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PROBLEMS OF BANKING REGULATION - AN EC PERSPECTIVE

Introduction

This article seeks critically to assess the approach of the EC Single Market to banking

regulation in the light of the key economic issues in this field, viewed both from a theoretical and a

practical point of view.  The paper is structured as follows;  the first section discusses the key market

failures in banking, and the second outlines the regulatory response in general terms. The third section

describes the measures and proposals incorporated in the Single Market;  and the fourth then seeks to

assess the issues raised by the EC measures in the light both of the theory and the stated objectives of

the Single Market programme.  The section also looks briefly at the issues raised by the proposed move

to EMU.

In the context of the key market failures to which banking is subject (externality,

information asymmetry and monopoly), the principal theme of the paper is the potential conflict between

the main objectives of the Single Market in financial services, i.e. to further economic efficiency via free

competition (addressing the market failure of monopoly), while also aiming to ensure consumer

protection and financial stability are maintained (thus addressing the market failures of information

asymmetry and externalities).  The second major theme is the appropriate degree of co-ordination of

regulation necessitated by crossborder activity, how it varies with the nature of the market failure

concerned, and how the appropriate level is best achieved (harmonisation as against competition among

regulators, for example).  In addressing these themes, the paper touches on many of the main issues in

banking regulation, such as the dichotomy between prevention of systemic risk and depositor protection

and the potential role that the private sector can play in regulation.

Readers should note that some of the Directives referred to are still being negotiated;

comments refer to the latest proposals at the time of writing.

1. Reasons for Regulation

Abstracting from issues of redistribution, a case for public intervention arises when

there is a market failure, i.e. when a set of market prices fails to reach a Pareto optimal outcome;  when

competitive markets achieve efficient outcomes, there is no case for regulation.  There are three key

types of market failure in banking, namely those relating to externalities, information asymmetry and

monopoly, which arise in turn as consequences of banks' functions of providing payments services,

liquidity, maturity transformation and minimisation of agency costs.

(a) Market failures in banking

Externalities arise when the actions of certain agents have non-priced consequences for

others.  The most obvious type of potential externality relates to the risk of contagious runs, when

failure of one bank leads to a heightened risk of failure by others, whether due to direct financial
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may reduce the risk of runs, so long as it entails disclosure of information that is of economic

relevance3.)  Retail investors may be particularly vulnerable in this context, as it is likely to be

uneconomic for them even to seek to gather such information;  and they are likely to be too dispersed

effectively to monitor or control bank management.

(b) Market failures and competition

Experience suggests that there may be trade-offs between the risk of market failures

from information asymmetry and externality and the level of competition.  In other words, a reduction in

the level of monopoly may heighten the danger of information asymmetry and of externalities.

For example, in the presence of competition, information asymmetry can lead to market

collapse, if its presence leads to a tendency for individual sellers to try to raise their profit margins and

their market share by cutting production costs and lowering product quality.  Buyers may then respond

by withdrawing from the market altogether.  Such opportunistic behaviour may be encouraged by the

decline in the value of reputation and relationships that intense competition may bring about.

As discussed by Davis (1992),4 intense competition can also lead to heightened

risktaking by banks and, hence, in certain circumstances to a heightened tendency for contagious

runs. For example, as competition intensifies, banks may seek deliberately to underprice loans in

order to gain long-term advantages; underpriced loans may in turn leave banks with insufficient

income and capital to cover losses from default in a recession, triggering failures that may become

cumulative.  A strategy of deliberate underpricing might be followed by a new entrant to a market,

where advantages to an incumbent arising from information, relationships and reputation imply that

the borrower will always choose the incumbent if loans are priced similarly.  The entrant might also

offer price-rationed credit to those borrowers who were previously quantity rationed due to

asymmetric information.  Depending on the strength of the advantages to incumbents, such

behaviour would be likely to lead to a reduction in spreads across the board, as well as a reduction in

the quality of information held by incumbents5, making errors in credit assessment by both groups

more likely.  Declining spreads might also ensue from price wars and predatory pricing in

oligopolistic markets, where players seek to precipitate the withdrawal of others, in the hope of

profiting from a monopoly in the market at a later stage.  Furthermore, there might be attempts at

growth maximisation by banks, either to serve managers' own interests or in the belief that

developing a dominant position is in the interests of long-run profitability. Finally, it is important to

note that errors in credit assessment may be particularly likely in competitive new markets, where all

banks are in unfamiliar territories and the behaviour of risk during recessions is not yet established.

                                                  
3 For example, if provisions need to be made soon after loans cease to perform, and hence book value of

loans net of provisions approximates to the market value such loans would have.
4 The full argument, which draws on concepts of industrial economics combined with the special features

of banking, is spelt out in Chapter 7 "Systemic risk and market structure". Readers should note that
development of an agreed theoretical paradigm in this area remains incomplete, and that some would
dispute the existence of a competition-risk link in banking.

5 Besanko and Thakor (1993) explore the effects of declining quality of information in banking
relationships as a consequence of increased competition, for example.
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Some would suggest that banking risk relating to deregulation tends to arise solely from such

unfamiliarity and not from competition per se. However, the losses incurred in recent years by

incumbents in familiar markets (property lending, syndicated loans) casts doubt on this hypothesis.

As with exploitation of customers, important background features encouraging these tendencies are

the decline in the value of the banking franchise that deregulation and increased competition brings

about (Keeley (1990)), as well as the implicit backup for risktaking provided by mispricing of the

"safety net" (see Section 2 (a)).

2. The Regulatory Response

Financial regulation is an appropriate solution to the above market failures when they

are sufficiently severe and there is no superior market-based alternative.  The severity issue is an

important one;  since regulation will typically itself lead to some distortion, the judgement has to be

made whether the market failure is severe enough to warrant correction at all. Note also that market

failures are not the only reason for regulation;  the monetary policy motive for bank regulation, leading

to reserve requirements in some countries, and in others to desire to screen central bank counterparties

for open market operations, should not be entirely disregarded.  This section first sets out the forms of

public regulation typical of most advanced countries, before outlining the alternative of a club system,

possibly backed by structural regulation, and noting the advantages of avoiding regulation altogether.

(a) Public Regulation

The form of regulation that has evolved in most countries is the combination of forms

of public insurance of bank liabilities, namely the lender of last resort and deposit insurance ("the safety

net"), with forms of protection against bank failure which regulators can apply, implicitly providing

protection for the insurer, namely capital requirements, direct controls on assets, checks on bank

management, and on liquidity.  (For a further discussion see, inter alia, Baltensperger and Dermine

(1987).)

We first assess the safety net.  Public insurance is necessary because the possibility of

systemic failure is effectively uninsurable by private insurance companies with finite reserves;  however,

forms of investor protection that do not entail externalities, e.g. against fraudulent investment managers,

can be run by the private sector;  deposit insurance schemes can also be privately financed, so long as

their liabilities are limited and/or they are not expected to cover against general crisis6.

The lender of last resort can be defined in various ways;  our preferred definition is of

an institution, usually the Central Bank, which has the ability to produce at its discretion currency or

"high powered money" to support institutions facing liquidity (but not solvency) difficulties; to create

enough base money to offset public desire to switch into money during a crisis (which may include a

stock market crash as well as a banking crisis);  to ensure continued functioning of payments systems;

and to delay legal insolvency of an institution, preventing "fire sales" and calling of loans.  The function

                                                  
6 The German scheme is an example of this, see Deutsche Bundesbank (1992).
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may thus operate either via maintenance of liquidity in the system as a whole, or via help to individual

banks.

An essential feature of the lender of last resort as it has developed in most countries is

that its operation should be uncertain for any particular institution in difficulties -- the lender must

decide whether systemic risk threatens on a case-by-case basis, as well as whether in principle an

institution is merely illiquid or insolvent.  Also penalties must be imposed on the shareholders and

management of the bank in difficulty, otherwise the lender is effectively a backup for any forms of

risk-taking in the financial sector, generating severe agency costs.  Banks would then operate with less

liquidity and capital than they would otherwise, and depositors would have no reason to monitor banks'

riskiness.  A counter-argument to discretion is that given the residual risk that banks will not be granted

assistance, the possibility of contagious runs remains.7 And markets are in any case likely to assume

that large banks are likely to be granted assistance, thus reducing incentives to monitor (the "too big to

fail" problem8).

Deposit insurance, as its name implies, provides a guarantee that certain types of bank

liability are convertible into cash even if banks are insolvent, thus offering consumer protection, and,

depending on coverage, removing the incentive for "runs" on solvent banks by uninformed depositors.

As corollaries, it also removes the need either for insured depositors to distinguish risk of banks, or if

risk differentials are perceived, for the bank to pay a risk premium.  Such guarantee schemes are often

co-ordinated by central banks, and although they are financed in normal times by levies on banks

themselves, the public sector has often tended to provide a backup in extreme circumstances.  To avoid

insuring all of the system (including wholesale depositors who should not suffer from severe information

asymmetries), there are usually limits to coverage.

But difficulties may arise; for example, in the case of large banks judged "too big to

fail", all depositors may be paid off;  unlike the lender of last resort, deposit insurance cannot be used at

the regulator's discretion, which thus aggravates agency problems;  and workable means of relating

premia to risk, and thus preventing an implicit subsidy to shareholders, have proved difficult to devise --

instead there are usually flat fees related to the size of balance sheets.   All of these may lead to severe

moral hazard problems;  in particular, when a bank does not bear the consequences, either via cost of

funds or deposit insurance premia, of increasing portfolio risk or reducing capital, it has incentives to

pursue such policies beyond the point it would otherwise, financed by higher interest rates on deposits

than can safely be sustained.  A response in some countries is to restrict deposit insurance coverage

severely, so it effectively only becomes a partial protection for small retail depositors.  This induces a

degree of monitoring and market discipline by wholesale depositors.  However, the effectiveness of such

monitoring will be limited if there is imperfect information - thus implying a need for adequate

disclosure standards as a complement to limited deposit insurance.

                                                  
7 However, the possibility of runs should be less than it would be with no "safety net" at all.
8 One possible remedy is to provide liquidity to the creditors of the failing bank and not to the bank itself,

thus in principle ensuring market discipline but preventing systemic risk.
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A system in which the lender of last resort and/or flat-rate deposit insurance operate as

the sole forms of protection against systemic risk would be vulnerable to excessive risk-taking by banks,

imposing heavy burdens on the provider of the safety net.  Such tendencies may be particularly marked

in the absence of "structural regulation" limiting competition (see Section (b) below).  Capital

requirements and other types of prudential supervision seek to avoid these difficulties, by providing a

prior defence against failure, albeit in no way guaranteeing the safety of institutions.  Note, moreover,

that supervisors do not seek detailed control over institutions' behaviour and strategies -- as this would

itself generate liability for failures, and also because the authorities consider that they lack the

information to price risk accurately themselves.

Prudential supervision requires provision of 'inside' information to the supervisors.

Thanks to economies of scope in collecting and interpreting9 data, such tasks are typically centralised,

and there are clear justifications for a role to be played by the deposit insurer/lender of last resort.

However, in theory a number could be carried out by market institutions, such as rating agencies (Davis

(1993a)).

Capital regulations, which require a minimum ratio of shareholders' funds to liabilities

or assets, can be seen as means of shifting the risks insured by the "safety net" back to shareholders,

who are the first to bear losses incurred by the bank.  A low capital ratio, in other words high leverage,

increases the probability of bankruptcy and raises agency costs for debt holders (in this case proxied by

the lender of last resort/deposit insurer).  A higher proportion of equity can reduce these risks.  Note,

however, that shareholders' capital is not the first line of defence for a bank against defaults by

borrowers.  Correct pricing of risk, backed by adequate diversification, screening, and monitoring,

should ensure that capital resources are never called upon.

Capital requirements can be related to the riskiness of banks' asset portfolios.  This can

be seen as a means of offsetting the mispricing of the safety net, by implicitly raising the premium on

risky portfolios, as well as giving incentives for banks to price risk correctly.  However, for this to be

accurate, the authorities must correctly assess risk on individual loans.  This approach is the basis of the

Basle capital adequacy agreement, which imposes internationally-agreed weights on different types of

risk, including off-balance-sheet risks, and requires that banks in countries subscribing to the agreement

should maintain a ratio of at least 8 per cent capital to risk-weighted assets.  The motivation for the

agreement is to ensure both financial stability and competitive equality.  (However, as discussed in

Section 4, the Basle approach is subject to various criticisms, notably for failing to penalise

undiversified portfolios.)

Complementary aspects of prudential supervision are those of management, systems

and liquidity.  UK banks, for example, are supervised for large exposures to individual borrowers (but

not sectors), thus correcting the weakness of the risk-asset approach for failing to penalise undiversified

portfolios.  UK supervisors also assess holdings of cash, future cash flows, and diversification of the

deposit base;  adequacy of provisions for bad and doubtful debts (including provisioning policy, systems

                                                  
9 Data on balance sheets at book value largely composed of non-marketable loans require analysis and

interpretation in order to estimate implicit market values and hence risk.
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for monitoring credit risk, arrears, and practices for taking and valuing security);  systems for

monitoring the bank's condition and risks;  and that the management be fit and proper prior to licences

being issued or renewed.  All of these provide backup for capital adequacy in protecting the safety net

from the moral hazard it may generate.

Prudential supervision may also help to protect vulnerable depositors from the

consequences of informational asymmetry.  Licensing and `fit and proper' rules are of particular

importance.  However, the main instrument in minimising the potential for exploitation in cases of

asymmetric information is conduct of business rules and rules for the prevention of fraud.

(b) A 'Club' System of Regulation

The alternative to such public systems of institution based "regulation" is often

neglected, but it has historically been more important than overt public regulation, notably in less

competitive financial markets (see Goodhart (1989)).  Basically banks may form a club and hence

police standards of business such as capital adequacy and other prudential standards themselves,

limiting dangers arising from information asymmetry as well as systemic risk.  In such circumstances, a

public regulator may not require statutory backup, as banks in a club willingly provide information

about themselves.  Under a club system, even the public safety net may not always be necessary;

because banks themselves can proxy the lender of last resort (usually under the leadership of the Central

Bank) by taking over failing banks or providing loans to troubled institutions, as well as running mutual

deposit insurance schemes.  They will also cooperate in collective investments such as payments

systems and in rescues of industrial companies in short-term trading difficulties.

Technically a club may be seen as a voluntary group deriving mutual benefit from

exploiting economies of scale or from sharing an impure public good, i.e. where the good is

characterised by partial mutuality or some excludable benefits.  Rivalry or excludability implies

consumption of the good by one agent reduces that of another, unlike pure public goods such as defence

or lighthouses.  Because of the excludability, there is an optimal size of the club depending on the

characteristics of the costs associated with congestion.

The thrust of the discussion here is that due to information problems, confidence and

reputation of the banking system are public goods, while the costs of maintaining reputation and the

danger of free riders make it "impure".  The club will accordingly act to police deviants, preventing

them from taking excessive risks or exploiting information asymmetry by the threat of exclusion.  Some

aspects of monopoly problems may be dealt with similarly;  increasing returns to some types of

investment means provision requires formation of a club.  On the other hand clubs themselves, by

strengthening oligopolistic tendencies, may be inimical to combating the market failure of monopoly in a

more general sense.  This is partly a two way process.  Clubs tend to arise in the first place where there

is a degree of monopoly in the market, as excess profitability increases the incentive for banks to

conform to rules, small numbers of institutions are easy to co-ordinate and oligopoly in any case

encourages firms to collude.  Segmentation is also important, as it leads to common interests in the

future of the market concerned.
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Clubs may become more difficult to organise as competition and new entry increase.

Some firms may act as 'free riders' on others' actions, thereby undermining commitment of others to

obey standards;  potential liabilities due to systemic risk become greater;  and, independent of the level

of competition, community of interest may be harder to maintain as the banking community becomes

more diverse, e.g. via cross-entry to previously segmented markets or the entry of foreign banks.

Indeed, in the absence of market-based barriers to entry, such as strong relationships between borrower

and bank, clubs are often complemented by forms of "structural regulation", which limit competition,

enabling benefits of club membership to be maintained, as well as helping to ensure stability themselves.

Structural regulations may include entry controls such as a 'public interest' criterion to allow additional

banking facilities to be set up, and controls on interest rates paid on deposits.  However, most countries

have sought to reduce such structural regulations in recent years, given their adverse effects on

efficiency (and thus potentially on long run stability) and generation of monopoly rents.  This has in turn

weakened clubs.

As noted by King (1990), even if they are no longer able to police systemic risk in

banking, clubs may still be appropriate for conduct of business regulation, i.e. to offset information

asymmetries.   Where product quality is difficult for consumers to detect, there is an incentive for clubs

to form to guarantee product quality to consumers.  Public monitoring of such clubs may be required to

ensure public confidence, with the UK Securities and Investment Board and associated Self Regulatory

Organisations being cases in point.

(c) Disadvantages of Regulation

Some would suggest that any form of regulation, but particularly the forms of public

regulation set out in Section (a), are harmful and should be avoided.  This form of scepticism is most

associated with the 'free banking' school (Dowd (1987)), who suggest that the safety net unavoidably

leads to moral hazard and relaxes market discipline on risk taking, and is hence best avoided in favour

of a free market approach where banks must prove their solvency to customers in order to obtain

deposits. The school would also suggest that the danger of systemic risk is exaggerated, since "runs"

tend to shift funds to larger banks and not into cash. Critics of this approach suggest they disregard the

problems of asymmetric information to an excessive extent.

While not recommending the wholesale abolition of financial regulations, critics such as

Kane (1990) would suggest that they are inherently suspect, since regulators are under a shorter time

horizon than taxpayers (the analogy is drawn with a type of agency cost, arising from conflict between

company managers (regulators) and providers of external finance (taxpayers)).  Regulators are seen as

seeking to extend or defend their share of the market for regulatory services in the face of disturbances

in the economic environment, subject to bureaucratic, market, and technological constraints.  Kane's

critique may be seen in the US tradition of suspicion of regulation, which is seen as a wealth transfer

brought about by a political process driven by well defined interest groups (See Stigler (1971); Pelzman

(1976)).  Although this approach seems best suited to US political processes than elsewhere, in all cases

it seems likely that there is a degree of "regulatory capture", entailing such transfers, given the need for
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co-operation between the regulator and regulated.  This may imply regulators serving the interests of the

suppliers and not the users of financial services.

Other inherent disadvantages of public regulation, as pointed out by Doyle and

Mortimer-Lee (1992), include pressures to extend regulation, if, for example, a rule has undesirable side

effects or agents innovate around the rules;  preventing such excess regulation may be complicated by

the different needs of retail and wholesale customers, where rules designed to help the former may be

inappropriately applied to the latter;  there may be rent-seeking welfare losses if regulated firms expend

resources to achieve regimes that serve their special interests;  regulations may encourage monopoly in

an unintended way, even if they are not explicit 'structural regulations', if, for example, strict licensing

rules or high capital adequacy requirements curtail the threat of new entry;  liquidity regulations may

distort portfolio allocations;  and restrictions on activities of banks limit benefits derivable from

economies of scope between activities.

Whereas these arguments may not be strong enough to convince one that the safety net,

prudential supervision and conduct of business rules are unnecessary, they do imply a need for

scepticism against calls for regulation in general, and a careful sifting out of forms of special pleading,

as well as more generally a need to assess when market failures are limited or have limited adverse

consequences.

3. Banking and the Single Market

(a) Background

For several decades after the signing of the Treaty of Rome, the creation of the

Common Market in financial services remained a remote objective, notably due to differences in

regulation, entry restrictions and capital controls.  Although some progress was made in a Directive of

1973, which ensured equal treatment of EC firms in respect of entry and conditions of operation in

domestic markets, international competition in financial services remained constrained by capital

controls, notably in countries such as France, Italy, Denmark and Ireland.

Harmonisation began in earnest with the First Banking Co-ordination Directive, which

established a definition of credit institutions (as institutions taking deposits and making loans on their

own account), as well as laying down the principles of home country supervision.  The Directive set out

general guidelines for deregulation, but also prompted several specific Directives, on Consolidated

Supervision (1983), which required credit institutions to be supervised on a consolidated basis where

one holds more than 25% of the other's capital;  Accounts (1986), which harmonised accounting rules

for financial institutions;  and Consumer Protection (1986).  Also aiding competition and, to some

extent, integration of EC financial markets were a number of key autonomous changes in financial

markets, namely a decline in use of structural regulations such as interest rate ceilings;  development of

money, bond and equity markets;  and deregulation of fees and commissions in financial services

(effects of these are summarised in Gual and Neven (1992)).  But there remained a number of barriers

to full integration, notably that banks still needed to seek authorisation from host supervisors;

supervision remained largely host based, and could include restrictions on the permitted range of
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activities;  branches had to be provided with own-capital as if they were subsidiaries;  and supply of

cross border services remained constrained by capital controls.

(b) The Single Market in Banking

The EC sought further economic integration across the whole range of markets for

goods and services in the Single European Act of 1986 (see Fraser and Mortimer-Lee (1993)).  As

applied to banking, the Act called for a single banking licence across the EC, home country control and

mutual recognition of standards of regulation.  Hence, under the Second Banking Co-ordination

Directive, institutions authorised in one country are able to branch or provide services freely in others,

with the bulk of supervision being by the home country.  They are also free to engage in a wide range of

activities, if the home country supervisor does not forbid them.  These activities include most of those

engaged in by 'universal banks', including portfolio management, securities issue and trading as well as

traditional deposit banking.  Some aspects of host country supervision continue, for example of position

risk (till the CAD/ISD are introduced), conduct of business, particularly in securities activities, of

liquidity and for monetary policy purposes more generally.  A 'reciprocity' clause requires other

countries to provide 'effective market access' to EC banks before they are allowed to enter EC markets.

To ensure competition on an equal footing, and to prevent excessive 'competition in laxity' among

regulators to gain footloose business, minimum standards are laid down in certain areas.  These include

minimum equity standards (5m ECU), controls on equity investments in non financial firms10 ); and

supervisory control of shareholders (with notification required of stakes in banks of over 10%).

Additional supervisory Directives and proposals have followed on from the Second

Banking Co-ordination Directive, namely on Large Risk Exposures (exposure to one customer not to

exceed 25% of capital, and all exposures of over 10% of capital are not to exceed 800% of capital);

Own Funds and Solvency Ratios (enforcing the Basle capital adequacy standards on all EC banks);  a

further directive on Consolidated Supervision (bringing non-bank financial holding companies into the

regulatory net, and, in the wake of BCCI, ensuring host country control where most activity occurs

outside the home country);  the currently stalled Directive on Winding-Up (mutual recognition by host

authorities of actions taken by home countries); and  Deposit Insurance (to involve the setting up of

guarantee schemes up to a minimum level of coverage and coinsurance in all countries, with home

country coverage11 thus providing incentives for adequate supervision).  In this context, note that

liquidity policy and monetary policy functions remain host country responsibilities.  Some have assumed

that these imply lender of last resort responsibilities also devolve to the host country;  but this is does

not appear in EC legislation or proposals.

(c) Complementary Directives

                                                  
10 These will deduct equity holdings in non-financial firms from banks' capital to the extent the sum of

such stakes in excess of 10% of firms' value exceed 60% of banks' capital.
11 This proposal contrasts with the original suggestion of host country coverage, the dangers of which, in

terms of weakened incentives for adequate home country supervision, were obvious from the BCCI
failure, see Dale (1993).
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Similar sets of directives, incorporating the same regulatory policy approach, have been

introduced or proposed for other types of financial institutions, notably the Investment Services

Directive to provide a passport to non-bank securities firms and ensure access to stock markets;  the

Nonlife and Life Insurance Directives;  and the proposed Pension Funds Directive.  To ensure

competitive equality between banks performing securities business and non-bank securities firms

operating under the ISD, a further Capital Adequacy Directive has been agreed, applying a "trading

book" approach to all institutions' securities business, focusing on market risks and large exposures in

securities trading.  This is distinct from the risk weights for banks' banking exposures present in the

Basle/Solvency Ratio approach;  banks and securities firms will have to distinguish their trading and

banking books and apply different regimes to each.

Complementing the 1992 process for financial services is the full liberalisation of

capital controls, required under the Capital Movements Directive by 1990.  Following on have been the

Delors Proposals for the evolution towards a Single Currency, as set out in the Maastricht Treaty.

The stated objectives of the Single Market is to further economic efficiency via free

competition (i.e. addressing the market failure of monopoly).  It will, for example, make it cheaper for

firms to set up in foreign countries, probably leading in turn to lower prices for financial services and

increased variety.  This may have the side effect of increasing the international competitiveness of EC

firms.   It also aims to ensure consumer protection and financial stability are maintained (thus

addressing the market failures of information asymmetry and externalities).   The next section seeks to

assess the issues raised by the Single Market regulatory regime in the light of these objectives and of the

theory of regulation set out in Sections 1 and 2.
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4. Economic Issues Raised

This section seeks to draw together the analysis by discussing the Directives and

proposals in Section 3 in the light of the market failures and paradigms for regulation presented in

Sections 1 and 2.  The section begins with an overview of the issues relating to setting of regulatory

standards in a Single Market;  it then follows the schema of Sections 1 and 2 in outlining likely effects

of competition on market failures, and policy relating to deposit insurance, the lender of last resort,

capital adequacy and prudential supervision;  it continues with a number of practical and longer term

issues in bringing together such differing financial systems, and concludes with a brief discussion of the

likely impact of monetary union on supervision.

(a) Setting Regulatory Standards in a Single Market

The Single Market proposals bring a further dimension to the key issues in 'regulation

in one country' that were outlined in Section 2, namely those relating to setting of standards in the EC.

Forms of regulatory co-ordination are only appropriate where financial systems interact, because

financial firms, investors or transactions are actually or potentially mobile between them.  This then

gives rise for the potential for the externalities set out in Section 1 to spread across borders, whether via

the existence of foreign customers of domestic banks;  failure of a foreign bank causing contagious runs

among domestic banks;  failures generalising across borders more generally via interbank and other

exposures crossborder;  and under EMU, via an integrated payments system.

The EC proposals are not of course unique in addressing the issues of financial

integration.  The Basle agreement on capital standards, the preceding Concordat setting out regulatory

responsibilities for international banks12 and the Communique dealing with issues of bank failure13 ,

may similarly be seen as responses of regulators to a pre-existing interpenetration of markets by

international banks.  But the EC proposals go further and seek to provide a framework wherein

interpenetration may occur, in many cases before it has occurred.

Interpenetration, either actual or prospective, differs widely between retail and

wholesale financial markets.  This is due to the greater importance of sunk cost barriers to entry

(relationships, reputation and expertise) in the former than the latter, regardless on any regulatory

barriers to entry.  The necessity for common standards in the latter is accordingly less, and the EC rules

hence run the risk of unnecessarily imposing harmonisation where interpenetration is unlikely to occur.

Moreover, there is an argument that as information asymmetries have no implications for other firms,

there is no case for harmonisation of conduct of business rules (CEPR (1991)).  The CEPR argue that

even at a national level, only prevention of fraud requires public intervention;  other types of product

quality problems (such as negligence and incompetence) can be policed by clubs.  Competition between

clubs should in their view be sufficient to prevent monopoly abuse.

                                                  
12 Under the Concordats, supervision of liquidity is the responsibility of the host regulator, and solvency of

home supervisors.  The need for consolidated supervision was also emphasised.
13 The statement read "while it is not practical to lay down in advance detailed rules and procedures for the

provision of temporary support to banks facing liquidity difficulties, the means are available for that
purpose, and will be used if and when necessary".
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A further issue in this context is whether it is better to allow competition between

regulators to determine common standards, or whether forms of harmonisation are more appropriate.

Competition between regulators under a passport principle may be stimulated either by desire of

regulators to retain business in their own markets (banks always have the option of setting up

subsidiaries under rules of other countries), or from pressure by market participants to remove obstacles

to level playing fields.  Competition between regulators has a more general advantage over negotiation

of not leading to protection being given to entrenched interests. Nevertheless, harmonisation may be

seen as better in cases where there are externalities across borders (e.g. systemic risk), given the risk

that competition will lead to an outturn with excessively low standards14.  The EC approach of setting

minimum harmonised standards may be seen as a compromise between these approaches, in that

competition between regulators will determine the precise level at which standards will be set in relation

to the minimum.  Even in an integrated market, the case for harmonisation is again less clear cut for

conduct of business rules, which concern information asymmetries more than externalities, and where

competition between regulators may still leave regulation at acceptable levels.  At least, it may be

appropriate to distinguish sharply between needs for consumer protection in retail and wholesale

markets.

Carosio (1990) suggests that competition between regulators in the EC will have the

side effect of increased "privatisation" of regulation, in that institutions such as rating agencies, auditing

firms and associations for accounting standards will have an increased role vis-à-vis government

agencies.  As discussed below, 'clubs' of market participants may have an increasing function in

policing conduct of business rules.  The effectiveness of such private sector functions will be

particularly marked when reputation is important to firms' ability to sell financial products, as is the

case for many of the problems arising from asymmetric information (apart from fraud).

The degree of mobility of institutions and transactions may itself have an effect on the

desirability of regulatory competition; where these are very footloose the danger that regulatory

competition will lead to excessively low standards may be correspondingly large, and harmonisation

appropriate.  However, since there remain financial centres outside the EC to which business may move,

there will remain an upper limit to the scope of such harmonised regulation, given the risk of driving

business outside the EC altogether.

Finally, where harmonisation is seen as appropriate, there is the issue of whether

regulation should be centralised or merely co-ordinated.  This issue may arise strongly when there is

Monetary Union and a European Central Bank (see below).  Suffice at this point to note that

centralisation may be appropriate where it is difficult to devise precise rules even on a national basis to

deal with forms of market failure, such as international banking crises or asset price bubbles.  Similar

difficulties in use of rules may arise with other discretionary aspects of supervision such as criteria for

authorisation and closure, where varying levels of laxity, confusion regarding responsibilities and lack

                                                  
14 As noted by Arrowsmith (1992), this will not necessarily be the case - some markets may benefit from

setting a tougher regime than the minimum, given the desire of participants to operate in markets of
established integrity.
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of adequate powers (e.g. BCCI) may in turn provoke market failures, and domestic regulators may pay

insufficient attention to international repercussions of their decisions.  In contrast, where market

behaviour is relatively predictable and stable, and formal rules are appropriate at national level,

mobility may imply rules should be harmonised, such as capital adequacy standards.  There may arise a

danger in this context within the EC, namely that the ongoing desire for 'subsidiarity' on the part of

member states may lead to decentralisation where centralisation may be economically more appropriate.

Resistance to a centralised lender of last resort may prove to be a case in point.

(b) Competition and the Single Market

The success of the EC Single Market, in terms of increased competition and

interpenetration of financial markets, following the removal of barriers to such competition, may itself

generate increased risk taking in the way described in Section 1.  For example, in positioning themselves

for the Single Market, firms could invest in expansion or diversification based on a desire not to lose

competitive advantage rather than realistic assessment of potential profits;  or at least they might fail to

take into account the strategies of other banks in making their investment decisions. Alternatively,

inefficient firms in newly liberalised national markets might face difficulties when facing competition

from efficient new entrants, particularly if incumbents are accustomed to credit rationing among

creditworthy borrowers rather than assessing the risk of marginal projects; or new entrants, being

inexperienced in their new markets, might themselves take excessive risks.

As well as entailing increased risk taking, interpenetration of national markets may lead

to increased problems of asymmetric information, as consumers are likely to have even less information

about foreign than domestic firms.  Heightened competition, by reducing the value of reputation, as well

as by weakening the role of clubs, may reduce the protection against exploitation that reputation gives in

more stable markets.

As noted by Davis (1992), the appropriate response to financial liberalisation is

generally a tightening of prudential regulation, which to some extent the minimum standards in the

Single Market programme will help to bring about.  But it also implies a severe test of the procedures,

judgement and skill of supervisors, independent of the rules they are seeking to enforce.  Experience in

Scandinavia, for example, suggests that the test will be a severe one, and failure could have extremely

costly consequences (vide the quasi nationalisation of Norwegian banks).

(c) Issues in Regulation and the Single Market

(i) Deposit Insurance and Compensation Schemes

One may begin with two points already outlined in Section 2.  Although the EC

proposals are silent on forms of financing (they state that in principle the industry should pay, schemes

should have sources of funding proportionate to liabilities and no presumption of state support),

continuation of current national policies of flat rate premia raises the difficulties of moral hazard, at the

same time as the US is making progress in relating premia to risk (premiums will relate both to capital



16

adequacy and broader supervisory valuations15).  Secondly, the minimum harmonised level is set low

and coinsurance is permitted, but schemes can also be totally comprehensive, implying the system is

designed as a potentially awkward compromise between the objectives of protecting uninformed

depositors and preventing systemic risk.

The home country deposit insurance proposal seems superior to the (existing) host

country basis, given the incentives it gives to avoid irresponsible authorisation and supervision of banks

mainly operating abroad.  But it still faces some difficulties (Schoenmaker (1992a and b)).  In

particular, a lender of last resort will face incentives to declare closure in cases of doubt regarding a

troubled bank's illiquidity or insolvency, while the deposit insurer will prefer to rescue banks, thus

promoting 'too big to fail' problems.  Depending on the location of the lender of last resort, this could

lead to conflict between regulators cross border.

Foreign exchange exposures of foreign branches may cause difficulties to a home

country deposit insurance system, as the value of liabilities will depend on the exchange rate as well as

the nominal value of deposits.  A partial limit on this has been set by specifying payment in ECU or

EMS currencies;  but August 1993 showed the stability of the latter could not be guaranteed.

The Deposit Insurance Directive seems unlikely to reduce the differences in

compensation between member states.  There is, for example, coinsurance in some countries and not in

others, as well as vastly different levels of compensation on offer.  For example, the UK scheme only

covers 75% of deposits up to 20,000 pounds, while the German scheme is effectively comprehensive

(100% for each depositor up to a third of the bank's capital per depositor).  This could lead to

competitive distortions, as well as vastly different potential burdens on the lender of last resort. There

are underlying philosophical differences, in that deposit insurance is seen in countries such as the UK as

a form of investor protection, while in countries such as Germany it is seem as a bulwark against

systemic risk.

Totally comprehensive schemes are in theory a likely source of moral hazard, as US

experience has shown, although Deutsche Bundesbank (1992) suggest that firm supervision, accounting

standards and `club' oversight can keep such risks under control.  But will such clubs' remain

sustainable with interpenetration and intense competition - or will greater public direction be needed?

Differences in coverage may cause problems for the home country approach.  On a

pure home-country basis they could give competitive advantages to banks from countries with generous

schemes.  A proposed compromise is to allow topping up to host country level - but this then entails

increased complexity for depositors, as well as requiring host supervisors to provide a safety net without

ability to withdraw a licence or supervise, although presumably host insurers will have the right to

audit, and obtain information.  Such an approach also entails the possibility of conflicts between deposit

insurers' policies in relation to a bank.

                                                  
15 These will of course remain subjective, given the difficulty of correctly valuing non marketable assets

such as loans, and the degree of differentiation in fees between risky and safe banks remains low,
suggesting some cross-subsidisation remains.
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Given failure of EC countries to agree on a Winding-Up Directive, deposit insurance is

to be triggered when either the supervisors decide the bank is unable to repay depositors for reasons

directly related to its financial circumstances or a judicial ruling suspends depositors ability to claim

against the bank. These alternative triggers leave open the possibility of conflict between supervisors

and judiciary.

(ii) The lender of last resort

Although some analysts assume that under the EC proposals the lender of last resort

function will be a host country responsibility, as part of its monetary policy function, this is nowhere

made explicit.  In effect, the regime set out in the Basle Communique noted above (which leaves

responsibility for central banks to allocate on each occasion), remains in force.  Some have suggested

that in a market with much more interpenetration than has occurred in the past, a more explicit

allocation of responsibility is needed to deal with crossborder liquidity crises in the EC.  Second,

differing levels of deposit insurance may put asymmetric burdens on lenders of last resort.  But more

crucially, given increased interpenetration of financial markets, one may doubt whether domestic banks

will remain willing to provide `lifeboat' facilities for failing banks organised on a `club' basis as they

have in the past.  If this were the case, the burden on the central bank would be much increased, leading

to pressure for assistance from the government to a greater extent than has been typical.  Governments

may in turn press for tighter regulation to protect the taxpayer.

(iii) Capital Adequacy

Since the EC capital adequacy regime is based on the Basle approach as outlined

above, it is vulnerable to similar criticisms.  These have focused on features such as the following:

First, the risk weights are crude, being e.g. the same for all non-financial companies,

regardless of size and leverage.  Given this broad brush approach to risk16, the rules may give incentives

to maximise risk within each category (e.g. private sector loans, mortgage loans) so as to maximise

return subject to the constraint, especially given lack of risk related deposit insurance premia.  Such

tendencies would in turn make the rules self defeating, to the extent they overturn the underlying

assumption of Basle, that banks hold a well-diversified portfolio of loans.

Second, the rules cannot vary over time in response to known events such as oil shocks,

or between countries to reflect the structure (e.g. risk-sharing) and behaviour (e.g. interest-rate

volatility) of financial systems (see below).  Yet all of these may affect the variability and correlation of

rates of return on assets.  Equally, 8% capital may be too little for small and poorly diversified banks.

However, to meet these points, home supervisors are free to set more stringent rules, at a risk in terms

of their banks' international competitiveness.

No account is taken of covariances between risks, indeed abstracting from 'large

exposures', the requirement is the same for a single loan to a risky borrower, as for a globally diversified

                                                  
16 The broad brush nature of the rules are understandable given the difficulty of assessing risks on non-

marketable assets such as bank loans, which have no market value.
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portfolio to borrowers in the same risk class.  Hence the distinction between systematic and

unsystematic risk is ignored (Schaefer (1987)).  A more accurate approach might, for example, take

account of the differing cyclical vulnerability of losses to different industrial sectors, see Davis (1993b).

Capital is measured at book value when market value may be more relevant to costs of

issuing or rolling over uninsured deposits.  Also capital is defined to include items other than

shareholders' equity (undisclosed reserves, discounted revaluation reserves, general loan provisions,

hybrid debt capital, and subordinated debt), some of which critics suggest would be of little assistance

at a time of heightened financial risk (for example, because failure to service subordinated debt is itself

an event of default).

The initial focus is on credit risk and not other types of risk, e.g. market risk arising

from security positions;  although this is now being rectified, it raises problems of its own in an EC

context, given the need for a level playing field in securities markets between universal banks and

securities houses (see below).  Equally, funding risk, (e.g. the proportion of volatile wholesale deposits)

and market risk in the banking book (as afflicted the US S&Ls) are not covered by the agreement.

Following the critique outlined in Section 2, Kane (1990) would suggest that such

international agreements are inherently suspect, since regulators are under a shorter time horizon than

taxpayers, and are seen as seeking to extend or defend their share of the market for regulatory services

in the face of disturbances in the economic environment, subject to bureaucratic, market, and

technological constraints.  As such, the Basle agreement is seen as a form of cartel imposing costs on

financial firms which they cannot escape by switching to other regimes.  A similar critique could be

made of EC proposals more generally, to the extent they entail harmonisation and not competition

between regulators.

In a non-bank context, it should be noted that the EC rules apply capital requirements

to non-banks, not only for investment banks where there is potential for systemic failure, but also when

client monies, e.g. in investment management, are segregated.  As argued by Franks and Mayer (1989),

because risks arising from asymmetric information are not directly linked to financial performance,

capital requirements pose a barrier to entry, reducing competition, and are inappropriate;  conduct of

business rules and fit and proper tests, combined with penalties for fraud and incompetent dealing are

more appropriate.  These may be combined with a private-sector compensation scheme (given risks are

not systemic).

(iv) Conduct of business rules and the public good

The regime for conduct of business rules may also be criticised. The Directives grant a

great deal of freedom for banks to operate in other national markets, but conduct of business rules, and

in particular "mutual recognition of techniques" are not laid down in the Second Banking Directive.  It

instead allows the host authority to enforce compliance with legal provisions which are "justified on the

grounds of the public good".  This could allow, for example, Belgians to maintain a ban on variable rate

housing credit, and the French on interest bearing current accounts, given the list of activities set out in

the Banking Directive as "passportable" do not reach this level of detail (it specifies mortgage lending

and not variable rate mortgage lending).  Moreover, even if techniques are permitted, member states can
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use taxation provisions to discriminate against undesired innovations.  In other words, the EC rules still

allow some of the key disadvantages of regulation identified in Section 2(c), such as excess regulation

and rent seeking welfare losses, to come through.  European Court decisions will probably be needed to

resolve these issues.

(v) Clubs and the Single Market

As already noted in the discussion of the safety net, the advent of the Single Market,

with increased competition and interpenetration, is likely to reduce the effectiveness of club

arrangements in domestic banking, particularly in areas where externalities are important.  Declines in

segmentation would imply less of a common interest between players.  Instead of acting collectively,

banks would rely on their own reputation, and/or ability to discipline others directly, for example in the

interbank market.

This move would parallel the decline of the club in the UK that has been observed over

the 1970s and 80s.  UK experience suggests that banks would be less willing to respond to calls to

provide lifeboat assistance or to support `systemic' deposit insurance schemes.  Backup by the taxpayer

or central bank would in turn imply a greater degree of moral hazard than when bank-financed rescues

are the mainstay of systemic support.  Banks would also be less willing to provide information to

regulators without a statutory basis.

(d) Practical and Longer-Term Issues

(i) Co-ordination between Supervisors

The Single Market proposals split responsibility for supervision between the home and

host country, whereby the latter remains responsible for conduct of business rules (as well as having the

right to enforce monetary policy regulations).  Although an improvement on the existing situation, this

could increase considerably the regulatory burden on banks compared with the pure "passport" idea

(Chrystal and Coughlin (1992)).  The provision of services from abroad could be particularly complex,

since banks would not be obliged to register with domestic authorities, but would have in principle to

comply with conduct of business rules.

More crucially, in the context of the historically-unprecedented levels of

interpenetration that it is expected to provoke, the Single Market regulatory framework could lead to

considerable problems of co-ordination when banking difficulties arise, because both the home

supervisor and hosts in up to 11 countries would need to be involved.  Also host supervisors have no

right to withdraw the licence from a bank that transgresses business rules (they can only stop it trading

temporarily).  Some commentators suggest that such difficulties require establishment of an EC-wide

co-ordination agency, or even centralisation of supervision (see below).

(ii) Different types of institutions in the same market

The issue of ensuring a level playing field in capital adequacy treatment of securities

business by banks (which dominate securities business in some EC countries) and securities houses

(which are important in certain others) illustrates a considerable difficulty in integrating markets where
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differing financial structures prevail.  The traditional approaches to capital adequacy of these types of

institution differ;  for banks, which have largely non-marketable assets, which are not priced and could

only be marketed at a loss, if at all (the 'fire sale'), a going concern basis for capital adequacy is seen as

appropriate;  for securities firms, which have marketable, liquid and easily-priced securities as assets, a

windup basis is seen as the best way to protect creditors.

Ignoring such differences would imply tilting the playing field and probably leading to

undesirable structural changes, which inter alia may reduce diversity and leave firms in the EC more

vulnerable to common shocks.  And yet differences may remain which mean an identical treatment is

also inappropriate, despite the fact that in securities markets the different institutions serve identical

functions.  Most crucial is that banks provide payments services and lend funds in illiquid form, thus

exposing them to contagious runs that may affect the wider economy.17  Others include the presumed

superior access of banks to the lender of last resort, as well as deposit insurance;  the differing nature of

liabilities;  the degree to which banks may be able to diversify sources of income between credit

business and securities business in a way securities firms cannot.  By adding the risks together, the

regulations that have emerged ignore this last benefit and may thus be criticised for overcaution.

(iii) The differing nature of national financial markets

The differences between financial systems may go well beyond those of market

participants outlined above.  Obvious examples include the differing ability of banks to liquidate loans,

the scope of banks' equity holdings and the central bank's role in providing liquidity.  Questions about

formation of a Single Market and its regulation arise more generally from what Bisignano (1991) terms

the philosophy of finance.  These centre, for example, on the degree to which market valuations are

regarded as appropriate measures of value;  the related treatment of unrealised gains on assets;  the

degree to which information about financial institutions is made public;  the extent to which lenders and

borrowers share information that is unavailable to other lenders, and form long term 'informal

contracts', thus reducing moral hazard;  and rights of creditors vis-à-vis shareholders in the case of

failure.

Such underlying differences are arguably difficult to accommodate within a common

set of regulations, which may lead to pressure for convergence of approach and behaviour, and give

scope for increased risktaking in the process.  Alternatively, such differences in approach could be

accommodated by differing interpretations of the rules, leading to more sensitive treatment of relative

risk, e.g. via capital ratios taking into account correlation of risks.  Interpenetration of markets by banks

supervised largely by home supervisors, and thus able to carry on business based on a "home country

philosophy" in a market where it is alien may cause further difficulties.  In the author's view, this may

lead to convergence on a system typified by universal banks but behaving in an "Anglo-Saxon" manner,

i.e. with higher levels of disclosure, but also lesser willingness to cooperate with each other and the

authorities.  Such issues may, of course, arise yet more strongly in the case of a Monetary Union.

                                                  
17 Given the participation of universal banks, a purely functional approach to securities market regulation

may thus be inappropriate;  see CEPR (1991) and Bodie and Merton (1992).
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(iv) Effects on free trade in financial services

Early versions of the EC financial services directives, whose tough reciprocity clauses

threatened to exclude US and Japanese firms solely due to the separation of commercial from

investment banking traditional in those countries, illustrate the fact that regulation can easily have

consequences for international trade beyond the area concerned.  Fortunately, the eventual wording

chosen, of 'national treatment', reflects more sensitively the realities of the situation.

(e) EMU, Regulation and the European Central Bank

As noted above, centralisation of regulation is an alternative to harmonisation, notably

in cases where discretion comes to the fore (i.e. there is a degree of uncertainty regarding reactions to

market failure, and quick responses may be needed).  In the absence of 'systemic' deposit insurance, the

lender of last resort is a clear example.

A number of authors have discussed the desirability of the European Central Bank

acting as regulator as opposed to, or in conjunction with, a central supervisory body.  This would entail

a shift from the current statutes of the ECB which envisage that the primary objectives of the system are

to maintain price stability (although it should also ensure smooth operation of the payments system).

Following the discussion in Section (a) above, CEPR (1991) suggest that there are a number of areas of

bank regulation where 'discretion' is particularly important, and that should be centralised even before a

Monetary Union, once there is sufficient integration of financial markets to imply a significant degree of

risk of cross-border contagion.  (Monetary Union will in itself strengthen such arguments, given risks

likely to arise via integrated payments systems.)  These discretionary functions are authorisation,

illiquidity, insolvency, closure and administration of deposit insurance.

After an initial phase when a regulatory co-ordination committee could handle these

issues, they suggest that at a certain level of integration,  a central agency, able to act with speed and

relatively immune to sectional pressures, will be needed.  They suggest that an ECB should have

responsibility for authorisation and dealing with problems of illiquidity (i.e. a lender of last resort

function) but not closure and deposit insurance, on the grounds that there would be improved incentives

if separate agencies have to administer closure of banks (the authorising agency would not have the

incentive to 'hide its mistakes' by delaying closure);  there would be less danger of regulatory capture;

and the distinction of the lender of last resort from deposit insurer in terms of concern with illiquidity

and not insolvency could be better maintained.

Giovannini (1992) argues that the monetary policy function of an ECB could be

compromised if it has no role in supervision.  This is because politically motivated national authorities

could induce it to provide lender of last resort assistance to their own institutions, taking advantage of

their own private information.  It would, he argues, be obliged to do this because of the provision that it

contribute to the smooth conduct of policies pursued by national authorities for stability of the financial

system.

Angelini and Passacantando (1993) suggest that the function of the ECB in the

payments system will almost certainly entail a supervisory function.  If it provides a settlement medium
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for interbank transactions, it will need power to restrict membership to the system, place limits on

exposures, expel members, impose collateral requirements, etc.  It will also need information on total

exposure of individual banks in all such systems.  Such information can only be gained via supervision,

in particular of liquidity.

On the more general underlying question of whether central banks such as the ECB

should be supervisors, Goodhart and Schoenmaker (1993) remain agnostic, after an exhaustive

empirical investigation.  They note that Central Banks' role as a guarantor of the payments system is a

strong argument for maintaining some regulatory oversight.  But equally they note that Central Banks

are tending to draw back from their historical role of preventing contagious systemic crises, because of

the decline of the banking club (Section 2 (b)), and hence their ability to organise rescues.  With limited

own-resources, there is a greater need to call on the government for assistance, which accordingly

demands greater control over regulation itself.  A degree of credence is also given to the danger that

Central Banks concerned about financial stability will put less emphasis on inflation control.  However,

the suggestion that lender of last resort assistance is a direct danger for inflation is dismissed, on the

grounds that any liquidity created can be sterilised.

Conclusions

The EC Single Market Directives and proposals give an interesting illustration of the

problems of banking regulation, with the additional complications offered by a free market in financial

services across 12 nation-states, which itself has a primary motive of increasing competition.  Such

aims are of particular interest given the suggested potential for conflict between the objectives of

reducing the market failure of monopoly and of asymmetric information/externality.

In the view of the author, the main weaknesses of the proposals relate to the safety net

function, which will be increasingly pressing should a Single Currency be adopted.  Deposit insurance

premia remain flat rate, despite the moral hazard it creates, and seems likely to involve vastly different

levels of coverage.  Meanwhile the lenders of last resort may find it difficult to react together to

systemic problems across borders.  The backup of the bankers' "club" seems likely to be weakened by

intense competition and interpenetration.

Other key problems are the fact that capital adequacy regulations reproduce the

shortcomings of the Basle approach;  that some non-banks are likely to be subject to unnecessary

capital adequacy requirements;  the public good criterion may be used to protect domestic firms;

conduct of business rules may be unnecessarily harmonised (since there is no externality); and that

different approaches of the national financial systems may generate difficulties when interpenetration

increases.  Underlying the various problems is often a trade-off between efficiency and safety, as for

example universal banks benefit from economies of scope, but also give rise to issues in supervision

given their simultaneous participation in traditional banking (i.e. subject to runs) as well as securities

and holdings of equity participations.

The success or failure of the EC measures may be of broader interest in terms of the

examples they may give to the way global liberalisation of trade in financial services under the GATT
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should be handled.  They are also of obvious relevance to any potential entrants to the EC such as the

Nordic countries.
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