
THE GLOBAL FINANCIAL CRISIS – WHAT ARE THE LESSONS, 
PARTICULARLY THE ETHICAL ONES? 

 
A Discussion Paper by Bill Frilay  

12 December 2008 
 
Summary 
The paper draws on information and the opinions of many on the Global Financial Crisis.  
It looks at   

• What happened and why? 
• What are the lessons to be drawn from this? 

 
From the viewpoint that business and business investment must serve society as a whole, 
it notes there are many factors behind the crisis including human error, a massive 
underestimation of investment risk, and greed and hubris across all sectors of society. 
 
Drawing from this, it then seeks to develop a broad position on what actions government 
and the finance sector might take for the future.  This proposed position recognises the 
importance of allowing markets to work and includes a range of regulatory and non-
regulatory proposals to increase fairness, market knowledge and risk, and stability.  
Drawing from the commentary, the key points are: 
 

• Financial markets have a critical role to play and contribution to make in the 
world and Australian economies and the communities. 

• They best operate in as free a manner as is practicable 
• Risk is an integral part of the workings of financial markets and entrepreneurial 

business and needs to be fully taken into account 
• Some framework involving some form of regulation – preferably light – is 

necessary to facilitate optimal operation of the markets 
• Some elements of executive salary packages need to be examined 
• Financial services, financial advisers and lenders be required to give clear and 

simple advice to borrowers on downside risks of borrowing for equity purposes 
• Excessive borrowing for margin lending should be terminated.  A cap on the loan 

component of the total packages could be instituted as a voluntary limit by 
financial institutions to the benefit of all parties 

• APRA investigate and if appropriate update banking and financial institutions 
accounting and regulatory standards and practices 

• Ratings agencies be required to declare who is paying for the assessment   
• There be no retreat into protectionism arising from the crisis  
• The tax review should seek to remove any distortions which foster instability in 

financial markets or which distort wealth generation 
• Consumer protection measures be checked to ensure adequate protection in 

financial markets generally but in particular to low-doc loans, or borrowing for 
equity purchases 

• Consideration be given to ensuring super funds keep a minimum of monetary 
assets. 
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1. Introduction 
 
This is a discussion paper on what happened and what issues arise from the Global 
Financial Crisis (GFC).  I have not worked in the finance or investment sectors.  I am an 
interested layman seeking to understand the recent events.  The paper is simply a drawing 
together of information and comment on what has occurred and is occurring regarding 
the GFC.  From this commentary it then seeks to draw social policy and ethical lessons. 
 
2. What happened and why? 
 
The seemingly everlasting boom coloured people’s expectations 
 
Until this occurred, the world had enjoyed some 15 years of uninterrupted growth.  This 
was probably unprecedented.  In the past, there had been periodic boom and bust cycles 
every few years, but this boom seemed unending.  It was accompanied by major events 
such as the fall of the former Soviet Union and the Eastern Bloc and the subsequent 
economic rise of Russia (after major early difficulties), and by the rise of China as an 
economic power, with India likely to follow.  Commodity prices were strong especially 
in the latter years of this boom, and Australia was a beneficiary of all of this. 
 
Equity markets had been growing at high rates for some years.  Given history, it seemed 
as though this could not go on, but the markets blithely continued their upward trend. 
 
Hubris set in.  We forgot the basics. 
 
Risk was not factored in  
 
The US sub-prime mortgage crash triggered the crisis.  US financial institutions had been 
lending on a massive scale to many home borrowers with low-doc loans.  The people 
selling the loans got their commission up front and then investment banks securitised the 
loans and on-sold these securities as quickly as possible, but also made a commission. 
When borrowers could not meet repayments and simply walked away, and house prices 
fell, with no recourse the financial institutions which bought these securities were left 
with huge losses. 
 
Banks and financial institutions failed to factor in the risk of foreclosure on sub-prime 
mortgages.  That house prices also have boom and bust cycles was ignored.  By 
definition the higher the risk the higher should be the lending rate.  But the sub-prime 
rates were too low, and when foreclosure occurred, financial institutions were stranded 
with massive losses. 
 
Interest rates in the US may have been set too low. 
 
Companies, shareholders and consumers went on a debt spree 
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Financial leveraging grew rapidly over the past decade.  Companies leveraged high debt 
to finance infrastructure and other projects.  This was fine while asset values continued to 
rise (and which could be used as collateral for further loans) but became potentially 
disastrous once asset values (in equities etc) started to fall.1 
 
Investors (individuals, investment funds and hedge funds) borrowed to buy shares, using 
their shares as collateral.  With falling asset values, margin calls mean that they are 
forced to sell to meet their commitments, putting further downward pressure on prices, 
with very serious adverse consequences for these investors.   
 
At the consumer level, we lived beyond our means by excessive use of credit cards 
through to buying equities leveraged by debt. 
 
Possibly exacerbating this was the inexorable drive by fund managers including super 
funds for increased returns – risk was not properly factored in, and prudence may have 
been sacrificed by businesses to maintain the all-important share price.2 
 
 
Hedge funds and other finance institutions developed new financial instruments 
which now appear to have added to risk rather than lessened it 
 
Writing in the Australian Financial Review (AFR) on 21 November, Pierpont3 (in his 
uniquely witty but perceptive style!) described the main occupation of executives of Wall 
Street investment banks as “devising indecipherably complicated financial instruments, 
which they sell to the rest of the world at vast over-valuations… and collect astronomical 
salaries for doing so, and the sooner these investment banks go down the drain the 
better.” 
 

                                                 
1 Glen Mumford (Weekend Australian Financial Review, 22-23 Nov 2008) writes: “The seeds of the 
current crisis were sown five years ago… from 2003 to 2006, equity investors were blessed with a happy 
combination of rising equity prices and falling volatility.  This was a golden period, where market risk 
became grossly mispriced… with lower perceived risk and higher opportunity, investors moved to increase 
leverage to take maximum advantage.  Margin lending volumes increased dramatically and the hedge fund 
market mushroomed.  By mid-2006, the relationship began to normalize.  Volatility rose.  But this was 
compensated by a commensurate rise in equity returns.”  
 
“Over the past 12 months, all this has changed.  Investors have watched in horror as what had been a 
virtuous melding of volatility and returns turned vicious.  Volatility has risen to unprecedented levels, just 
as equity returns have evaporated.  Ultimately, just as the pre-2006 risk/return imbalance ultimately 
corrected, so too will the current mismatch.  But the key question… is ‘when?’” 
  In the remainder of the article Mumford discusses this further, noting that the “growth of 
algorithmic trading”, “accelerating hedge fund redemptions” and “ballooning margin-lending liquidations” 
are important.  
 
2 John Kavanagh (Business Day, 12/11/08) notes that super funds have reduced their investments in fixed 
interest and rebalanced portfolios to more risky investments. 
3 Pierpont is the assumed persona of a very experienced financial writer. 
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All of this led to a massive fall in confidence around the world.  The crisis was 
originally financial, but now it is economic 
 
Confidence is critical to the workings of the economic and financial systems.  This has 
been a casualty of the crisis. 
 
Growth predictions have been cut drastically and the USA, EU and Japan are now in 
recession.  Growth rate forecasts in China have fallen significantly from double digit 
levels to around 7-8% (still high but much lower than before).  Hitherto arguments that 
China growth would not be impacted have proved incorrect – for example China is a 
major exporter to the US, and with the US in recession these exports have reduced. 
 
Even interbank lending reduced to a trickle 
 
The loss of confidence led to the fall-off in interbank lending which greases the wheels of 
the economy.  This virtually stopped, as banks were not sure that such lending was secure 
after several banks had crashed.  The LIBOR4 rose steeply, reflecting this.   
 
Government action has assisted in overcoming this problem, and the LIBOR has reduced 
to close to usual levels. 
 
Governments have intervened with good intentions but at times seem unsure of 
what to do 
 
Governments individually and collectively intervened in many ways to seek to minimise 
the impact by effectively a classic Keynesian approach.  Some changes in actions in both 
the USA and Australia suggest that governments, while acting in a determined and well-
intentioned way, also are feeling their way on the actions needed, reflecting the 
magnitude and difficulty of the task.5   
 
The impact of all of this has been huge. 
 
The impact is right across the board: 

• Collapses of major companies 
• Drastic falls on the share markets 
• Impact on retirees’ superannuation 
• Runs on funds 
• Loss of business  and consumer confidence 
• Economies moving into recession with cuts in investment and increasing 

unemployment 
                                                 

4 Short for London interbank offered rate, the interest rate the leading banks charge each other for loans.  
5 Interest rates have come down sharply, but with little impact as yet on investment because business 
confidence is absent.  Several commentators have alluded to Keynes’s comment that investment in this 
circumstance can be likened to “pushing on a string”. 
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• Collapse of commodity prices and with it the A$ (this has benefits as well as 
costs) 

• Possible retreat to protectionism 
 
While the US sub-prime collapse from late 2007 was the bellwether, the impact has been 
really catastrophic in late 2008. 
 
 
3. What ethical lessons are there in all of this? 
 
What are the societal aims of economics and business? 
 
There are various definitions of economics - the following is by Paul Samuelson: 

 
Economics is the study of how people and society choose, with or without the use 
of money, to employ scarce productive resources, which could have alternative 
uses, to produce various commodities over time and distribute them for 
consumption, now and in the future, among various people and groups in society. 
 

A definition for business is related: 
  

The production of goods and services for profit. 
 

Overlaying these the overall outcome should be the common good.  That is, a simple 
economic outcome is that scarce resources are used to their maximum efficiency for the 
benefit of people and society, and a simple business outcome is that there is a willing 
seller to a willing buyer of goods and services, and the accumulation of all of these yields 
a benefit to society. 
 
There are many examples where business can take place without a benefit to society.  For 
example, the illicit drug trade, or where in an otherwise legitimate business unfair 
practices are used. 
 
However, as Adam Smith showed, self interest can, in the presence of competition, 
benefit the general interest. 
 
In Social Policy Connection’s November Newsletter, Stephen Ames wrote about what we 
should be aiming for in resolving this crisis.  Should it be a return to the “normality, only 
better regulated…?  No dramatic ‘bubble’ effects on the financial markets?  No massive 
debts, with associated risk…?  No massive, systemic redistribution effects…” (earlier in 
the article he notes Robert Reich “1% of Americans took 20% of the total national 
income.  In 1980 the top 1% took 8 %”). He goes on to suggest that the world might look 
to new paradigms, e.g. by including the incorporation of environmental and social ideals, 
and alternatives to unlimited economic growth.  
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The following looks at various issues arising from the GFC and relates them back to the 
general interest. 
 
Has greed been a factor? 
 
Greed has manifested itself in several forms across the board.  Excessive executive 
salaries have been the oft-quoted example.  It appears that some salaries inflated like the 
asset values in the companies.  Some executive remuneration in the USA seemed 
outrageous.  Other salary packages seemed not closely related to company performance.6 
There are three positive signs here: 
 

• Some claim the market has pushed up salaries7.  On that basis we should expect 
the market to push them down in these straightened times. The likely fallout 
through retrenchment of many executives in the finance sector in particular may 
see a market brake on high salaries.  There is also a move to more closely relate 
executive salaries with real long-term performance.  

• There has been a sharp shareholder reaction developing regarding rewarding 
executives when the company has not performed to shareholder expectations.  A 
difficulty with this is that even though shareholders may recommend this, the 
final decision lies with the board which may over-ride the shareholders.  The 
Federal Opposition has proposed that the Australian government act to prevent 
such board actions.  The Federal Government has indicated it will examine this. 

• Robert Gottliebsen has made an interesting proposal to companies which are 
undergoing staffing cuts.  He writes: “Start the staff conversation off with major 
cuts in the CEO and executive salaries, plus the ranks of executives”.8 

 
Joseph Stiglitz  - writing in the US context – has said: 
 

[W]e must change how financial executives are personally compensated.  We 
should require that stock options be subjected to expensing.  The present stock-
option payment structure encourages chief executives to take actions that bloat the 
short term reported profits of the firm, thereby inflating the share price, and 
everyone (except the executives in the know) eventually loses as a result.  Their 
pay must be based on long-term performance, and they should share the losses, 
not just the gains.9 

 
But greed has pervaded the system and most of us are guilty.  We have all wanted more.  
We have participated in the equities boom.  Our super funds have demanded high returns 

                                                 
6 For example, CEOs receiving substantial bonuses despite poor company performance.  
7 “If you want monkeys you pay peanuts”.  There has been a case made that to achieve the high 
performance expected of them by shareholders and funds managers, boards have had to pay a high price for 
a quality CEO, and this CEO knows he/she has to take risks to achieve the goals.  And taken a step further, 
the more canny CEO ensures there is an exit package if things don’t turn out. 
8 Robert Gottliebsen “Eye of the Storm”, Business Spectator, 20/11/08 
9 Joseph Stiglitz, “Realign Wall Street’s interests”, Harpers Magazine and reprinted in the Australian 
Financial Review of 7 November 
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from equities.  John Kavanagh10 notes that super funds have reduced their investments in 
fixed interest and rebalanced portfolios to more risky investments. 
 
And many of us have been on a consumer buying binge and borrowed to do it. 
 
Human error 
 
As we are all discovering, financial investment is as much prone to error as any other 
form of human endeavour.   
 
Many financial analysts did not see this crisis coming, or thought it might be some way 
off.11 Those that did were probably in a minority and/or their voices were not heard, or 
were seen as Cassandras.  Otherwise there would have been a substantial correction much 
sooner.   
 
Stephen Ames in the November SPC newspaper quotes Peter Corbishley in Thinking Faith, 
the online journal of the British Jesuits at http://www.thinkingfaith.org/articles/20081017_1.htm.  
 

[Corbishley’s] paper draws on Bernard Lonergan’s work on economics. It makes the 
point that not greed but ignorance about the way the economy works means “we are now 
heading for a recession and maybe worse”. Lonergan is quoted: “When people do not 
understand what is happening and why, they cannot be expected to act intelligently”. 
Then desperate efforts at self-preservation take over, turning “recession into depression 
and depression into crash. 

 
Human error has been present to a very large degree.   
 
Did the market work? 
 
It did, but Jeffrey Sachs said recently before a Congress Committee that under the present 
circumstance financial markets cannot work because there is currently no capital.12   
 
What did not work in the market were the human aspects – accounting for risk and 
prudence.  In fact the market worked well, and ‘found out’ those who ignored these 
basics. 
 
Lack of or imperfect regulation 
 
Mark Christensen writes in defence of the market.  He noted that risk and uncertainty are 
facts of life and are an inherent part of investment and that this was ignored or forgotten 

                                                 
10 John Kavanagh  (Business Day, 12/11/08): “Super funds have dumped traditional fixed interest for risky 
investments”. 
11 A colleague suggested that commissions received by financial planners should never be permitted to be 
as high as 10%.  He added that this is the level that some received to persuade their clients to invest in some 
finance companies lending to property developers in Australia recently. 
12 A clip of this was until recently on the iTulip home page 
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in recent years.  He is concerned about political demands that uncertainty be somehow 
bound by government controls.  

 
Regulation will fail because its paternalistic intent discourages each of us from 
taking individual responsibility for our own uncertainty.”  He further argues 
“Without a viable alternative, opponents of the market resort to impractical 
concepts such as ‘good’ regulation, the emotional appeal allowing them to avoid 
asking if it’s unsustainable to demand the corporate world deliver on the upside of 
capitalism while simultaneously compromising its core philosophy.13   

Any regulation needs to be carefully thought through and be relatively sparse.   

Lindsay Tanner has said: 

The artificial separation of profit from responsibility is at the core of the crisis. 
The first objective of international regulatory reform should be to tackle this 
problem. If the regulatory regime is to be repaired and a recurrence of the global 
financial crisis prevented, we have to be prepared to rethink the whole nature of 
the financial services sector. It's there to serve the wider economy, not the other 
way around. 14 

Joseph Stiglitz writes (of America’s financial institutions): 
 
[T]he financial sector is supposed to allocate capital judiciously, making sure that 
it goes to areas where returns, when adjusted for risk, are highest.  When capital is 
well distributed in this way, the economy is more likely to flourish in the short 
term and grow steadily over time.  Capital markets are also supposed to manage 
risk, transferring it from those parties less able to bear it to those that are more 
able to do so; distributing risk in this manner encourages entrepreneurship and 
stabilises the economy.  In return for performing this public service, the financial 
markets are generously rewarded – in recent years they have garnered nearly a 
third of all corporate profits. 
 
The financial system is supposed to do these things.  But it is clear that America’s 
financial institutions have not managed risk; they have created it… Too many 
bankers and other lenders have been focussed on trying to beat the system by 
getting around accounting and banking regulations (through what is called 
accounting and regulatory arbitrage).  Indeed with bonuses based on short term 
profits, they had every incentive to gamble and connive.  And now there’s a bust, 
no one is being asked to pay back the hefty bonuses earned during the boom… 
They are enriched regardless of what happens to investors, home owners and 
others who lost so much.  Unless we reform incentives, the financial sector will 

                                                 
13 Mark Christensen, (director of in tempore Advisory a Brisbane economic consultancy) , 
“Uncertainty…it’s something we should count on” , Weekend AFR, 22-23/11/08 
14 Lindsay Tanner,14 Business Day, 19/11/08: “Why we need regulation”. 
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only try to circumvent whatever new regulations are put in place.  We simply 
have a short respite before the next crisis.15 

 
Stiglitz continued: 
 

One major problem with incentives involves securitisation.  The selling and 
reselling of mortgages, with payments choppped into thousands of pieces, creates 
a new set of information asymmetries, as buyers of securitised mortgages have 
less information than the originators of the mortgages.  To be sure, both investors 
and regulators should have recognised the scam.  But as mortgage originators 
realised that buyers of securitised mortages paid little attention to who was taking 
out the loans and on what terms, they pushed through as many loans as they 
could, regardless of their risk, and they invented ever more complex and 
precarious financial products that no one – not even the originators themselves – 
fully understood.  Loans requiring that less interest be paid than the rate at which 
it accrues, so that the level of debt increases over the course of a year, were sold 
on the premise that housing prices were only going to rise.  A simple regulation 
requiring mortgage originators to put their own money at risk in each transaction 
– say, 20 percent of the loan amount – could curb these practices. 

 
Alan Kohler raised concerns along a similar line in both the US and Australian context: 
 

Government backing is never explicit, but everyone knows that banks are almost 
never allowed to fail, especially big ones. 
 
Investments in mortgage securities are an entirely different matter. The trouble is 
that the differences have not been made clear to the investors. 
 
As Alan Greenspan said in his testimony to Congress last night: “With… home 
prices rising, delinquency and foreclosure rates were deceptively modest. Losses 
were minimal. To the most sophisticated investors in the world, (mortgage 
securities) were wrongly viewed as a “steal”.  
 
Unsophisticated investors didn’t stand a chance. 
 
Now the “steal” is going to work the other way. Mortgage securities vehicles 
everywhere are being liquidated because their risk is being repriced – in most 
cases dramatically, to the point where investors don’t want their money in them at 
all.  
 
That is the basis of the run on what’s called the “shadow banking system” in the 
US, as well as the run on Australian mortgage trusts. Those trusts, in my view, 
will also have to be liquidated – that is the mortgages sold to repay investors. 
 
The only buyers of the mortgages are banks and other government guaranteed 

                                                 
15 Stiglitz, op cit. 
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institutions. There will be a flood of such mortgages onto the market. The banks 
will “steal” them – that is, they’ll drive a hard bargain. 
 
The irony in this is rich. Although only the non-banks like Perpetual and AXA 
have frozen their mortgage trusts so far, the banks are at the heart of the financial 
services system, and it’s their financial planners who have been selling the 
securities.16 
 

Tim Elliot writes about the problems of low-doc loans (where essentially consumers who 
cannot borrow elsewhere can borrow, but at a higher interest rate – often these consumers 
are not financially sophisticated) and of the dangers and challenges in this unregulated 
area of the credit market.17 
 
Conflict of interest 
 
Stiglitz also takes to task those with conflicts of interest. 
 

The worst culprits have been the rating agencies, which are paid by the companies 
whose financial products they were supposed to be evaluating and which make 
money by consulting with their clients on how to get AAA designation.  These 
financial alchemists announced that the lead of sub-prime mortgages had been 
transformed into golden products safe enough to be held by pension funds.  
Without this collusion, the whole system of deception would not have worked.  
Neither banks (including now investment banks) that can borrow from the Federal 
Reserve nor pension funds that are responsible for managing other people’s 
money should be allowed to buy or sell risky and non-transparent products. 18 

 
Wrong taxation incentives 
 
The Australian Financial Review of 7 November 2008 contained an article by Eric 
Janszen (president of the US economic forecaster iTulip19).  Janszen wrote:  
 

Rather than allowing our government to engineer another bubble (all our bubbles 
since the 1980s have involved the government creating – through tax subsidies, 
loan guarantees and loose regulatory policy – an initial market for speculations 
that then metastasizes, we should lay the foundations for a reindustrialization of 
America… in two ways.  First, get the government out of the way of progress by 
removing subsidies for uncompetitive companies.  We can’t expect private capital 
to compete with, for example, the current proposed $US95 billion tax brake for 
the dinosaurs of the American auto industry.  Second, and more important, we 

                                                 
16 Alan Kohler, Business Spectator (KGB Diaries), “The Greenspan Putz”, 24/10/08). 
17 Tim Elliot, Business Day, 20/11/08.  “Low-doc mortgages were sold to struggling consumers and now 
many are worse off”. 
18 Stiglitz, op. cit. 
19 iTulip’s website describes iTulip as an economic forecaster with “the contrary market view”. 
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should remove government subsidies of FIRE20 industries.  This means not just 
ending the mortgage-interest deduction but also breaking up Fannie Mae and 
Freddie Mac into parts and selling them on the open market.  By removing our 
structural support for the FIRE sector, we would free up billions of dollars of 
capital for both the private and the public sectors. 

 
The redistribution of wealth in the American economy over the past 25 years has been 
referred to above.  This may simply be a taxation matter, and be addressed through that 
measure. 
 
Bailing out 
 
Large and small finance companies have been in difficulty, and some have collapsed, 
most notably Lehman Brothers, while others have been taken over. 
 
Governments around the world have intervened to assist a number of companies in this 
period – most notably through the Troubled Assets Relief Program (TARP) in the US. 
 
Why should companies be bailed out?  The operation of the free market allows that 
where companies make poor investment decisions they be allowed to fail.  There has 
been no shortage of these in history (Enron etc).  Governments step in to assist some 
companies such as major banks not because they like banks but because of their sheer 
importance to the economy and to business flows, and the downside risk if they are 
allowed to collapse.  Allowing Lehman Brothers to collapse is seen by some as the 
starting point for the precipitous collapse in confidence, and a number of commentators 
believe this should not have been allowed to happen. 
 
Financial consumer protection 
 
Elizabeth Warren and Amelia Warren Tyagi wrote – in the US context: 
 

[T]he ever widening information imbalance between consumers and creditors has 
only made borrowers easier marks.  In a Federal Trade Commission study 
conducted last year, for instance, nine in 10 mortgage customers examining 
relatively straightforward fixed-rate loan agreements could not figure out the 
upfront costs on the loan; half could not identify the loan amount.  Of all the 
borrowers who were sold sub-prime mortgages in the past five years, nearly 60 
per cent would have qualified for prime mortgages if brokers had offered them.  
The sub-prime mortgages carried so many rate escalators, prepayment penalties 
and other traps that even would-be prime borrowers defaulted. 
 
It is time we created the equivalent of a US consumer product safety commission 
for financial products, an agency whose purpose would be to protect home buyers 
and investors from the finance industry’s most dangerous offerings… 

                                                 
20 FIRE: Finance, Insurance and Real Estate. 
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Because risk is an intrinsic part of most financial transactions, a financial product 
safety commission would not – and should not – prevent every financial mistake.  
But the organization would allow consumers to make informed decisions about 
the amount of risk they want to take and would protect them from unscrupulous 
practices that disguise the dangers… 
 
The commission would restrict only a financial company’s ability to profit from 
deception and obfuscation – practices that lenders more frequently employ on 
low-income borrowers…21 
 

It is likely that in Australia there is already much protection here, but the matter could be 
reviewed:- 

• to see if any areas are not covered 
• to ensure an information statements have a simple and brief summary to ensure 

clarity of conditions and responsibilities.  
 
Short selling 
 
Short selling puts downward pressure on markets and is considered a major destabilising 
feature.22  This in turn can cause “stop losses”23 to come into play, further depressing 
price. And this in turn can cause forced sales through margin lending. 
 
Short selling still seems to raise ethical issues, for example, when there is knowledge that 
a company is in difficulties or an equity holder has engaged heavily in margin lending, 
and it at least potentially could be used for malicious purposes.  The recent banning of 
naked short selling (i.e. selling stock when you have no ownership of it or rights to the 
stock) is a positive step. 
 
Retreat to protectionism 
 
This is not advocated.  The recent decision by the Victorian Government to purchase 
from Victorian industry even at higher prices is, all things being equal, in my view 
effectively a retreat to protectionism.  If all did this, there would be a winding down of 
trade and a major global economic loss.  This was one of the key mistakes in the Great 
Depression. 
 
Impact on climate change 
 

                                                 
21 Elizabeth Warren and Amelia Warren Tyagi  in an article for Harpers and reprinted in the AFR on 
7/11/08, “Protect financial consumers”. 
22 However, during the brief period all short selling was banned, the stock market fell precipitately and was 
at its most volatile.  But this outcome may be more due to the impact of global events rather than local 
events. 
23 Basically these are instructions to sell stock if the price falls by say 10%. 
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There are two elements here. Firstly, the GFC has pushed the climate change issue into 
the background.  But in part offsetting that is that with slower growth, the increase in 
emissions will decrease. 
 

Margin lending 

Margin lending has grown rapidly in recent years.  The practice sees financial institutions 
and/or broking firms lending to investors who wish to buy equities.  I understand the 
amount lent can be very high - at times up to 95% of the capital.  It leverages your 
investment in equities.  But it has a big downside. A decline in the market value of the 
investments (as has occurred on a huge scale) requires the investor to sell part or all of 
his/her portfolio to repay the loan balance (unless they have other sources of capital).  
This sale can be done by the margin lender even without contacting the investor 
(although this contact would be attempted).  

The knowledge that there has been much margin lending provides an incentive for some 
interests to drive the market down further than it would otherwise be through short selling 
or by some other means, as previously discussed.   

4. Some conclusions and way forward 
 
The following is the proposed broad position arising out of the above:- 
 

• Financial markets have a critical role to play and contribution to make in the 
world and Australian economies and the communities. 

• They best operate in as free a manner as is practicable 
• Risk is an integral part of the workings of financial markets and entrepreneurial 

business and needs to be fully taken into account 
• Some framework involving some form of regulation – preferably light – is 

necessary to facilitate optimal operation of the markets 
• Some elements of executive salary packages need to be examined 

o That the Government act to ensure – via legislation if necessary - that 
shareholder decisions regarding CEO packages be binding on the board  

o That the Government investigate the expensing and/or tax treatment of 
incentives such as stock options to encourage the focusing of the incentive 
package on the longer term sustainability of the corporation 

o That Robert Gottliebsen’s proposal that executives be prepared to forsake 
some of their package in the event of staff cuts when the corporation’s 
viability is under threat be put by the Government to organisations such as 
the BCA and AIG 

• That the industry and government seek to address areas where there is asymmetric 
information to seek more balance 

• Financial services and financial advisers and lenders be required to give a clear 
one-page document to potential borrowers explaining the downside risks of 
borrowing for equity purposes 
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• Excessive borrowing for margin lending should be terminated.  A cap on the loan 
component of the total packages could be instituted as a voluntary limit by 
financial institutions to the benefit of all parties 

• APRA look to investigate and update banking and financial institutions, 
accounting and regulatory standards and practices 

• Ratings agencies be required to declare who is paying for the assessment   
• There be no retreat into protectionism arising from the crisis at both state and 

Commonwealth levels 
• As part of the tax review, the tax system be examined with a view to removing 

any distortions which foster instability in financial markets and which distort 
wealth generation 

• Consumer protection measures be checked to ensure adequate protection in 
financial markets generally but in particular to low-doc loans, or borrowing for 
equity purchases 

• Consideration be also given to ensuring super funds keep a minimum of monetary 
assets. 

• If banks wish to take higher risks then regulators should ensure that those banks 
have a higher level of tier 1 capital to compensate. 

 
 

 
 


