global fi nancial assets and 62 per cent of global reserve currency assets 

in 2007.25 Neither the United States nor the United Kingdom could look 

to a ready external lender of last resort to bail them out, which aggra-

vated the collapse in market confi dence.26 For the Eurozone, by con-

trast, the European Central Bank could take on this role after its banks 

suffered a fall in market confi dence almost identical with that in the 

United States.27 In consequence, the European Central Bank was able 

to respond to the tests of highly vulnerable economies (notably Ireland) 

and political unrest that added to the fi nancial turmoil (in Greece in 

particular) much better than might have been expected, despite a rise 

in anti-EU sentiment and a loss of popularity by leading political person-

alities in Europe.28

Predictable and preventable?

Almost immediately after the crisis got underway, central bankers and 

fi nancial regulators were blamed for the mounting disaster. Their 

attempts to defend themselves were unconvincing. The recently 

retired Chairman of the Federal Reserve Board, the redoubtable Alan 

Greenspan, allowed himself to be quoted as admitting: ‘I got the impres-

sion that there were a lot of very questionable practices going on’. His 
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excuse for not intervening was: ‘What basically does the law mean when 

it says deceptive and unfair practices?’29 This failure of the offi cials in 

charge to take remedial action — specifi cally in the United States and 

the United Kingdom — was inspired by what a leading British regulator 

was later to describe as the ‘Greenspan doctrine’:

… which doubted whether any policy, monetary or regulatory, 

should or could be used to lean against the wind of irrational exu-

berance, doubted the ability of the authorities to judge whether 

asset prices had become irrational, and explicitly assumed that 

market disciplines and market incentives would control any irra-

tional exuberance before a major crisis was reached.30

This book will show that the risks to fi nancial stability were identifi ed 

well in advance and deliberately discounted by the offi cials responsible 

for fi nancial stability in both the United States and the United Kingdom. 

Defi ciencies in regulatory performance were not so much the outcome 

of erroneous policies or defective legislation. They were the conse-

quences of an Anglo-American regulatory culture which was convinced 

of the innate and superior wisdom of fi nancial markets.31 Financial offi -

cials believed in ‘market self correction, effective market discipline, and 

that management and boards are better placed than any regulator to 

identify business system risks’.32 The culture created an environment in 

which ‘implementation and enforcement of existing regulation was … 

too lax, refl ecting a steady drift toward a more hands-off supervisory 

style, where the belief that the private sector “knows best” was permitted 

to take hold’.33 

Before the crisis, the impressive performance of global fi nancial 

markets and institutions had seemed persuasive evidence that the domi-

nant Anglo-American regulatory culture was soundly based.34 Over the 

previous three decades, ‘the global market economy, which requires a 

global fi nance system at its core, [had] for all its faults been a better 

mechanism for delivering rising prosperity to an increasing number of 

people’, Lord Turner, a leading British regulator has argued, ‘than any 

other system we’ve ever seen’.35 And yet American and British monetary 

offi cials have since admitted that they failed to recognise the mismatch 

between regulatory protocols and market realities, and ‘the [subse-

quent] widespread economic damage has called into question the fun-

damental assumptions … that have directed our regulatory efforts for 

decades’.36

A principal theme of this book is the confl ict between regulation 

and growth. On this issue, there is no escape from history. The Anglo-

American culture had been shaped by the failure of state planning and 

controls not only in the former Soviet bloc but also in Western Europe 
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and the Third World which had adopted such policies in the fi rst decades 

after World War II.37 The deregulation promoted by the Anglo-American 

culture was followed by an unprecedented surge in international growth 

and national prosperity. But the limits of this liberalisation were reached, 

this book will contend, in 2006. The origins of the international fi nancial 

crisis will be traced to a conviction among American and British regula-

tors that free capitalist markets must be better judges than bureaucrats 

of businesses, their performance and their prospects. (The crisis has 

shown how misconceived was this belief and that markets had hopelessly 

misjudged large numbers of fi nancial institutions.) China is crucial to 

this debate because its experiences are a reminder of what inspired the 

movement for deregulation in the fi rst place: market competition drives 

modernisation and effi ciency far more effectively than state planners can 

ever achieve. But China also highlights how much modern banking and 

fi nancial services depend on an effective regulatory system to ensure that 

the funds they raise from the public are managed with professionalism 

and integrity in the best interests of depositors and investors. Whenever 

the regulators are pushed aside, China has shown over the last 30 years, 

banking losses soar at huge cost to the state and the industry. 

Culture and consensus

Chapter 1 will review how American and British fi nancial offi cials  — 

central bankers and regulators alike — shared preconceptions and con-

victions that shaped their policies and practices. An Anglo-American 

culture emerged based on a fi rm belief that free markets were the best 

guarantee of sustained high growth, stable prices and currencies and 

the optimal use of resources, including capital. State involvement in 

economic affairs came to be regarded as mostly misguided and often 

counter-productive. The market was seen as having an in-built capacity 

to penalise inferior performance and corporate mismanagement and, 

very often, was also depicted as self-correcting and self-policing. This 

intellectual consensus led to what an offi cial United States inquest into 

the global crisis depicted as a virtual conspiracy to put fi nancial markets 

and their activities above the law.

The sentries were not at their posts, in no small part due to the 

widely accepted faith in the selfcorrecting nature of the markets 

and the ability of fi nancial institutions to effectively police them-

selves. More than 30 years of deregulation and reliance on self-

regulation by fi nancial institutions, championed by former Federal 

Reserve chairman Alan Greenspan and others, supported by suc-

cessive administrations and Congresses, and actively pushed by the 

powerful fi nancial industry at every turn, had stripped away key 
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safeguards, which could have helped avoid catastrophe  … we do 

not accept the view that regulators lacked the power to protect the 

fi nancial system. They had ample power in many arenas and they 

chose not to use it.38

Chapter 2 presents studies of four issues that were to be of special 

importance in undermining the stability of the international fi nancial 

system: mismanagement of the aftermath of the 1997–98 Asian fi nancial 

crisis; offi cial misjudgements about property bubbles in the decade that 

followed; the miscalculations of the rating agencies; and misconceptions 

about the banking-insurance industry nexus. In each instance, American 

and British offi cials reviewed the risks involved and their possibly destruc-

tive consequences. The chapter will show that in both Washington and 

London, offi cials chose not to interfere with the market and publicly 

justifi ed these deliberate decisions with almost identical declarations of 

trust in market forces. 

Their confi dence was accompanied by considerable scepticism 

among policy-makers and fi nancial offi cials about their ability to com-

prehend modern global fi nancial markets and the fi nancial engineer-

ing that designed complex derivatives and directed automated trading. 

Central bankers and regulators did not see themselves as entirely unnec-

essary. But they minimised their functions in a sincere belief that inves-

tors and entrepreneurs knew their own business best. Chapters 1 and 

2 will illustrate how the Anglo-American regulatory culture became a 

dominant infl uence on the international fi nancial system as a whole and 

was buttressed by a consensus shared by increasing numbers of politi-

cal and business leaders, opinion-makers and academics in the last two 

decades of the 20th century. 

China joins the consensus

In the early years after World War II, governments assumed direct 

responsibility for economic and social development especially in the 

Third World where free trade and foreign investment were attacked as 

a Western strategy to exploit their colonial populations. But state inter-

vention failed to deliver progress and eventually fell out of favour. China 

was to provide a striking example of how state control lost its credibil-

ity and why markets were given their freedom. In 1978 Deng Xiaoping 

convinced the Chinese Communist Party to accept economic reforms 

after central planning had conspicuously failed to deliver a standard 

of living which would buy off rising worker unrest and pacify the rural 

population.39 

Unforeseen was how traumatic the retreat from state controls would 

be. The general assumption is that Deng Xiaoping and his allies had a 
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clear blueprint for China’s future development when the Party endorsed 

the principles of modernisation, liberalisation and opening up to the 

outside world. A prominent Beijing economist warned in 1980, however, 

that there was no general agreement on what the most urgent challenges 

were and no well-defi ned strategy for their solution.

China does not have a complete and mature reform programme. 

All we have are the views and initial suggestions collected during dis-

cussions in various departments and some small-scale, experimental 

and incomplete reforms.40

The managers of industrial plants, especially in heavy industry, 

found the new situation no less arbitrary and frequently more unrealistic 

than the central planning of the past, and they were in constant danger 

of severe censure by Party offi cials for whatever went wrong. Entire pro-

duction lines were rendered redundant by the new reform policies, and 

often factories were abruptly deprived of funds and raw materials.41 The 

heavy fi nancial losses involved were transferred almost entirely to the 

banking system, with disastrous consequences for its solvency (to be dis-

cussed in chapter 3).

The task of drafting a comprehensive agenda for a modern banking 

system and its regulation was made all the more diffi cult by the politi-

cal background. In 1978 a campaign by the Finance Ministry to regain 

control over the fi nancial resources of local authorities and state enter-

prises was defeated by implacable resistance from lower-level offi cials 

who believed that only local enterprises, local initiatives and local auton-

omy could meet their constituents’ needs.42 Since central planning and 

state controls were seen as stifl ing industry and agriculture, it proved vir-

tually impossible to convince the Party and the state bureaucracies that 

banking was different and that state regulation was essential to its mod-

ernisation.43 The banks, which had kept their accounts in meticulous 

order throughout the worst excesses of ideological extremism before 

Mao Zedong’s death in 1976, fell victim to the surge in lower-level auton-

omy in 1978. Bank staff now found themselves deprived of a supervisory 

role they had managed to retain when the rest of the economic adminis-

tration had fallen into chaos from 1966 as ‘Red Guards’ and ‘revolution-

ary rebels’ seized power.44 Fresh attempts at banking reforms in 1983 

made matters worse by reducing still further the ability of the People’s 

Bank to oversee the fi nancial system.45 Chapter 3 reviews the fl uctuating 

fortunes of would-be fi nancial reformers in the decades that followed.

Although China’s reform process was to be complex, confused and 

often chaotic, the retreat from central planning and state controls was 

accompanied by 30 years of high-speed GDP growth during which the 

barriers to foreign trade and investment were dismantled. Along with 
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these innovations came a repudiation of the Maoist era’s ‘self reliance’ 

and other protectionist policies and a new-found sense of common 

challenges and shared solutions in China’s relations with the rest of the 

world. Attitudes emerged in China that were very close to the consensus 

described earlier in this ‘Introduction’, which had led to liberalisation 

of fi nancial markets worldwide and to the light-touch Anglo-American 

regulatory culture that became almost universal. This intellectual con-

vergence was highlighted in a remarkably frank 2003 People’s Bank 

presentation to an international audience.46

• The Third World — including China — had been at fault for overes-

timating the extent to which ‘the world economic order was discrim-

inatory in nature against the developing countries’. This had led to 

a misguided retreat into protectionist policies after World War II.

• Endorsed, almost unconditionally, was ‘the export-oriented devel-

opment strategy adopted fi rst by the four “Asian Dragons”’.

• The principle was to be accepted that competition ‘brings not only 

pressure, but also vigor and prosperity’. China’s protectionists were 

criticised for having tried to block imports of electronic goods in 

the 1980s, for example, the liberalisation of exchange rates in the 

1990s and accession to the World Trade Organisation in 2001. They 

had been proved wrong by the nation’s subsequent performance on 

global markets. 

Confl icts and constraints in China

China’s direct relevance to the global fi nancial crisis starts with its 

extraordinary emergence as a major participant in world markets in the 

fi rst three decades of economic reform.

• In 1978 foreign trade was equivalent to 10 per cent of China’s GDP. 

Foreign exchange reserves totalled US$1.6 billion47 (equivalent to 

6 per cent of Japan’s holdings; 10 per cent of the United Kingdom 

fi gure; and 27 per cent of the Indian total48).

• In 2007 foreign trade was equivalent to 67 per cent of China’s GDP. 

Foreign exchange reserves totalled US$1.5 trillion (the largest in 

the world from 2006).

The source of these riches was the extraordinary success of China’s 

export industries during the 30 years since Deng Xiaoping introduced 

the ‘open door’ policies. Foreign trade had grown by an annual 17 per 

cent, while the share of industrial products in exports rose from half to 

95 per cent over the period. The economy had become integrated into 

the global economy not just in terms of external market transactions but 

also through the revival of foreign ownership in this key growth sector.
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• In 1978 all external trade and fi nancial transactions were under 

state control.

• In 2007 fi rms owned wholly or partly by foreigners accounted for 54 

per cent of China’s total foreign trade.49

China’s growth has thus depended on its ability to conform to inter-

national practices and procedures, covering banking transactions as well 

as customs and other formalities, which helps to explain the approach 

to fi nancial modernisation reviewed in chapter 3. This chapter will also 

assess Beijing’s attempts to use foreign participation as a driving force for 

the elimination of the ‘command economy mentality’ and the creation 

of professional management and corporate governance together with 

a modern credit culture throughout the banking system. Nevertheless, 

foreign banks were given a very cautious welcome onshore, as was plain 

from the central bank’s summary of their market access on the eve of 

the global crisis.

[Since China’s WTO accession in 2001] … foreign banks are allowed 

to provide RMB services to Chinese companies in 25 cities … Under 

the precondition of ensuring the state’s controlling stake and the 

country’s fi nancial safety, foreign capital were allowed to take part 

in the reform of state-owned commercial banks.50

Chapter 3 investigates the marked contrast between the major role 

played by foreign manufacturers in China and the stringent restrictions 

imposed on foreign banks.

Cultural converts

For many governments anxious to exploit market forces to reform their 

economies, fi nancial institutions have proved the most diffi cult to liber-

alise. Former Soviet states in Eastern Europe, as well as Latin American 

nations, found that privatisation and foreign take-overs offered no guar-

antees of effi ciency, let alone profi tability.51 China chose a reform strat-

egy which has been hailed as ‘as unique among emerging markets’, yet 

its basic principle was the same as elsewhere in the world: modern fi nan-

cial markets must be open and competitive. Beijing’s approach to imple-

mentation, however, was very different.52 The government would turn 

its four largest banks into free-standing business corporations, account-

able to their shareholders and listed on international stock exchanges. 

This ‘transactional model’, recent research has concluded, ‘facilitated 

inter-organizational learning that has translated into tangible results’. 

Its merits have been endorsed by its imitation by sovereign wealth funds 

from Singapore, and the Middle East in deals with Western banks since 

2007.
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China’s strategy of using entry into global markets as a shortcut to 

modernisation required its banks and their regulators to adapt to inter-

national practices and procedures. They were already familiar with 

the distinct Anglo-American model of corporate governance, and they 

were aware of how, since the mid-1990s, there had been ‘a trend of con-

vergence’ overseas.53 As the global crisis intensifi ed in 2007, China’s 

fi nancial offi cials displayed a close knowledge of American and British 

regulators and their dilemmas. The People’s Bank Governor expressed 

a degree of kinship with these overseas counterparts. He cited exam-

ples, for instance, of corporate scandals in China which matched the 

American Enron and WorldCom collapses both in their fraudulent 

strategies and in their timing. Zhou also drew directly on China’s recent 

history to identify the key issues which Western regulators would have to 

tackle. There was even matching rhetoric: his observations at this early 

stage of the global crisis were to be paralleled in following months by the 

comments of American and British central bankers and regulators. 

Like American and British fi nancial offi cials, the Governor was an 

ardent advocate of moral hazard and unenthusiastic about rescuing 

banks in trouble: they ought to pay the penalty for their business blun-

ders as a warning to the rest of the industry. But he understood as well 

as Washington and London that central bankers could not stand idly by 

as the banking system crumbled, and he was vigorous in defending the 

Governor of the Bank of England for reversing an earlier decision not 

to bail out Northern Rock Bank. His views were almost indistinguish-

able from American and British central bankers on the need to avoid 

‘over-reacting’ to the crisis with measures that would stifl e future growth 

of fi nancial services. He rejected the backlash against ‘securitized prod-

ucts and other derivatives’ from those arguing that ‘simpler is better’. 

He insisted that the fault was not in the technical sophistication of the 

products but arose from ‘problems in information disclosure or the 

pricing mechanisms’.54 Signifi cantly, too, the China Banking Regulatory 

Commission published an assessment of the global fi nancial crisis and 

its causes which had a great deal in common with the post-mortems con-

ducted by its counterparts in Washington and London.55

The invisible hand

Throughout the three decades of sustained growth which started in the 

1978, China, in common with other Third World nations, had intended 

to reform the regulation of its fi nancial system ‘in line with prevailing 

intellectual fashions and following the example of industrial countries’. 

It shared the same enthusiasm for dismantling administrative controls 

and fell into the same error of neglecting the regulatory and other 
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institutional systems needed to maintain fi nancial stability.56 Chapter 3 

will demonstrate how reform without regulation was hazardous, all the 

more so because of the nation’s complex political arrangements and 

the Chinese Communist Party’s dominant status. Despite 30 years of 

economic reform and sustained breakneck growth, market forces had 

still not taken command of China’s economy. ‘While the state sector of 

the economy has shrunk signifi cantly (to approximately 30 percent of 

the national economy)’, Professor David Shambaugh, a distinguished 

China specialist, has observed, ‘This is deceiving as the state remains the 

“invisible hand” dominating the economy’. It maintains this control, he 

explained in an article published in an offi cial newspaper, ‘through state 

banks, state assets, state ownership, state manipulated prices, state cadres, 

and unpredictable state intervention in various economic sectors’.57 

China’s fi nancial regulators can never escape from this ‘invisible hand’, 

which reduces their capacity to perform effectively. Especially damag-

ing have been the losses which the banks were forced to incur because 

‘policy’ and ‘relationship’ lending remained rife. The banks have been 

compelled to provide credit to enterprises in obedience to state direc-

tives regardless of the borrowers’ creditworthiness, the People’s Bank 

has complained. Similarly, a banker’s decision to provide credit facilities 

often depended less on the borrower’s ability to service the loan and far 

more on the relationship with the applicant, which might be personal, 

Party-related or corrupt.58

As a result, China offers considerable evidence that fi nancial liber-

alisation without professional and independent regulators is a prescrip-

tion for fi nancial instability. For the most part, China’s leaders have 

accepted that central bankers and regulators need autonomy as well as 

technical expertise to do their job, but the Party has felt free to revive 

the ‘command economy mindset’ whenever it is politically expedient to 

do so.59 Chapter 4 consists of four case studies that illustrate this state of 

affairs. The fi rst reviews China’s experiences during the 1997–98 Asian 

fi nancial crisis, which became the catalyst for moves towards regulatory 

autonomy. The analysis examines why the attempts to reform and recap-

italise the banking system were only partially successful. The second and 

third deal with the costly consequences of the government’s desperate 

measures in 2008–09 to fi nance its US$586 billion economic stimulus 

package to counter the international fi nancial crisis. What made the 

situation all the more alarming for China’s leaders was that the nation’s 

economic performance had begun to deteriorate even before world 

demand for China’s exports started to fall in the wake of the global 

downturn.60 The rules of fi scal and banking prudence were set aside; the 

banking reforms of the past decade were seriously weakened in conse-

quence; and a property bubble developed. The fi nal case study discusses 
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Beijing’s limited use of Hong Kong as a force for the modernisation of 

its major banks and its corporate practices.

Hong Kong, where regulation triumphed

Hong Kong has made a unique but often undervalued contribution to 

China’s modernisation. At the end of the fi rst two decades of its ‘open 

door’ policies, a national leader sought to put the record straight.

Over half of China’s exports and imports have either gone through 

or come from Hong Kong [since 1978], and so it is with the capital 

infl ux  … Without Hong Kong, the Chinese mainland could not 

have accessed the global market and sent its commodities to every 

corner of the world as smoothly as it has for the past 20 years.61 

Those achievements would have been impossible if Hong Kong had 

not possessed a fi nancial system capable of meeting all demands on it, 

both from Mainland manufacturers and exporters and from interna-

tional investors and trading partners.62 Hong Kong has remained pre-

eminent in this role, unmatched by any other city in China. After three 

decades of fi nancial as well as economic reforms, it was home to the only 

part of the nation’s banking system that operated an effi cient and fully 

competitive market, according to a 2009 IMF report.63

In theory, Hong Kong and the ability of its bankers to meet China’s 

needs, were supposed to be a model for the nation to imitate.64 During 

the 1980s, Mainland areas scheduled for priority development were fre-

quently encouraged to ‘draw on Hong Kong’s experience’ in seeking, 

among others goals, greater access to overseas capital.65 In the next 

decade, nevertheless, one of China’s state-owned banks in Hong Kong 

lamented the continuing problems with the government’s disruptive 

intervention in the Mainland’s fi nancial sector.

Throughout the reform process China was unable to escape from 

the vicious circle of “decontrol results in chaos, chaos leads to 

recontrol, and control is followed by stagnation”. The decontrol 

and recontrol circle keeps returning.66

Despite increasingly close working relations between the Mainland’s 

banking institutions in Hong Kong and the rest of the industry, con-

siderable ingenuity was required to devise arrangements that would 

overcome the nervousness of Mainland offi cials when authorising Hong 

Kong borrowings.67 Nevertheless, Hong Kong propelled southern China 

into industrial take-off and fi nanced Guangdong province’s transforma-

tion into China’s leading centre of manufacturing growth and foreign 

trade, a development that considerably exceeded expectations on the 

Mainland side and was completely unplanned on Hong Kong’s part.68
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A surprising feature of China’s efforts to modernise its banking 

system is how limited has been the use made of Hong Kong as a model 

in the present century. Shortly before the global crisis, Joseph Yam, 

Hong Kong’s senior central banker, publicly questioned whether the 

Mainland and Hong Kong ‘have a working relationship that maxim-

ises the mutual benefi ts of the two jurisdictions and therefore is in the 

best interests of the country’. Yet, this experienced offi cial could rightly 

boast that, despite Hong Kong having a mere 0.5 per cent of China’s 

population and a GDP equivalent to only 8 per cent of the Mainland 

total, its banking assets equalled 21 per cent of the Mainland fi gure. 

Furthermore, its fi nancial system was ‘more open, developed, competi-

tive and effi cient, by virtue of its long history of market freedom’.69 

There are clear parallels between the minimalist regulatory envi-

ronment and its market abuses which led to regular cycles of bank 

runs and fi nancial panics in Hong Kong before 1986 and the origins 

of the global crisis of 2007–09.70 Chapter 5 will discuss Hong Kong in 

its global context and how it came to discard the fundamental concepts 

of the Anglo-American consensus and, instead, made fi nancial stability 

an overriding priority in its offi cial policies. The chapter’s most striking 

conclusion is that strict regulation — including quantitative restrictions 

abandoned almost everywhere else — did not handicap the fi nancial sec-

tor’s growth, its creative dynamic or competitive forces. Nor has govern-

ment intervention encouraged fi nancial institutions to behave recklessly. 

Chapter 5 investigates allegations that regulatory activism weakened 

the laissez-faire foundations of Hong Kong’s prosperity and argues that 

pragmatism has counted for more than economic ideology in its eco-

nomic success.71 Its rejection of the Anglo-American approach, it will be 

asserted, ensured that Hong Kong fi nancial system emerged intact from 

the severe strains generated by the Asian and the global fi nancial crises.72

Cultural considerations

Financial policy-makers ‘make no explicit concessions to culture’, an 

insightful study of this issue has noted, yet ‘cultural factors underlie 

economic and fi nancial structures to a greater extent than is often real-

ized’.73 Throughout this book, ‘culture’ is used as shorthand for a shared 

outlook or set of attitudes. It is a term of convenience that avoids the 

baggage that might come with references to the ‘political’ or ‘ideologi-

cal’. Ideally, quotation marks should be employed to warn that the word 

is not used in a precise, technical sense, but it appears too frequently for 

this safeguard to be practical.

‘Regulatory culture’ is intended to convey the values and attitudes 

which fi nancial offi cials share in common across national frontiers and 
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which shape their policies and their practices. It validates for them 

the preconceptions which they look upon as their principles, both in 

making policy and in taking action. Culture here includes a pattern 

of behaviour which is regarded as ‘good’ in the sense that the offi cials 

concerned believe the general public will deem their actions to be both 

acceptable and appropriate. Although this culture is largely an Anglo-

American creation, it is independent of the very signifi cant differences 

in the two nations’ ideology, political institutions, legal systems, public 

expectations and popular prejudices, as chapters 1 and 2 will indicate.74 

The Anglo-American culture and the broad intellectual consensus 

that sustains it are sometimes confused with the 1990 ‘Washington con-

sensus’, which proposed a blueprint for liberalisation in emerging and 

Third World economies in that decade (although it was less relevant to 

Asia).75 American and British offi cials did not set out to invent regulatory 

standards for the world’s banks. The formal proposals they developed 

(mainly through the Basel Committee process) were ‘initially designed 

for internationally active banks’.76 The Anglo-American culture thus pre-

ceded the ‘Washington consensus’ and survived its eventual fall from 

favour.77 

For Chinese fi nancial institutions, reform has been described as a 

cultural process which involves ‘the reshaping of sustained collective 

expectations of key actors in charge of decision-making inside banks, 

and also of regulators and other policy-makers from the outside’.78 Since 

1978, China’s success in generating huge trade surpluses and attract-

ing vast infl uxes of foreign investment locked it into the global markets 

whose supervision has been dominated by the Anglo-American culture.79 

Chinese offi cials themselves show a desire to achieve a cultural transi-

tion and refer, for example, to the unfortunate legacy of the ‘command 

economy mentality’ and to the need to create a new ‘credit culture’.80

The convergence between attitudes in Beijing and in Washington 

and London has already been noted. Initially, the prospects for such a 

meeting of minds had seemed poor. The Anglo-American culture faced 

serious opposition in East Asia, Professor Meredith Woo has argued, 

where politicians were ‘outcome-oriented’ and believed economic con-

trols were the best guarantee of achieving their goals. Although ‘it is still 

the case that [China] does not provide a legal environment similar to 

that in Europe or the United States’, this well-known Asian development 

specialist stated, the Anglo-American regulatory culture has won a place 

in China’s modernisation. China was the most ‘anti-market’ of all Asian 

states until 1978 when it started to dismantle the legal, planning and 

fi nancial structures imported from the former Soviet Union. Wholesale 

borrowing of American legal models from early in the reform era laid 

the foundations for the Anglo-American culture to become a potent and 

very visible infl uence.81 
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Hong Kong’s liberal and capitalist cultural characteristics have 

been enshrined constitutionally in China’s Basic Law as the basis for its 

political, economic and social systems until 2047 but are expressed in 

pragmatic terms, such as a commitment to free and open markets, fi scal 

conservatism, non-interventionism and the rule of law. Nevertheless, 

while its international fi nancial centre has long been a close partner 

of New York and London, Hong Kong is not a disciple of the Anglo-

American regulatory culture.

Regulators in their own words

This book’s concern is with regulatory policies, their origins, aims and 

implementation. The objective is not to provide an analysis of the mon-

etary or economic causes of the global crisis or an account of how fi nan-

cial markets embarked on increasingly self-destructive behaviour. These 

matters have been dealt with for the United States in 400 pages of lucid 

detail by the Financial Crisis Inquiry Commission’s Final Report of the 
National Commission on the Causes of the Financial and Economic Crisis in the 
United States.82 The aim here is to explore the connections between the 

regulatory culture and regulatory performance. The focus is on delin-

eating the main preconceptions and policy constraints which can be 

shown to have shaped policy and enforcement. Throughout the text, 

‘regulation’ is used to refer to all forms of government oversight and 

control of fi nancial markets and institutions, without distinguishing the 

term from prudential supervision. (A blurring of this distinction refl ects 

usage common among American and British offi cials themselves.) 

‘Financial offi cials’ is used to refer to those who carry out such duties 

without distinguishing between, for example, central bankers and fi nan-

cial regulators.83

In seeking to identify the principal features of the dominant Anglo-

American culture and their relevance to the global crisis, the analysis 

relies, almost exclusively, on the public accounts of their stewardship 

offered by senior American and British monetary offi cials themselves. It 

may be objected that this public record must be misleading because it 

does not cover the internal political, commercial and personal pressures 

that were involved in the relationships between fi nancial offi cials and 

the governments they served. On the other hand, these offi cials enjoyed 

considerable autonomy in Washington and London, and the prevail-

ing regulatory culture had won support across the political spectrum. 

Central bankers and fi nancial regulators were engaged in a constant and 

extensive dialogue with the fi nancial services industry, the wider business 

community and opinion makers. They also had to account for them-

selves in considerable detail before congressional and parliamentary 
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forums.84 This public record, which embraces discussions of consider-

able technical sophistication as well as more ‘political’ presentations, 

allows the fi nancial offi cials’ outlooks, priorities and responses to events 

to be examined in considerable detail, both during the global crisis and 

in the preceding decade. Thus, while reliance on the offi cial record 

carries a risk of self-censorship or self-serving presentations by leading 

offi cials, the chapters that follow will show how, in fact, these offi cials 

have revealed with considerable frankness the regulatory failings which 

created the business environment that led to the global crisis.85

As far as possible, the same approach has been adopted in study-

ing China’s regulators. For the earlier part of the post-1978 reform era, 

the discussion relies, almost exclusively, on the information, comment 

and data published in the offi cial Chinese media. Once China became 

a major participant in global markets, its fi nancial offi cials had to estab-

lish a dialogue with the world at large.86 Thus, analysis of events since 

1998 has the benefi t of material published by China’s central bank and 

regulatory agencies themselves. Wherever possible, this book uses the 

version of such material (and of articles in the offi cial media for this 

later period) intended for international consumption. Public and politi-

cal debate is neither free nor open in China, and the media face severe 

constraints on the right to investigate and report. Chapters 3 and 4 will 

demonstrate how detailed, nevertheless, was the information made 

public about the nation’s fi nancial problems even before the death of 

Mao Zedong in 1976 and the rise of the reformers.

In addition, ample use has been made of the advice, analysis 

and research published by international ‘supervisory’ agencies: the 

International Monetary Fund (IMF) especially but also the Bank 

for International Settlements (BIS), the Organisation for Economic 

Co-operation and Development (OECD) and the World Bank. These 

reports rely very largely on national central bankers and regulators with 

whom these international agencies’ staff have been engaged in dialogue.



The international fi nancial crisis of 2007–09 was arguably the worst ‘in 

the two hundred year history of the modern capitalist system’.1 A truly 

global phenomenon, it ‘unfolded in an environment where fi nancial 

institutions and other investors were excessively optimistic about asset 

prices and risk’, the IMF has reported. ‘Overall banking system leverage’ 

was most alarming in the United Kingdom, the United States, Germany 

and Switzerland, but similar trends were observable in China (and India 

and Brazil as well), though to a much lesser degree.2 The consequences 

for the real economy were dire: ‘Banking contributed to a Great 

Recession on a scale last seen at the time of the Great Depression’.3 

When growth comes fi rst

Those in charge of the world’s largest fi nancial markets had gone for 

growth almost regardless of cost — a choice that met little opposition — 

and so were lulled into three miscalculations which account for much of 

the fi nancial disaster that has occurred since 2007.

The history trap

The banking industry has a marked propensity to forget the unpleasant 

experiences of the past, and so have fi nancial policy-makers.4 Regulatory 

safeguards come to be regarded as relics of an earlier age, irrelevant to 

the mature markets of the present.5 The danger is that during periods 

when earnings are buoyant and managements regularly exceed profi t 

expectations, risk is seen as the real recipe for maximizing investors’ 

returns. Thus, for example, ‘LBOs, leveraged restructurings, takeovers, 

and venture capital fi rms’ were lauded as a source of corporate salvation 

in the 1990s.6 Chapter 2 and its case studies illustrated how the Anglo-

American culture made offi cials reluctant to intervene even when con-

fronted with evidence that fi nancial stability was in danger. ‘But human 

Conclusions — Resisting Reforms
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nature being what it is’, banks cannot be left to their own devices, a 2009 

OECD report argued. Easing of regulatory restraints on fi nancial institu-

tions was to have catastrophic consequences for their stability in 2007–

09, the OECD researchers commented, when Citibank and Deutsche 

Bank, for example, came to ‘look much more like large highly leveraged 

hedge funds’.7 

The reform trap

In the 1980s, ‘developing country governments began to modernize and 

liberalize their regulatory systems in line with prevailing intellectual fash-

ions and following the example of industrial countries’, a well-known 

study observed. They set about dismantling administrative controls with 

enthusiasm but overlooked the need to put in place the regulatory and 

other institutional systems needed to maintain fi nancial stability, it con-

tinued. The assumption was that market forces would achieve their own 

balance, through effi cient management of lending especially.

The new banking entrepreneurs and their inexperienced regulators 

were thus left ‘to feel their way to an assessment of what safe and sound 

banking would mean in practice’. All too often, liberalisation uncov-

ered ‘a long-standing underlying insolvency of the banking system’, 

which became unavoidably clear as banks emerged from ‘the sheltered 

environment that allowed or required them to cross-subsidize loss-mak-

ing lines of business’.8 Reform without regulation proved hazardous. 

Chapters 3 and 4 showed this miscalculation at work in contemporary 

China (as had been the case during Hong Kong’s earlier development). 

This ‘trap’ is, of course, a very general experience of the emerging and 

Third World economies.

The growth trap

The general assumption that rapid growth worldwide would be more 

than enough to offset the costs of fi nancial crises was always open to 

question. Among the research evidence available to guide policy-mak-

ers before 2007 was an impressive survey which calculated total damage 

suffered during crises in the closing decades of the 20th century. On 

average the losses were equivalent to 33 per cent of GDP, a far from 

trivial fi gure.9 Supporters of the Anglo-American consensus were not 

daunted by estimates of this order, however, and believed the economic 

arithmetic favoured giving priority to growth. ‘Although crises are costly 

and have severe recessionary effects, they are rare events’, one large-

scale study concluded, ‘Over the long run, the pro-growth effects of 

greater fi nancial deepening and more investment by far outweigh the 
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detrimental growth effects of fi nancial fragility and a greater incidence 

of crises’.10 Thus was the ‘growth trap’ set, and regulation seemed redun-

dant when reforms allowed markets the freedom to fi nd optimal solu-

tions which, it was believed, would be superior to fi nancial offi cials’ 

initiatives.

No alternative

The bias in favour of growth at all costs is likely to persist despite the 

risks of instability that may be involved. Impressive historical statistics 

have created a presumption in favour of the Anglo-American regulatory 

culture and its insistence that the right of fi nancial services to generate 

profi ts should be constrained as little as possible even after the global 

crash. The estimate for the United Kingdom is that ‘growth in fi nancial 

sector value added has been more than double that of the economy as 

a whole’ for 160 years. For the United States the estimated value added 

by the fi nancial sector has risen ‘from about 2% of total GDP in the 

1950s to about 8%’ by 2010.11 It is fair to ask what could replace growth 

dynamic of this order.

The best of intentions

This book has argued that offi cials rather than their political masters 

made the fatal decisions. Central bankers and fi nancial regulators eve-

rywhere are subject to political controls because in the last resort they 

can be removed if they lose the government’s confi dence. Yet, more 

and more political leaders have discovered how they can benefi t from 

allowing these offi cials considerable autonomy. The issues for which 

they are responsible are almost always technical, esoteric and diffi cult 

to explain to the media and the public at large. Worse still, ‘when your 

action means higher mortgage payments and higher costs of doing busi-

ness’, one central banker has pointed out, ‘It is awfully diffi cult to say 

convincingly that this is all for the good of the community in the long 

run’.12 Elected politicians have much to gain from allowing offi cials to 

take responsibility for painful fi nancial and monetary decisions. Over 

recent decades, these offi cials in Washington and London have come 

to enjoy bipartisan support and won considerable freedom from politi-

cal interference, arrangements which have survived the global fi nancial 

crisis and the bitter political campaigning during an American presiden-

tial and a British general election together with the change in ruling 

parties that followed. 

Andrew Sheng, one of Asia’s most distinguished regulatory offi cials, 

has asked how the global fi nancial crisis could happen ‘since Western 
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regulators all had increased resources, perceived independence of 

action and technical tools all in place’. He conjectures that regulators 

had become ‘captive to lobbying power of the fi nancial industry’. He 

quotes the research fi ndings on the tendency for regulators to be ‘cap-

tured’ by the industries they are supposed to be overseeing.13 By con-

trast with the attacks on cronyism’s contribution to the 1997–98 Asian 

fi nancial crisis, he suggests, there has been ‘a deafening silence’ on the 

links between regulators and business as a factor in the global collapse 

of 2007–09.14 

This issue has been addressed directly in the case of Ireland, one 

of the worst-hit European economies where allegations of cronyism 

have been widespread. Regulators’ deference to business and political 

leaders was investigated in a trenchant offi cial review under the direc-

tion of Professor Patrick Honohan of why Irish banking fared so badly 

in the global crash. This report concluded that, at the very most, offi -

cials ‘might have instinctively and almost unconsciously shied away from 

aggressive action’ against the well-connected. The available evidence 

indicated, however, that regulators needed no persuasion to overlook 

improper and imprudent banking behaviour; still less did they need 

to be bribed. Offi cials believed that they could trust bankers to know 

their own business best and that the lightest touch regulation was in the 

national interest.15

As for the leading American and British central bankers and regula-

tory offi cials, what with hindsight can now be seen to have been disastrous 

mistakes started with a political and academic consensus widely shared 

before 2007 and subject to only limited revision since. The analysis pre-

sented in this book has recorded how the most glaring misjudgments 

were made in public with clear explanations of the offi cial reasoning 

behind the decisions. This left a paper trail which chapter 2 followed and 

which does not support the suggestion that the regulators in Washington 

and London had changed roles and become the ‘clients’ or ‘captives’ of 

fi nancial institutions. The offi cials involved were victims of the prevailing 

culture which made them defeatist about the effectiveness of regulation 

and naive about the behaviour of market participants. Thus, for example, 

in the negotiations over Basel II, offi cials can be accused of accepting 

proposals from the industry on how to calculate capital requirements 

which were so complex as to be daunting to supervise effectively.16 In the 

case of the Bank of England, this prospect was openly defended as una-

voidable on the grounds that ‘any set of accounts, however drawn up, is 

likely to be considerably defi cient … in terms of outlining the economic 

realities of risks within the balance sheet’.17

No less relevant were the mistaken ‘good intentions’ of policy-mak-

ers generally. In Washington the Securities and Exchange Commission 
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has described the origins of the sub-prime mortgage debacle as the 

desire to fulfi l the American dream of a nation of home owners. Its 

unintended consequences were the discarding of due diligence in pro-

cessing applications for housing loans and a dangerous disregard for 

surging mortgage defaults.18 In China similarly unimpeachable inten-

tions inspired the economic stimulus package of 2008 and seemed to 

justify every measure possible to avoid a recession, chapter 3 explained. 

The unintended consequences here included a surge in non-perform-

ing loans as previous prudent policies were discarded and the law itself 

ignored.

Resisting reforms 

Most damaging of all was a combination of ignorance and complacency. 

The British have admitted that ‘the real failure was a lapse into hubris’.

… we came to believe that crises created by massive maturity 

transformation were problems that no longer applied to modern 

banking … There was an inability to see through the veil of modern 

fi nance to the fact that the balance sheets of too many banks were 

an accident waiting to happen, with levels of leverage on a scale that 

could not resist even the slightest tremor to confi dence about the 

uncertain value of bank assets.19

American offi cials regard the principal source of this unawareness 

as ‘the shadow banking system’ whose activities ‘were not subject by law 

to strong consolidated supervision by federal regulators’.

… neither the investors, nor the rating agencies, nor the regulators, 

nor even the fi rms that designed the securities fully appreciated the 

risks that those securities entailed … These risks grew rapidly in the 

period before the crisis, in part because the regulators — like most 

fi nancial fi rms and investors — did not fully understand or appreci-

ate them.20

Despite these confessions and the powerful case they made for 

reforms, changes were slow in coming. One IMF report pointed out, for 

example, that ‘an institution can never have enough capital or liquidity 

if there are material fl aws in its risk management practices’. It warned 

too that little serious attention was being given in 2010 to such basic 

precautions as ‘oversight: supervision, governance, and market disci-

pline’.21 Regulation was perceived to be in confl ict with growth, and 

enthusiasm for reforms after the global crisis was constrained by fears 

that they would slow down overall growth and reduce profi t opportuni-

ties. An IMF review of ‘regulatory reforms that were emerging in policy 

discussions’ found that their focus was on ‘lowering risks, raising costs, 
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and thus, most likely, lowering returns’ earned by the fi nancial sector. 

If implemented, banks would be smaller and offer fewer, simpler and 

cheaper products although these would be more effective in meeting 

their customers’ needs. The new fi nancial system would probably ‘look 

less innovative and dynamic and more old-fashioned’. Such downsizing 

and simplicity were hardly a vision of the future likely to win enthusiastic 

endorsement from the fi nancial industry itself. At the same time, this 

IMF study warned, governments were likely to fi nd that a more stable 

and more regulated system would be associated with slower growth for 

the entire economy.22 This prospect was not a great encouragement for 

policy makers and politicians to embrace the proposals.

The crisis had shown that ‘central bankers knew less than what they 

thought they did’, the IMF has commented.23 This lesson was particu-

larly striking when it came to reliance on the markets as reliable guides 

to corporate quality. For example, those banks whose share prices had 

made them the market favourites in 2006 suffered the worst in 2007–08, 

according to one large-scale study.

… the attributes that the market valued in 2006, for instance, a suc-

cessful securitization line of business, exposed banks to risks that 

led them to perform poorly when the crisis hit. The market did not 

expect these attributes to be a source of weakness for banks and 

did not expect the banks with these attributes to perform poorly as 

of 2006 … banks were differentially exposed to various risks by the 

end of 2006. Some exposures that were rewarded by the markets in 

2006 turned out to be unexpectedly costly for banks the following 

two years.24

Thus, ‘“old” certainties about the “new” fi nancial landscape, shaped 

by lightly regulated entities and fi nancial innovations that would allow 

them to “effi ciently” allocate risks are waning and many of them are 

being dethroned’, an OECD report optimistically asserted. Nevertheless, 

there was no great appetite for reversing deregulation. Mistrust of state 

involvement in economic management persisted, the OECD’s com-

ments made plain, and the importance of letting markets decide which 

institutions should fail remained an article of faith.25

Hostility towards government intervention intensifi ed as memories 

of the fi rst traumatic shocks of the global crisis receded. Demands for 

the authorities to repudiate all commitment to rescue fi nancial institu-

tions and even fi nancial markets became insistent, and the dangers of 

moral hazard were frequently invoked. As chapter 1 noted, criticisms 

of state intervention were frequently misconceived or misleading and 

based on Anglo-American articles of faith. A remarkable example of 

such dogmatism was the assertion by an offi cial inquiry into the 2008 

Citigroup bailout that avoidance of moral hazard should have taken 
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priority over the stability of United States’ fi nancial markets and the well-

being of the global economy. The inquiry’s report admitted in 2011 that 

the government’s US$45 billion capital injection (plus a much larger 

guarantee) had ‘not only achieved the primary goal of restoring market 

confi dence in Citigroup, but also carefully controlled the overall risk of 

Government loss on the asset guarantee’. ‘Citigroup did not fail, and the 

global economy avoided the catastrophic fi nancial collapse that many 

feared would fl ow from a Citigroup failure’, it added. Indeed, the report 

acknowledged, ‘the Government incurred no losses, and even profi ted 

on its overall investment in Citigroup by more than $12 billion’. These 

impressive achievements were deemed insuffi cient to justify this rescue 

operation. The government had created a category of institution ‘too 

big, too interconnected, and too essential to the global fi nancial system 

to be allowed to fail’, the report baldly asserted, and Citigroup’s bailout 

‘undoubtedly contributed to the increased moral hazard that has been a 

direct byproduct of TARP’.

No factual evidence of TARP’s corrupting effect on the conduct 

of banking business was produced to support the report’s verdict: ‘By 

standing behind Citigroup, [the government] did more than reassure 

troubled markets — it encouraged high-risk behavior by insulating the 

risk takers from the consequences of failure’.26 Totally ignored was the 

acumen with which Federal Reserve offi cials had mounted an invest-

ment operation that would have won market acclaim if the deal had 

been put together by a commercial banker. Instead, they were pilloried, 

just as their Hong Kong counterparts had been in 1998  — ironically 

by the Federal Reserve Board itself — for a similar feat in calling the 

market so accurately (as the previous chapter recounted).

Fidelity to the central tenets of the Anglo-American culture was 

encouraged by a realisation that paradoxically, the world’s fi nancial 

system had proved far more stable than could have been prudently fore-

cast in 2007–08. Financial markets may have seriously misgauged both 

risk and profi t prospects before 2007, but they neither closed down nor 

descended into chaos. However traumatic for the real economy and 

society at large, the fi nancial crisis itself seemed to become increasingly 

not only manageable but affordable as well. The robustness of the fi nan-

cial markets themselves and the resilience of fi nancial corporations — 

albeit with government bailouts — meant that the heaviest losses would 

be borne by the rest of the business community and by the general 

public. Despite the political resentment that this state of affairs caused, 

once the immediate panic had abated, the pressure for rapid and radical 

reforms eased and progress slowed. For example, it was agreed that 

implementation of international initiatives included in Basel III would 
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take place over a lengthy period,27 and there was no great rush by the 

United Kingdom to implement its domestic reform package.28

Affordability was an unexpected outcome. The state outlay on rescu-

ing the American and British banking systems was equivalent to around 

1 per cent of GDP, the Bank of England calculated, and ‘recouping 

these costs from banks would not place an unbearable strain on their 

fi nances’.29 This resilience was not the result of any innate robustness 

but the outcome of state rescue packages which have proved less ruinous 

than had been predicted when the bailouts began. For example, in the 

United States, ‘as voters rage and candidates put up ads against gov-

ernment bailouts, the reviled mother of them all  — the $700 billion 

TARP [Troubled Asset Relief Program] lifeline to banks, insurance and 

auto companies could conceivably earn taxpayers a profi t’, it was being 

forecast in late 2010.30 Such statistics help to clarify the background to 

government discussions on what regulatory reforms might reduce the 

risk of future global crises. They could be read as evidence that govern-

ment intervention could resolve the most severe fi nancial emergencies 

and that if disaster were to strike again, state rescue measures would be 

affordable and effective. On this analysis, there was no need for urgent 

changes to overhaul the system.

Manageability also came as a surprise. What proved the key factor 

in 2007–08 was institutional size, when a limited number of very large 

banks were found to be the most serious threat to fi nancial stability and 

government rescue programmes had been able to ignore the woes of 

most smaller banks. Worldwide, ‘90 per cent of the support offered by 

governments during the course of the crisis’ went to 145 banks which 

accounted for ‘85 per cent of the assets of the world’s top 1,000 banks’. 

Their average assets were in excess of US$100 billion, and their failure 

would have been catastrophic.31 Thus the chief priority in crisis man-

agement was believed to have shifted from the banking industry as a 

whole to a small group of dominant players on whom central bankers 

and fi nancial regulators could concentrate their attention.

Too big to fail

The chief concerns for American and British offi cials after the crisis 

were system and size. In theory the Anglo-American regulatory culture 

had recognised that ‘supervision (looking at the individual institutions 

and markets) and the systemic factors involving concentrations, inter-

relationships and behaviour in relation to the system as a whole’ must 

both be regarded as ‘an essential element in the provision of fi nancial 

stability oversight’.32 But the two were not of equal weight in the post-

2007 political climate, and systemic risk was regarded as the more urgent 
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priority. The Chairman of the Federal Reserve Board insisted during a 

2009 discussion of regulatory reforms that ‘strong and effective regula-

tion and supervision of banking institutions’ were not enough to reduce 

system risk. What was required, he argued, were much vaguer goals: 

‘reforms to the fi nancial architecture, broadly conceived’ and regula-

tion of ‘the fi nancial system as a whole, in a holistic way, not just its indi-

vidual components’.33 This retreat into imprecision was understandable. 

As a British parliamentary report had noted a little earlier: ‘There is no 

consensus about what fi nancial stability means, how it should be meas-

ured and how the balance should be struck between the pursuit of a 

fi nancial stability objective and other public policy objectives’.34 

Moral hazard was a different issue, however, on which the Anglo-

American consensus had unambiguous views, the most important of 

which was the need to ensure that this principle was incorporated into 

policy initiatives to deal with systemic risk and banks ‘too large to fail’. 

In 2006 the Bank of England had explained why banks must be allowed 

to fail.

… the authorities cannot and should not be expected to intervene 

with a support package every time a bank — even a large one — 

gets into diffi culties. The cost of such an interventionist approach, 

in terms of market discipline and fi scal burden, would be substan-

tial. And it would in all likelihood compromise the effi cient provi-

sion of fi nancial services and inhibit the exit of weak fi rms from the 

industry.35

As the crisis in the United Kingdom intensifi ed in 2008, the Bank 

continued to fi ght strenuously for the right to allow banks to go out 

of business ‘to encourage prudent behaviour by others’.36 There was 

wide political support for this stand. A parliamentary investigation into 

the collapse of British fi nancial institutions described banks as ‘special’ 

organisations, ‘similar in some ways to utility providers’. Nevertheless, its 

report stated, ‘banks should be allowed to “fail” so as to preserve market 

discipline on fi nancial institutions’. It was essential, the report added, ‘to 

ensure that [the] framework for maintaining fi nancial stability does not 

provide free insurance to banks’ or a guarantee that no bank would be 

allowed to fail.37 Moral hazard remained the regulators’ gold standard.

Washington took an almost identical view. As President George 

Bush’s administration was coming to an end in 2008, offi cials expressed  

apprehension that ‘events have called it into question’ the benefi ts gen-

erated by free and competitive markets. The public, therefore, should 

be left in no doubt that the massive rescue operations launched by the 

government were only temporary measures, and ‘there has to be a delib-

erate design to eliminate them’.38 This commitment to the market did 
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not alter as President Barack Obama took offi ce. The concept of moral 

hazard was sacred, and the right to let fi nancial institutions fail was pre-

sented as non-negotiable. In 2009 the Chairman of the Federal Reserve 

Board used virtually the same wording as he had done in 2005 to reject 

any obligation to save even the largest banks. Even after the Lehman 

catastrophe, he remained determined to dispel the notion that the 

government would automatically ‘prevent the failure of a large, highly 

interconnected fi nancial fi rm’ despite the disruption that the fi nancial 

system and the broader economy might suffer in consequence. The 

price to be paid for classifying some fi rms as ‘too big to fail’ would be 

dire, he insisted.

… it reduces market discipline and encourages excessive risk-taking 

by the fi rm. It also provides an artifi cial incentive for fi rms to grow, 

in order to be perceived as too big to fail. And it creates an unlevel 

playing fi eld with smaller fi rms, which may not be regarded as 

having implicit government support. Moreover, government rescues 

of too-big-to-fail fi rms can be costly to taxpayers, as we have seen 

recently. Indeed, in the present crisis, the too-big-to-fail issue has 

emerged as an enormous problem.39

Discussion of this issue was often one-sided and ill-informed.40 

As Lord Turner, a leading British regulator, was at pains to point out, 

history demonstrates how ‘multiple small banks can fail as much as large 

and with as harmful effects’.41 During the global crisis, the fragility of 

banks was not the result of their size, he insisted.

The really big economic costs of the most recent crisis are not the 

explicit costs of big bank rescue, but the economic volatility result-

ing from the credit/asset price cycle, and such volatility could be 

generated from the competitive interaction of multiple medium 

size banks as much as from the actions of Too-Big-To-Fail banks.42

Replacement of the biggest fi nancial institutions by a large number 

of small players would not lead to a more stable or more effi cient fi nan-

cial system, according to an IMF study. ‘The whole network, which is 

what matters for macroeconomic and fi nancial stability, would probably 

be more, not less complex’, the report continued, ‘since it would take 

many linkages to perform some of the transactions that are internalized 

within and through larger institutions’. While ‘each individual small 

bank would be simpler’, the assumption that ‘if these linkages instead 

were implemented by thousands of small institutions they would be 

much less complex and more transparent’ is misleading.43 

The Anglo-American focus on systemic risk and the moral hazard 

caused by the largest fi nancial institutions involved more than manag-

ing the priorities for changes in regulatory policies and protocols. It was 
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linked to the explanation being developed to account for the failure 

of American and British offi cials to respond to the growing vulnerabil-

ity of their fi nancial markets ahead of the 2007 crash. Among the most 

enduring doctrines propounded by Alan Greenspan, former Chairman 

of the Federal Reserve Board, was the assertion that offi cials could not 

be expected to have suffi cient comprehension of fi nancial markets to 

oversee them effectively, as the ‘Introduction’ explained. Before 2007, 

therefore, it would have been fruitless to try to adjust regulatory arrange-

ments to changing market conditions. In the aftermath of the global 

fi nancial crisis, central bankers and fi nancial regulators have used this 

Greenspan doctrine to explain why they were taken unawares by the 

events of 2007. The principal threat to fi nancial stability had become the 

leverage exerted by the very large, multinational fi rm which had multi-

ple fi nancial businesses operating in several regulatory and legal jurisdic-

tions, they have averred.44  The dangers of systemic risk and institutions 

‘too big to fail’ had arisen unperceived, these offi cials have argued, cam-

oufl aged by the astonishing growth in the volume of the world’s fi nan-

cial services and the complexity of its products since the 1970s.45 

This argument allowed offi cials to shift blame on to the banking 

industry itself as they suggested that the largest fi nancial institutions had 

powerful incentives to disregard the true risks involved in their business 

models. ‘Everyone knows’ that the biggest banks cannot be allowed to 

fail, the Bank of England stated. The result, it claims, is that ‘highly risky 

banking institutions enjoy implicit public sector support  … [which] 

incentivises banks to take on yet more risk, knowing that, if things go 

well, they will reap the rewards while the public sector will foot the bill 

if things go wrong’.46 American regulators claimed that not only were 

the biggest banks given privileged immunity from regulatory oversight, 

‘expectations of government support’ meant that they ignored ‘poten-

tial losses from risky behavior’.47 This analysis is far from convincing. 

Neither American nor British offi cials have produced any evidence that 

fi nancial institutions themselves were any better informed about the 

rapidly increasing vulnerability of their markets in the run-up to 2007 

than investors or regulators. Systemic risk and institutions ‘too big to 

fail’ are challenges that arose after the market collapse in 2007. They 

were not its cause. As a United States Treasury offi cial observed in 2009: 

‘This crisis has also clearly demonstrated that risks to the system can 

emerge from all corners of the fi nancial markets and from any of our 

fi nancial institutions’.48
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Cultural convergence

Washington and London developed the regulatory strategy which 

did more to promote global prosperity than any rival approach. 

Furthermore, the damage done to advanced economies as a group by 

the disasters of 2007–09 was actually lower than in previous crises, the 

‘Introduction’ explained. On this basis, the international fi nancial crisis 

was just another unpleasant but not unexpected incident among the 

many that had occurred since 1970. But when it came to the United 

States and the United Kingdom, earlier chapters have shown, the costs 

of the 2007–09 crisis would not easily be made good by rapid economic 

recovery and sustained high growth thereafter. On the contrary, budget 

austerity and increased public borrowing were expected to be pro-

tracted. But these burdens on taxpayers and the general public did not 

generate suffi cient political indignation to cause a repudiation of the 

Anglo-American regulatory culture and its attachment to free markets. 

For all its faults, the Anglo-American culture had been an indispen-

sable force in modernising fi nancial markets and creating an interna-

tional environment in which growth, especially in Asia, was rapid and 

sustained. China offers particularly important evidence of the survival 

value of this culture. That nation’s regulators had a clear grasp of the 

Anglo-American regulatory arrangements and the way they functioned. 

Chinese fi nancial offi cials believed that Anglo-American regulatory atti-

tudes — rather than legal and institutional arrangements — determined 

whether or not the American and British fi nancial markets would be 

able to withstand the global crisis.49 Chinese offi cials shared the Anglo-

American culture’s commitment to market forces, to which they gave 

the credit for ‘all progress’ made by China’s banking reforms.50 Indeed, 

in the middle of a damning review of Washington’s pre-2007 regulatory 

failures, the China Banking Regulatory Commission inserted a defence 

of liberalisation and echoed American warnings that without freedom to 

innovate, ‘the market will lose its vitality’. But Chinese offi cials added an 

important reservation: the danger of being ‘too obsessed with the mar-

ket’s self-correction function’.51

Chinese regulators were also in no doubt as to why autonomy 

mattered, and they presented their own discreet ‘declaration of inde-

pendence’. They saw themselves as part of a global confraternity with 

which China’s cooperation was crucial for its own fi nancial stability.52 

They claimed that the ‘supervisory architecture’ was not what counted 

most, but the freedom of national regulators to ‘make independent 

and responsible supervisory decisions’. On this foundation alone would 

there be suffi cient market and investor confi dence for ‘the fi nancial 

sector to boost the real economy’. Furthermore, the China Banking 
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Regulatory Commission argued, greater independence was a worldwide 

goal of regulatory reform. Only by following this international trend 

and being willing to ‘abide by globally shared transaction and supervi-

sory rules’ could China hope to establish its own international fi nancial 

centre , the Commission warned in 2010.53

Freedom for China’s regulators to enforce the measures required to 

maintain the integrity and the stability of the fi nancial system was such a 

radical reform that inevitably it caused concern among political leaders. 

Experience showed that China at its current level of development could 

afford the losses incurred by banks through the failure to modernise the 

banking industry, its corporate governance and its credit culture. Less 

clear to the leadership especially after the fi nancial crises of 1997–98 

and 2007–09 was whether the fi nancial system could survive future inter-

national crises if state controls were eliminated. An ‘open door’ policy 

had always seemed much more perilous  — and less necessary  — for 

banking and fi nancial services than it had done for China’s manufactur-

ing industry, this book has recorded. 

The Hong Kong alternative

That the China Banking Regulatory Commission was committed to an 

independent regulatory system was an important endorsement of Hong 

Kong, whose regulatory autonomy, it can be argued, was essential for it 

to survive as an international fi nancial centre after 1997 and the end of 

British rule. The challenge lay in the political management of percep-

tions. How could the post-colonial administration and its fi nancial offi -

cials quickly establish the sort of credibility which American and British 

central bankers had taken decades to build up to the point ‘that interfer-

ence in the work of the central bank is seen to be a political liability — 

you tend to lose rather than gain votes when you interfere’, to quote the 

Hong Kong Monetary Authority? Its credibility issues were compounded 

by the limited democracy permitted to Hong Kong: ‘Whether directly or 

indirectly elected, the politicians have the mandate of the people [but] 

do not actually have the authority to direct government policies’, the 

Authority stated. The result was that legislators were always in opposi-

tion and never in power, which made a ‘bipartisan’ approach diffi cult 

to sustain. In any case, the Hong Kong Monetary Authority could not 

hope to achieve popularity because ‘in managing monetary and fi nan-

cial systems, doing the right thing often involves infl icting pain on the 

majority of the people you serve’. Instead it set out to rank ‘among the 

most transparent’ central banks in the world. Because it could not rely 

on ‘faith in an esoteric and aloof HKMA being professional and acting 

in the best interest of Hong Kong’, it had to make itself accountable 
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to the community at large.54 Its constituents’ fi rst demand was freedom 

from the bank runs and fi nancial collapses that had occurred in each 

decade until the mid-1980s, and laissez faire had been forced to give way 

to positive regulatory intervention.

The conviction that regulation is the enemy of growth has been 

challenged in this book by the experiences of Hong Kong. Chapter 5 

described how its regulatory arrangements are among the strictest of any 

fi nancial centre, and have been tightened steadily over the last decade. 

Yet, its fi nancial system has fl ourished, its business volumes have grown, 

and it has continued to attract the world’s leading banks. At the very 

least, Hong Kong’s record over the last 30 years indicates that the Anglo-

American regulatory culture is not the only formula for either economic 

freedom or prosperous and stable fi nancial markets.
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