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(1) Structure

In many industridlised countries, prior to recent decades, the stability of the financial system was
maintained and protected by reliance on cartels and relatively strict segmentation between the
operations and scope of financid indtitutions and functions. Causdity ran in both directions; such
compartmentalisation helped to determine the structure and nature of financial regulation; while the
regulators reinforced segmentation and cartels. This latter was achieved by legal restraints in some
countries, eg. GlassSteagd! in the USA, Article 65 in Jgpan, and by the less formd
encouragement of the authorities in others, eg. UK. Such compartmentaisation, with some
accompanying restrictions on both entry and on price (interest rate controls and cartels) and on
marketing competition, protected both the profitability and charter values of the financid
ingtitutionsinvolved. Such segmentation generdly held between countries for the same function, as
well as within countries for different functions. Such segmentation, however, was more
pronounced in Anglo-Saxon countries than in Continental Europe. In the laiter, universal banks
had been a feature of the financid system from the start, so that divisons between banking and
securities business was less marked.

The regulatory framework, which developed historicaly (at least in the Anglo-Saxon countries),
usualy reflected that same inditutiona segmentation within each country, with insurance
companies, securities houses, mortgage lending companies and banks becoming the concern of
differing Departments and Ministries within governments, and of a variety of separate, often quas-
officid non-governmentd, entities, to whom supervison was delegated. The resulting separation
of regulatory entities within countries, and even more acutely between countries, was untidy, but
was not redly a serious barrier to efficiency so long as it matched the pattern of the underlying
financid system.

Thislatter isno longer the case. For reasonsthat are well known, the barriers between operating in
differing functiona and geographica financia markets have been eroded. Financia conglomerates,
multinational financid entities and universal banks have emerged. The forces of information
technology and competition within liberdlized free markets prevent countries from repelling this
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tide, even should they want to do so0. Given that the structure of the financia system has been
decisively reshaped, the dtructure of the regulatory system, and its component bodies, should
amilarly be rationaised and smplified.

Among the mongtrous, and expensive, regiment of regulators, chains of command are indistinct and
the condtituent bodies communicate distantly, often via memoranda of understanding! Little is
more difficult than structura change, since that tramples over “turf' and existing property rights.
There seems no feasble dternative to basing regulation on nationd entities, with these coming
together at internationa groups, e.g. the Bade Committee on Banking Supervison, IOSCO, at the
European Commission, or EMI, etc, to seek common ground. Now, a tripartite informal
committee has met internationally to consder how multi-national conglomerates covering banking,
securities trading and insurance might be handled.

Even though the actual process of structural reform of the regulatory system within each country is
likely to be hideoudy difficult, it may at least be vauable to try to set out a blue print of what the
objective might be.

The thrust of these initid comments is that the inditutional basis upon which the regulatory
structure was initidly constructed is no longer practicable. That, dmost by default, forces one to

advocate the reconstruction of the system of regulation around its functional objectives.

That leads on towards areview of what should be the functional objectives of financia regulation.



- 3 -

Purpose of Regulation

The purpose of externa regulations on the operation of private-sector ingtitutions have typicaly
been threefold. These are-

) to check the abuse of monopoly power.
() to dedl with the effect of externdities, where private and socid returns diverge.

Within the financid system, contagious runs and concern with systemic
dability represent the main manifestation of this.

(i) to prevent the exploitation of poorly (asymmetrically) informed clients and to
provide investor protection for those who cannot reasonably be expected to
help themselves.

While such objectives are laudable, they come at a cost. Externd regulation is only relevant if it
forces the regulated to do something they would not have done voluntarily anyhow; otherwise it is
redundant and otiose by definition. Thus, in addition to the direct costs of regulation, (feeding the
mongtrous regiment of regulators), there are the indirect costs of adding to the regulated's burdens
and expenses, and hence foregone business opportunities. The latter are likely to be much heavier

than the former, though much more difficult to quantify. For a recent attempt at some initia

quantification, see Franks and Schaeffer (1995).

Externd regulation is only desirable up to the point where the margina benefits exceed the
margina costs. Since margina costs are undoubtedly postive, this must be at a point where there
would gill be benefits, in reducing the danger of systemic stability or protecting investors, of
gopointing yet more regulators, obtaining and exchanging more information, issuing more
directives, etc., etc. An optima regulator will be a regulator who fals from time to time in the
exercise of her duty, because the aternative istoo expensive.

That is not how regulators, or outside commentators after the event of some well-publicized failure,
are likely to perceive the situation.  The regulatory failure is usualy obvious, often flagrant in some
respects. The regulators are persondly blamed. Againg that the indirect codts of regulation, in
greater expenses and dedling codts, are covert and rarely perceived. Meanwhile the direct codts, the
pay, rations and living quarters of the regulators, hardly appear as a cost to be minimised to the
regulators themselves. So, there are patent pressures and incentives for excessve regulation.
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There will be a continuous need to guard againgt that. We will return to this point from time to
time.

Let me revert to the three purposes of regulation. First the control of monopoly power; thisis the
main function of the regulators of privatised utilities which are natural monopolies. It is, in generd,
a secondary issue within the financid sysem. There are, however, some cases where a potentia
monopoly exists. For example, a payment syslem may amount to a natura monopoly, and the
terms on which new entrants can have access to the sysem may be anti-compstitive. Agan, a
trading market generates information about its own quotes, order-book transactions, eic. The
exchange may seek to control and limit access to, and use of, such data to support its own
competitive pogtion. When this is a vaid protection of copyright and innovation, and when an
undue congtraint on competition, is anice problem in law and economics (Ruben Lee, 1995).

But such problems are not unique to the financid system. There is no reason why the financia
system needs any specia protection, or regulatory oversight in this respect, beyond the generd
provison of indtitutions and lega mechanisms to promote competition and to challenge unfair and
monopoaligtic trading. Indeed, the globalisation and liberdisation of financia markets will have
enhanced competition between indtitutions, markets and jurisdictions, perhaps to a greater extent
than in many other sectors. But, in so far as there is a resdua need to ensure that monopolistic
practices do not adversdly effect the customers of financid services, the promotion of competition
could be made one of the roles of the regulator charged with the duty of investor protection, or of
the genera pro-competitive body, e.g. the Office of Fair Trading (OFT) in the UK.

So there remain two central functions of regulation within the financia sector, investor protection
and sysemic gability. An immediate, mgor question is whether these functions need to be
undertaken jointly, or whether they can (and should) be separated. There are good reasons for
trying to separate them. The focus of investor protection is micro; that of systemic dability is
macro. Investor protection is especidly needed, perhaps, among the smdler, fringe inditutions;
systemic gahility is centred around the main, large players and markets. Investor protection will
require consderable adversarid tactics, to stop exploitation, force redtitution, pendize wrong-
doers, systemic stability will normaly be fostered by largely consensud agreements.

The problem with separation, of course, is that both systemic stability and investor losses are
threatened by the same event, the insolvency of financid inditutions. Anything that threstens
solvency will imperil both systemic stability and investors funds. By the same token dl measuresto
preserve and protect solvency will ad both functions, whether this be ceapita adequacy
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requirements, deposit insurance, authorisation and closure rules, large exposure limits, etc., efc.
There would obvioudy, therefore, need to be considerable overlap between regulatory agencies
gplit on these functiona lines. Yet if there wasto be a dngle, overdl regulatory body for the whole
system, would it be perceived as too powerful, especidly if it was to remain a part of the Central
Bank, a question that | shal return to later; and would an ingtitution with such a wide remit be
aufficiently focussed? The only countries which have established unified financid regulatory bodies,
(which have been separated from their Central Banks), have been smdll in terms of the comparative
gzeof ther financid systems, e.g. Canada and in Scandinavia.

In my view the difference in focus and function of investor protection and systemic gability is so
large that the desideratum would be to have two main regulatory bodies, and two only, in each
country. Thiswould require splitting up responsbility for those measures affecting the solvency of
financia entities, since these latter affect both systemic stability and investor protection.

This latter could be done in a variety of ways, ether by splitting responghbility for functions or for
inditutional oversight, or by a combination of both. For example, | believe that 100% deposit
insurance causes undue moral hazard, whereas capped, partid insurance does not prevent bank
runs. Thus | would alocate the responshility for (partid) deposit insurance to the investor
protection arm. Per contra, | would make the formulation of rules for the safety of the system,
capita adequacy, authorisation and closure, margining and netting rules for markets, exposure
limits, etc., the responsibility of the systemic stability arm. But | would divide the monitoring and
operation of such a system between the two arms on the basis of their Sze, as measured by their
balance sheet. The monitoring of dl large financid entities, (whether banks, securities houses or
insurance companies, and, of course, mixtures of the above), would go to the systemic stability
am. The investor protection arm would be responsible for the myriad smdl financid inditutions
(whatever their title) dedling with retail depositors, smdl financid inditutions with only wholesale,
informed clients, and unlikely to cause systemic problems, would not require externa supervision.
The systemic stability arm would aso be responsible for the safety, structure and functioning of al
payment systems and financial markets, whether derivative or spot. The investor protection arm
would, however, be responsible for ensuring fair competition and customer protection on such
markets.

No such divison could ever be perfect, or, even if correct when established, would soon become
outdated by innovation. The responsible Ministry and Minister could, however, retain a power to
adjudicate a divison of responsbilities between the two aams. One possble danger of such a
scheme would be that the systemic stability arm would be seen as much the more important and
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glamorous, and that the status of the investor protection body would be perceived as much lower.
In particular, the costs to the deposit insurance scheme of the failure of alarge indtitution could be
heavy. S0, if they were to be primarily monitored and supervised by the systemic stability arm, the
investor protection body would find itsef having to provide insurance without commensurate
monitoring and intervention rights over its largest clients.

Given the higtoricaly determined proliferation of avariety of (ingtitutional based) regulatory bodies,
it issurely utopian to advocate that these be reduced to two in each country, an investor protection
am and a sysemic stability aam. Neverthdess, if we do not have a view of the ided ultimate
objective, we arelesslikely to progressin asensible direction.

Bearing in mind the ever-present danger of excessve regulation, and that the optima regulator is
one who fals to achieve al her objectives from time to time, we may turn next to a more extended
account of what each arm might do. | shdl start with investor protection largely because | have
much less to contribute on this aspect of regulation.
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insurance should be limited, with an (indexed) maximum level per depositor in each indtitution and,
perhaps, only providing partid insurance (restitution), e.g. 90%, up to that maximum. Even with
such limits, the amounts involved may be large. Since authorisation and supervison over any
consolidated internationd financid ingtitution will be the respongibility of the home country (e.g. in
the EU), deposit insurance, at least up to some agreed minimum harmonised level, should aso be
the responsihility of the home country, rather than the host country; this has now been agreed in the
EU (Schoenmaker, 1993).

Secondly, principa/agent problems arise when the funds handed over by the principd to the agent
are used by the latter in away that benefits itself, rather than the principa. Misuses can reault; eg.
where the principd is advised to place fundsin a project in which the agent has a persond interest;
through dedling at an off-market price (and pocketing the difference); front-running; churning, etc.

Some of these practices can be checked by proper disclosure, eg. of the market price at the time
when the dedl was done, turnover rates on average and for each client, etc. The main problem is
that the principa may be advised to operate in a way that benefits the agent rather than the
principal. The standard remedy for thet is to separate the function of advice giving from that of
execution; this is known as polarisation, or single (as compared with dud) capacity. The
disadvantage of this latter isthat it isan expensve remedy. Financid inditutions can usualy obtain
economies of scope by combining advice and execution; and making the investor vist two
indtitutions rather than one adds to costs. Moreover, principa/agent concerns will not be entirely
removed S0 long as undisclosed (financid) linkages remain between the advising body and the find
executing agent. Sometimes, when competitive pressures intensify, that part of the financial system
shifts to dua capacity; but when regulatory and informational failures are more prominent, e.g.
Lloyd's of London, the pressure is for a move to single capacity. Here the balance between benefit
and cost seems often quite close and variable from case to case.

Principa/agent infractions, eg. wilful front-running, churning, misuse of funds, are often hard to
prove; and regtitution, either via the law courts or investor compensation, may be more difficult to
achieve. The investor protection regulator can make such regtitution more likely and adequate by
collecting and assessing the evidence in cases of suspected principal/agent problems. The main
problem in this area is that such supervison and regulation, eg. on polarisation, requiring data,
forcing regtitution, efc., is likely to be both intrusve, expensive and sometimes confrontational.
The baance between benefit and cost may be often hard to determine. Because practitioners
observe the cogts, whereas consumer bodies pay more attention to the benefits, there will be a need
for representatives of both on the investor protection body board.
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The fina, third, category of concern relates to poor, negligent advice, but advice which is not
conscioudy sdf-serving. This is, perhaps, the main problem among the other professons, eg.
medicine, law, accountancy. Among these professons, the problem is usudly met by a
combination of pecidist education combined with (aladder of) authorisation. While this has been
generdly satisfactory, there have been cases where the qudifications have been made too exacting,
in order to provide rents for the ingders, at the expense of some customers and of some (underpaid
and overworked) apprentices. Any investor protection body should be as concerned that
educationa and entrance qualifications are not too strict, as that they may be too lax, (though the
latter has, perhaps, been more often the case within the financid sysem. In the UK the
qudifications required by the Self Regulatory Organizations (SROs) are dight).

Again poor, or negligent, advice may be difficult to prove, and lega rulings over due standards of
care can themsalves be rather variable. An investor protection body can again collect and assess
evidence, suggest gppropriate standards, and perhaps act as amicus curiee.

The function of investor protection would seem to have a role in dl financid inditutions and
markets in which retail investors participate to any large extent. If investor protection was then
concentrated in a single entity, it might have to become too large and unwieldy. Whether there
should be such a single body, or a centra parent body with subsidiaries dealing with different
ingtitutions/markets, must depend on circumstances.

To repest, the main problem isthat coping with principal/agent problems, and assessing, setting and
enforcing standards and codes of conduct, is liable to be expensive, intrusve and somewhat
arbitrary and confrontational. Given the need for some discretionary balance between benefits and
costs in aworld where both are shifting over time, e.g. with innovation, lega absolutism should be
minimised as far as possble. With journdigts, politicians and often the regulators themsdaves
responding to evident cases of regulatory falure by cdls for ever-more regulation, there is a need
for strong practitioner (and dare | say economist) representation on bodies of this kind. This will,
of course, lead to a danger of capture, whereby regulators and practitioners collude to reduce
potential entry and competition, so that we get a hermetically-seded, safe but high-cost sector. To
counter this latter we need a separate regulator to promote free-trade, free-entry and competition,
such as the OFT in the UK. Perhagps a condructive tenson might arise between the investor
protection and the pro-competitive regulatory bodies?
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Systemic Stability

(8 What is specia about banks?

There are multitudes of economic systems. All economic agents interact through many market and
non-market linkages. Why should we worry especidly about financid syssems? There are severd
reasons. Fird, severd of these markets, notably the domestic and international (foreign exchange)
payments systems, lie right at the heart of the economic system. If the market for cars, or legd
sarvices, or what have you, breaks down temporarily it will cause severe problems for those heavily
engaged in those particular markets, but the rest of the economy can proceed largely unruffled. If
the ability to make and receive payments, e.g. through al these other markets, should collapse then
their own separate continuing activities may also be put at risk.* In virtualy al markets, goods and
services are bought and sold in exchange for money; if the monetary side of the bargain cannot be
consummated for one reason or another, dl the other markets will experience consderable
difficulties.

So thefirst concern in thisfield of systemic stability relates to the continuing smooth functioning of
the payments and settlements system. That concern naturally extends to encompass the major
players in that system, notably the clearing banks, and to the associated markets, e.g. money
markets, which the clearing agents (the banks) use to help them perform their payments functions.
Moreover, thereis, and can be, no clear divison between a set of centra financid markets, whose
continuing successful operation is necessary for the functioning of the economy as a whole, and
those peripheral markets which are not. This means that sSomeone needs to make a judgment about
the externdities involved in the possble falure of any (financid) market, and, if such externdities
are perceived to exist, to design methods of regulation and supervision to prevent such failures.

In so far as the first main worry about systemic stability relates to financid systems and markets, it
follows logically that a mgor function of the body charged with the conduct of systemic stability
should be the regulation and supervison of those financid systems markets themselves.

Higtoricdlly, regulators have been seen as respongble for the conduct of the financial agents and

2

The severity of a cessation of a paynments system can be
exaggerated, since hone-nmade substitutes wll soon spring up;
see for exanple the work of A P. Andrew (1908) on the noratorium
of cash paynments by US banks in the 1907 crisis and by A Mirphy
on the Irish bank strike fromMay 1st till Novenmber 17th, 1970.
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firms in the markets, not so much of the markets themsdves, which were often sdf-regulatory
bodies. Thisrdative emphasisis questionable.

The second main concern for systemic dability relates to the posshility that the failure of one
inditution within the financid system may endanger the solvency of other related inditutions.
Clearly if one inditution collapses, without imperilling others, the resulting problems cannot be
cdled sygemic. Those problems consequentia on the failure of a sngle entity may be very large,
particularly in certain communities, so that government assistance and trangtiond arrangements
may need to be made. But there is no difference in this respect between the isolated falure of a
sgngle large bank and the smilarly isolated failure of a large manufacturing, or service sector
company. Both will have many employees, shareholders, creditors, suppliers, etc.; indeed a
manufacturing company will probably be more geographically concentrated than a bank. In this
limited sense more non-bank companies may be “too large to fal' than banks!

The systemic problem arises if, and when, the failure of afinancid entity sgnificantly increases the
probability of failure in another smilar financid entity. In generd, the failure of a competitor will
drengthen the position of its surviving rivals. If there are two retail outlets of a particular kind in a
village and one of them fails, the other will tend to give a huge sigh of relief. Why should not the
same be true in the financia sector? It probably is true in many branches of finance that contagion
is unlikely. Where the vaue of the financid assets held by the intermediary is transparently and
accurately valued (at today's market prices), where the value of the ligbilities is related directly and
clearly to the value of such assats, and/or where there are congraints on the withdrawa of
depositors funds, then contagion becomes a distant threat. Thus most mutua funds, unit trusts,
investment trusts, fund management ingtitutions, insurance companies, €c., etc., pose no systemic
threat in themsdves as individud entities. There would be no reason for a systemic stability body
to concern itsdf with these individua entities. On the other hand there may be some concern
whether certain related markets are safely organized, e.g. LIoyd's of London.

The contagious threst arises from a variety of inter-active factors. Firdt, values of non-marketed
(and often non-marketable) assets held by severa financid indtitutions, especiadly bank loans, but
aso mortgages, loans and property, held by financid indtitutions are often uncertain. The failure of
one financid inditution often involves a sharp reduction in the reported vaue of such assets.
Individuas will perceive that other financid entities with apparently Smilar assets are also suspect,
and may well “run’ from them whether, or not, that isjudtified.

Of course, uncertainty about the true vauation of assets is not limited to banks, rather the reverse.
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Most non-banking companies have functionally specific assets whose second-hand market vaue is
far below their value as an on-going producer. In that respect banks baance sheets are more
transparent than, say, property companies, or even the generdity of other non-financial companies.
Yet if afinancia company's asset valuation was totaly transparent, with accurate mark to market
at dl times, it would be forced to cease trading as it gpproached insolvency, whether because of
depositor withdrawals or legd restrictions on trading while knowingly insolvent. Even here,
however, there remains a problem that financia markets are prone to much larger jumps in prices
than consstent with normdlity (i.e. Kurtoss and fat tails, October 19, 1987, etc.). So a financia
company could be operating with what might seem a reasonable cushion of unimpaired capita one
day, and be bust the next.

When one non-financial company, say providing foreign holidays, goes bankrupt, we can, and do,
usually downgrade our expectations for the condition, profits and solvency, of others in the same
sector. If dealing with such firms involves inter-tempora creditor relaionships, we may shift our
custom to the stronger among such firms. So contagion is certainly possible esawhere as well.
[There has been considerable academic andyss of herding, cascade effects, mimetic contagion,
efc., in recent years, see for example Topol 1991, Lux 1995.] But the risk of losing a relatively
large proportion of our total financia weslth, and most of our transactions balances®, combined
with the ease of withdrawa inherent in the convertibility commitment, makes runs an ever possible
phenomenon in banking-type indtitutions (eg. credit companies in Japan recently), and more so
than in other sectors.

Such contagion is enhanced by the manifold network of interbank linkages, both direct, eg.
interbank deposits, and indirect, via markets, whereby a failing bank may well be a large debtor to
certain other banks. This interconnecting network is much denser among banks than, say, among
property or leisure companies. This is especidly so because of their centrd role in the payments
system, as dready noted.

Moreover, banks facing, or experiencing insolvency, are likely to be forced (fire-sde) sdlers of
assts, especialy those assets with ready markets. This will depress prices in such markets, eg. in
money and bond markets, and hence wesken asset values among other banks. Once more,
however, such interaction effects also can and do occur elsewhere, e.g. in property companies.

3

~Even if the ultimate loss is not large, the inconvenience
of being unable to access and use transactions bal ances bl ocked
in the course of a financial failure may be consi derabl e.
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That runs, and contagious effects, exist in banking, and though probably to a much lesser extent
among other financid intermediaries, can hardly be doubted. A first question, however, is how
much more serious runs may be in banking than elsewhere. There has been very little attempt to
quantify this.

(b) How serious are bank runs?

One such recent attempt at quantification of this is being done by my colleegue, Mr. D
Schoenmaker. Contagion may be defined as the increase in the conditiona probability of firm |
failing if firm x (x 1) in the same sector has dready failed. Taking US data over the period [1865 -
1936], before the Fed effectively sought to counter such contagious effects, Schoenmaker ran
regressons of the form:-

% Bank Failure, = a+ b% Bank Failures; + gZ

where Z is a vector of macro-economic variables that might be expected to influence the frequency
of fallures.

If bank failures are contagious, b should be significantly greater than zero, after taking account of a
relevant set of macro-economic varigbles [Z]. Schoenmaker finds, usng monthly data, that
banking failures in the preceding two months had a strongly significant effect on banking failuresin
the current month during his sample period, after taking account of contemporary macro-economic
conditions. But the basis for imposing specia regulations and supervison on banking ingitutions is
not just that they are subject to contagious runs, but that they are much more prone to these than
are other non-financia companies. In order to test this, one would need to run the same kind of
exercise for certain non-bank sectors, and see whether the contagion coefficient, b, was significantly
lower. Unfortunately, monthly data on business failures have been difficult to obtain for this
reference period (1865-1935). So this research is not yet completed. Given the importance
attached to the question of systemic stability in financia regulation, the dearth of academic andysis
(as contrasted with historica description) of this subject is striking. One of the few recent studies
of this issue in recent years, (Kaufman, 1987 and 1994), comes to the conclusion that concerns
about systemic gtability have been greetly exaggerated.

Even if banks are much more subject to contagion than the generdity of other non-financia
companies, it does not necessarily follow that this, by itsef, provides a judtification for the
introduction of an externa regulatory and supervisory regime. A counter-argument is frequently
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made that, so long as the centra bank ensures that the aggregate money stock continues to grow
geadily, no great harm will be done by the failure of, even quite large, congtituent segments of the
banking syslem. Moreover, most of the deposits withdrawn from those banks percelved as weak
will be redeposited with stronger and safer banks. Why should such atransfer from one indtitution
to another matter economicaly? Moreover, it has the advantage of benefiting cautious, prudent
and conservative ingtitutions, a flight to quality.* Mora hazard will be dispdlled. Indeed, such
advocates clam, the mora hazard engendered by trying to salvage weaker banks may, in the longer
run, cause the banking system with regulation and a lender of last resort to be as wesk, or even
wesker, than one without.

There are severad answers to this.  Fird, this argument is conditioned on the maintenance of
“adequate growth in the aggregate money supply. But under conditions of contagious panic there
are bound to be mgor changes in liquidity preference; so how can the central bank know what is
adequate? During the great depresson in the USA, 1929-33, the supply of currency and the
monetary base grew at a fagter rate (than previoudy). Yet such was the shift in the demand for
currency (and bank reserves) that this was consistent with afall in the money stock. Moreover, in
such a panic and crigs, it may take very low interest rates to bring about a revival of monetary
growth. Yet the criss itself may have been associated with the collgpse of a prior asset-price
bubble, which will frequently be perceived as having been the result of monetary laxity. It is
difficult to press the case for immediate monetary esse on a group of officias who have been
berated, often by themsalves, for causing the preceding criss by their own prior monetary laxity.

This syndrome played a mgor role in the USA in the inter-war period, and in Jgpan under
Governor Mieno. Maybe regulation would be otiose if central bankers (and commercia bankers)
were super-human; but they are not.

Moreover, the argument that the transfer of depodts from failing to stronger banks is relatively
codtless, or even beneficid, is not valid, because the counterpart assets are not transferred at the
sametime. Supposethat dl the banksin Argentinafail, but the depositors transfer dl their deposits
to banks in the USA at no loss to themselves. What happens to the Argentinean borrowers? The
banks there will demand repayment of their loans. The US bankers do not know these borrowers.

Moreover, the flight to US banks may well have been partly, or largdly, caused by failures among
Argentinean borrowers.  This class of borrowers will now been seen as especidly risky. Such

* The flight may, instead, go to the big banks which the
public perceives as too big to fail. The effective choice may
lie between a wdespread rescue, or ending up wth an
ol i gopol i stic banking system
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borrowers may now find themsalves rationed out of the credit market, or only able to borrow at
relatively disadvantageous rates.

The use of an internationa example makes the point explicitly that the didocation and disturbances
caused by banking panics occur as much, or more, in the credit market as on the deposit side.
When banks fail, they often do so because they are over-extended in lending to a geographica
region or to a sector, eg. the property market, which has itself had an adverse shock. So, the
contagious runs are themselves often concentrated on banksin a particular region, or specidisng in
certain kinds of loans. Such contagious failures then make it more difficult for borrowers in that
classto replace ther prior credit lines on reasonable terms.

() Narow banks?

For most ordinary people the argument that we would al be better off without bank regulation and
supervison, centra banks acting as lenders of last resort, etc., sounds academic and absurd.
Instead, non-academic commentators and journdists tend to believe and assert that regulation is
insufficient. They seethe regulatory “failures; the continuing bank insolvencies, but not the costs of
regulation.

One set of proposals is to make those costs more transparent, and, if possble, to pass them on to
bank customers, so that they can choose how much to bear. One way of doing so isto be found in
the "narrow bank' proposal. Banks can elect in which category they wish to be, e.g. super-safe, safe
or norma. Super-safe banks are only alowed to hold super-safe assets, but in return have 100%
deposit insurance. Normal banks are alowed to hold any asset, but depositors get no protection at
al. But super-safe assats offer alower yield than normal assets, so the safer the bank the lower the
interest rate offered to the depositor.

The problem with al such proposds is that in "good' times dl depositors will want to be in the
‘normd’ banks, and in bad times in the "super safe banks. The contagious transfers of funds
between banks would actudly be exacerbated. As dready emphasized, the danger and damage of
such runs is caused as much, or more, by their adverse effect on credit markets than on depositors
wedth. Shifts during “bad' times into super-safe banks which could not even legdly hold the loans
of ‘'norma" banks would greatly worsen this problem. Although the segregation of deposits into
differing regulatory categories is frequently rediscovered as a possible solution to these problems,
such proposals usualy founder because of their adverse effects on credit markets.



- 16 -

(d) Disclosure and supervision:
What is possible and practicabl@

Be that as it may, the standard result of any mgor failure, even if individua rather than systemic,
such as BCCI or Barings, is for the mass of journdistic commentators to cal for more, improved,
extended, co-ordinated, tightened regulation and supervison.  Moreover, the regulators
themsdlves, not entirdly surprisingly, having ritualy besten their bressts in remorse a such
occurrences, then aso call (indeed declare the need) for more, improved, extended, co- ordinated,
tightened regulation. Few ask whether the benefits will exceed the costsl

Furthermore, the developments that are currently perceived as causing many of the regulatory
problems, eg. the eroson of geographica segmentation (globalisation) or of inditutiond dividing
lines (conglomerates) and the development of derivatives, make the full exercise of close and
detailed supervison much more difficult and expensive. A bank'srisk exposure can be dramaticaly
shifted virtually overnight by a single trader operating far from head office in a number of possble
far-flung locations. It isjust not possible to control this sort of problem by occasiona snap-shots of
balance sheets, nor by occasiond viststo, and talks with, head office management.

There is no doubt much that can, and should, be done to improve disclosure, particularly in risk and
exposuresin the OTC derivative market, but the case for making such disclosures private to central

bankers and regulators rather than public to al would need to be made. For example, one short-

coming that was identified in the Barings case was the fallure of Smex' knowledge of Barings
exceptional position to be transmitted either to Osaka or to the Bank of England. If thereisto be
reporting of exceptiona positions, should that be public or privately done?

The crucid failure & Barings was not, however, that of the mechanisms of control; they are said to
have had up-to-date risk management (VAR) modes. Instead the failure was of the operation, the
culture, of those mechanisms. What isrelatively easy for outsders and supervisorsto check are the

forma mechanisms and processes. What is much more difficult to assess is human qudlity and

culture. Moreover, since such qudity and culture is intangible and unquantifiable, how can a
supervisor impose a pecuniary pendty, e.g. a higher capitd ratio, on a bank just because she does

not trust the managers that she has met? Everybody may have "known" that BCCl was crooked,

but how can a supervisor close them without a “smoking gun'?

What is crucid, this argument suggests, is the quality of management. But, since thisis largely a
subjective matter, without an objective measure, (at least prior to a crash), it is difficult to assess,
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and even harder to condition actions on such assessment. What can be assessed, balance sheets,
reported profits, mechanisms and processes, can, and should, usudly be made public knowledge
rather than the private information of regulators.

In that case, with public disclosure, the regulator/supervisor would not be, and should not claim to
be, in a better pogtion to determine the viability of a bank, or other financid inditutions, than an
informed member of the public. A mgor role for supervisors should be to decide what information
should be made publicly available, with sanctions on directors and auditors to ensure the accuracy
of such information. Public disclosure rather than private channels of information would be
cheaper and provide amore redlistic picture of what aregulator/supervisor can actudly achieve. °®

The Barings case is widdly held to show the need for intensified supervison. On the contrary it
may demondrate that the complexity of the business and difficulty of the exercise is such tha
supervisors should withdraw from the exposed position where they are expected successfully to
second-guess and oversee the failings of inefficient or crooked management on the basis of drictly
limited bits of private information. Has New Zedand once again shown the way forward ®? Are
those private interviews, and channds of private information, between commercid bank and
supervisor cogt effective, or do they smply generate expectations among the generd public of what
the supervisor can and should do, that are impossible to achieve?

(e) What controls will we continue to need?

The suggestion that the focus of supervison should be on the provision of public disclosure rather
than on private channels of information, does not mean, ipso facto, that banks should necessarily be
alowed to do whatever they want, just so long as they disclose it publicly, with tough sanctions for
non-disclosure.  The market may be efficient, but given the inevitable uncertainties about the
vauation of non-marketed loans, often poorly informed depostors with some form of (partia)

5

Publ i ¢ di scl osure shoul d not be expected to provide better
information than the authorities can obtain privately. Rati ng
agencies are just as, or nore, fallible than regulators, for a
variety of reasons. But such a nechanism has advantages in
being public, reducing unwarranted expectations of what can
effectively be done, and, perhaps, of being cheaper, certainly
in reducing the nonstrous arny of regul ators.

° Unfortunately the New Zeal and experinment can never be
conclusive, if only because all, but one, of the nain banks
operating there are subsidiaries of banks under consolidated
supervision in other countries, e.g. in Australia.






- 19 -

But, given the complexity and variety of individua bank's operations, it is very doubtful how far the
authorities should go in making detailed recommendations about what banks should, or should not
do, a least in the systemic safety field. Apart from full disclosure, the relatively few rules, imposed
externdly, should be smple. It is, a the least, arguable that the route recently chosen by
supervisors to apply risk-weightings to capita adequacy, though entirely understandable, has been
wrong. It has led them into increasng complexity in a field where not only is it extraordinarily
difficult to get the system right in principle, (and they have not done o), but the application of such
rules to individua banks in different Stuations will not only be more expengve but dso often less
appropriate than those banks own internal procedures. While a continuing dialogue between
regulators and bankers on what is currently best practice in such risk-metrics is highly desirable, it
would again seem wrong to try to fix and to impose the usage of particular models, or on particular
ways of gpplying such models.
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(f) A ladder of graduated responses

All generd rules will be arbitrary, even, perhaps especidly, when they are complex, asin the case of
the alocated risk-weightings. Partly because they are arbitrary, it will usualy be impossble, and
unwarranted, to impose extreme sanctions, e.g. closure, when aruleis, just, broken. Indeed, there
may be occasons when the authorities might be happy to sanction a temporary infraction of some
of their own rules, eg. of large exposures to allow banks to participate in underwriting. If the
capita adequacy requirements call for ra minimum of 8%, what do the supervisors do if a bank's
ratio fallsto 7.999?

To the outside observer most of the discussion in internationa regulatory fora appears to be about
what common minimum levels should be, with little, or no, attention paid to the equaly important
issue of what to do when those levels are breached, as they will be. This, again, is a misalocation
of effort. The desred (minimum/maximum) levels of capita/large exposures are bound to be
arbitrary within quite wide boundaries. The question of what action should be taken when those
(arbitrary) levels are breached is equaly important.

Perhaps, given the arbitrary nature of the prescribed levels, the authorities would like to maintain
discretion to respond to transgressions as they think fit in each case. But, partly, for reasons
developed beow, this is likdy to lead to time inconsstency. The regulators will announce in
advance that they will ded severdly with any bank failing to meet these levels, but, when the event
happens, any such srong response will seem ingppropriate, or difficult, or embarrassng. In
practice, regulation will react to transgression, (which is hoped to be temporary) with forbearance.
The regulated will soon come to appreciate this behaviour, and factor it into their own decisions.

Such time inconsistency is especidly likely because regulatory requirements will bite hardest when
economic conditions are adverse. When times are good, profits are high, bad debts are low and
associated non-bank companies do not need any specid help. So capital adequacy, sdf-deding and
large exposure rules are dl much easier to meet. It is only when times are bad that banks are likely
to run up againgt such limits’ Moreover, when the conjuncture is generdly adverse, the
shortcomings of a bank, relative to the regulatory requirements, are not then o likely to be due to
the failings of its own individual managersowners, so why penalise them for a condition which was

7

For a formal presentation of this sinple point, see Blum
and Hellwi g, EER (1995).
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due rather to adverse macro-economic policies?® Finally, would it be sensible to limit the ability of
the Japanese banks in 1993-5 to extend loans, or at the extreme to close them, because bad debts
had impaired their capita adequacy?

Discretion is most likely to lead to systematic forbearance, and systematic forbearance (time
incongstency) will undermine any st of rules. The way out of the time inconsstency problem is
for the authorities to pre-commit themsealves to react in a specified manner in advance. Devising
such a ladder of responses to transgressions of the rules, epecidly since it must be realised that
these will normaly occur & the very worst times, eg. during panics or in severe depressons, is an
essentid ingredient of any good set of regulations. In the Bade CAR agreement, it was
conspicuous by its absence. It need not be so. An example of the gpproach that should be
followed isthe Structured early intervention and resolution (SEIR) approach, advocated by Benston
and Kaufman in various papers (see, for example, 1994 a and b), and largely incorporated in the
FDICIA Act of (1991) inthe USA.

Such precommitment to a ladder, a sequence of automatic, graduated responses should aso (help
to) ded with the “too big to fail' (TBTF) syndrome. This latter either causes inequity between the
trestment of large and smal banks, or, if equity is restored by making dl banks TBTF, introduces
extreme mora hazard. By the precommitment to the response, al banks should be treated dike,
and by the graduation of that response remedid action should have been taken before any bank
reaches insolvency. The rddivity between the sze of shock and the rungs on the ladder of

graduated response is crucia to the success of such precommitment. If the shock is quite small,
relative to the rungs, remedia responses can be put into action before drastic action, e.g. to close
the bank(s) affected, need be taken. If the shock is enormous, sudden and largely unforeseen, asin

the case of the Mexican default in 1982, then precommitment may involve closng down key
segments of the banking system a a criticd juncture. There will dways have to be some override
mechanism, if only to cope with occasions such as the outbresk of war in August 1914 and natural

disasters, such as a Tokyo earthquake.

(9) Thefinance of bail-outs

Nevertheess owing to fraud, mismanagement, or Smply incidents of extreme voldility in asset
markets, some banks, including perhaps very large banks, may become insolvent. It used to be
possible, a least on some occasions, to resolve such situations by a rescue, a “life-boat’, organized

8

On this see Dewatripont and Tirole, (1994), Chapter 9.
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by the centrd bank and paid for by a voluntary levy on the remaining commercid banks. The
increasing diversty within, and competition among, the banking sector will make that amost
impossible to arrange in future years. It depended on the existence of a well-defined “club' of
banks, who were prepared and able to spend shareholders funds to protect the reputation and the
privileges of that club. With a galimaufry of niche, specidis and universa, domegtic and
multinationa banks, agreement to pay out good money to revive an ailing competitor could not be
achieved.

The implication of this is that any large rescues within the banking field will, in future, have to be
financed by taxpayers funds, see Goodhart and Schoenmaeker (1995)°. If so, the centra
government, politicians and Minidries of Finance, will have to be involved in any large
falures/rescues. This, in turn, must have a bearing on the question of the relationship between the
body charged with the maintenance of systemic stability and the centra bank, an issue to which we
shall return shortly.

(h) A summary of proposas

These proposals/arguments can be summarised as follows-

@ The emphasisin bank supervison should be placed on (a) public disclosure, (b) each bank's
own interna risk control procedures. The concept that the authorities either can, or should,
be capable of second-guessing management on the basis of better private channds of
information should be refuted.

2 Some rules should remain, but these should be kept smple and broad-brush, rather than
detailled. It is more important to worry about specifying a pre-committed ladder of

responses to transgressions than about the arbitrary levels actually set.

(i) Some structural concerns

The incressing complexity of banking is leading to a choice, between trying to maich thet
complexity with an extended, enhanced, coordinated set of regulations, or of withdrawing to more

° Any cumul ative series of failures, even if the
institutions are quite small, may erode the reserves of the
deposit insurance funds to the extent that they also need to be
topped up again by injections of taxpayers' funds.
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limited, defensible objectives. On grounds of cost efficiency, | advocate the latter. The lesson of
Baringsis not that the supervisor should do more and better, but that it should be recognised that it
cannot efficiently and cost effectively be done.

Whereas the authorities should try to downscale their intervention in the case of individua banks, at
leest for systemic Stability purposes, it is arguable that they should pay more attention to the
structure of markets on such grounds. Systemic problems are largely transmitted between entities
by markets, and the failure of any mgor financiad market itself represents a potential systemic
danger. Indeed, the main systemic problem caused by Baringsis believed to have arisen because of
insufficient arrangements for dedling with the failure of a principa player, involving correspondent
relationships with other financid entities, in the Osaka futures market.

The attention now being paid by regulators to the structure of systems, notably the current
enthusiasm for moving towards Red Time Gross Payments (RTGS) Systems, and aso to systemic
riks in financid markets more generdly is praseworthy. The authorities should have the
obligation and the right to give recommendations to markets about such safety issues as margining,
netting, arrangements for handling losses, eic. There is a question, however, whether such
standards, e.g. the Lamfalussy standards on netting, should be required or just recommended.

As dsawhere, if such required standards go beyond that which the private sector agents would
have voluntarily adopted themsalves, they will add to the costs and expenses of those operating that
market or system. At the least that will add to the transactions codts; a worst such costs may
prevent such a market/system being viable a dl, with the dternative processes perhaps being even
riskier. Moreover, such sandards, e.g. that payments systems must be able to cope with the failure
of their largest single debtor, are themsalves somewhat arbitrary. There has been reatively little
academic study of the mechanisms for regulating and supervising syssemsmarkets. Moreover, the
record of most markets in putting in place safety mechanisms, eg. in the shape of dailly margin
requirements and interposing clearing houses between the counterparties, has been good. *°

 ne of the few major cases of market failure resulting
froma counterparty's failure to neet its obligations was in the
tin market in London in 1985. This cane about because of the
refusal of the governnents, who had been trying to prop up the
price of tin, via an intervention schene, to agree how to neet
the ensuing debts. Markets may find it nore difficult to inpose
adequate safety limts on public sector players in their markets
than on private sector counter-parties.
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It would certainly beright for any body charged with the maintenance of systemic stability to set up
a divison to overview safety arrangements in financid systems and markets. It should have the
right to collect information and to make recommendations. The question of whether it should have
the right also to require certain standards to be met as a condition of operation is much more
debatable. In my view such a regulator should not have the right to do so on its own; but should
have the ability to make a case for such a ruling to some higher palitical authority which would be
obligated to address any contrary evidence put forward by the relevant private sector agents. The
contrary argument is that this would provide an open invitation for lobbying, and that nothing
would get done, at least until the aftermath of a patent market failure.

(j) Should the central bank also act asthe supervisor ?

Let me now findly revert to the question of the nature of the relationship between the body charged
with systemic stability and the centrd bank. There remain severd reasons why such a body should
best be within the centrd bank. Firdt, there is bound to be a huge overlap between the aress of
interest of, and information required by, and available to, both the supervisor and the central bank.
Separation would involve wasteful duplication. Second, any rescue or liquidity criss will normaly
involve and require the immediate provison of extra cash. That can only be done by the centra
bank. So, the central bank and the supervisory body must work closely together in any case. This
is best done by interndising the supervisory body within the centra bank.

There are, however, a growing list of arguments for separation. Fird, as argued above, any large
rescue is likely, in future, to require government financing. If so, the politicians and Ministry of
Finance must become involved. If acentral bank is to become more independent in the conduct of
monetary policy, it will be anomaous for it smultaneoudy to become more politically subservient
in a supervisory role. As arider to the above, a central bank which is both independent in its
conduct of monetary policy and responsble for banking supervison may be perceived as too
powerful and separate an entity in the otherwise democratic body politic. Second, supervison isa
bed of nails. As argued earlier, the optima supervisor will be one who falls from time to time.
Such failures wesken credibility. A centrd bank needs credibility in its conduct of monetary policy.
Third, it can be argued, though | would not mysalf choose to do o, that combining the roles of
guarantor both of price stability and of systemic stability can lead to conflicts of interest. [My own
prior belief isthat these roles are complementary rather than competitive)]

Be that as it may, the case for separation has, in my view, noticegbly strengthened in the last
decade, or s0. But it has not yet become, again in my view, decisive.
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Condusons and Summary

The previous segmentation and cartdisation of the financid system was influentid in
shaping the historical structure of its regulatory bodies. Such segmentation has now gone.

In principle, therefore, those regulatory bodies should be reformed aong functiona lines. |
argue that there should be two such bodies, deding with (i) systemic stability, and (ii)
investor protection. Both, however, would be concerned with the solvency of financia
ingtitutions, so consderable overlap would be inevitable.

Investor protection is necessary for smal, retall depositors as a safeguard againgt (i) fraud
and misgppropriation of funds, (ii) principa/agent problems, and (iii) poor, negligent
advice.

Banks are particularly prone to contagious runs for a variety of reasons, e.g. convertibility
commitments, uncertainty of asset valuations, manifold interconnections, e.g. viatheir role
in the payments mechanism. Such runs can have severe effects on the economy, partly
because of the shocks to confidence and aso because of their deleterious affect on the
credit mechanism. The proposal for establishing narrow banks as a run-proof remedy is
unsound.

The main protection againgt bank failure must be internal management's own risk controls.
It is increasingly doubtful whether regulators can effectivdly am to second-guess
management by direct supervison on the basis of private information. Placing more weight
on public disclosure, though not likely to be any better in preventing insolvencies, may be a
more redlistic approach.
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Even s0, there remains a strong case for the application of certain controls, e.g. required
capitd ratios, exposure limits, condraints on sdf-dealing, if only because it would be risky
to rely solely on “market forces. But such controls should be few and smple. Partly since
they would 4ill be arbitrary, and to limit time-inconsstent forbearance, a graduated ladder
of responsesto transgressions, to which the regulators precommit, would be desirable.

The finance of any large rescues is likely, in future, to involve government funding, giving
politicians a direct interest and involvement in financid regulaion. This is one of the
factors leading to increasing drength for the arguments for separating the (systemic
gability) regulator from the Centra Bank. Neverthdess the arguments in this respect
remain finely balanced.






