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ABSTRACT

This paperprovidesa foundationfor evaluatingrecentchangesin regulatorydesignin light of the in-

creasinglycompetitive and dynamicenvironmentof banking. Intrusive, control-orienteddirect and

indirectapproachesto regulationhave becomeverycostly. Regulationthatfocusesonsettingminimum

requirementswill becomedominant. Supervisionwould thenprimarily aim at verifying compliance.

We argue that the viability of this approachrequiresa well-developedfinancial systemandadequate

internalcontrolsystems,primarily to align incentiveswithin institutions.

Keywords: systemicrisk; contagion;interbankmarkets

JELCodes:E58,G21

�

Professorof CorporateFinanceandFinancialMarkets,Facultyof EconomicsandEconometrics,Universityof
Amsterdam,Roetersstraat11, 1018WB Amsterdam,The Netherlands,Tel: +31 20 5254272,Fax: +31 20 525
5285,email: awaboot@fee.uva.nl
� �

DoctoralCandidate,Facultyof EconomicsandEconometrics,Universityof Amsterdam,Roetersstraat11,1018
WB Amsterdam,TheNetherlands,Tel: +3120 5254256,Fax: +31205255285,email: dezelan@tinbinst.nl
� � �

AssistantProfessorof Finance,Instituteof FinanceandAccounting,LondonBusinessSchool,Sussex Place,
Regent’s Park, LondonNW1 4SA, United Kingdom, Tel: +44 171 262 5050,Fax: +44 171 724 3317,email:
tmilbourn@lbs.ac.uk,internet:http://www.lbs.ac.uk/faculty/tmilbourn/





– 1 –

1 INTRODUCTION

The futureof regulationof thefinancialservicesindustryis certainlyan importanttopic in thecurrent

policy debate. To date,the concernaboutthesafetyandsoundnessof the financialsystemhasled to

intrusive regulatoryinterference. However, developmentsin informationtechnology, theproliferation

of financial markets, the blurring distinction betweenbankingand non-bankingfinancial institutions

and the continuousbarrageof new productinnovationshave put bankingin a stateof perpetualflux.

This more competitive and dynamicenvironmentmay not be compatiblewith traditional regulatory

structures,including depositinsurance,limits on permissibleactivities and controlssuchas intrusive

capitalandliquidity reserve requirements.Thekey questionis how to adapttheregulatoryframework

to theincreasinglycompetitive environmentof banking.

Traditionally, bankersandregulatorsworkedin concertto safeguardthefinancialservicessector, thereby

maintainingthestabilityof thefinancialsystem.To thisend,directandindirectapproachesto regulation

canbedistinguished.Direct regulationseeksto reducediscretionon thepartof banks(andregulators)

by explicitly prescribinganddictatingtheactivities bankscanengagein. TheGlass-SteagallAct in the

U.S. (separatingcommercialfrom investmentbanking1) andthe enforcedseparationbetweenbanking

andinsurance,asobserved in many countries,areexamplesof this approach. The indirect approach

reliesprimarily on price andnon-priceincentives that aredesignedto inducethe desiredbehavior of

financialinstitutions. Risk-basedcapitalrequirementswouldbeanexampleof thisapproach.2

Both direct andindirect forms of regulationarecostly, particularlyin a morecompetitive environment

whereissuesof a level playingfield andregulatory-arbitrage becomeof primaryconcern. In particular,

direct regulationseemsvery costly in a competitive, rapidly changingenvironment. This regulatory

structurerunstherisk of beingoutdatedconstantlyby new developments.Therecentwaveof expansion

of scaleandscopein bankingunderscoresthe lesseremphasisput on this type of regulation. Indirect

regulationhasthusgainedimportance,witnessfor exampletheincreasedemphasisput on furtherrefin-

1 Recently, new U.S.bankinglaw relaxestheseconstraints.

2 It is imporantto notethatnot all formsof regulationcanbeclassifiedaseitherdirector indirect. That is, lump
sumcapitalrequirementsanddifferenttypesof certificationrequirements(asdiscussedlater)maynot bepartof
eitherdirector indirectregulation.
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ing therisk-basedcapitalrequirementsandothercontrolinstruments.But in acompetitiveenvironment,

thesecontrol instrumentsmustbedelicatelyandconstantlyfine-tunedsuchthat they do not causecom-

petitive distortions. Hence,theapplicability of the indirect,control-orientedapproachto regulationis

alsostrained. As a consequence,the effectivenessof both direct andindirect forms of regulationhas

suffered.

In thispaper, weidentify two structuraldimensionsthatareof primaryimportancefor theoptimalregula-

tory design. Thesedimensionsarethecompetitive environmentof bankingandthestateof development

of thefinancialsystem. In thecontext of a well-developedsystem,we arguethat thedistortionsassoci-

atedwith directandindirectapproachesto regulationinducea shift in regulatorydesign. In our view,

the increasinglycompetitive anddynamicenvironmentredirectsthefocusof regulationto settingbasic

minimumstandards,essentiallycertificationrequirements.Thesestandardsdictatebasicrequirements

thatviablefinancialinstitutionsshouldmeet. As we will argue,theseobservationsarenot inconsistent

with someof theobservedregulatorychangesandcurrentproposalsfor change.

Wedonot takethepositionthattheroleof regulatorsandsupervisorswouldbelimited to only settingand

verifying compliancewith the certificationrequirements,albeit timely interventionin the caseof non-

complianceshouldbe theprimaryobjective of supervision. While theobjective andnon-discretionary

natureof this typeof regulationis a nicefeature,thereremainsscopefor somesubjective intervention.

Additionally, discretionarysupervisionis neededto monitortheintegrity andviability of financialinsti-

tutions. We will arguethat this putsgreatemphasison thebankingindustryitself, wherealigning the

internalincentivesof financialinstitutionsshouldbecomea primaryconcern. Internalsupervisionand

appropriatecontrolsystemsthereforewill gainin importance. This helpsexplain theemphasisthat the

Bankof EnglandandBIS have puton internalcontrolsystems.Lastly, webelieve thatthereputationof

financialinstitutionswill becomeincreasinglyimportant,whichcouldalsomitigateregulatoryconcerns.

However, in ourview, thisalonewill notadequatelysubstitutefor thelossin effectivenessof regulation.3

This putsevengreaterweighton theimportanceof aligninginternalincentivesin theregulatorydesign.

3 In this regard,we arenot asoptimisticasR.W. Ferguson,memberof theBoardof Governorsof theUS Federal
ReserveSystem.Hesupportstheideaof having minimumregulationandsupervisionsuchthatthey areconsistent
with maintainingsafetyandsoundnessof thebankingsystemandfinancialstability. He goeson to arguethat the
marketplaceis thebestregulatorandit shouldbelookedto for guidance(BIS Review 24/1998).
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Thesuggestionsfor regulatorydesignechoobservationsmadeby somein thefinancialservicesindus-

try. KupiecandO’Brien (1997)proposea pre-commitmentapproachto settingcapital requirements.

Similarly, the Group of Thirty in its report, “Global Institutions,National Supervisionand Systemic

Risks”, proposesvoluntarystandards.Theseproposalscould be interpretedasself-regulation.4 Self-

regulatoryelementsarevery limited in our approach. Banksneedto imposeadequateinternalcontrol

systemsto facilitate the transitionto certificationrequirements. The dependenceon internalcontrol

systemshasa self-regulatoryflavor to it. However, externalregulatorsshouldsetthe certificationre-

quirements,monitorcomplianceaswell asengagein timely intervention. This is consistentwith recent

regulatorydevelopments. For example,theU.S. FederalDepositInsuranceCorporationImprovement

Act (FDICIA, 1991)stipulatespromptcorrective actionprovisionsfor capitaldeficientbanks. This is

a move in the directionof the certificationrequirementsthat we advocate. Like FDICIA, the Euro-

peanCommunity’s CapitalAdequacy Directive alsoprimarily focuseson capital-contingentcorrective

actions. Certification-basedregulationshould,however, encompassmorethanjustverifying thelevel of

capital. For example,thebank’s internalcontrolsystemsshouldbe“certified” by stress-testingagainst

pre-specifiedstandards.5

Thedependenceoncertificationrequirementsandinternalcontrolsystemspresupposesawell developed

financialsector, includingclearlyspecifiedpropertyrights,well-definedandenforceablelegalandregu-

latorystructures,strongdisclosurerequirements,governmentintegrity andhighly skilledhumancapital.

Thesedefinethesecondstructuraldimensionof optimalregulatorydesign(recallthatthefirst dimension

is thecompetitive environment). As we will argue,underdevelopedfinancialsystems,suchasthosein

the emerging economiesin EasternandCentralEurope,arefacingvery different issues. In many of

thesecountries,theregulatoryframework andsupervisorymechanismsarein their infancy; trainedper-

sonnelis lacking,bothin thebanksandin theregulatoryagencies;andthelegal framework within which

contractsneedto beenforcedis oftenunclearandunfinished.Moreover, theuncertainenvironment,lack

4 SeealsoEuromoney, September1997,“Can bankersbe their own cops?”,pp 125-128. However, observe that
in the pre-commitmentapproachbanksfacedetailedrulesandguidelinesthat limit the degreeof effective self-
regulation.

5 In thispaper, weignorecomplementarysuggestionsfor regulatoryreformthatseekto limit thescopeof regulation
by separating(or isolating)particularcontagiousactivitiesof financialinstitutions. For example,Flannery(1999)
hasadvocatedsecurecollateral-basedpaymentandsettlementsystems. Similarly, narrow-banktype resolutions
maycontainthescopeof thesafetynetprovidedby depositinsuranceandpromotemarket disciplineon thenon-
narrow bankactivities (seeBootandGreenbaum(1993)).
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of a civil servicetraditionandseveredeclinein incomethat characterizessomeregionstriggerserious

problemsof corruptionandfraud,problemsto which thefinancialsectorby thenatureof its businessis

particularlyvulnerable. In thesesituations,intrusive regulation(bothdirectandindirect)maybeneces-

sary. Oncereputablefinancialinstitutionsarein place,regulationcouldbetransformedalongthelines

discussedin thecontext of a well-developedfinancialsector. Theseargumentsunderscorethat regula-

tory designnot only dependson thecompetitive environment,but alsoon thedegreeof developmentof

thefinancialsystem.6

The remainderof our paperis organizedasfollows. We first focuson regulatorydesignin developed

countries. Section2 surveys someof the recentchangesin the competitive environmentof Western

banking. Section3 containsa discussionof issuesat stake in the regulationof financialsystems,the

variousapproachesto regulationandtheeffectof competitionontheoptimalregulatorydesign. Section

4 describesour recommendationsfor optimal regulatory design. The issueof regulatory designin

transitioneconomiesis containedin Section5. Section6 concludes.

2 COMPETITIVE ENVIRONMENT OF WESTERNBANKING

AcrossWesterncountriestherearestrikingvariationsin theconfigurationsof financialsystems.In some

countries,suchasthe U.S. andU.K., financialmarketshave beenvery importantfor the allocationof

resources.In others,suchasmostContinentalEuropeancountries,bankshaveplayedamoreprominent

role andfinancialmarketsarelessdeveloped.In many countries,banksdo not hold majorequitystakes

in industrialcompanies,while in others,notablyGermany, banksareamongthe largestshareholders.

Thesedifferenceshave a long historyandcouldbepurelycoincidental,but morelikely dependon each

country’s evolution of industrialstructure. The varying extent of governmentinvolvementcould also

explain someof thesedifferences.This is particularlytruein theU.S.whererigid regulatorystructures

have fragmentedits bankingsystem.

6 In a relatedpaper, Llewellyn (1999)makesa similar point. He arguesthatfinancialregulationshouldbebased
in thecontext of whathecallstheregulatoryregime. This includesthelegalandgovernancecharacteristicsof the
economyin which thebanksoperate.
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TheU.S.regulatorystructurewas(andstill largely is) characterizedby a governmentsponsoreddeposit

insurancesystem,a separationof investmentbankingand commercialbanking,and pervasive entry

barriersincludinglimitationson inter- andintra-statebranching.This structuredatesbankto the1930’s

andis containedin the BankingAct of 1933,alsoknown asthe Glass-SteagallAct. Complementary

legislationsoughtto reducecompetitioneven further. In particular, regulatorycapson depositrates,

known asRegulationQ werein effect into the1980’s.

The threepillars of theBankingAct of 1933– federaldepositinsurance,restrictionson bankempow-

ermentsandentry barriers– guaranteedstability for over forty years. However, recentenvironmental

andcompetitive changeshave disturbedthe balanceprovided by the Glass-SteagallAct. The volatile

environmentmaderegulatorycapsondepositinterestratestoocostlyfor bankdepositors,promptingthe

diversionof savingsto thelargelyunregulatedmoney-marketmutualfundsthatofferedmorecompetitive

interestrates.This forcedbanksto borrow atcostliermarket interestrates,therebyposingarealthreatto

thebanks’protectedfranchises.Further, their traditionallybestcustomersincreasinglysoughtaccessto

equityandbondmarkets,elevating therisk of thebanks’remainingclientele.Higherandmorevolatile

fundingcostsalsocoaxedthebanksinto thebusinessof writing off-balancesheetguaranteesandtrading

in a hostof financialderivatives. Collectively, thesechangeselevatedthe banks’ risks in virtually all

aspectsof theirbusiness.

Advancesin informationtechnologyfacilitatedthecircumventionof regulationandtilted thecompetitive

advantageawayfrom the“opaque”financialinstitutions,suchasdeposittakersandinsurancecompanies,

towardsbothmore“transparent”intermediaries,suchasmutualfunds,anddirectfinancingin thecapital

markets.As aconsequence,therehasbeenaproliferationof specializednon-bankfinancialinstitutions.

Thebanks’lossof marketshareis amanifestationof increasedcompetitiononboththeassetandliability

sidesof the balancesheet. Financecompanies,like GE Capital in the U.S., have for decadesbeen

increasingtheir shareof businessandconsumerlending. In addition,the commercialpaperandbond

markets have capturedlarger piecesof the businesscredit market. On the liability side, investment

companiesandtheir mutualfundshave takenanever-increasingshareof thebanks’traditionalfunding.

Thefrequency of bankfailuresin countrieslike theU.S.,IsraelandtheScandinavian countries,provides

yetanotherreflectionof risingcompetitivepressures.Decliningcreditratings– in anenvironmentwhere
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ratingshave gainedimportance– similarly illustratethechallengesthattraditionalbanksface.

While oligopolistic practices(including thosepreserved by the recentconsolidationwave) may tem-

porarily hide the competitive deteriorationof traditional bankinginstitutions,they will soonfacethe

new realities.Thesameis truefor theregulatoryframework. Undertheearlierbank-governmentnexus,

public regulationinhibitedboththeestablishmentof new banksandtheterminationof impairedinstitu-

tions. Thelatter is still muchin evidencein theform of governmentaldepositinsurancethatcontinues

to deterbankfailuresunderthe bannerof protectingdepositors.With the rapidly decreasingcostsof

computingandcommunicating,all typesof non-bankfinancialinstitutionssuccessfullyencroachon the

banks’traditionalmarkets.Artificial life-supportmeasuresandthepreservationof inefficient operations

arebecomingincreasinglycostly.

With somenotableexceptions,suchasthe Scandinavian countries,otherWesternEuropeancountries

weresparedthebankingturmoil. Europeanbanksarebetterdiversified,bothgeographicallyandfunc-

tionally, thantheir U.S. counterparts.They typically operatenationwide,often have substantialcross-

borderoperations,andengagein both commercialandinvestmentbankingactivities. In addition, the

greaterconcentrationamongEuropeanbanksin their homemarketsmayhelpprotecttheir rents. Thus,

Europemayhave not yet facedtheunbridledcompetitive pressuresthat increasinglycharacterizeU.S.

banking. Moreover, the mostrecentconsolidationanddespecialization(increasingscope)amongEu-

ropeanbanks– especiallyin Spain,Scandinavia andThe Netherlands– canbe seenasa pre-emptive

responseto thethreatof increasedforeigncompetition.As a result,themarket shareof Europeanbanks

in their homemarketshasreachedunprecedentedlevels with the larger institutionsabsorbingsmaller

andoftenmorespecializedones.

For example,commercialbankspreviously focusedalmostexclusively on corporateclients,while es-

chewing the retail sector. This allowed smallersavings banksto control considerablemarket sharein

mortgages,consumerloansanddeposits.But the larger bankshave now enteredthesemarkets,often

by acquiringestablishedretail-orientedinstitutions. The acquisitionstrategy detersforeign entry and

protectslocal franchises.Anti-trust concernsaredismissedalludingto thepresumedimportanceof the

nationalidentity of banks.7 Thus,“opaqueness”is growing; somethingthatmay not sit well with the

7 SeeBoot (1999)for a discussionof thepolitical dimensionbehindtheconglomerationwave.
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competitive realitiesthatEuropemaysoonencounter. This implies thatWestEuropeanbankshave not

yet facedtheentireeffectsof amorecompetitiveenvironmentandtheimminentdissipationof monopoly

rents. However, the EuropeanMonetaryUnion, and in particularthe introductionof the Euro, have

becomea catalystto increased(cross-border)competitive pressures.

The key public policy questionis thereforehow to designa regulatory structurefor the increasingly

competitive environment.

3 REGULATORY CONSIDERATIONS

3.1 The Roleof the Financial System:Stability and CompetitivenessasJoint Objectives

Theprimaryfunctionof thefinancialsystemis to facilitatethetransferof resourcesfrom saversto those

whoneedfunds.Theobjective is to have anefficientallocationanddeploymentof resources.Efficiency

in this context is interpretedbroadlyandpresumesboth stability andcompetitivenessof the financial

system.Stability is neededto guaranteetheorderlyflow, allocationanddeploymentof resources.It is

generallyrecognizedthatfragility of thefinancialsystemwould comewith greatcost,sincedisruptions

havepotentiallysevereconsequencesfor theeconomyat large.An efficient financialsystemshouldalso

minimizetransactioncosts;interpretedbroadlyasresourcesthatdissipateor evaporatein theprocessof

allocatingresources.This generallynecessitatesacertaindegreeof competitiveness.

But stability andcompetitivenessarevery likely to beconflictingratherthancomplementaryobjectives,

thus presentingregulatorswith a difficult trade-off. In the popularview, restrictionson competition

would improvebanks’profitability, reducefailureratesandhencesafeguardstability (Keeley (1990)and

morerecentlyDemsetz,Saidenberg andStrahan(1996)make this point). The experienceof Western

Banksis noteworthy here. Until recently, they operatedin a cozy, symbiotic relationshipwith gov-

ernmentalregulatorswho restrainedcompetition,supportingtheprofitability of establishedinstitutions.

Commercialbankswereaccordeda centralityamongfinancialintermediaries;they safeguardedpublic
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savings,providedworking capitalandlongertermcredit to businesses,managedthepaymentssystem,

andservedasaconduitfor monetarypolicy initiativesof thecentralbank.In returnfor aprotectedstatus,

banksacceptedregulatoryscrutiny andrestrictionsthatconstrainedtheiractivities.

The specialstatusof bankshasbeencalledinto question:record-shatteringinflation andinterestrates

in the1980’s underminedthebanks’protectedfranchises.In particular, thesedevelopmentsspurredthe

growth of non-bankingfinancialinstitutionsthatcouldlargelycircumventexistingregulatoryconstraints

(e.g.,money market mutualfundsbypassinginterest-ratecontrolson deposits).Togetherwith theargu-

mentspresentedin Section2, theseconsiderationsposeanimportantchallenge:how doesonedesigna

sustainableregulatoryenvironmentin banking?

3.2 DepositInsurance: Rationaleand Implications

The regulatory interferencethat characterizesbankingsuggeststhat banksareconsidered“special” or

different from otherfirms. Obviously, regulationhasmadethemspecial. But what is differentabout

their operationsthatjustifiesthis “special” regulatorytreatment?

Thisquestionneedsto beaddressedbeforewecanderivethestructureof theoptimalregulatoryresponse,

if any. A startingpoint is theobservationthatbankstypically have avery fragmenteddepositbase;bank

debt(“deposits”)is typically held by many differentagents,noneof whomholdsa very large fraction

of thetotal debtof thebank.This createsa gapin governance;while equityholdersmayhave sufficient

incentive to monitor themanagersin goodstatesof nature,they do not have suchincentivesin thebad

statessincethe benefitsof monitoringandimposinggovernancewould mostly accrueto debtholders.

With a normal debt structure,the latter fact will be enoughof an incentive for debt holdersto start

monitoringmanagement.However, with a very fragmenteddepositbase,obvious free-riderproblems

would prevent the emergenceof an active monitoring role playedby debtholders. Thus,oneshould

expectbankmanagersto engagein excessively risky behavior in badstatesof nature,asthefragmented

natureof thedepositbasedestroys governancemechanismsin thosesituations(DewatripontandTirole
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(1993)).8

Thespecial– fragmented– natureof bankdebtonly highlightsalackof governance.It is widely believed

that thepotentialfragility of banksstemsfrom anotherfeatureof bankdebt,that is, their vulnerability

to runsrootedin thewithdrawal-upon-demandandsequential-service-constraint featuresof thedeposit

contract. The fear is that excessive withdrawals would force a bank to liquidate assetsand thereby

incursubstantialliquidationcoststhatunderminethebank’s ability to honorits remainingdeposits.The

excessive withdrawalscouldbetriggeredby concernaboutthebank’s well-being. However, thebank’s

demisecould thenbecomea self-fulfilling prophecy: oncea depositorthinks thatotherswill withdraw,

he will withdraw too. This is optimal given the presenceof the sequentialserviceconstraint. These

argumentsexplainpotentialrunson individualbanks,but of realconcernaresystemiccrises. Chariand

Jagannathan(1988)show that a little uncertaintyaboutthe natureof a run may trigger a system-wide

collapseor apanic. Thesocialcostof bankfailuresmaythenbeconsiderable.9 Bhattacharya,Bootand

Thakor (1998)provide a comprehensive overview of the rationalesfor regulationin the context of the

fragility of financialintermediaries.

The potentialvulnerability of deposit-fundedbanksto runsand the bankingsystem’s vulnerability to

panicsareoftenusedasmotivationfor regulation,andin particularfor depositinsurance(Diamondand

Dybvig (1983)). It is generallythoughtthat private arrangementsarebesetwith free-riderproblems

and thereforecould not copewith theseproblems. Most countrieshave thereforeenacted“lender of

lastresort”anddepositinsurance(DI) arrangementswhichguaranteethatbanksandcertainothercredit

institutionscanmeettheir commitmentsto depositors.As long asthe insurancesystemis credibleand

fully guaranteeseachdepositor’s funds,bankrunswill notmaterialize.

But depositinsurance,while safeguardingdepositors,widensthegapin governance;depositorsnolonger

haveany incentive to monitorthebank.Therefore,it exacerbatestheproblemof excessive risk takingby

bankmanagerssinceonly thetaxpayer– theultimatefinancierof theDI system– bearstheconsequences

of any increasein downsiderisk. Theexistenceof DI thennecessitatesfurther regulation,in particular

8 Observe thatdepositsarenot traded. This implies thatvaluableprice-informationis not availablewhich could
amplify thegovernanceproblem.

9 An importantconsiderationis thestabilityof thepaymentsystem.Bankfailuresmaydisruptthepaymentsystem
which mayhavegreatsocialcost(seeFreixasandRochet(1997)).



– 10 –

on thelendingsideto containtherisk-takingincentives. Theseargumentscouldexplain why extensive

depositguarantees– asobservedthroughouttheworld – have inducedgovernmentsto severelyregulate

thebanks’operations.

Themoralhazardscreatedby afixed-rate,risk-insensitive depositinsurancesystemarewidely acknowl-

edged.Therealsoseemsto beconsiderablesupportfor thenotionthattheseincentiveshave contributed

to thefinancialcrisesexperiencedin Westernbanking.However, this consensusseemsat oddswith the

apparentstabilityof DI arrangementsfor mostof the1935-1980period.Variousauthors,suchasKeeley

(1990),arguethat the inclination toward risk wasrestrainedfor almosthalf a centuryby theeconomic

rentsearnedin banking.In recentdecades,however, rentshave erodedsignificantly. This hasexposed

thelatentdesignflawsof depositinsurance.

On a morefundamentallevel, we mayconcludethata systemof depositinsurancedistortsthe relation

betweena bankand its providersof funds. In particular, it reducesor underminesmarket discipline.

Depositorsknowing thattheir fundsareinsuredwill feel little inclinationto monitortheir investmentby

evaluatingthebanks’activities. While, aswe have emphasized,depositorsaregenerallysmallandmay

not have a sufficient economicincentive to monitorevenin theabsenceof depositinsurance,it is likely

that in a world without depositinsurance,market-rootedsolutionswould develop to facilitatemonitor-

ing. Therewould alsobea realsenseof urgency becausewithout thesesolutions,fundingmight not be

forthcoming. However, thepotentialfor thesesolutionsshouldnot be overstated. Specifically, these

“solutions” may severely hamperthe transformationandliquidity-provision rolesof financial interme-

diaries. Thefactof thematteris thateven ignoringtheissueof depositinsurancearrangements,banks

areoftenstill considered“special” andbankfailuressociallycostly.10 A banksafety-netmay thusbe

implicitly presentevenin theabsenceof depositinsurance.

A potentialsolutionis rootedin the banks’ incentives to develop a reputation.A sufficient reputation

couldconvincethemarket thata bankwould not exploit problemsof unobservability andmoralhazard.

Thebankwould thenbenefitandobtaina lower costof funds. Oncea reputationis established,a bank

hasapowerful incentive to behaveprudentlyto preserve its reputation.An importantobservationis that

10 As we have pointedout (seealsoHoenig(1997)),the integrity of the paymentsystemis a key public policy
concern. Banksplan an importantrole in the functioningof the paymentsystem. This could help rationalize
regulatoryinterference.
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thebanks’relianceon depositinsurancefixestheir costsof (insured)fundsat therisk-freerate,andalso

guaranteestheavailability of thosefunds. Reputationthenno longerbenefitsthebanks’costsor avail-

ability of funds,andthebanks’incentivesto developreputationswould accordinglybediminished(see

Boot andGreenbaum(1993)).Their prudentialoperationwould thenbecompromised(unlessKeeley’s

(1990)monopolyrentsaresizable).

Theconclusionis thathistorically, monopolisticbenefitsprovided bankswith compellingincentivesto

follow low-risk strategies,despitethepresenceof depositinsurance.Market disciplinewasnot neces-

sary, andregulationandsupervisionwereonly of secondaryimportance;rentsweretheprimarydefense

againstmoralhazard.With thedissipationof rents,rigid regulatorystructureslike theGlassSteagallAct

in theU.S.weresubjectedto uniquechallenges.Theviability of thefinancialsystemnow hingedupon

regulationandsupervision.

In our view, this analysisis incompleteat best. We believe that reputation-building incentives have

simultaneouslyimproved owing to changesin the bankingbusiness,partially alleviating the increased

pressureson regulatorydesign. Whatwe have in mind is that theever-increasingimportanceof credit

ratingsin bankingsuggeststhat reputationis gaining in importance.11 The importantinsight is that

morerecently, bankinghasbeentransformedfrom asolely“on-the-balance-sheet” businessto onethatis

extensively “off-the-balance-sheet”. Guarantees,lettersof credit,absorptionof counter-party risk, and

variousothercontingentliabilities arebecomingincreasinglyimportant. A bank’s credibility in these

activities dependsto a largeextenton its solidity, andthusreputation.Reputation-building incentivesin

bankingthereforehave improved.12 This is goodnews for regulatorsandfor the regulatorydesignof

bankingin general.Prudentbehavior might in factbelessat risk thansuggestedby theoverly simplistic

moralhazardstoryof depositinsurance.

11 Thiscouldbelinkedto Keeley’s (1990)analysisthatshowedthatmonopolyrentsasasourceof franchisevalue
havebecomelessimportant. Ourargumentssuggestthatreputationmayhavereplacedmonopolyrentsasasource
of franchisevalue.

12 Thisappearsto departfrom theviewsexpressedin BootandGreenbaum(1993). However, therethesolefocus
is onabank’sreputation-building incentivesin thecontext of banklendingactivity. For smallerbanks,thefunding
role maystill dominateandreputation-building incentivesmight besmall. This mayalsohelpexplain thehigher
levelsof capitalobservedin smallerbanks.



– 12 –

3.3 Dir ect and Indir ect Approachesto Regulation

A key issuein the designof regulationis whetherit stipulatesbehavior or seeksto inducethedesired

behavior. A directapproachconsistsof explicitly restrictingtheactivities bankscanundertake. While

this hasthebenefitof clearly restrictingpossibleoutcomes,sucha regulatorystructurerunsthe risk of

beingoutdatedby new developments.The questionablesustainabilityof the separationbetweencom-

mercialandinvestmentbankingin theU.S.is oneexample.Thealternativeapproach,indirectregulation,

doesnotprescribebehavior (i.e.,permissibleactivities),but ratherestablishesincrementalpriceandnon-

price incentivesthataredesignedto elicit sociallydesiredchoicesby financialinstitutions. Ultimately,

indirect regulationaimsat makingundesirableactivities moreexpensive. Risk-basedcapitaladequacy

rulesareoneexample;ratherthanprohibiting risky activities, they seekto mitigaterisk-takingincen-

tivesby makingrisky lendingmoreexpensive to fund thansafelending.Theproblemhereis, of course,

fine-tuningtheprice incentives. As a further illustration, the indirectapproachwould sensitizedeposit

insurancepremiato risk in orderto encouragelow-risk strategies,whereasthe direct approachwould

prohibit high-riskstrategiesfundedwith insureddeposits. In bothcases,compliancewould needto be

monitored.

Existing bankregulatorypracticesincorporatebothdirect andindirectelements.Theseparationof in-

vestmentandcommercialbankingin the U.S. andJapan,restrictionson branchingandinsurance,and

bankholdingcompany limitationsall illustratedirect restrictions.On theotherhand,risk-basedcapital

requirementsandliquidity reserve requirementsillustrateindirectcontrols.Theformerapproachelicits

thedesiredbehavior by “brute-force”. Thelatterwould reachthedesiredoutcomeby inducement,pro-

videdtheregulatoris sufficiently informedto pricecorrectly. However, it couldbecostlyif informational

deficienciesloom large enough. This is particularlytrue in an environmentwherecompetitive distor-

tionscouldbesubstantial.Moreover, banksmight seekto exploit thediscretionthat indirectregulation

grantsthem.Regulatorswill alsobegranteddiscretionandneedto besupervisedthemselves,if only to

containcorruption. Indirectregulationthusrequiresawell-definedregulatoryandlegal structure.
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3.4 Implications

Thetraditionalregulatoryapproachto Westernbankingimplicitly guaranteedstabilityby reducingcom-

petitiveness. The competitive reality of todaymakes this approachno longerviable. Banking is in

flux. It is thusimportantthatone(re)examinesthe issuesof competitivenessandstability. Given the

distortionsassociatedwith intrusive direct andindirect forms of regulation, it is importantto designa

bankingstructureandregulatoryframework thatmake theoperationsof financialinstitutionsminimally

dependenton regulationandsupervision.

4 OPTIMAL REGULATORY DESIGN

4.1 Recommendationsfor Regulatory Design

Theprecedingparagraphshighlight thedistortionarycostsof directandindirect regulation,particularly

in a morecompetitive environment.13 As statedabove, structuralchangesin bankinghave rendered

theseapproachesuntenable,andmayexplainashift towardsmorehands-off, certification-typeregulatory

structures.14

How do certificationrequirementswork, andhow shouldthey be implemented? Certificationrequire-

mentsby their very natureonly imposeminimum standardson the industry. Supervisionis neededto

verify compliance,andtimely interventionis alsoimportant. Above all, certificationrequirementsaim

at providing a morehands-off approach,andseekto minimizeregulatoryinterferencein theoperations

of thefinancialsector.

13 In a complementarypaper(Boot,Dezelan,andMilbourn (1999)),weprovideananalysisof thesedistortionsin
anindustrialorganizationmodel.

14 It is importantto observe that we ignorethe potentialcausalitybetweenthe type of regulationandthe com-
petitive environment. In particular, thecommondirectandindirectapproachesto regulationoftenseekto soften
competition,for exampleby creatingentrybarriersandprotectingestablishedinstitutions.
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Sucha regulatoryframework canonly function if thereis sufficient confidencein thestability andpru-

dentialoperationsof financialinstitutions. We concludedearlierthat reputation-building incentivesin

bankingmaywell have improved,which would fosterconfidencein theassessmentof theoperationsof

financialinstitutions. While important,this is still inadequateandaninsufficient foundationfor support-

ing certificationrequirementsasthemain regulatoryinstrument. What is neededis a broaderbalance

betweencertificationrequirements,complementarysupervision(including timely intervention15) and

market disciplineon the onehand,andinternalcontrol systemsandinternalsupervisionon the other.

The latterareneededto createtheright incentiveswithin financialinstitutions,andareparticularlyim-

portantgiventheincreasedopaquenessof bankinginstitutions.

We will first discussthe importanceof internalcontrol systemsandsupervision,andthenaddfurther

detailto thedesignof a regulatorysystembasedoncertificationrequirements.

4.2 The BroaderContext of Certification Requirements: The Importance of Inter nal

Supervision and Inter nal Incentives

The noteworthy – andmuch publicized– internal control failuresin recentyearsclearly point at the

importanceof internal supervision. However, internal supervisionwill not be effective or sufficient

unlesstheincentiveswithin theorganizationarealigned. For financialinstitutions,thishasbecomeeven

moreimportantwith thechangingnatureof activities thatallows institutionalrisk profilesto bechanged

overnight. Also, the increasingdiversity of bank activities – with (short-term)transaction-oriented

proprietarytradingactivities and(long-term)relationship-oriented lendingactivities at the extremes–

elevatesthe potentialfor diverging incentives,particularlyconsideringthe differencesin risk profiles.

Internal capital allocationschemes– including VAR and RAROC basedapproaches– could serve a

useful purposeby charging eachactivity a risk-basedcost of funding.16 Similarly, more traditional

15 SeeKwast(1996).

16 Internal capital allocation systemsare a step in the right direction in that thesehelp the different activi-
ties/departmentsin a bank internalizethe costsof risk-taking. In designingsucha system,it is importantto
notethat thecostperunit of capitaldependson therisksthatunit is exposedto. In otherwords,capitaldoesnot
have oneprice. Thus,the internalallocationof capitalshouldnot bebasedon theaveragepriceof capitalof the
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accountingapproaches,like activity-basedcostingcould be interpretedas aimedat aligning internal

incentives. As theculturalclashesbetweenbonus-orientedtradersandconservative relationshipbankers

within today’s financialinstitutionsshow, muchmoremight beneededto align incentives. This would

includenotonly remunerationsystems,but alsopromotionopportunities,amongotherthings.

The costof failing to align incentives could be enormous. Organizationsthemselves may thenhave

to “brute-force” desiredbehavior by usingrigid rules. Theseruleswould comewith substantialcost,

particularlybecausethey would ‘bite’ more often than desired.17 In this context, the emphasisthat

externalregulatorshave puton thebanks’internalcontrolsystemsandintegrity is justified. Misaligned

incentives force regulatorsto implement(intrusive) direct and indirect forms of regulation,with their

associatedcosts.

4.3 The Designof the Regulatory System: Evaluation of Reform Proposals

Oneinterpretationof ouranalysisis thatwehaveprovidedafoundationfor morehands-off approachesto

regulation. Fromthis perspective, how shouldwe evaluatethevarious(reform)proposalsto regulatory

design?

Therehave beenseveral proposalsput forth recently that stressan individual bank’s involvementin

settingsits level of capital(seealsothe Introduction). Oneis thepre-commitmentapproachto capital

regulation. It advocatesthatbanksshouldsettheir individualcapitalratios,basedontheirown (superior)

informationset. Alternatively, internalcontrolsystems(e.g.,VAR andRAROC)couldbeusedto dictate

thelevel of capital. If theactuallevel of capitalis thentoolow, thebanksin questionwill befined.18 The

pre-commitmentapproachto capitalregulationcouldpotentiallymitigatethedistortionsassociatedwith

directandindirectformsof regulation. Themainconcernlies in theimposingof penalties. Generally,

institution,but shoulddifferentiatethecostaccordingto therisksfacedby thedifferentactivities.

17 This alsohighlightsthe importanceof corporateculture. With theright corporateculture,internalchecksand
balancesare‘automatically’in placeandrigid rulesmight besuperfluous.

18 Effectively, thisapproachletseachbankchoosefrom amenuof contracts.Eachlevel of capitalis thencomple-
mentedwith its own fine for non-compliance(seePrescott(1997)).
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thereis a needto penalizewhencapitallevelshave becomelow. But how canit be time-consistentto

finebanksin suchstates?Moreover, asBliss (1995)observes,thisapproachmaycause“gaming” in the

choiceof internalcontrolsystems.

Our approachdoesnothave theself-regulatoryflavor of thepre-commitmentapproach,but seemscom-

plementaryto proposalsthat explicitly give a role to internal control systems. We advocatea well-

definedrole for regulators: they setthe“certification” levelsthatneedto bemaintainedfor retentionof

thebank’s license. Falling below certificationlevelsshouldinduceswift regulatoryintervention. Along

this dimensionthereis little discretionfor eitherbanksor regulators. However, certificationrequire-

ments(andtheswift andtimely non-discretionaryinterventionin caseof violation) shouldnot exclude

complementarydiscretionarysupervision. As theguardianof theintegrity of thefinancialsystem,reg-

ulatorsneedto beableto intervenewhenthey believe it is warranted.Thatis, interventionis sometimes

neededon qualitative groundsalone. The possibility of theseinterventionsrequiresaccountabilityon

thepartof regulators,but adiscretionaryelementcan,in ourview, notbetotally excluded.19

5 REGULATION IN TRANSITION ECONOMIES

5.1 SomeRelevant Characteristics

Thedesignof regulationin emergingandunderdevelopedfinancialsystemsshoulddiffer from theonein

establishedanddevelopedfinancialsystems.Therationalefor thedifferencesin regulationcomesfrom

thespecificeconomicenvironmentthatmany of thesecountriesarefacing.Oneof theircharacteristicsis

thatit is hardto disentanglethebankingsectorfrom therestof theeconomy. Thatis, thereis eitherlittle

distancebetweenthe banksandthe restof economy(i.e., bankstake equity positionsin the corporate

sector)or thefinancialmarket is of little importance.Consequently, informationproblemsaretypically

muchlarger, with moredramaticchangestakingplaceon theborrowers’ side.Theinformationsystems

19 Theseobservationsarealsoput forwardin Estrella(1998). He warnsagainstexclusive relianceon mechanical
rules. Qualitativeassessmentsareneededaswell.
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arealsounderdeveloped,thebankingsectorhasno reputationandcorruptionposesa seriousproblem.

Moreover, the shortageof skilled and experiencedbank supervisorsis extreme. All of this calls for

differentregulationthantheenvironmentswherefinancialsystemsarehighly competitive.20

In addition,excessive concentration,preferentialtreatmentby governmentsandlimited entrystymiethe

progressof banksin transitioneconomies(Claessens(1997)). Becauseof a weaklegal infrastructure,

highly leveragedfinancial intermediaries,limited institutional development,greatuncertaintyand in-

sideinformation,the role of banksandfinancialmarketsis likely to remainlimited in many transition

economies.21

5.2 Regulatory Considerations

Thecommonfeaturefor theregulationof transitionandotheremerging economiesshouldbeincreased

disclosureandtransparency, andstrengthenedincentives(throughpersonalliability, for example)of the

ownersandmanagers.The regulatorystructureshouldgive the right incentives to managersof banks

to take responsibilityfor their own actions(seeCaprio (1996)).22 Soundfundamentalscanonly be

maintainedthroughhighcapitaladequacy andliquidity ratios,prudentloanclassificationandprovision-

ing, andsoundrisk management.Increaseddisclosureandtransparency arenecessaryto reducemarket

uncertaintyandlimit therisk of contagion.

The diffusesituationexisting in most transitioneconomiesmakes theseforms of intrusive regulation

indispensable.Indirect regulation,however, seemslessdesirable. Suchanapproachdependscrucially

on theability of regulatorsto fine-tunepricesignals,andgrantsthemsubstantialdiscretionon whether

or not to intervene. Both issuesarelikely to createmajor problemsin transitioneconomies.Informa-

tional problemsareclearly muchbigger there,often with the entirecorporatesectorgoing througha

20 SeealsoBoot andvanWijnbergen(1995)for a discussionof theseissuesin thecontext of EasternEurope.

21 Claessens(1997)suggeststhat in the shortrun, self-finance,intermediationamongenterprises,andfinancing
via non-bankfinancialinstitutionsmight bepreferablefor many transitioneconomies.

22 HonohanandVittas (1995)alsoemphasizethat transitioneconomiesprimarily needto establishbasicmecha-
nismsandincentivestructures.
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transformationprocesswith bothahighly uncertainoutcomeanddirection.

The high degreeof regulatorydiscretionthat indirect approacheslead to is alsoa problematicaspect

in emerging economies.Most countrieslack a strongcivil servicetradition, pay their civil servants

little and also have a legal environment that often lacks clarity. All this makes indirect approaches

very proneto corruption.This problemis exacerbatedby thecommonstructureof vestingenforcement

authorityin thesameinstitution that is chargedwith supervision,theCentralBank. While it is natural

to placesupervisionresponsibilityin the CentralBank, it is lessclear that enforcementresponsibility

shouldresttheretoo. Thereis certainlyan argumentto be madeto separatethe two. Sincethe need

to interveneto enforceregulationoftensuggeststhatprior supervisionefforts have failed,aninstitution

that is responsiblefor bothsupervisionandinterventionis likely to hesitatetoo muchwith intervention

soasnot to admitthatit failedin its prior duty to supervise(Boot andThakor (1993)).

A casecanthereforebe madeto vestenforcementauthoritywith a BankingCommission,where,like

in Mexico, severalagenciesarerepresented.Sucha set-upwill reducethecover-up incentivesbuilt in

the currentlymorewidely adoptedmodelof the CentralBank actingasboth supervisorandenforcer.

It would alsomake the systemmuchlesssusceptibleto corruptionbecausemore thanone institution

is involved in thedecision. For obvious reasons,a committeeof only looselyrelatedpersonsis much

harderto bribethanasingleindividual.

But evensucha changein structure,advisableasit maybe in fraud-proneenvironments,is unlikely to

solve all problemswith the indirect approachto regulation. How is capitaladequacy evaluated?This

requiresrisk assessmentandvaluationof on-andoff-the-balancesheetassetsandliabilities. But with the

muchhigherdegreeof uncertainty, how couldwe ever feel confidentabouttheassessmentof thevalue

of contingentliabilities suchasthoseincurredin insuranceactivities? Similarly, activities in corporate

restructuring,while clearly requiringbanks,will often involve taking equity stakes. However, given

that most companies’sharesare untraded,evaluatingsuchstakes for capital adequacy assessmentis

an impossibletask. The problemis thus threefold: greaterinformationaldistortionsthan in Western

banking,many moreexceptionaltransactionsandaweaklydevelopedregulatoryandlegal structure.

Indirectregulationthereforeimposesanunrealisticinformationalburdenon theregulator. With theval-



– 19 –

uesof somany bankassetsinherentlyill-defined, theregulator’s assessmentof an institution’s risk, on

which somany requirementsareto beconditioned,is simply too fragmentary. Theseunrealisticinfor-

mationalrequirementsof indirect regulationwill inevitably degenerateinto a dependenceon intrusive,

discretionary, fraud-pronesupervision.It is thereforethediscretion-armedregulators,not regulationper

se,thatsubvertsbanksin their competitive pursuits.

A strongcasecanbemadefor asubstantiallylargerdirectelementin bankregulationthancancurrently

befoundin Westernbanking.Themainobjective is to augmentthetransparency of thebanks’activities,

not to undulyrestrictthebanks’activities. Therefore,it doesnot necessarilyconflict with thegranting

of universalbankinglicenses.Evenwhensuchlicensesaregranted,directregulationcouldstill stipulate

that insuranceactivities andcorporaterestructuringsbeplacedin separatesubsidiaries,which will then

fall underspecializedregulatoryagencieswherenecessary.

6 CONCLUSION

Ourmainconclusionsonhow thecompetitiveenvironmentandthedegreeof developmentof thefinancial

systemaffect the desirabledesignof regulationaresummarizedin Table 1. Moving to the top in the

caseof a developedsystem(upper left handside of the table) shows that the more competitive the

environment,the lessintrusive the regulationshouldbe. We have characterizedthis type of regulation

ascertification-oriented(certificationrequirements).This hands-off approachto regulationgoeshand

in handwith supervisionto monitorcomplianceandprovide timely intervention. Moreover, feasibility

dictatesadequateinternalcontrolsystems.

The certificationorientationis not sustainablein caseof underdevelopedfinancialsystems(right hand

sideof thetable).A control-orientedandintrusive directapproachto regulationmaythenbenecessary.

Excessive competitionin an undevelopedsystemis not advisable,but will generallynot be feasiblein

suchanimperfectenvironmentanyway. As wehaveconcludedin Section5, in theseemergingeconomies

theemphasisshouldbeon transparency. Improving disclosureandaccountabilityareparamount.
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Table1: Competition, the developmentof financial systemand regulatory design

Competitive Environment DevelopedFinancial UnderdevelopedFinancial

Systems Systems

Highly competitive Certificationrequirements No excessive competition

environment

Intermediateandlow Directandindirectformsof Mainly directregulation,but

competition regulationarefeasible supplementedwith some

Monopolyrentshelp indirectcontrols.

controlincentives.

Themainmessageof our analysisis thatthehands-off approachto regulation– asembodiedin thecer-

tification requirements– is desirablefor Westernbanking. Beneficiarieswould betheexisting banking

institutionsthatcanbetterface(imminent)competitive threats. Society, however, would gainmost. It

would facea moreefficient financialsystem. Theball is in thecourtof thefinancialinstitutions;they

shouldput their internalcontrolsystemsin orderto facilitatea shift to certificationrequirementsasthe

mainregulatorytool.
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