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EXECUTIVE SUMMARY

In this paper we develop the case for the creation of a single financial supervisory and regulatory
authority for the Russian Federation. This case is based on three criteria:

(a) it enableseconomies of scope to be exploited
(b) it ensuresregulatory parity
(c) it satisfiesprudential logic

The risk management function in banks, investment firms and insurance companies has become
extremely complex utilising sophisticated statistical methodol ogiesto analysemarket dataand aredit
ratings. Given the need for each of the three sectors to manage their risks using similar data and
similar methodologies, there are economies of scope for regulators to adopt a comprehensive
approach. This will also ensure regulatory parity. Over the past twenty yeas elimination of
competitive barriers globally hasled to increased cross-borde and cross-sector competition. Hence
inorder to avoid disintermediation between sectors and between countriesa unified approach will be
required. Financia ingtitutions in the three sectors are increasingly interrelated either as counter
parties to a transaction or as a division within a conglomerate. Prudential logic suggests that the
regul atory function should map onto the actual activitiesof thefinancial institutionsthemselves This
approach is being developed by the Joint Forum, a group comprising the Bank for International
Settlements, the International Organisation of Security Commissioners and the Intemational
Association of Insurance Supervisors.

A unified financid regulator woud not only concern itself with the prevention of institution failure
in the face of market, credit and operational risks. We argue that it should provide protection to
customers of afinancial institution should that institution fail. In order to prevent moral hazard and
adverse selection problems arising the prevention and protection functions must be integrated. To
ensure that thesefunctions are carried out the unified authority needs to establish principles for the
governance of financial firms and through systematic audit ensure their implementation.

There needs to be co-ordination if not integration of monetary policy formulation and regulation of
the financial sector. On the one hand, a restrictive monetary policy can lead to increased faluresin
both the productive and financial sectors. On the other hand, stringent regulatory practice could lead
to reduced | ending and hence impact upon producti ve sector activity.

Findly, itisnoted that an efficient financial system supported by effective supervision and regulation
requires highly trained managers, auditorsand supervisors. Thisis a necessary pre-condition and is
independent of thetypeof regulatory structureadopted. However, aunified authority by reducing the
extent of overlapping regulatory functions is able to economiseon these scarceresources.
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1. Introduction

This paper developsthe case that there should be aunified financial services supervisory and
regulatory authority in the Russian Republic covering commercial banks, investment firms and
insurance companies. In addition, we recommend that as this unified authority isbeing developed in
the Russian Republicitsregulators and supervisors should participatein the Joint Forum on Financial
Conglomerates (Joint Forum) organised under the auspicesof the Bank for International Settlements
(B1S). This Forum comprises the Basle Committee on Banking Supervision (Basle Committee), the
International Organisation of Security Commissions (I0SCO) and the I nternational Organisation of
Insurance Supervisors (1A1S). The primary objectives of the Joint Forum are @) to devel op principles
for themoreeffedtive supervision of financial firmswithinfinancial conglomeratesand b) tofacilitate
the exchange of information between supervisors within their own sectors and between supervisors
indifferent sectors. It is the first stage in the creation of agloba, unified regulatory authority.

In order to assess the case for a unified authority we have adopted the threecriteriaidentified
by Dale and Wdfe (1998): (a) exploitation of economies of scope, (b) regulatory paity, and (c)
prudential logic. We arguethat aunified structure satisfies all three criteria. Economies of scope can
be enjoyed by the supervisory and regulatory structure through the elimination of overlapping
information gathering and assessment activities. Economies of scope also exist for the financial
institutionsthrough the creation of conglomerateswhich areabletoinnovatethrough the devel opment
of new financia productswhich involv e e ements of banking, securities and insurance and to follow
anintegrated marketing strategy forthese products. In addition, of course, the financial conglomerate
is able to enjoy economies of scope in the management of the risk exposures arising from activities
in the three sectors. Institutions in the three sectors are exposed to the credit risks embedded in the
assetswhichthey hold. Further, even withacompartmentalized financial system, financid institutions
in one sector are increasingly holding assets issued by institutions in other sectors or are exposed to
cross-sector settlement risks. Given that theinformational requirements needed for risk management
are virtually identical across the sectors, there is a prima facie case for a unified supervisory and
regulatory structurewhich mapseasily onto the activitiesof thethree sectors. Regul atory parity across
the three sectors will ensure that there is no disintermediation as institutions move from one sector

to another in search of the most liberal regulatory environment. Prudential logic refas to the



importance of aligning the remit of the regul ator with the risk management function of theregulated
organisation. Consequently, the regulatory structure should reflect the increasingly conglomerate
nature of the financial servicesindustry where risk management functions may cross the divisions of
the conglomerate. Prudential logic suggests that regulators for the threetraditional sectors can take
advantage of economies of scope just as the financial institutions themselves are. The international
legislation which reduced barriers to competition in the financial sector not only has led to major
changes in the management of risk within institutionsand the manner inwhich this management is
supervised and regulated. It has also led to major changesin the structure and conduct of businessin
the financial sector.

A stable economy is a fundamental goal of all nations. The role of the financial sector is
fundamental to this stability. The productive sectors of the economy consist of a complex network
of overlapping supply chains. One sector producestheinputstoanother sector which inturn produces
the inputs for yet another sector. The automotive industry is a classic example of this supply chain
process. If any one firm in the chan fails, it threatens the viability of those firmswhich supply it as
well asthe firmswhichit supplies. The financial sector isanintermediary in each of thelinksin the
supply chain. By providing mediaof exchange, liquidity, avariety of debt instruments and insurance
it facilitates the smooth functioning of the chain. However, if the financial sector should fail, the
intermediation will disappear and the supply chain itsdf will be disrupted if not threatened with
collapse. Recognition of these interactions is especially important for the Russian Federation as it
seeks to restructure its economy. Restructuring inevitably places strains on all sectors and for this
reasonit isparticularlyimportant that asoundly managed, well-regulated financial systemisin place
to facilitate this process. The implication of this scenario is that al households and firms in the
Russian Federation are stake-holdersinthefinancial system. Thestake-holdersarenot just theowners
or employees of the individual financial institutions.

The structure of this paper is as follows. In section 2 we outline the evolution of national
regulatory schemesfocussing upon the tension between competition and saf ety. In addition, weshall
focus upon relevant legislation that has been evolving over the past twenty yearswithin the European
Union, the United States and Australasia highlighting lessons to belearned from these experiences.
We note that these legidative developments are being co-ordinated internationally within the

framework of the Bank for International Settlements. Because of the dominant position of these
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countriesthe Bl Sframework will inevitably impact upon emerging financial markets(BIS, 1996). We
note also that whilethe trend has been toward unification of supervision and regulation of financial
ingtitutions, in no country can there be said to be anything like compl ete integration. Any financial
regulatory system hastwo objectives: prevention and protection. In section 3we examinethe casefor
financial sector regulation arising from the existence of marke failures: externalities, asymmetric
information and monopoly power. I n section 4 we examine capital adequacy standards and thar role
of seeking to prevent financial institution failure. We note that economies of soope arise in risk
management and in the application of capital standards across thethree financid sectors. We also
highlight the need of regulatorsto deal with double gearing in an integrated regulatory framework.
In section 5 we examine measures designed to protect the customers of financia institutions and
argue that these measures should reflect the underlying exposures of the institutions as well of the
quality of management. In section 6 we note that regulators are responding to the increased
conglomeration of the financial sector by taking stepsto increase co-ordination. This can be viewed
as a first step in the creation of a global, unified regulatory authority. In section 7 we ded with
operational risk and issues associated with the governance of financial institutions. Section 8 deals
with the interface between financial regulation and monetary policy and suggests that these two
functions must be closely co-ordinated. We provide a postscript in section 9 where we examine the
position taken by New Zealand. They have explicitly rejected the currently evolving international
regulatory infavour of one based on market discipline. Wearguethat an appropriate balance between
market discipline and government intervention needsto be achieved. Our conclusionisthat aunified
regulatory authority is best placed to deal with this tension. A system relying solely on market
discipline does not satisfy the criteria set out in the Introduction. Section 10 summarises the key
recommendations concerning the institutional arrangements that are necessary for the dficient
running of a unified supervisory and regulatory system.

Finaly, although it is beyond the scope of this paper, we argue that an efficient financial
system and its effective supervision and regulation requires highly trained managers, auditors and
supervisors. Thisis anecessary pre-condition and is independent of the type of regulatory structure
adopted. However, a unified authority by reducing the extent of overlapping regulatory functionsis

able to economise on these scarce human resources.



2. Context

The pressure for a national unified regulatory and supervisory framework arises from two
parallel developments in the late 1980's and early 1990's in the United States and in the European
Community, now the European Union (EU). In both regions legislation was introduced that would
increase competition between financia institutions operating within different regions and between
institutions operating in different sectors. The aims of this legislation were to facilitate greater
efficiency within the institutions themselves and to promote innovations that would provide both
householdand corporate customerswith greater choice. Notwithstanding these benefits, governments
also realized that the increased competition could potentially lead to a narrowing of profit margins,
increased risk taking and a deterioration in the capital positions of the financial institutions. Thus
while deregulation was proceeding with a view to increasing competition, new and complex
regul ations were introduced in the United States and Europe that were aimed at preventing failures
by financial institutions and, when such failuresoccurred, providing limited protection to customers.
These measures which are continuing to evolveare most clearly articulated in BIS documentsand in
the directives of the European Union.

There has been a widespread view that heavily regulated or state-run banks and investment
firms are not only ineficient but slow toinnovate in response to the requirements of an increasing
number of sophisticated customers. In the United States, this pressure led first to administrative
weakening of the Banking Act of 1933 (the so-called Glass-Steagall Act) and the Bank Holding
Company Act of 1956 which limited commercial bank activity in securities markets. In the European
Union competition was encouraged through the Second Banking Coordination Directive (1989), the
Investment Services Directive (1989) and the Directives on Non-Life and Life Insurance (1992). These
three directives are based upon the " Single Passport Principle’ which formed the basis of the Single
European Act of 1986. Once afinancial institution (or any other firm) is licensed to operate in one
EU member state, it is free to do so in other states as well. It is no longer necessary to satisfy the
requirementsof twelvedifferent regulatory authorities. Not onlywere barriersto entry eliminated but
so were the costsinvolved in seeking licenses in the 12 separate markes.

Obvioudy, suchfreedom of entry isimportant for establishing acompetitiveenvironment not

only within the United States or Europe but also globally. However, there is an important trade-off:



competition narrows profit margins. These margins are a source of capital to banks and investment
firms. Competition increases the potential for failure and for the emergence of neggetive spill-over
effects. Thus, it is not surprising that the EU directives designed to increase competition have been
complemented by a set of European directivesaimed at increasing regulation in an attempt to ensure
financial stability, the Bank Solvency Directive (1989), the Capital Adequacy Directive (1993) and
the Directive on Supplementary Supervision of Insurance Undertakings in an Insurance Group
(1998). These directives were aimed, respectively, at the banks, investment firms and insurance
companies and seek to prevent failure by establishing minimum standards for capitad adequacy for
the three separate groups of financial institutions. Similar principles underpin the Basle Accord of
1988 and subsequent amendments. In addition, the EU Deposit Guarantee Directive (1994) seeksto
set minimum standards for the protection of bank customers should afailure occur. The three sets of
directives implicitly gve recognition to the clear trade off between competition and financia
soundness.

Until themid 1990's, the model of national financial sector regulation could be characterised
astraditional. Daleand Wolfe (1998) characterise such a regul atory framework asin Table 1. Within
this structure regulatory objectives, techniques and regulatory agency do not overlap. Indeed, thisis
the approach that wastaken by the BISand EU from the 1980s until recently. Thedirectivesdiscussed
above imply that the banking, investment and insurance sectors are segmented. There appears to be
no casefor unification. Indeed, the history of the evolutionof international financial regulationclearly
supportsthis proposition. The bankswerethefirst to have acomprehensive, international regulatory
framework through the path breaking Basle A ccord. Substantial differencesbetweenthe United States
and the EU slowed down progress in developing standards for investment firms (Cf. McKenzie
(1994)) and standards for insurance companies have only recently been agreed. Each sector has had
itsseparate devd opment. However, as noted intheintroduction this compartmentalised structure has
been eroded over the past decadefor two reasons: a) theincreased complexity of financial instruments
has led to increasedinteraction between the three sectors; and b) the growth in the number and size
of financial conglomerates which offer a wide range of previously compartmentalised financial
Sservices.

Table 2 reveals that by far the most popular regulatory structure is the traditional one

described in Table 1. Only 8 countries can be identified aspossessing a“mega’ regulator or unified
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regulatory system. The deailed structure of the UK Finandal Services Autharity isshown in Table
3. Thisisin contrast to the traditional, segregated of the US shown in tables 4 and 5. It should be
noted that this situation is subject to change as aresult of the US Financial Services Modernisation
Act of 1999.This involves two options. Option 1 (Table 6) deals with the case of financial
conglomerateswith primary supervision residing with the Federal Reserveto whom sector regulators
would report. Option 2 (Table 7) deals with the case where a National Bank regulated by the Office
of the Comptroll er of the Currency (US Treasury) has a securitiesand insurance subsidiary. Twenty
countrieshavearegulatory structurewhichinvolvestwo of thethree sectors. However, developments
at the BIS and other bodies are moving cross-border and cross-sector regulators into closer co-
operation. Current regulatory structures must be viewed as a trangtory stage which the Basle

Committee, IOSCO and the IAIS are diredting towards greater integration.

3. The Case for Financial Sector Regulation

The case for regulation of financia institutions rests on the existence of market falures.
Market failuresarisefromthreepotential sources: the existence of externalities, monopdy power and
asymmetriesin information flows. As shown in Table 8, market failures can arise in different ways
in each of the three sectors. In section 1, we have touched upon the important intermediation that
banks, investment firmsand insurance companies provide to households and the productive sector.
If afinancial institution shouldfail or thereexistswidespread fragility withinthesystem, theactivities
of the productive sector could be seriously interrupted. While this consideration provides aprima
facie casefor regulatory intervention, international financial market supervisors and regulators have
been particularly concerned about the avail ability of information. The Fisher Report recommendsthat
each ingtitution not only publishesinformation about its exposuresto market and credit risks but also
the methodology which it uses to calculate those exposures. Further guidelines are published in
severa BIS documents (1999, 1998a, 1998b, 1994).

There are three ways in which a specific financial problem in one institution can create a
contagion and betransmitted throughout the entire financial system.
A. Because information is distributed asymmetrically between borrowers, lenders and the financial

ingtitution, contagion could arise in the following manner. If an institution fails, individuals may



extrapol atethe problem across the entire sector. As aconsequence business may be withdrawn from
sound institutions weakening their positions and causing additional failures. Thisis known as the
problem of adverse selection whereby problems caused by weaker institutions impact on stronger
ingtitutions causing the latter to fail. One possible outcome could be that only weaker financial
institutionsremain. If all market participants hadthe sameset of informationthen they would be able
to fairly diginguish between weaker and stronger financial institutions.

B. A moredirect route for contagion to develop is through investment positions which one financial
institution may have in others in its sector or in institutions in other sectors. For example, an
investment company might own shares in the banking sector as part of its portfolio diversification
strategy. If there was widespread failure in the banking sector then this could create a situation
whereby insurance companieswould be forced to default on their obligations. The contagion would
be compounded if the insurance company held deposits or certificates of degposit at the failed bank
since neither would be fully insured under current national deposit guarantee schemes (Cf. Sections
5 of this paper). For thisreason it is important to have published data concerning exposures which
financial institutions in each sector have with each other.

C. The above direct route is formalised through the creation of a financial conglomerate. The
investment positions which took place through the market asin the previous example would now be
internalised if a conglomerae were formed involving banks, investment firms and insurance
companies. Such arrangements create two problems. First, afailure in one arm of the conglomerate,
say the part that dedsin securities, could lead to afailure of the banking division. Thisin turn could
lead to a call on the deposit guarantee scheme to the maximum allowable amount. Even if deposit
guarantee premiawererik related and hencefairly priced asin the US they would be associ ated with
the quality of the banking book and not the quality of the overall position of the conglomerate.
Second, the creation of aconglomerate opensup the possibility of double or multiple gearing which

has the ef fect of overdtati ng the capita position of the congl omerate. Indeed, one of the perceived

benefits of forming a conglomerate is the economising of capital.

4. The Evolution of Preventive Measures: A New Capital Adequacy Framework

The consultative paper 4 New Capital Adequacy Frameworkissued by the Basel Committee



on Banking Supervision (1999h) sets out four objectives which it believes should be met by any
supervisory framework. These represent an extension of those stated in the original Basle Accord of
1988.

a) it should promotesafety and soundness in the financial system;

b) it should enhance competitive equality, i.e. promote a“level-playing field”;

C) it should be comprehensive in addressing risks faced by financial institutions;

d) it should be suitable for application to banks of varying levels of complexity and

sophistication.

As we discuss in this paper there are many different approaches which individual countries have
adopted in seeking to achieve these objectives ranging from the laissez-faire, market-oriented
approach of New Zealand (see section 9) to the comprehensive regulatory structure of the United
Kingdom’s Financial Services Authority (FSA). Thistension isrecognised in the BIS consultative
document which identifies three pillars underlying its approach:

a) minimum statutory capital requirements;

b) supervisory review of capital adequacy and internal management practice;

C) greater reliance on market discipline.

The techniques which underpin the BIS approach are relevant for financial institutionsin all three
sectors. Asaconseguence, there are economies of scopein risk management acrossfirmsin thethree
sectors. Importantly, there are also economies of scope far regulators inthe sectors.

In this section we ded with issues related to the risk management of asset portfoliosin the
three sectors. Sincethe basic principlesare the samefor each of thethreefinancial sedors, there exist
not only opportunities for firms within those sectors to exploit economies of scope through
conglomeration. There alsoparallel economiesof scopein theregulatory function acrossthe sectors.
This discussion will in turn identify measures designed to prevert financial fragility. In the next
section we discuss measures designed to protect an institution’s customers in the event of an
institutional default.

TheBIS has noted that the “major cause of serious bankingproblems continuesto be directly
related to lax credit standards for borrowers and counter parties poor portfolio risk management, or
lack of attention to changesin economicor other circumdancesthat can lead to adeterioration in the

credit standing of abank’ scounter parties’. We arguethat theseissues are relevant not only for banks

8



but also investment firms and insurance companies.

All financial institutions are similar in that they are financial intermediaries maintaining
portfolios of financial instruments. The core activity of financid ingditutions is the discovery,
interpretation and management of information relating to the issuers of financial liabilitiesaswell as
the assets of the financia institution. The financial institution acts as an intermediary between
individuals and firms who have surplus funds and those who require funds. In principle, the
intermediary assesses available information so that funds are allocated in the maost efficient way so
as to satisfy the objedives of both borrower and investor. These investor dbjectives relate to the
characteristics of the return, risk and liquidity associated with individual financia i nstruments. It
would be too costly for the individual investor to undertake such analysis whereas the financial
institution is able to take advantage of economies of scale and scope in that many investors will be
ableto benefit from thar analysis. For the service provided, thefinancial institution chargesafee. In
varying proportions, their portfolios will consist of equity, debt (including bank lending) and
derivatives. As part of their risk management practice, each institution will need to assess expected
returns and the dispersion of possible returns from the expectation.

Value-at-Risk. To achieve this end, the use of the Value-at-Risk methodology has been
advocated by international supervisory and regulatory authorities (BIS, the Fisher Report, 1994):

Vaue-at-Risk is an effective tool for describing and communicating risk because it assesses

different risksin terms of acommon metric — losses to a standard unit of likelihood. For this

reason, it can be used to compare and aggregate risks across instrument types, tradng units,
and markets. In addition, value-a-risk lendsitsel f readily to acomparison of trading outcomes
and risks taken to attain those outcomes, because it is articulated in terms of the size of
potential losses
In practice, however, the signal extraction processis problematic. First, the discovery, interpretation
and management of information is a costly process requiring extensive research and support staff.
Second, the financial institution will view this process as being proprietary, the basis of its prdfits.
As a consequence they will bereluctant to disclose their risk management processes.

The fundamental factor which underpins the contemporary risk management is the concept
of limited liability. Limited liability legislation wasdeveloped in the early 19" century and arose out
of the Industrial Revolution. At that time it wasfelt that entrepreneurs should be encouraged to take
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therisksthat wereinvolved in developing anindustrial baseand in so doing they should be protected
from some of the costs involved should the venture fail. Until such legislation was in place,
entrepreneurs could losetheir own personal property with resulting consequencesfor thefamily and
local community. Imprisonment of debtorswas areal possibility. Consequently, it wasfelt that such
institutional arrangementswould act as deterrent to industrid and commercia devdopment and to
the prospects of wealth creation for society asawhole.

The effect of limited liability legislation has been to transform and segment the nature of
credit risk. Under such arrangementsliabilities are broadly dvided into two categories: share-holder
equity and debt where debt is a heerogeneous category comprising inter alia financial instruments
such asbonds, bank Iending and short-term commercial paper. The credit risks associated with these
two setsof instrumentsarelinked to acredit default event asdefinedinwinding-up legislation, which
varies from country to country. The credit default event creates a contingency as illustrated in the
following simple example:

If the value of a firm’s assets exceads the value of its debt liabilities the firm is solvent and
debtorswill receive anydebt service dueand the val ue of share-holder equity isequal to thedifference
betweentheval ue of theassetsand theface-val ue of outstanding debtliabilities. However, if thevalue
of thefirm’' sassetsarelessthanitsliabilitiesthen thefirm becomesinsolvent. Under limited liability
legislation the value of equity is zero and debtors receive only the recovery value of the firm. The
processinvolvedin calculating therecovery valuewill bedefinedinthewinding-up legislation. Credit
risk assessment involvestwo aspects. fird, the cal cul ationof the probabilitythat acredit default event
will occur and second, calculation of the expected recovery value should that credit default event
actually occur.

In assessing the risk profiles of their portfolios, financial institutions will have the need to
make an assessment of both the probability of acredit default event and the expected recovery value
of non-performing assets. The later is usually achieved through the use of credit ratings cal culated
either internally or by established specialists such as Standard and Poors, Moodys or IBCA. These
ratings map very accurately into default probabilities. Methods for combining credit ratings with
estimates of recovery value are discussed in the J.P. Morgan CreditMetrics manual and implemented
in their CreditManager software. The basic method is that of Value-at-Risk (VaR) which was
extensively promoted in the BIS Fisher Report (1994) and isoutlined in the appendicesto that Report.
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The significance of the above discussion for aunified supervisory and regulatory authorityis
fundamental. Thecredit default event affectsall theliahilitiesof afirm.Inaddition, it will alsoimpact
the performance of derivatives written against these liabilities. Hence this suggeds that risk
management procedures implemented by all financid institutions should recognize the unifying
factors: the credit default event as defined in the covenants of the instrument and the national
winding-up legislation. In an ideal world, the risk management of commercial banking activities as
well as equity, debt and derivativeinstrument positions should be complementary. The information
used in assessing the aredit risks associated with theseinstrumentsisidentical . From this proposition,
there then follows a corollary. Since al financial institutions will hold as assets the financial
instruments issued by firms (albeit in varying proportions) it follows that the risk management
practices of these institutions should be based onidentical principles. They should be similar, if not
identical.

A further important argument in the case for asingle financial regulaory authority isthefact
that all financial instruments have to alesser or greater extent credit risk exposure. In very simple
terms, when a borrower is unable to service its debt, the lender faces the prospect of receiving only
aproportion of the face value of thedebt. There are two considerations involved: 1) the probability
that the borrower will default and 2) inthe event of default therecovery value of the underlying assets
of the borrower. From a supervisory and regulatory perspective credit risk isapervasiveproblem for
all financial institutions: banks, investment firmsand insurance companies. If thetreatment of similar
risksis sufficiently different according to the class of holder then the potential exists for regulatory
arbitrage. That is, financid institutions will seek to encourageborrowersto create liabilities which
carry thelowest possible level of administrative capital. We shall distinguish between direct credit
risk exposure and indirect credit risk exposure. To illustrate the problem, let us denote a
representative borrower as A.

Direct Credit Risk Exposure. Such exposure arisesdirectly through afinancial institution holding
liabilities created by Company A. The assets of a commercia bank will consist primarily of
commercia and household loans and lending to other financial institutions. Such loans comprisethe
banking book and are in the first instance not marketable although portfolios of loans may be
securitised and through this process they become marketable. Amongst a bank’ sloan portfolio may

be loans to Company A. Banksare thus exposed to the credit risk associated with A. The portfolios
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of investment banks comprise primarily marketablefinancial instruments such asequities, bondsand
various derivative securities. Such assets comprisethetrading book. Amongst the investment firm’s
portfolio may be the equity and debt issuedby Company A. Hencethey are al so exposed tothe credit
risk associated with company A. In addition, such assetswill also be exposed to market risks dueto
fluctuations in asset prices which may or may not be related to the economic value of the asset.
Insurance companies will have similar exposures through their portfolio of loans and financial
instruments which could include Company A’sliabilities.

Indirect Credit Risk Exposure. This category of risk exposure arises through the areation of
derivative securitieswritten on underlyingassetsthat are exposed to credit risk. Such derivativesmay
contain other forms of risk such assettlement risk and counter-party risk in addition to market risk.
There exist amyriad of derivatives many of them quite complex. However, it will be suffident to
discuss only three examplesin order to il lustrate the case for asingl e unitary/regul aory authority.
A. Securitised Loans. In this case, a bank or investment firm will create a special purposevehicle
which will issue debt which will be used to purchase designated assets of the bank. Depending upon
the degree of credit enhancement provided the bonds issued by the special purpase vehicle also
containthecredit risk sassociated with theunderlyi ng assets. If such debt ispurchased by othe banks,
investment firms or insurance companies the credit risk exposure will be transferred from the initial
bank to these other institutions. Inthe process anon-marketableloan by oneinstitution istransformed
into a marketableasset held by others.

B. Credit Derivatives. The principal aim of aredit derivativesisto facilitate the shifting of thecredit
risk exposure of one financial institution to another. Many different arrangements are feasible.
However, one example will suffice: the credit default option. Basically, thisinvolvesa guarantee on
aloan or other form of debt. If apredefined credit event occursthen one of the partiesto the contract
will cover the difference between the face value of the debt and the recovery value. Such insurance
could be provided by another bank, an investment firm or indeed an insurance company.

C. Environmental Insurance. Although not wide-spread insurance against damage arising from
contaminated property illustrates potentially important linkagesbetween the three classes of financial
institutions. Suppose company A has liabilities which include bank loans and marketable debt.
Suppose that it also has insurance which provides limited protection against damage arising from

contaminating activities. If aworst case scenario occurs and clean-up costs cannot be covered from
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thefirm’scapital, then barks, investment firmsand insurance companieswill all suffer lossesarising
from the contamination.

Double Gearing. Concern exists that the actual capitalisation of the three financial sectors
individually and in aggregate may actually be less than the sum of the capital across each firm. The
reason for this is the existence of double gearing. The Bank Solvency Directive, the Capital
Adequacy Directive and the Directive on Supplementary Supervision of Insurance Undertakings in
an Insurance Group all have provisions covering the problem of double gearing within each of the
financial sectors. Details of how the regulation of double gearing is treated for conglomerates is
contained in section 5. However, it isimportant to highlight that issue hear sinceit directly relatesthe
accurate calculation of capital for the financial system as a whole. Consider the simple examplein
Table 11. Shown are the balance sheetsof a bank and an investment firm. For the sake of argument
we assume that both are required to maintain a capital asset ratio of 20%. The investment firm has
debt of 80 and capital of 20. Thesefundsareinvested in assetswhich include 10 of shares of the bank.
The bank has deposits of 80 and capital of 20, 10 of whichisof course owned by theinvestment firm.
It would appear asif each institution satisfiesthe capital requirement. However, if we consolidatethe
accountsof the two institutions we cal culate combined assets of 190. Required capital is 38 whereas
actual capital is30. On aconsolidated basis the financial system is undercapitalised. Thepossibility
of cross sector holdings by financial institutions is another argument suggesting that a unified
regulatory framework is necessary, even in the absence of conglomeration. A unified regulatory
authority would be tasked with maintaining a database containing information about all cross
holdings. Capital adequacy would then be set for the system as a whole as opposed to individual

institutions.

5. The Evolution of Protective Measures

In the previous sections we have analysed preventive measures that supervisory authorities
can take in order to create a safe and sound financial system. However, it isimpossible to prevent
failure by financial ingtitutionsin all cases. Thiscould only be achieved if risk takingwas prohibited.
Consequently, most countries have some mechanism to protect depositors, investors and insured

against unexpected events that cause the bank, investment firm or insurance company to default on
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its obligations. These protective measures may be implemented automatically or involve potentidly
lengthy | egd negotiationsaimed at defi ning the nature and extent of liability involved, if any.

Protective measures are designed to provide a means of recourse in the event that a
counterparty does not deliver according to the terms of the contract. In significant aspeds the nature
of the counterparty risk afecting the three sectors of concern in this document are different. With
regard to an investment firm, a customer ente's into an agreement to buy or sell a security. The
investment firm enters into the agreement to deliver funds (if it has purchased the security) or a
security within a pre-spedfied settlement period. This period may be quite short. Neverthd ess the
customer is exposed to the risk of non-delivery. It is atransitory risk involved in the completion of
atransaction. Depositors at acommercial bank, however, are essentially buying asafe-haven that can
be utilised for the purpose of carrying out transactions. Fundsmay be withdrawn on demand or for
certaintypes of deposit withdrawn with pre-specified notice. If abank isunableto provide that safe-
haven asaresult of insolvency they are in essence not delivering the product advertisad. In this case
the settlement risk is enduring, not transitory. In contrast, the liability of an insurance company is
contingent on a specified event occurring.

In this section, we shall compare the protective measures taken by severd countriesfor each
of the three sectors. Although differences in the settlement processes for the three sectors may be
suggestivethat separate supervisory or regul atory bodies can administer the protection, broader issues
are involved. However, in aworld of complex financial markets, thisis not the case. There are two
aspects to this issue. Firgt, if we are dealing with a financial conglomerate involved in all three
sectors, it isposs ble that afail ure of one division (say, the investment firm) could lead to afailure
of the banking division. Hence an claim could | ead to aclaim being made against adeposit guarantee
schemeeven though the banking division was perfectly solvent. Weaddressthisissueinthefinal part
of this section.

A. Investment Firms. Settlement may be delayed beyond the end of the settlement period for a
number of reasons. The security or the cash may not be available at that time. This could be due to
operational problems at the firm or operational problems at another brokerage firm from whom this
firmwas purchasing the assets for settlement. The firm may own the security required for settlement
but for operational reasons has actually lost the security. Finally, theinvestment firm may fail during

the settlement period. Several procedures may beinvoked to protec the customers of investment
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firmsin the face of settlement failure:

1. The Exchange through which thetransaction took place arranges for settlement to

proceed. The liability involved would be apportioned out amongst members,
2. A multi-lateral as opposed to a bi-lateral settlement system isintroduced. This meansthat
only net positions between firms are settled;

3. A compensation fund for investors.

4. Litigation
Whether or not awinding up of an investment firm will proceed in amanner that protectsinvestors
will also depend upon whether assets are sufficient to meet liabilities to customers. This will be
affected by the degreeof capitalisation. Currently inthe UK, the Financial Services Authority has set
maximum compensation of £30,000 plus 90 percent of the next £20,000. The maximum
compensation is thus £48,000.
B. Commercial Banks. The case for deposit guarantees is based upon the fact that there are large
information and surveillance costs that would need to be borne if the indvidual depositor was to
monitor his or her bank’s activities. In other words, there exists the basis for a market failure.
Following upon our earlier discussion the existence of asymmetric information could lead to adverse
selection. If onebank has becomeinsolvent, lacking information depositors may cometo believethat
many or all banks are having difficulty. This couldthen generatea contagion effect with withdravals
frominstitutionsthat are actually safe. However, many believethat the existence of deposit insurance
Isolates bank management from the discipline of the market. Depositors no longer havetheincentive
to monitor the bank. Thistension has been addressed in several ways by different countries or groups
of countries. In the sectionswhich follow we compare the approach adopted by the United Statesand
the European Union.
1) The United States. The United States. Prior to the reform of the deposit guarantee programmein
the early 1990s the United States had a flat rate premium which members of the Federal Deposit
Insurance (FDIC) paid. At that time the level of bank failuresin the U.S. was running at aratein
excess of 100 per year. In addition, the FDIC fund was technically insolvent. It was estimated that
each U.S. taxpayerwould haveto pay an additional $700 tax inorder torestorethe FD 1Cto sol vency.
Thisacted asacatalyst to arestructuring of the US bank supervisory system. Two key elementswere
involved i n thisrestructuring. First, the FDIC abandoned the flat rate deposit premium in favour of
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arisk related scheme. Second, therewas an enforced formal partnership between the Federal Reserve
System, the Comptroller of the Currency (U.S. Treasury) and the FDIC.

Variable Deposit Insurance Premia. AS noted in the introduction to this section, there was a
widespread belief that the existence of deposit insurance takes away theincentive for depositors to
monitor the banking system. U.S. supervisors realised this but they concluded that it was the lack of
an incentive mechanism but rather the wrong incentive mechanism. Theflat rate insurance scheme
meant that there was no discrimination between aweak bank and a strong bank. Indeed, it has been
shown that for the caseof weak banksthe premium paid was bel ow that which should have been paid
if theinsurancewasfairly priced. That is, weak bankswerebeing subsidised by the system and hence
had theincentiveto takeonriskier loans so asto maximisethevalue of thisimplicit subsidy. Building
ontheanalytic structure of Merton (1977) andothers U.S. supervisors designed arisk-related scheme
that would relate the deposit insurance premium paid by a bank to its capital adequacy and to the
quality of its management and loan portfolio.

Theimpact of thispolicy wasdramatic. First, the effect of charging theinitial levelsof premia

wasto restore the FDIC to afully funded basis. Second, the risk-related basisof the premiaprovided
anincentivefor bankstoimprovetheircapitalisation and thequality of their activities. Consider Table
12 which shows the table of premia paid by banks to the FDIC. Banks that are well-capitalised and
have high quality loan portfolios pay theleast. Thosethat are poorly capitalised and havepoor quality
portfolios pay the most. Asaconsequence, the FDIC hasreduced significantly the premiapaid by the
safest banks further increasing the incentives for the weakest.
A Restructured Supervisory System. Underpinning the U.S. reforms was a formal agreement to
enforcecollaborationamongd theU.S. regulaory authorities. Thehistoryand full implicationsof this
is beyond the scope of this Paper. However, for our purposes it is important to focus on one
significant aspect of thiscollaboration rel ating to the winding-up of banks. Thisarose out of atension
between the FDIC and the Board of Governors of the Federal Reserve System. The FDIC wasof the
view that the Board was allowing banks to continue to operate well beyond the time that they were
technically insolvent. As a consequence formal legislation was developed to limit Federal Reserve
bank credit.

Under an amendment to Regulation A, Federal Reserve banks are limited in the extent to

which they are able to extend credit to undercapitalised or criticdly undercapitalised insured
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depository institutions. Thiswould include access to discount window credit. The US Congress had
been concerned that continued Federal Reserve support for such institutionscould lead to increased
lossesto deposit insurance funds administered by the Federal Deposit I nsurance Corporation (FDIC).
Under certain circumstancesthe Board may befinancially responsibleto theFDICfor lossesincurred.
The ruleintroduces three new defi nitions of lossin order to define the Board's liability:

1) liquidation loss - the loss that the FDIC would have incurred if it had liquidated the

depository institution at a particular point in time;

2) increased loss - the amount of the FDIC's loss which exceeds the liquidation loss due to

certain outstanding advances or to new advances made after the time that the FDIC would

have liquidated the institution under the liquidation loss calculation;

3) excessloss- the amount of theincreased lossfor which the Federal Reserve Boardisliable

to the FDIC.

The limitations on the extension of Federal Reserve credit depend upon the definitions of
"undercapitalised” or "critically undercapitalised” bank. Theserel ateto abank's capital ratio and may
involve the use of CAMEL ratings, a scoring system which rates not only the quality of abank’s
capital but the quality of itsloan portfolio and management. Changes in categorisation are linked to
the dates on which Call Reports are filed, the delivery of an examination report or the provision of
written notice by a Federa regul atory aut hority.

2) The European Union

The philosophy of the European Union isto set minimum standards for member countriesrather than
seek to impose a harmonised set of regulations and supervisory standards. This philosophy is
ingrained in the Principl e of Subsidi arity as defined in Article 3b of the Maadtricht Tresty:

In areaswhich do nat fall withinitsexclusive competence, the Community shall take action,

in accordancewith the principleof subsidiarity, only if and in so far as the objectives of the

proposed action cannot be sufficiently achieved by the Member States and can be better
achi eved by the Community.
Thus the Deposit Guarantee Directive ts down minimum standards for deposit insurance where
individual member states are free to exceed these standards. Theresult is adiverse set of guarantee
programmes in place across the European Union. Underlying the EU approach is the Doctrine of

Opportunity Cost. That is, in order to obtain some benefit, some costs must be borne. In popular
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jargon, "thereisno suchthing asafreelunch”. Theideaisto identify and examine trade-offs between
benefitsand costs so astoidentify someoptimal strategy. Thisisthe approach adopted in the Deposit
Guarantee Directive. In the preamble, it is stated that
Whereas, on the one hand, the minimum guarantee level prescribed in this Directive should
not leave too great a proportion of deposits without protection in the interest both of
consumer protection and of the stability of the financial system; whereas, on the other hand,
it would not be appropriate to impose throughout the Community alevel of protectionwhich
might in certain cases have the effect of encouraging the unsound management of credit
institutions,
A perceived trade-off between the level of deposit coverage and unsound management is clearly
identified. The higher the level of coverage, the greater the probability of unsound practices being
followed.

As noted previously, one of the central roles of credit institutions is to provide a safe haven
for the funds of households and firms. Until recently, all guarantee schemes have been based on the
premise that a bank would pay a fixed-rate pramium. In some cases, the doctrine of "too big to fail"
supersedes the guarantee scheme. Depositors perceive that the state will provide lender of last resort
facilities for a large bank. This is particularly relevant for countries where banks are partially or
wholly owned by thestateitself (e.g. Italy and France). However, it isargued that this createsaclassic
moral hazard problem. In the presence of such explicit or implicit guarantees, bank management is
not subject to the discipline involved with the threat of deposit withdrawal. Consequently, they may
feel freer to take on loan portfolios with high expected return but also high risk. The probability of
bank insolvency thereby incresses. The conclusion that isreached is that the existenceof the deposit
guarantee scheme creates incentives for the schemeto be activated. In the process the stability of the
banking system is threatened.

The reasoning has figured explicitly in the discussion leading up to the adoption of the EC
Deposit Guarantee Directive. In explanatory notes, published when the Directive wasfirst proposed,
concern was expressed that the

“minimum level of coverage set for the Community should not be too high in order to avoid

what has occurred in the United States, in particular, where the risks taken by individual

depositors have been lowered so much that such depositors have become virtually indifferent
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to the soundness of their credit institutions.” (1992, p.5).
In addition, the authors of these notes explained that the proposed Directive had been drafted in such
away as to take into account the“anxieties, in particular of economists and financial experts who
would like part of the risksto be borne by depositors, in order to encouragethem to take an interest
in the soundness of the institution to which they entrust their deposits.” (1992, p.15).
These two concearns are expressad in the Directivein the following ways:
a) The minimum limit or floor level for the deposit guarantee has been set at ECU 20,000. However,
for atransitional period up to 31 December 1999, alower floor of ECU 15,000 has been allowed for
countries with a limit lower than ECU 20,000. No uppe limit on the compensation has been
proposed which means ahuge disparity between the German and the Italian schemes and that of the
rest of the EU members would persist.
b) In other EU financial services directives, the home country principle applies. However in this
directive there exigs a variance. A foragn branch will not be covered to the extent of coverage
extended to the head office in the home country. Rather, its branchesare limited to the level of that
provided by the host. However, where the scheme of the host country exceeds that of the home
country, there must exist a suppl ementary deposit guarantee scheme which the branch may join
voluntarily.
¢) An option for co-insurance has been alowed at the discretion of the member countries. The
minimum limit imposed by the EU is 90% of deposit or ECU 20,000 whichever islower. In other
words, depending upon their country'simplementation, depositors could haveto co-insure 10% of the
depositsthemselves, as wdl as the excess over the national limit, described in a). This lower limit
appliesto the aggregate of deposits with the same institution irrespective of thenumber of deposits
their currency of denomination and locati on within the country.
d) Interbank deposits, own funds obligation (subordinated debts) and money laundering transactions
have been excluded from the coverage of the guarantee scheme. Additionally alisting of the type of
deposits which may be excluded or granted alower level guarantee by the member states has been
provided in Annex | of the Directive. Thislist pertains mainly to institutional deposits. It excludes
from coverage deposits denominated in currencies other than those of member states or Ecu, (e.g.
euro-dollar deposits).

€) The Deposit Guarantee Schemeisactivated when depositsbecome unavailable. Theschemeisthus
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concerned with anilliquid bank rather than an insolvent one. In general, the two conditions will be
uncorrelated.

f) For branches of banks with head officesin third countries (non member countries), the guarantee
cover shouldbeequivalent to that providedinthe EU Directive; otherwisethese branchesarerequired
to join the host country's scheme.

g) A time limit of three months from the date of unavailability of deposits has been specified for
banks to draw up a list of deposits to be covered and be in position to pay duly verified claims.
Extension of thistime limit has however been allowed for exceptional circumgances.

h) Details and the extent of guaranteecoverage isrequired to be provided to the existing and to new
depositors. However, this information may not be used as an advertising strategy to achieve a
competitive advantage over the rival bank having an inferior guarantee scheme.

Pointsa) -g) are clearly areflection of the concerns expressed in the explanatory notesand in
the preambleto the Directive. Under pointsa), b), c) and d) small depositorsarelikely to haveto bear
some of the burdens of bank insolvency. Large depositors may have to bear the entire burden.
However, since the Directive is an application of the Principle of Subsidiarity only minimum
standards are established. Thuswidedifferencein national practice are possible. For example, inthe
case of the faillure of BCCI, German depositors received the full value of their funds whereas
depositors at BCCI in the UK have been eligible for only aproportion. Indeed this disparity hasled
Germany to bring the Deposit Guarantee Directive before the European Court of Justice. Because
depositors at German branches operating in other EU states are limited to the coverage of the host
country, Germany believes that this creates a competitive distortion. This treatment represents a
significant divergencefrom the home-country and single passport principleswhich have characterised
financial market directives. It might be argued that such a divergence might be justified on the
grounds that state-run deposit guarantee schemes subsidise risk taking by banks since they do not
involve risk related guarantee premia. However, the German scheme is private Hence the issue
becomes one of alowing banks guaranteed by a private body and offering superior depositor
protection to compete with banks guaranteed by state supported institutions but offering inferior
protection. In thisinstance it could be argued that it is the host not the home country which is the
source of the competitive distortion.

The deposit guarantee is designed to be activated when adepositor is not able to withdraw
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funds. However, thisprovision appearsto confuseilliquidty withinsolvency. A central bank could
reasonably arguethat it isproviding abank with temporary lender-of-lag resort financewhen in fact
itispreventinginsolvency. Depositorswill need to know the moods of the supervisory authoritiesand
the central bank. Again acost isimposed. Further, There may be adelay in the payment of guaranteed
fundsin the event of insolvency. Thus adepositor will have to bear a cost in terms of lack of access
to funds. Awarethat they must bear these costs, rational depositorswill have theincentiveto find out
as much as possible about the riskiness of the bank's portfolio and the quality of the bank's
management. But asMerton noted, thisishighly unlikely to occur. Lacking theskillsof aninvestment
analyst depositors are more likdy to diversify their liquid balances acrass a number of barks.
Importantly, national banking systems with comprehensive guaranteeschemes are restricted intheir
ability to compete against systems with limited coverage. Under the Directive, they are restrictedin
their ability to advertise any differences. Information must be made available on request, but again
this puts the burden of information gathering on the dgpositor. Given these restrictions, there exists
theincentive for naional consumer associations to collaborate in monitoring how each EU member
state implements the Directive.

Giventheuncertainty that inevitably characterisesthefinancial system, especially that arising
from the fact that depositors know that they possess less information than bank management, the
failure of one bank can generate contagion eff ects throughout the system. Depositorsmay extrapol ate
from the performance of one bank and seek to withdraw funds from perfectly safe i ngtitutions. In
other words a run could develop. A bank that fails to meet its obligations generates an external
diseconomy into the entire banking system by reducing public confidence in the system as awhole.
Thekey factorsare qudity and uncertainty. Failure of one bank |eadsto uncertainty asto the quality
of other banks. The situation isanal ogousto Akerlof's (1970) famous analysis of the second-hand car
market. Inaworld of asymmetricinformation, thepriceof "lemons’ (i.e. poor quality cars) determines
the average market value for al cars. Similarly, depositor perceptions of the widely publicised
problems of weak bankswill influence their valuation of all banks. That is, the strongest banks will
be undervalued. Hence they may be as prone to runs as are the truly weak banks. (For a more
extensive discussion of these issues, see McKenzie and Khalidi (1994)).

TheDeposit GuaranteeDirective, asinterpreted above, would appear to providetheincentives

for runs and contagion effects. If the "too big tofail principle"is superimposed upon the Directive,
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then it will primarily be relevant to small financial institutions. But if thisis the case, then it would
appear to place these inditutions at a compeitive disadvantage. Their liabilities will only be
guaranteed partially, whereastheliabilitiesof the"big" institutionswill implicitly havefull coverage.
Competitive distortions are introduced. In contrast, the integrated deposit insurance system in the
United States is risk based and fairly priced providing the incentive for banks to adopt prudential

practices hence neutralising the moral hazard problem.

6. The Impact of Conglomerates

Threetypesof benefitsarisefrom conglomeration, two relatingto thefinancia institution, the
third to the customer. Within the conglomerate it may be possible to take advantage of economies of
scope arising through the creation of joint products (e.g. mortgages and home related insurance) and
through the marketing of diversified financial services, the basis of universal banking. Greater
competition and efficiency are facilitated. However, there are al so greater economies of scope to be
had in risk management practices which otherwise would be duplicated by separate institutions. On
the customer side, individuals and firms benefit through being able to purchase several financial
services from a single institution. With the expansion of electronic banking and trading, such
economies of scope will be further enhanced.

The greater compdition engendered by changes in US and European legislation has led to
greater concentration in the provision of financial services. Thisin turn has led to arethink of the
traditional model as outlined in Table 1 and discussed in section 2 of this paper. Under the auspices
of the Bank for International Settlements, a Joint Forum (initially called the Tripatite Group) was
formed in 1993. This group consists of the Basel Committee on Banking Supervision, the
International Organisation of Securities Commissioners (I0OSCO) and the International Association
of Insurance Supervisors (IAIS). It is seeking to set-up guidelines and processes governing the
structure, conduct and performance of these three sectors. Whereasin the late 1980sand early 1990s
the concern waswithachieving financial safety withinthetraditional regulatory segmented structure,
the environment has changed dramati cal ly. Theincreased competitionisno longer within borders but
cross-border. Importantly, the competition is now between the three sectors which traditionally had

been segmented.
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Dale and Wolfe (1998) consider five alternative structures which could be used as a basis
for the supervision and regulation of thisincreagngly integrated financid environment:

a. Functional Regulation

b. Institutional Regulation

. Separation of institutions according to systemic and non-systemic risk exposure

d. Regulation by Objective

e. Wholesale versus Rdail
A Functional Regulation Regime consists of specialist regulators who focus on the type of business
undertaken irrespective of which institutions ae involved in that business. Thus, individual
institutions may be subject to a number of regulatory agencies which would most likely result in
problems for consolidated supervision. These problems may arise due to a mismatch between
regulators’ disaggregated approach to risk assessment and individual institutions centralised risk
management systems.

In the US a more effective form of functional regulation has been adopted. The Finanaal
Services M odernization Act (1999) repeal ed key providons of the Glass-Steagall Act resulting inthe
following new US regulatory regime:

1. The Federal reserve provides umbrella supervision of consolidated groups,

2. Primary bank regulators regulate banks, and;

3. Specialized regulators provide financial regulation of affiliated non bank entities.

This form of functional regulation is characterised by financial services holding companies which
conduct their business through specialised operating subsidiaries separated by “firewalls’ .

Under an Institutional Regulation Regime reguldion is directed at financial institutions
irrespective of the mix of business they undertake. In the context of a single mega-regulator dl
regulationisinstitutional . Thediversified activitiesof eachinstitution/group fall withintheregulatory
remit of asingle agency which is also responsible for consolidated supervision. In the context of a
regimeof multipleregul aory agenciesspecialised byfunction, ‘ pure’ institutional regul ation becomes
impossible as ingtitutions are no longer synonymous with functions. However, an dement of
institutional regulation may beintroduced through the appointment of a‘lead regulator’ for diversified
groups.

Division of Systemic and Non-systemic Institutions. Thisinvolvesdividing up the regulation
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between institutions which give rise to systemic risk and those which do not. In theory this sounds
straightforward, however, in practice dueto theincreasing blurring of therisk characteristicsof banks
and non-banksthistype of regulatory divide isproblematic. Given the complexity and fluidity of the
present market environment it isimpractical to identify systemic risk with some specified subse of
financial institutions. Furthermore, theinter-connectivity between bothinstitutionsand marketsmeans
that a systemic threat may orignate almost anywhere and be transmitted through a variety of
institutional channd s. Finally, thefailure of even small institutionscan, in some circumstances, have
systemic consequences. Thus, any reguatory approach that seeks to differentiate between banks or
non-banks in terms of sizeis aso likely to be problematic.

Regulation may be divided up according to the Regulatory Objective. Where the division of
regul atory objectivesinclude: systemicrisk, consumer protection, moral hazard, market integrity and
conduct of business. Thereare potentially important economiesof scopeto begainedfrom combining
the prudential regulatory function (systemic risk, consumer protection and moral hazard) under one
regul atory agency. For example the ‘twin peaks' approach advocated by Taylor (1995) which would
divide regulatory responsibilities between a single prudentia regulator (Financial Stability
Commission) and a single conduct of business regulator (Consumer Protection Commission). The
rationale f or combini ng the prudential function isthe following:

1. There has been aconvergenceboth of prudential regulatory objectives as applied to banks,

investment firms, insurance companies etc. (in that systemic risk and moral hazard have

become a feature of financial activities other than banking) as well as convergence of
prudential regulatory techniques (reflecting the new supervisory emphasis on value & risk
models and internal management controls for al types of financial business).

2. A singleprudential regul ator embracing all financial businessis consistent with centralised

risk management practised by diversified firms and the matching principle of consolidated

supervision.

3. Regulatory neutrality ocould be ensured through a single prudential regulator applying

consistent rules ecross institutions and activities.

There would have to be specialist divisions within a single prudential regulatory agency (see, for
instance, the UK megaregulator’s ‘functional’ divisionsin Appendix E). These specialist divisions

might involveinternal transaction costs equivalent to those incurred by separate agencies. However,
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under thesingle prudential regulator model theregulatory function and the group managerial function
are much more closely aligned (the scope of these two functionsis precisely matched, even though
the regulatory and managerial objedives may diverge).

Australia has adopted a regulatory structure that closely resembles the Twin Peaks model
described above (thischange resul ted following publication of the findings of the Wallis Committee
of Inquiry (1997)). Howeve, the Reserve Bank of Australia retains responsibility for systemic
stability andis specifically responsible for safeguarding the payments system. In the UK following
the establishment of a single mega regulator (FSA) the Bank of England retains responsibility for
systemic stability. In this type model the supervisory interface between the central bank and the
prudential regulatory authority assumes great importance.

Division between Wholesale and Retail Institutions. The final way that regulation may be
dividedisbetween wholesaleand retail financial activities. Therational efor thispossibledividerests
on the premisethat retail users of financial servicesarein greater need of regulatory protection. The
emphasisrelates moreto theintensity of regulation than to differencesin regulatory technique. Thus,
there would appear to be efficiency gains in combining wholesale and retail business under one
regulatory authority.

The precursor to the Joint Forum, the Tripartite Group, examined a number of alternative
structures which could be suitable for an Integrated financial environment (1993):

1) Block Capital Adequacy.

This approach envisages the classification and aggregation of assets and liabilities according to the
typeof risk involved rather than to theinditution to which they pertain. Harmonised capital standards
would then be adopted for each classand then applied to the conglomerate’ s bal ance sheet. However,
the Tripartite Group felt that such an approach was not practical.

2) The Building Block Approach.

The "building block™ approach involves comparing the fully consolidated capital of the finandal
conglomerate with the sum of the regulatory capital requirements for each group member. The
regulatory capital requiramentsare based on those required by each group member's supervisor. The
"building block™ prudential approach takes as its starting point and basis the fully consolidated
accounts of the financial conglomerate as a single economic unit. By definition, all intra-group on-

and off-balance sheet accounts or exposures have been eliminated. For prudential purposes, the
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consolidated balance sheet and of f-bal ance sheet commitmentsare split into four different blocks (or
sectors) according to the supervisory regime of the individual firms involved: banks, insurance
companies, securitiesfirms,and unregul ated firms. Then, theregulatory capital requirementsfor each
regul ated entity or sector are cal culated (these requirements could be different from those applicable
on a solo basis because of the elimination of intra-group exposures). Each member's capital level is
compared to itsindividual capital requirement to identify any capital deficits. Those ddficits should
be evaluated intermsof the availability of freely transferable capital of other sectorsasdefined in the
statement of principles. Finally, the regulatory capital requirements of each regulated entity and the
proxy for the unreguated entity are added together and the total is compared with the aggregate
amount of capital across the group. Such an approach can be complemented by a review of the
distribution of risks and capital within the economicunit, that is, whethe the apparent risks within
the unit are covered by an adequate type and quantity of capital.

For financial congomerates witharegulated parent company whose activities dominate the
group (i.e. banking, securities or insurance), a variation of the building block approach, which
providesthe sameresult, may bemore suitable. The modified building block approach deductsfrom
the regulatory capital of the parent company the capital requirement for its regulated degpendants in
other financial sectors and the notional proxy of any unregulated dependants carrying out similar
business. Theresulting adjusted capital amount isthen compared with the capital requirement for the
parent's own activities, including any capital required for the activitiesof any of its dependantsin the
same financial sector.

3) Risk Based Aggregation

The risk-based aggregation approach seeksto deal with situationsin which either fully consolidated
financial statements are unavailable or intra-group exposures may not readily be netted out. This
methodology isalso helpful for situationsinwhich the cal culation of regulatory capital ismore essily
derived from unconsolidated statements and where the elimination of intra-group exposures may not
be appropriate. Risk-based aggregation involves summing the solo capital requirements of the
regulated group and capital norms or notional capital amounts of unregulated companies and
comparing the result with group capital. As a simple example, in a group comprising a parent bank
with insurance and securities dependants, the capital requirements of the parent bank are summed

with the capital requirements of the insurance and securities dependants (as determined by their
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respective regulators). Capita adequacy is assessed by comparing the result with the group's
regulatory capital.

In calculating group capital (or own funds), adjustments should be made to avoid double
counting capital by deducting the amount of funds downstreamed or upstreamed from one entity to
another. Therefore, where dependants are held at cost in the accounts of the parent company, the
group's capital should be cal culated by summing the capital of the parent andits dependants and then
deducting from that aggregate capital amount the book value of the parent's participation in the
dependants.

An aternative technique for calculating the group's regulatory capital is to identify the
externally generated capital of the group. This technique is particularly useful in the following
situations: when dependantsare not held at cost; whenitisdifficult to determinethe amount of capital
downstreamed from the parent; or when other intercompany transactions add complexity. The
externally generated capital of thegroupisfound by adding theexternally generatedregul atory capital
of the parent to that of its dependants. Externally generated capital refers to regulatory capital not
obtained elsewhere inthe group including equity supplied by minorities, qualifying third party debt
finance, retained profits arising from transactions with third parties, or other qualifying capital that
is not reflected in the parent's own capital.

For externall y generated capital to "belong” to the group it shoud be, in principle payableto
the group on the windng up or sale of the dependant. However, it may be judged that funds
equivalent to such capital could readily betransferred to other parts of the group not withstanding any
restrictions that might apply on the winding up or sale of the dependant.

A more prudent form of risk-based aggregation involves aggregating the greater of either the
regulatory capital requirement/notional capital proxy or the investment of the group in each
dependant. The aggregatefigure of thedependantsisthen added to theregulatory capital requirement
of the parent company itself to producethe overall group capital requirement. Thisrequirementisthen
compared with the externally generated capital of the group (as described above).

4) Risk-Based Deduction Method

Therisk-based deduction method isvery similar to the risk-based aggregation method but focuseson
theamount and transferability of capital availableto the parent or elsewhereinthegroup. Essentidly,
this approach takes the balance sheet of each company within thegroup and looks through to the net
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assets of each related company, making use of unconsolidated regulatory data.

Under this method, the book value of each participation in a dependant company is replaced
in the participating company's balance shed by the difference between the relevant share of the
dependant's capital surplus or deficit. Any holdings of the dependant company in other group
companies are dso treated in a similar manner. However, any reciprocal interest, whether direct or
indirect, of a dependant company in a participating company is assumed to have zero value and is
therefore to be eliminated from the calculation.

Since the method focuses on the amount of surplusthat isavailablefor transfer to cover risks
situated in other parts of the group, this approach is predicated on the use of pro-rataconsolidation
of non-wholly-owned dependants. At the discretion of supervisors further scrutiny of surplus
transferability may be achieved by adjusting these surplusesto exclude any capital not attributableto
the parent due to withholding or other tax payable onthe transfer of resources and reserves or other
items that would not be transferableas capital among group members.

5) Fallback Treatment for Double Gearing

Each of thethreetechniquesfor eval uating group-wide capital adequacy of thefinancial conglomerate
explicitly take into account adverse effects of double gearing by examining capital adequecy of the
parent and each of its dependants on asol o and group-widebasis. For supervisorsthat wish toquickly
eval uatethe extent towhich double gearing may have compromised the capital adequacy of the parent
company, there is a simple methodology that may be employed, referred to as the total deduction
method.

Thetotal deduction method isbased on thefull deduction of the book value of all investments
made by the parent in dependants. Some supervisors may also wish to deduct any capital shortfalls
in those dependants (as indicated by the capital standardsof their solo supervisors) from the parent's
own capital. In other words, under this technique the supervisor attributes a zero value, or in some
cases a negative value, to the parent's investments. The parent's adjusted capital level is then
compared with theparent's sol o regul atory capital requirement, assuming tha the parent isaregul ated
entity.

The total deduction method implicitly assumes that no reguatory capital surpluses within
dependants of the group would be available to support the parent's capital or debt service and that
there is no regulatory capital deficit. Again, this procedure is designed to evaluate the extent that
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double gearing might impair the capital adequacy of the parent organisation and is not designed to
evaluate the group-wide capital adequacy of the financial conglomerate.

7. Operational Risk Management

Suchriskscan arisein avariety of waysincluding information system management, effective
information technology support and the effective use by staff of the software and hardware that is
provided. This provision should provide data on the quality and quantity of products on offer, the
bal ance sheet and income and expenditures. 1t will facilitate adecision making process running from
boards of directors down to line management (e.g. loan officers, insurance salesmen). Although not
adjudgedto be as seriousas credit risk, operational riskscan lead to alossof public confidenceinthe
financial sector such as occurred following the collapse of Barings, BCCI and the failure of Orange
County in California. Indeed, credit risk management and operational risk management are
interrelated. Good practice requires that all bank employees understand the written policies and
procedures relating to identifying, measuring, monitoring and controlling credit risk. If they are not
sufficiently well trained then operational failureswill occur. Operational risk istherefore associated
withtheeffectivegovernanceof afinancial institution. Proceduresfor effectivegovernance have been
outlined by the BIS (1999d).

Unlike market and credit risks, operational risk is more difficult to characterise. Whereas
market and credit risks can be assessed quantitatively from market dataand published credit ratings,
such historical information about theincidence of operational risksisnotwidely avail abl e. Bascdly,
this risk is associated with the possible falure(s) of intemal controls, corporate governance, and
information technology. It is sensible to make the distinction between operational risks that arise
during the execution of management and busi ness functions of thefinancial institution and those that
arise from a failure of the basic infrastructure which prevent core business from being undertaken.
Both arise from human error. For example, there might be a failure to execute accepted practice to
the required standard through oversight. Thereis also the risk of fraud which has not been identified
through thefailureof audit and monitoring procedures. Although thetradingactivitiesof Nick Leeson
were fraudulent, it was an operational error arising through inadequate monitoring procedures that

allowed him to continue for a sufficiently long period. It were these inadequate controls that led to
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the ultimate failure of Barings. Operational risk can also arise though technical error - that is, failure
of electricity, communication lines and information systems within the finandal institution. These
technical risks may also due to human error.

Ernst Patrakis (1998), First Vice President of the Federal Reserve Bank has identified three
possi bleconsequences of anoperational problemwithinafinancial institution: it could“ (1) belimited
to the firm experiencingthe problem, (2) soread to other participantsin the payment network, or (3)
endanger the operation of an entire payment system” . Patrakis offered two case studiestoillustrate
the potential systemic problems that could arise. In the first, a bank’s operational problem resulted
in asituation whereit could receive incoming payments but not make outgoing payments. This bank
absorbed a large proportion of the liquidity in the system in contrast to other banks who suffered
liquidity problems without any operational problems of their own. As a consequence, the latter
required overdrafts. Such liquidity problems need not be confined to banks but could affect other
financial institutions which expected to receive transfers from the problem bank. In the second case,
a bank suffered an operationa problem that did not allow it to send securities against payment but
permittedit to receivesecurities. Thisresultedinthelargest discount window operation by the Federal
Reserve Bank of New Y ork.

Thesetwo exampl eshighlight an important similarity between operational risk and market and
credit risks. All have the potential either indirectly or directly to generate contagion effects thereby
undermining the entire financial sector. If an institution fails because of an inability to execute its
business, then in the absence of complete information, customers may perceive that these problems
are widespread through the industry. Funds will be withdrawn and business contract for businesses
that are strong simply because customers are unabl e to distinguish them from theweaker institutions.
A more direct route for the creation of contagion isillustrated in Patrakis example above. What is
an operational problem for one ingtitution becomes a liquidity problem for another.

Becausethe potential for contagion arising from operational failuresisasgreat asthat arising
from losses on the trading or banking books, the Basle Committee has started the process of
articulating standards which financial institutions should adaopt. In a 1998 report Operational Risk
Management they interviewed 30 bankswith aview to determining current pradice. They noted (p.4):

Major operational risk losseswere seen to havelow probabilities, but an impact that could be

very large, and perhaps exceed those of market or credit risks. ....Measuring gperational risk
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requires both estimating the probability of an operational loss event and the potential size of
theloss. Most approaches described in the interviews rdy to some extent on risk factorsthat
provide some indication of the likelihood of an operationd loss event occurring. The risk
factorsaregenerally quantitative but may be qualitative and subjective assessmentstrans ated
into grades (such as an audit assessment). The set of factors often used includes variabl es that
measure risk in each business unit, for instance grades from qualitative assessments such as
internal audit ratings, generic operational datasuch asvolume, turnover and complexity, and
data on quality of operations such as error rate or measures of business riskiness such as
revenueval atility. Banksincorporaing risk factorsinto their measurement approach can use
them to identify businesses with higher operational risk.

The Basle Committee also noted that most banks expect that operational risk arisesfromweaknesses

in their internal control systems or from lack of compliance with control procedures. Appropriate

practice is discussed in the Committee’s 1998 paper Framework for Internal Control Systems in

Banking Organisations.

8. The Interface between Regulation and Monetary Policy

A major concern of supervisory andregulatory authoritiesisthe possibility that systemicrisk
could undermine the stability of the financial system. In a 1999 report the Bank for International
Settlementsargued that an important source of such systematic risk in emergng economies wasthe
country’ smonetary authority. The questionthen arises: should a unified supervisory and regulatory
framework beintegrated with macro-economic policy formulation, especially monetary policy? Such
integration continues in the United States since the Federal Reserve System not only implements
monetary policy but isone of the four main supervisory frameworks. In contrast, with the creation of
the Financial Services Authority in the United Kingdom all responsibility for supervision was
removed from the Bank of England at the same time that their powers to implement monetary policy
were increased.

In this section of the paper we will examine two issues relating to the interface between
macro-economicpolicy formul ation and financial market supervision. Thefirst concernsthe potential

shocks that poorly designed monetary policy can have on the business and finance sectors given the
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existence of limited liability. The second concernsthe need for liquid, default freeassetsto facilitae
the smooth functioning of financial markets.

Monetary Policy. Monetary policy affectsthe availability of credit, liquidity andloanable funds. If
the monetary authority is concerned, say, that inflation is exceeding some pre-set target then policies
may be followed to increase interest rates and constrain theavailability of credit and liquidity. This
will have a double impact on the business sector. Borrowing costs increase thereby leading to a
reduction in profits. At the same time aggregate demand will be decreasingleading to areductionin
sales. The probability of widespread bankruptcy increases. Thisin turn leads to an increase in non-
performing loans and loan defaults. The banking sector itself becomes vulnerable unless there has
been a pro-active provisioning policy in place during periodsof strong economic activity. Available
evidence suggeststhat thisisnot the case. For example, research by Besttie, et al (1995) suggeststhat
banksonly incresse provisioning during periodswhen|oan lossesincrease. If abank seekstoincrease
its capital to support the provisioning it will be doing so & a time when financial markets are most
pessimistic. Conversely, provisioning isreduced during periods when theeconomy is strong. Credit
rating agencies pro-actively downgrade companies during recessions. This further increases the
lending rates that borrowers must pay. This behaviour by banks and the credit rating agencies has
result of amplifying any down-turn or upswing in business activity. As a result the fragility of the
financial system isincreased. Thereisevidence of this behaviour occurring during the credit crunch
of the late 1980s (Cantor, 1993).

Another major example of theimportance of theinterface between monetary and supervisory
responsibilities occurred during the late 1970s and well into the 1980s. This scenario isdiscussed in
detail in McKenzie and Thomas (1992) and will only be outlined briefly here. In 1979 bath the US
Federal Reserve System and the Bank of England introducedamajor changeintheway that monetary
policy was implemented. Instead of targeting interest raes, these two central banks would target
monetary aggregates such as the money supply. The theory behind this change was that it was very
difficult to identify what ahigh or low interest rate was in the presence of inflationary expectations.
A historically highlevel of interestsrates might actually be very low given expectationsabout therate
of inflation. Consequently it wasfelt that targeting the availability of money and credit would provide
for greater stability in price and employment levels. Interest rates would adjust to market conditions.

The almost immediate impad of this shift in policy was an inaease in the levd of interest
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rates. Importantly, in addition, there was also an increase in the volatility of interest rates, in
particular, and financial asset prices, in general. This sequence of events had two major implications
for financial market regulators and supervisors. First, it occurred at a time when anti-inflationary
policies were being followed. This had an immediate impact on the agricultural sector of the United
Statesand led to hundreds of financial institution failures. In the United Kingdom, it led toasituation
of negative equity for home owners. House prices declined to the point where they were less than the
facevalue of themortgage. Thisled to personal bankruptcies, evictionsand aninefficient functioning
of the housing market. Second, it had amajor impact on the ability of emerging economiesto service
their debts in the face of higher interest rates and reduced export demand. Thisinturn caled into
guestion the viability of larger financial ingtitutions. The Federal Reserve System had indicated that
it was following a policy of the“survival of the fittest” in that it woud not provide lender-ofdast
resort facilities to failing banks. This pdicy was found to be unworkable as evidenced from the
underwriting provided to Continental Illinois Bank in 1984.

Thedirection of causality is not oneway, however. As Chair of the Federal Reserve System,
Alan Greenspan has indicated (1993), supervisory and regulatory policy can have an impact on the
effectiveness of monetary policy. Not only have interest rate margins widened inthe United States,
but there have been more stringent non-price terms: reduced sizes of credit lines, increased
commitment fees, more stringent collateral requirements and increased use of loan covenants. In
addition, following the adoption of the Basle Accord in 1988, Federal Reserve Board research has
revealed that pressure on banks to improve their capital base has played an important role in
constraining the growth of bank loans. In addition, US bank examiners are now requiring greater
documentation and collateral on loans. This increases the cost of processing these loans, a factor
which could be damaging to small borrowers. So great was the concern about this problem that the
USregulatory agenciesannounced in 1993 the Additional Availability I nitiativesprogrammedesigned
toencouragelendingtosmall businesses (FDIC (1993)). Initially, USpolicy wasdesigned toimprove
thequality of bank balance shegts. However, it was recogni sed that stringent regul atory requirements
had serious macro-economic implications.

Theseissues played animportant rolein 1994 discussionsin the United States concerning the
roleof the Federal Reserve System in managing both the macro-economy and prudential supervision

of financial ingtitutions. At that time there were proposals for a single regulatory commission
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independent of the Federal Reserve Sygem. Greenspan (1994) argued that separation of monetary and
regulatory responsibilities could severely limit economic growth and increase instability in the

economy:

On the one hand, regulators are concerned about bank failures and their effects on the
economy, as well as their cost to the insurance fund. On the other hand, banks need to take
risksto finance growth. Trade-offsarerequired, and aswingin either direction can create both
short- and long-term probl ems. In other words, the regulators are themsel ves recognising the
uncertainty facing financial markets and the subjective nature of banking supervision and

regulation.

A similar view has been taken by the Governor of the Bank of England, Eddie George (1994):

Monetary and financial stability are inter-related. It is inconceivable that the monetary
authorities could quietly pursue their stability-oriented monetary policy objectives if the
financial system through which policy iscarried on - and which providesthelink with thereal
economy - were collapsing around their ears....Equally though, the financial system is much
lesslikely to be collapsing around the ears of the monetary authorities in an environment of

macro-economicstability than in one of exaggerated boom and bug and vol atileasset values.

The implications of this analysis are that there needs to be a formal framework linking a
unified financial regulatory structure and the central bank or other authority responsible for the
implementation of monetary pdicy. This framework should have the following attributes:

1. There should be a Value-at-Risk assessment of the increasein non-performing assets likely to be
theresult of arestrictivemonetary policy. Thisshould be disaggregated by major business sector. The
impact on the banking sector would then be identified.

2. Loan-loss provisioning policies of financid institutions should be monitored to encourage the
building up of capital and provisions during periods of economic strength. These precautionary
bal ances could then be drawn down duri ng periods of restri ctive monetary policy.

3. Risk-assessment, monitoring and audit cost structures should be monitored such that they do not

34



discourage lending to small and medium sized enterprisestherebyleading to adown-turnineconomic
activity and economic growth.

Liquidity Provision. As part of their sk management drategies both financial institutions and
companies will hold assets which are liquid and are easily accessible should there be an unexpected
but temporary shortfall between recei ptsand expenditure. The pattern of recei ptsand expenditurewill
determinenot only thelevel of precautionary balances held but the proportion between sight deposits
and cash on the one hand and default-free interest bearing assets on the other. With respect to banks
and investment firms, liquidity isimportant when depositors and investors seek to sall securities. If
there are not sufficient funds on hand, then the continued existence of the bank or investment firm
is caled into existence. We have already noted, in Section 5 of this paper, that the trigger for
implementation of the European Union Deposit Guarantee Directive is lack of liquidity not lack of
insolvency.

Contemporary Monetarist Economic Theory suggeststhat public sector expenditure and debt
crowds out private investment. While this propaosition is most likely to hold when an economy is
operating at full capacity, it is not likely to hold when there is substantial unempoyment and
underutilisation of capacity. This is the core of the debate between monetarists and Keynesians.
However, thereis another, neglected issue involved: the existence of public sector debt providesthe
basis for a smoothly functioning financial system.

Herethe experiences of the United States the United Kingdom and toalesser extent Germany
provide important evidence. In both the United States and the United Kingdom there have been
declining government deficits and in some cases surpluses. This has meant that the availability of
liquidity in the form of default-free government has declined as a ratio of national income. In the
United Kingdom this problem has been recognised for fifteen years and identified within the Bank
of England Quarterly Bulletin on several occasions. Theimportance of government debt asavehicle
for open-market opeationsisalso crucial. Following the Second World War Germany had to resort
to various quantitative restrictions and tax schemesin order to carry out a monetary policy as there
was no government debt in existence. Thesetoolsdo not provide for asmooth, continuousfine-tuned
monetary policy and arelikely to create variationsin key interest rates unlessthey arealso controlled.
These considerations lead to the following proposition:

4. A smooth functioning financial sector requiresthe existence of default-free assets. Thisisthebasis
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of an infrastructure in which coherent and unified monetary and supervisory policies can be

implemented. This does not mean that a unified approach requires aunified institutional structure

overseeing both monetary policy and prudential supervision. As Padoa-Schioppa(1999) noted only

in Italy and the Netherlands among the twelve countries on the BIS Committee on Banking

Supervision does the central bank have both. In the United States, the Federal Reserveis only one of

four regulatory bodies. The European Central Bank has formally separated the two functions. In an

FSA Occasional Paper, the FSA Policy Director Clive Briault (1999) has noted potential reasonswhy

the two functions might be separated:

A. If acentral bank washeavily concerned about thefinancial healthof financial institutions, this
could lead to an inflationary biasthrough the provis on of liquidity;

B. There could be loss of credibility about the efficacy of monetary policy if its supervisory
activities are seen to fall

C. The integration of the two functions could lead to political pressure that undermines
independence of monetary and prudential supervision.

These issues, of course, would also be relevant if the two functions were kept separate but co-

ordinated through acollaborativestructure asisthe casein the United States. Thereacomplex system

of checks and balances ensures independence while at the same time recognising the need for co-

ordination.

9. Postscript: The special case of New Zealand

In stark contrast to the global trend towards restructuring regulatory authoritiesthat shift the
responsibility for bank supervision to new regulators with broader responsibilities (e.g. the UK and
Australia) isthe special case of New Zeaand' s regulatory structure. They have adopted a structure
which reliesalmost entirely on market discipline. However, infact al but one of the reg stered banks
are foreign owned and these will have satisfied international banking standards. Although the New
Zealand system would not be suited to the Russian Federation it is often referred to as a model.

New Zealand has auniversal banking system (as does Germany) and the financid systemis
structured to promote open and neutral competition among the different participants in the system.

There are three classifications of banksin New Zealand: multipurpose, wholesale and mainly retail.
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In 1997 there was 19 registered banks and of these 4 are multipurpose (providing a full range of
financial services), 11 banks operate primarily at thewholesale level focussing on particular niches
(e.g. asset backed financing, fund management etc.) The remaining 4 banks specialise mainly in
providing servicesto thedomestic retail sector (e.g. mortgages). All bar one of the 19 registered banks
are foreign owned and the one domestically owned bank is a mainly retail bank. In 1997 registered
banks accounted for 94% of deposit taking business and controlled 73% of thetotal assets of the
financial system.

Structure of the Supervisory System

TheReserve Bank of New Zealand (RBNZ) isthe sole bank supervisor in New Zealand (seeTable).
The RBNZ does not have supervisory responsibility for managed funds, insurance, or securities
activities as such. Supervision of banks is conducted primarily in respect of the consolidated
operations of the banking group. Generaly the consolidated operations includes the business of
related financial services. The Reserve Bank of New Zealand Act 1989 confers powersonthe RBNZ

to register barks and to undertake prudential supervision of regigered banks.

The objectives of prudential supervision of registered banks are:
(i) to promote the maintenance of asound and efficient financial system;
(i) systemic stability;
(iii) conduct of business (the primary means of encouragng banks to conduct their affairs
prudently is the use of marke forces and strong internal governance incentives rather than
detailed supervisory rules and intensive monitoring by supervisors);
In addition the RBNZ Act 1989 (updated in 1995 and 1996) outlines that the approach to be taken to
these objectivesisto:
(a) Avoidimposing excessive administrative burdensor unnecessarily constrain banksfrom pursuing
commercial objedives;
(b) Minimise the perception that the Government underwrites the prudential soundness of individual
banks. In the event of a bank failure, the RBNZ has statutory powers to limit systemic instability
(lender of last resort facility). However, the RBNZ’ sresponsibility isnot to provide a‘ safety net’ for
insolvent institutions, nor to provide deposit protection (New Zealand has no deposit insurance

scheme). Theaim isnot to protect individual banks or depositors but to ensure the orderly resolution
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of significant bank problems, which may include facilitating the orderly exit of atroubled bank, and;
(c) Adminigter the public disclosure regime. This regime requires al banks to publish quarterly
disclosure statements on a wide range of financial and prudential information. The aim of this
disclosurerequirement regimeisto strengthen market disciplines and to ensure that responsibility for
the prudent management of banks lies with the directors and management.

Thislegidlation does not explicitly providefor the Basle Committee on Banking Supervision
“Minimum Standards’ to be met. However, the RBNZ would normally only register banks whose
home supervisor applied the Basle Minimum Standards. Moreover, as a condition of registration,
banks incorporated in New Zealand mug maintain at all times a minimum capital ratio and tier one
capital of 8% and 4% respectively (measured using the Basle Capital Accord).

The BIS “core principles’ for effective banking supervision may pose problems for New
Zedland. The BIS approach isto set minimum standards for bank supervision that should be aimed
for by all countries. New Zealand is out of step with these core principles on two counts. First, there
is no deposit insurance scheme. Second, reliance on market forces and strong internal governance
incentives in contrast to detailed supervisory rules and on occasions intensve monitoring by
supervisors of thebusiness of banks and their compliance with rules.

With respect to the new BIS proposed reform to the Capital Accord, this may also pose
problemsfor the New Zealand approach. Three pillars (the setting of minimum capital requirements,
the supervisory validation of the measurement of cgpital adequacy, and market discipline) underpin
this new proposal. The first two pillars may actually serve to prevent market discipline from
flourishing in New Zealand if they were to be adopted.

Supervision of non-bank financial business

The New Zealand Securities Commission (NZSC) has responsibility for the administration of the
Securities Act 1978. The NZSC has an oversight role in respect of the securities marketstaking the
form of the administration of disclosure and advertising requirements for public issuers, and the
oversight of securities exchanges (such as the New Zealand Futures and Options Exchange).

The Government Actuary isthe authority with jurisdiction over registered superannuation schemes.
The Government Actuary monitors superannuation (pension) schemes to ascertain whether the
financial position, security of benefits, and the management of schemes is adequae. The Actuary

registers schemes, investigates complaints, and monitors schemes to ascertain whether they are
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operating in accordance with the Superannuation Act 1989.

TheNew Zealand Ministry of Commerce (NZMoC)isthe authoritywith jurisdiction over the
insuranceindustry. Financial disclosurerequirementsfor lifeofficesisspecifiedintheLifelnsurance
Act 1908. Annual audited returns are required to be forwarded to the NZMoC.

Banking groups can encompass subsidiarieswhich provide insurance, funds management, or
nominee securities services, but in those cases nommally only the assets and liabilities relating to the
management of those serviceswill beconsolidated. Theassetsand liabilities of thefundsthey manage
would normally be excluded from the banking group, provided that, in the case of funds management
activities, there is adequate separation between those activities and the banking group itself.

In section 1 of this pgper we highlighted three criteria against which alternative regul atory
structures can be assessed: (a) economies of scope, (b) regulatory parity, and (c) prudential logic.
Economies of scope are not enjoyed by the supervisory and regulatory structure although it isevident
that good communications exist amongst New Zealand's regulators. There is a problem of
overlappinginformation gathering and assessment activities. However, thisiscounterbal anced by the
fact that less of these ectivities (vis avis ather countries) are conducted in thefirst place. Toalarge
extent this is because of the emphasis placed on market forces and internal governance incentives
rather than a reliance on detailed supervisory rules and intensive monitoring by supervisors of the
business of banks and their compliance with the rules.

Lack of regulatory parity across the three sectors will tend to result in disintermediation as
Institutions move from one sector to another in search of the most liberd regulatory environment.
Prudentia logic refers to the importance of aligning the remit of the regulator with the risk
management function of the regulated organisation. Consequently, the regulatory structure should
reflect theincreasingly conglomerate natureof thefi nancial servi cesi ndusiry. Whereas, New Zealand
does not dismissthisargument it believesthat its current structure with low administrative costs and
focuson market disciplineisan appropriate one. New Zealand’ sregulatory structure placesthe central
bank in aposition to maintan a close understanding of developmentsin the banking sector so that in

the event of any problems they are well placed to deal with them.
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10. KEY RECOMMENDATIONS

The elimination of competitive barriers globally has ledto increased cross-sector and aross-

border competition over the past fifteen years. It hasin turn led to increased interdependence between

banks, investment firms and insurance companies either indi rectly through asset/liability exposures

or directly through conglomeration. As we have argued in this paper contagion throughout the

financial system is a real possibility unless there exist comprehensive preventive and protective

procedures. In light of thiswerecommend that the Russian Federétion adopt the following measures:

create a unified supervisory and regulatory authority covering banks, investment firms and
insurance companies. FSA Rules and Regulation should be consulted.

the unified authoritywould require all institutionsto publishtheir exposures and the methods
by which these exposures were cal cul ated.

all financial institutionswill report to the authority their asset and ligbility positionsvis-a-vis
other financial institutions.

the unified authority will audit all reporting mechanisms and assess the extent of operational

risk exposure of financial institutions.

the unified authority will establish risk-related protective schemes such as deposit insurance.
Such protection should be fairly priced and reflect the quality of bank assets and capital.
assets.

thereshould beaformal co-ordinating body which integratesfinancial sector supervision and
regulation with theimplementation of monetary policy.

programmes should be established to train bank officials and regul ators about i ssues rel ating
to market, credit and operational risks.

the Russian Federation should consider becoming ashare-holder inthe Bank for International

Settlements. It should seek observer status in the Joint Forum.
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