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All Roads Lead to the G20:
How do 20 men and women affect
the entire global capital markets?
You’re probably asking yourself why
you should care about a meeting that
happens once in a while and includes
only 20 men and women. The answer
is simple: because all roads now lead
to the G20 as far as the global financial markets are concerned. The G20
summit is not just a meeting of leaders who sit around a table and posture
about how great they are — although
there is an element of that in a room
full of type A personalities. These
people represent 85% of the global
economy, 80% of global trade and two
thirds of the world’s population. The
Group of Twenty of finance ministers
and central bank governors was originally formed in 1999 in response to the
Asian-turned-global financial crisis. In
November 2008, U.S. president George
W. Bush needed a setting to discuss the
current global financial crisis. He chose
the G20, elevating it to a forum for leaders. Today, when the G20 leaders meet
at Cannes on November 3-4, 2011, all
the decisions they make will directly
influence every aspect of the global
capital markets. Those decisions affect
how the markets will be regulated and
supervised, how much capital banks
and systemically important financial
institutions (SIFIs) should hold in order
to avoid endangering entire sectors of
the market if they were to fail, how to

coordinate monetary and fiscal policy
to deal with global economic situations
and even how much compensation
executives will take home.
In today’s interconnected global
economy, deviating out of self-interest
will not help the overall scenario. Are
the leaders altruistic? Absolutely not.
Do they feel a sense of responsibility
to each other? Not entirely. But never
before have Thomas Paine’s words
been more true, as the leaders have
learned well in recent years: if we do
not hang together, we shall surely hang
separately. With no end in sight to the
European banking and sovereign debt
crisis, it is the G20 that is coming to
the aid of Europe. The G20 leaders and their finance ministers have
held emergency conference calls when
markets have become overly turbulent
and banks and sovereigns have been
downgraded by credit rating agencies.
For the first time, the emerging market members of the G20 have thought
about how they can help their fellow
members — because the debt crisis is
not Europe’s problem alone. Although
investors in other countries may not be
exposed to the sovereign debt directly,
they may hold stocks of the institutions
that hold that debt. Only by putting the
greater good ahead of any individual
country will everyone come out of this
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mess — although some will be slightly
scathed and some badly burnt.
Not only do the G20 leaders speak
to each other throughout the year and
meet only once or twice, but their
finance ministers and central bank governors meet more frequently in order
to ensure compliance with the commitments made and to handle any unforeseen occurrences through the year.
When Bank of Canada governor Mark
Carney came up with the idea of having all central banks lower their interest rates at the exact same moment to
avoid arbitrage, who was on that call?
His fellow G20 central bankers.
Every participant in the capital
markets, no matter how big or small,
needs to stay on top of the decisions
made at the G20 and the institutions
that carry out its commitments. Those
decisions affect the sector as a whole,
but an investor dealing with individual stocks needs to understand the
circumstances that lie behind the balance sheet. It is not enough simply to
look at a company’s P/L or read its
technical and fundamental analysis
to gauge whether a stock belongs in a
portfolio. The geopolitical landscape is
just as important — if not more so in
the current climate. In the era of high
frequency trading, where stock prices
often do not correlate to the health

of a company, today’s investor must
understand the external forces driving the decisions of executives and the
landscape in which a company must
operate. These forces affect individual
stock choices, and these companies are
included in various indices and groups
of funds — whether they be mutual
funds or exchange-traded funds (ETFs).
Executives in the financial industry must also look to the international
political economy to fully comprehend
how their firms will be affected by the
decisions made at the G20 in order to
adapt their strategies appropriately.
These decisions are often out of their
control, but must be adhered to in
order to stay in the game. If firms are
sufficiently prepared, it is their strategy
that will bring them out ahead of the
pack.
Public companies likewise need to
understand what is driving their stock
prices because they must answer to
their shareholders. Think market structure doesn’t affect corporations? Think
again. Market structure directly affects
the decisions of those trading in these
markets and therefore affects the stock
prices, which in turn affect the market
capitalization of a company — which
determines that company’s ability to do
everything from borrow money to start
new projects. The traders of today are
not the same traders of even 10 years
ago. When a country has over 50% of
its trading taking place electronically
through algorithms, company fundamentals play a much smaller part in the
stock price. Algorithms don’t care about
shareholders. Corporations, however,
have a fiduciary duty to explain their
stock prices to shareholders and market
structure today plays a larger part than
ever before.
So what do those leaders talk about
at the G20 summit anyway? Here’s a
look at the issues that are most relevant
to the global capital markets.

European Sovereign Debt Crisis

Basel III

Due to the urgency of the current situation, the leaders will spend a lot of
time discussing ways to solve the European sovereign debt crisis. The inherent problem is that Europe has realized
too late that it does not matter what
mechanisms are used to try to solve a
problem if the underlying issues are not
resolved. That is simply throwing good
money after bad.

The presidency of the G20, which
rotates through its members, chooses
the issues to focus on. French president
Nicolas Sarkozy wants to pay particular attention to the international monetary system at his Cannes Summit in
order to equalize the global balance
of payments. In the lead-up to the
Seoul Summit in November 2010, currency wars intensified when emerging
markets saw their currencies heat up,
affecting their tourism and export markets directly. China agreed to host a
meeting in February to discuss reforming the system, particularly interesting
given that the controversy over the pegging of the renminbi to the U.S. dollar
was at the heart of the disagreement.
Since then, however, no progress has
been made.

Basel III used to belong solely to the
Basel Committee on Banking Supervision (BCBS), which met periodically
through the year to oversee common
approaches and standards among
member countries without imposing
harmonization of national supervisory
techniques. Today, the G20 approves
all formulas within the Basel III framework and ensures that all members
comply. This framework directly affects
the banking sector because an increase
in holding of Core Tier 1 capital is
required — meaning that banks will
have less capital for extending loans
and expanding their business. Profit
will therefore be affected, which will be
reflected in the amount of dividends a
bank can pay as well as the share price
if year-over-year profit declines. The
definition of Core Tier 1 capital is
also important to a bank’s bottom line
because it dictates how much return
on equity a bank receives from these
holdings. Cash does not have the same
return as a bond, which does not have
the same return as a stock. Watch for
discussions on contingent capital securities (CoCos) and their inclusion or
exclusion. If CoCos are included, the
potential for building a new asset class in
herculean proportions is on the horizon.

Monetary and Fiscal Policies

Too Big to Fail

G20 leaders formulated common
objectives for their monetary and fiscal policies. They then modified those
objectives to suit national circumstances. Quantitative easing along with
austerity measures have been undertaken globally to varying degrees of success. Because each measure affects the
global economy in very different ways,
investors need to track these changes
as the availability of the money supply affects credit and therefore growth
prospects.

Systemically important financial institutions will have to hold additional
capital over and above the Basel III
requirements. Arguments can be made
for inclusion and exclusion in this big
boys’ club. If an institution is included,
governments will consider it too big
to fail so investors might consider it a
safer bet. If the institution is excluded,
it doesn’t have to hold as much capital,
so its ability to conduct business and
realize profit is not as greatly affected.
Watch for upcoming decisions on
which institution will be named a SIFI

International Monetary System
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or a G-SIFI (globally important financial institutions).

Market Regulation
After the G20 decision to reform financial markets, the U.S. took the lead with
the Dodd-Frank Wall Street Reform and
Consumer Protection Act in July 2010. The
rest of the world then had a template
for reforming their own market systems.
The Europeans followed with a review
of its Markets in Financial Instruments
Directive (MiFID II). As both pieces
of legislation harmonize regulation to
avoid regulatory arbitrage, observers
around the globe have been watching closely in order to formulate policies similar to the countries with the
world’s two biggest financial centres.
The International Organization of
Securities Commissions (IOSCO) has
been tasked with providing broad policy recommendations, which will trickle
down to national regulation, taking
into account national circumstances.
These recommendations cover equities
and over-the-counter derivatives, and
will soon include commodity derivatives. Although there has recently been
some divergence between the U.S. and
Europe in proposed regulation, G20
leaders will call for the regulators to
come together to once again harmonize
regulation in order to avoid arbitrage.

Bank Levies
The dreaded bank levy, aka financial
transaction tax, has reared its ugly
head many times since it was first made
famous by Nobel laureate James Tobin
in the 1970s. Various forms of it have
been suggested, implemented in some
jurisdictions and then eliminated when
capital flight became a reality. Its latest
incarnation was brought up by some
G20 leaders on the eve of the Toronto
Summit in June 2010, although it was
not on the agenda. Canadian finance
minister Jim Flaherty spent a signifi-

cant amount of time explaining its
harm to his peers in the G20 and it
never made it to the table for discussion. In August 2011, German chancellor Angela Merkel and French president
Nicolas Sarkozy once again proposed a
transaction tax to raise money for the
European Union’s budget shortfalls as
well as for social causes. As Sarkozy currently chairs the G20, he has made it a
priority for the Cannes Summit. With
opposition from the United Kingdom,
Canada, Australia, Russia, China and
India, resolution at the summit is not
likely. There is even division within
Merkel’s own coalition party. There
have been calls for the EU to adopt it
separately without global agreement —
the thought being that the EU would be
a leader for the rest of the world to follow. This idea has received support from
France, Germany, Italy, Austria, Spain
and the European Parliament, but to
become law it requires unanimous support from all 27 members of the EU.

Executive Compensation
On this issue, Europe has taken the
lead to set executive compensation
standards. The rest of the world can
now use these standards as a template
to coordinate policy in order to avoid
losing all of the talent to any one particular jurisdiction. Much public anger
has focused on this issue — as can
be seen with the Occupy Wall Street
movement that has spread to other cities and countries. Expect to see more
regulation from countries that have
not enacted any regulation at all. Likewise, be prepared for bonus cheques
to be even smaller this year as existing regulation will likely be tightened
in a show of political sympathy to the
demonstrators.

Shadow Banking
With market structure reforms, Basel
III and SIFIs having received the bulk
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of the attention over the last few years,
shadow banking is now coming into
focus not only at the Cannes Summit
but over the next year. This is where
the rubber really hits the road. An
entire sector has flourished with the
decrease in available credit and with
the increased capital requirements on
banks and is certain to grow in size and
precariousness. The G20 has tasked the
Financial Stability Board (FSB) with
defining shadow banking and recommending ways to strengthen regulation
and oversight. The FSB is casting the
net far and wide for its definition and
has already included hedge funds, private and alternative investment funds,
family offices and non-bank lending
institutions. It will present its recommendations to the G20 at the Cannes
Summit.

A

nd there you have it: some interesting topics, some dry as a bone.
But to be sure, all have a great impact
on the daily machinations of the global
capital markets and all those who participate in it. So what is the fundamental reason to pay attention to what is
happening at the G20 all year round?
In the words of Benjamin Franklin, an
investment in knowledge always pays
the best interest.
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