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Financial and Economic Crisis — Law Firms

G-20 Releases Plan To Reform Financial Regulation

AKIN GUMP STRAUSS HAUER &
FeELD LLP

On April 2, 2009, the leaders of the
G-20' met in London to consider mea-
sures to spur world economic growth
and create a more stable global econ-
omy. The same day, the G-20 issued a
communiqué outlining the principles
each member state agreed to follow in
this effort, including, among other
things, strengthening financial supervi-
sion and regulation.

With respect to financial regulation,
the G-20 agreed as follows:

¢ A new Financial Stability Board
(FSB) will replace the Financial Stabil-
ity Forum (FSF). The FSB will have a
strengthened mandate to promote inter-
national financial stability through infor-
mation exchange, monitoring activities,
surveillance and coordination. FSB
members will include the G-20 coun-
tries, FSF members, Spain and the Euro-
pean Commission.

e The FSB and the International
Monetary Fund (IMF) will monitor and
warn of macroeconomic and financial
risks and actions needed to address
them.

¢ Each member of the G-20 agreed to
reshape its regulatory systems to better
identify and take into account “macro-
prudential” risks.

e Systemically important financial
institutions, instruments and markets
will be subject to regulation and over-
sight. This includes systemically impor-
tant hedge funds.

* Member states will address pay and
compensation, and support sustainable
compensation schemes and corporate
social responsibility, in part by endors-
ing and implementing the FSF’s new
principles on pay and compensation.

* Member states will prohibit exces-
sive leverage on the part of banking
institutions and require that cushions be
built up in times of growth in order to
improve the quality, quantity and inter-
national consistency of capital in the
banking system.

e Action will be taken against tax
havens and jurisdictions not in compli-
ance with the internationally agreed tax
standard, which “requires exchange of
information on request in all tax matters
for the administration and enforcement
of domestic tax law without regard to
domestic tax interest requirement or
bank secrecy for tax purposes. . ..” The
Cayman Islands is among those jurisdic-
tions identified by the OECD that have
committed to internationally agreed tax
standards, but that have not yet substan-
tially implemented them.

¢ Accounting standard-setters will be
asked to improve valuation and provi-
sioning standards, as well as to present a
unitary high-quality global accounting
standard.

* Member states will regulate credit
rating agencies to prevent harmful con-
flicts of interest and other violations of
international standards.

With rather less fanfare, the G-20
leaders also issued a declaration,
“Strengthening the Financial System,”

whereby some detail was added to the
principles set out in the communiqué.
Aside from, inter alia, setting out the
mandate of the FSB — giving further
detail to the call for a clear regulatory
framework and maintenance of an
enhanced regulatory capital requirement
and calling for the end of international
tax abuse via the use of non-cooperative
jurisdictions and tax havens — the decla-
ration covered the following topics
among others:

The Scope Of Regulation

The G-20 agreed that all systemically
important financial institutions, markets
and instruments should be subject to an
appropriate degree of regulation and
oversight. In particular, the declaration
called for the FSB to work with the
Bank for International Settlements and
other international standard setters to
develop the tools necessary to regulate
macro-prudential risks across the finan-
cial system, including regulated banks,
“shadow banks” and private pools of
capital (such as hedge funds and private
equity funds) to limit the buildup of sys-
temic risk. Further, the leaders declared
that they would ensure that national reg-
ulators possess the powers for gathering
relevant information about all material
financial institutions, markets and
instruments in order to assess the poten-
tial for their failure or severe stress to
contribute to systemic risk. Responsibil-
ity for actual regulation and oversight of
systemically important institutions is to
rest with national authorities, but with
coordination through the International
Organization of Securities Commissions
(IOSCO), the International Association
of Insurance Supervisors (IAIS) and the
Basel Committee on Banking Supervi-
sion (BCBS), and with recommenda-
tions from the FSB and the IMF.

Of particular importance was the
statement that “hedge funds or their
managers will be registered and will be
required to disclose appropriate infor-
mation on an ongoing basis to supervi-
sors or regulators, including on their
leverage, necessary for assessment of
the systemic risks that they pose individ-
ually or collectively. Where appropriate,
registration should be subject to a mini-
mum size. They will be subject to over-
sight to ensure that they have adequate
risk management.” The declaration indi-
cates that responsibility for implementa-
tion of this regulation rests with national
authorities rather than any supranational
body.

The management of risk is a theme
that runs through the declaration, which
calls for “institutions which have hedge
funds as their counterparties [to] have
effective risk management. This should
include mechanisms to monitor the
funds’ leverage and set limits for single
counterparty exposures.”

The declaration also calls for the
standardization and “resilience” of the
credit derivatives markets, in particular
through the establishment of central
clearing counterparties subject to effec-
tive regulation and supervision. The
industry is requested to develop an

action plan on standardization by the fall
of 2009.

Compensation

The declaration endorses the princi-
ples on pay and compensation in signif-
icant financial institutions developed by
the FSF (see above) to ensure compen-
sation structures are consistent with
firms’ long-term goals and prudent risk-
taking.

The leaders agreed that national reg-
ulators should ensure significant
progress in the implementation of these
principles in 2009. In addition, the
BCBS is required to integrate these prin-
ciples into its risk management guidance
by the fall of 2009. The principles
require:

e firms’ boards of directors to play an
active role in the design, operation and
evaluation of compensation schemes

e compensation arrangements,
including bonuses, to properly reflect
risk, and the timing and composition of
payments to be sensitive to the time
horizon of risks; payments should not be
finalized over short periods where risks
are realized over long periods

e firms to publicly disclose clear,
comprehensive and timely information
about compensation.

The declaration also states that
national regulators should be required to
assess firms’ compensation policies as
part of their overall assessment of
soundness. Where necessary, regulators
are instructed to intervene with
responses that can include increased
capital requirements.

Next Steps

In relation to financial regulation, the
communiqué and the declaration con-
tained little in the way of surprise. Much
of the proposed regulatory framework
had been aired by the FSF and IOSCO in
the lead-up to the G-20 summit, and cer-
tain jurisdictions, notably the United
States, UK and the EU, had already
begun to consider and even take prelim-
inary steps to implement regulatory
change on a similar basis.

In the United States, Treasury Secre-
tary Timothy Geithner testified before
Congress on March 26, 2009, regarding
the United States’ proposed plan for
financial regulation reform, including a
specific proposal that all advisers to
hedge funds (and private equity and ven-
ture capital funds) with assets over a cer-
tain threshold register with the Securi-
ties and Exchange Commission. The
administration’s proposal also indicated
that all such funds advised by an SEC-
registered adviser should be subject to
certain disclosure and reporting require-
ments. Hedge funds considered to pose
systemic threats could be subjected to
prudential standards, which could
include liquidity, counterparty and credit
risk management. Further, Secretary
Geithner’s plan provided for a mecha-
nism whereby the need for government
intervention would be assessed, as
would a variety of options the U.S. gov-
ernment could employ to provide the
appropriate financial assistance neces-
sary to stabilize the institution in ques-

tion or to take over and ensure an
orderly liquidation of the institution.

In the United Kingdom, on March 18,
2009, the Financial Services Authority
(FSA) published the Turner Review, a
regulatory response to the global bank-
ing crisis, together with a separate dis-
cussion paper that sets out more detail
on the proposed changes to policy. The
report noted that UK-domiciled hedge
fund managers are already regulated
more extensively than those in some
other jurisdictions; however, hedge
funds are not subject to prudential regu-
lations. While the report acknowledged
that hedge funds are not in general
“bank-like in their activities,” the report
suggested they could become so. The
report recommended that regulators and
central banks need to gather and analyze
much more extensive information on
hedge fund activities in order to recog-
nize any such evolution. It also recom-
mended that regulators need the power
to apply appropriate prudential regula-
tion to hedge funds if they judge that
such funds have become bank-like or
systemic in importance.

On December 18, 2008, the European
Commission launched a public consulta-
tion about the activities of hedge funds,
their impact on financial markets and
their interactions with investors and
other market participants (see press
release). This consultation paper is part
of a wide-ranging review by the Euro-
pean Commission of the regulatory and
supervisory framework for all financial
market participants in the European
Union, and questions whether current
approaches to the regulation and super-
vision of hedge funds should be
reassessed in light of the financial crisis.
The consultation process ended on Janu-
ary 30, 2009. Contributions to this con-
sultation can be reviewed on the Com-
mission’s Web site.

The European Commission intends to
publish a draft directive on April 21,
2009, under which hedge funds and pri-
vate equity groups would be regulated.
Given the context in which the European
Commission was instructed to prepare
the draft directive, it may be assumed
that the intention is to impose a level of
regulation directly onto the funds them-
selves, rather than on just the manager or
the prime broker. It is worth noting,
however, that the legislation is a ‘Direc-
tive’ and, therefore, will need to be
approved by all of the EU member states
and the European Parliament prior to it
being transposed into the national law of
the member states. This means that sig-
nificant political barriers need to be
overcome prior to it entering the statute
books.

The G-20 will meet again in the fall
of 2009 in order to review the imple-
mentation of the London summit’s mea-
sures and take further action if needed.

Please visit our website at
www.metrocorpcounsel.com to access
the live links in this article.

' The G-20 is an international body comprised of
representatives of the 19 leading industrial nations,
the European Union, and (ex-officio) the IMF and
the World Bank.
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