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ABSTRACT

This paperprovides a foundationfor evaluatingrecentchangesn regulatory designin light of thein-
creasinglycompetitve and dynamicernvironmentof banking. Intrusive, control-orienteddirect and
indirectapproacheto regulationhave becomevery costly Regulationthatfocuseson settingminimum
requirementsvill becomedominant. Supervisionwould then primarily aim at verifying compliance.
We amue that the viability of this approachrequiresa well-developedfinancial systemand adequate

internalcontrolsystemsprimarily to alignincentiveswithin institutions.
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1 INTRODUCTION

The future of regulationof the financialservicesndustryis certainlyanimportanttopic in the current
policy debate. To date,the concernaboutthe safetyandsoundnessf the financial systemhasled to
intrusive regulatoryinterference. However, developmentsn informationtechnology the proliferation
of financial markets, the blurring distinction betweenbanking and non-bankingfinancial institutions
andthe continuousbarrageof nenv productinnovations have put bankingin a stateof perpetualflux.
This more competitve and dynamic ervironmentmay not be compatiblewith traditional regulatory
structures,including depositinsurance limits on permissibleactvities and controlssuchas intrusive
capitalandliquidity resere requirements. The key questionis how to adaptthe regulatoryframewnork

to theincreasinglycompetitive ernvironmentof banking.

Traditionally bankersandregulatorsworkedin concerto safeguardthefinancialservicesectoythereby
maintainingthestability of thefinancialsystem. To thisend,directandindirectapproacheto regulation
canbedistinguished. Direct regulationseekgo reducediscretionon the partof banks(andregulators)
by explicitly prescribinganddictatingthe actiities bankscanengagen. The Glass-SteagalAct in the
U.S. (separatingcommercialfrom investmentbanking) andthe enforcedseparatiorbetweenbanking
andinsuranceasobsered in mary countries,are examplesof this approach. The indirectapproach
relies primarily on price and non-priceincentives that are designedo inducethe desiredbehaior of

financialinstitutions. Risk-basedapitalrequirementsvould be anexampleof this approact.

Both directandindirectforms of regulationarecostly particularlyin a morecompetitve ervironment
whereissuef alevel playingfield andregulatory-arbitrag becomeof primary concern. In particular
direct regulation seemsvery costly in a competitve, rapidly changingervironment. This regulatory
structurerunstherisk of beingoutdatedconstantlyoy new developments. Therecentwave of expansion
of scaleandscopein bankingunderscoresghe lesseremphasigut on this type of regulation. Indirect

regulationhasthusgainedimportancewitnessfor examplethe increase®mphasiput on furtherrefin-

1 Recentlynew U.S.bankinglaw relaxestheseconstraints.

2 |t is imporantto notethatnot all forms of regulationcanbe classifiedaseitherdirector indirect. Thatis, lump
sumcapitalrequirementanddifferenttypesof certificationrequirementgasdiscussedater) may not be part of
eitherdirector indirectregulation.



ing therisk-basedtapitalrequirementsindothercontrolinstruments.But in acompetitve ervironment,
thesecontol instrumentsnustbe delicatelyandconstantlyfine-tunedsuchthatthey do not causecom-
petitive distortions. Hence,the applicability of the indirect, control-orientedapproactto regulationis
alsostrained. As a consequencehe effectivenessof both direct andindirectforms of regulationhas

suffered.

In this paperwe identify two structuraldimensionghatareof primaryimportanceor theoptimalregula-
tory design. Thesedimensionsarethecompetitve ervironmentof bankingandthe stateof development
of thefinancialsystem. In the context of a well-developedsystemwe arguethatthe distortionsassoci-
atedwith directandindirectapproacheto regulationinducea shift in regulatorydesign. In our view,
the increasinglycompetitve anddynamicervironmentredirectsthe focusof regulationto settingbasic
minimum standardsessentiallycertificationrequirements. Thesestandardslictatebasicrequirements
thatviable financialinstitutionsshouldmeet. As we will argue,theseobserationsarenotinconsistent

with someof the obsered regulatorychangesndcurrentproposalgor change.

Wedonottake thepositionthattherole of regulatorsandsupervisorsvould belimited to only settingand
verifying compliancewith the certificationrequirementsalbeittimely interventionin the caseof non-
complianceshouldbe the primary objective of supervision. While the objective andnon-discretionary
natureof this type of regulationis a nice feature thereremainsscopefor somesubjectve intervention.
Additionally, discretionarysupervisioris neededo monitortheintegrity andviability of financialinsti-
tutions. We will arguethatthis putsgreatemphasion the bankingindustryitself, wherealigning the
internalincentvesof financialinstitutionsshouldbecomea primary concern. Internalsupervisiorand
appropriatecontrol systemshereforewill gainin importance. This helpsexplain the emphasighatthe
Bankof EnglandandBIS have put oninternalcontrolsystems.Lastly, we believe thatthe reputationof
financialinstitutionswill becomancreasinglymportant,which couldalsomitigateregulatoryconcerns.
However, in ourview, thisalonewill notadequatelpubstitutefor thelossin effectivenes®f regulation®

This putsevengreatemweighton theimportanceof aligninginternalincentivesin theregulatorydesign.

3 In this regard,we arenot asoptimisticasR.W. Feguson,memberof the Boardof Governorsof the US Federal
Resere System. He supportgheideaof having minimumregulationandsupervisiorsuchthatthey areconsistent
with maintainingsafetyandsoundnessf the bankingsystemandfinancialstability. He goeson to arguethatthe
marketplaces the bestregulatorandit shouldbelookedto for guidancgBIS Review 24/1998).



The suggestiongor regulatorydesignechoobsenrationsmadeby somein the financialservicesndus-
try. Kupiecand O’Brien (1997) proposea pre-commitmentpproacho settingcapitalrequirements.
Similarly, the Group of Thirty in its report, “Global Institutions, National Supervisionand Systemic
Risks”, proposes/oluntary standards. Theseproposalscould be interpretedas self-regulation?  Self-
regulatoryelementsarevery limited in our approach. Banksneedto imposeadequatenternal control
systemsto facilitate the transitionto certificationrequirements. The dependencen internal control
systemshasa self-rggulatoryflavor to it. However, externalregulatorsshouldsetthe certificationre-
guirementsmonitorcomplianceaswell asengagen timely intervention. Thisis consistentvith recent
regulatorydevelopments. For example,the U.S. FederalDepositinsuranceCorporationimprovement
Act (FDICIA, 1991)stipulatespromptcorrectve actionprovisionsfor capitaldeficientbanks. This is
a move in the direction of the certificationrequirementghat we adwcate. Like FDICIA, the Euro-
peanCommunitys Capital Adequay Directive alsoprimarily focuseson capital-contingentorrectve
actions. Certification-basedegulationshould,howvever, encompasmorethanjust verifying thelevel of
capital. For example,the banks internalcontrol systemsshouldbe “certified” by stress-testinggainst

pre-specifiegtandards.

Thedependencen certificationrequirementandinternalcontrolsystemgpresupposeawell developed
financialsectorincludingclearly specifiedoropertyrights, well-definedandenforceabldegal andregu-
latory structuresstrongdisclosurerequirementsgovernmentintegrity andhighly skilled humancapital.
Thesedefinethe secondstructuraldimensionof optimalregulatorydesign(recallthatthefirst dimension
is the competitve ervironment). As we will argue,underdgelopedfinancialsystemssuchasthosein
the emeging economiesn Easternand CentralEurope,arefacing very differentissues. In mary of
thesecountriesthe regulatoryframevork andsupervisorymechanismarein theirinfang; trainedper
sonnelis lacking,bothin thebanksandin theregulatoryagenciesandthelegal framewvork within which

contractsieedto beenforceds oftenunclearandunfinished.Moreover, theuncertairervironment,lack

4 Seealso Euromong, Septembefl997,“Can banlersbe their own cops?”,pp 125-128. However, obsene that
in the pre-commitmentpproachbanksfacedetailedrulesand guidelinesthat limit the degreeof effective self-
regulation.

5 In thispaperweignorecomplementarguggestionfor regulatoryreformthatseekto limit thescopeof regulation

by separatindor isolating)particularcontagiousactiities of financialinstitutions. For example,Flannery(1999)

hasadwcatedsecurecollateral-basegpaymentand settlemensystems. Similarly, narrav-banktype resolutions
may containthe scopeof the safetynet providedby depositinsuranceandpromotemarket disciplineon the non-

narrov bankactvities (seeBootandGreenbaung1993)).



of a civil servicetraditionandseveredeclinein incomethat characterizesomeregionstrigger serious
problemsof corruptionandfraud, problemsto which the financialsectorby the natureof its businesss
particularlyvulnerable. In thesesituations ntrusie regulation(both directandindirect) maybe neces-
sary Oncereputabldinancialinstitutionsarein place,regulationcould be transformedalongthelines
discussedn the context of awell-developedfinancialsector Theseargumentsunderscorghatregula-
tory designnot only dependon the competitve ervironment,but alsoon the degreeof developmentof

thefinancialsystent

Theremainderof our paperis organizedasfollows. We first focuson regulatorydesignin developed
countries. Section2 surneys someof the recentchangesn the competitve ervironmentof Western
banking. Section3 containsa discussiorof issuesat stale in the regulationof financial systemsthe
variousapproacheto regulationandthe effect of competitionon the optimalregulatorydesign. Section
4 describesour recommendationgor optimal regulatory design. The issueof regulatory designin

transitioneconomiess containedn Section5. Section6 concludes.

2 COMPETITIVEENVIRONMENT OF WESTERNBANKING

AcrossWesterrncountriesherearestriking variationsin the configurationf financialsystemsin some
countries,suchasthe U.S. andU.K., financialmarkets have beenvery importantfor the allocationof
resources.In others suchasmostContinentaEuropearcountries pankshave playeda moreprominent
role andfinancialmarketsarelessdeveloped.In mary countries panksdo not hold majorequity stales
in industrialcompanieswhile in others,notably German, banksare amongthe largestshareholders.
Thesedifferenceshave along history andcould be purely coincidental but morelikely dependon each
countrys evolution of industrial structure. The varying extent of governmentinvolvementcould also
explain someof thesedifferences.This is particularlytruein the U.S. whererigid regulatorystructures

have fragmentedts bankingsystem.

6 In arelatedpaper Llewellyn (1999)makesa similar point. He arguesthatfinancialregulationshouldbe based
in the context of whathecallstheregulatoryregime Thisincludesthelegalandgovernancecharacteristicsf the
economyin whichthebanksoperate.



The U.S.regulatorystructurewas(andstill largely is) characterizethy a governmentsponsoredieposit
insurancesystem,a separationof investmentbankingand commercialbanking, and penasve entry
barriersincludinglimitationson inter andintra-stateoranching.This structuredatesbankto the 19305
andis containedin the Banking Act of 1933, alsoknown asthe Glass-Steagalct. Complementary
legislation soughtto reducecompetitioneven further In particular regulatory capson depositrates,

knowvn asRegulationQ werein effectinto the 19805.

Thethreepillars of the Banking Act of 1933— federaldepositinsurancerestrictionson bankempav-
ermentsandentry barriers— guaranteedtability for over forty years. However, recentervironmental
and competitve changeshave disturbedthe balanceprovided by the Glass-Steagalict. The volatile
ernvironmentmaderegulatorycapson depositinterestratestoo costlyfor bankdepositorspromptingthe
diversionof savingsto thelargely unregulatedmone/-market mutualfundsthatofferedmorecompetitize
interestrates.Thisforcedbanksto borrown atcostliermarketinterestrates therebyposingarealthreatto
thebanks’protectedranchises.Further theirtraditionally bestcustomersncreasinglysoughtaccesgo
equityandbondmarlets,elevating therisk of the banks’remainingclientele. Higherandmorevolatile
fundingcostsalsocoayedthe banksinto the businesof writing off-balancesheeiguaranteeandtrading
in a hostof financialderivatives. Collectively, thesechangeslevatedthe banks’risksin virtually all

aspect®f their business.

Advancesn informationtechnologyfacilitatedthecircumwentionof regulationandtilted thecompetitive
adwantageaway from the“opaque’financialinstitutions suchasdepositakersandinsurance&eompanies,
towardsbothmore*“transparentintermediariessuchasmutualfunds,anddirectfinancingin the capital

marlets. As aconsequenceherehasbeena proliferationof specializechon-bankfinancialinstitutions.

Thebanks’lossof market shares amanifestatiorof increasedompetitionon boththeassetndliability

sidesof the balancesheet. Financecompaniesjike GE Capitalin the U.S., have for decadeseen
increasingtheir shareof businessand consumetending. In addition,the commercialpaperandbond
markets have capturedlarger piecesof the businesscredit market. On the liability side, investment
companieandtheir mutualfundshave taken an ever-increasingshareof the banks’traditionalfunding.
Thefrequeng of bankfailuresin countriediketheU.S.,Israelandthe Scandingian countries provides

yetanotherreflectionof rising competitve pressuresDecliningcreditratings—in anervironmentwhere



ratingshave gainedimportance- similarly illustratethe challengeshattraditionalbanksface.

While oligopolistic practices(including thosepresered by the recentconsolidationwave) may tem-
porarily hide the competitve deteriorationof traditional bankinginstitutions,they will soonfacethe
new realities. The sameis truefor theregulatoryframewnork. Underthe earlierbank-goernmentnexus,
public regulationinhibited both the establishmendf newv banksandthe terminationof impairedinstitu-
tions. Thelatteris still muchin evidencein the form of governmentaldepositinsurancehatcontinues
to deterbankfailuresunderthe bannerof protectingdepositors.With the rapidly decreasingostsof
computingandcommunicatingall typesof non-bankfinancialinstitutionssuccessfullyencroactonthe
banks’traditionalmarkets. Artificial life-supportmeasureandthe preseration of inefficient operations

arebecomingncreasinglycostly

With somenotableexceptions,suchasthe Scandingian countries,other WesternEuropearcountries
were sparedhe bankingturmoil. Europearbanksare betterdiversified,both geographicallyandfunc-
tionally, thantheir U.S. counterparts They typically operatenationwide,often have substantiatross-
borderoperationsand engagen both commercialandinvestmentbankingactvities. In addition, the
greaterconcentratioramongEuropearbanksin theirhomemarketsmay help protecttheirrents. Thus,
Europemay have not yet facedthe unbridledcompetitive pressureshatincreasinglycharacterize).S.
banking. Moreover, the mostrecentconsolidationand despecializatiorfincreasingscope)amongEu-
ropeanbanks— especiallyin Spain,Scandingia and The Netherlands- canbe seenasa pre-emptie
responseo thethreatof increasedoreigncompetition.As aresult,the market shareof Europearbanks
in their homemarkets hasreachedunprecedentetbvels with the larger institutionsabsorbingsmaller

andoftenmorespecializednes.

For example,commercialbankspreviously focusedalmostexclusively on corporateclients, while es-
chewing the retail sector This allowed smallersavings banksto control considerablanarket sharein
mortgagesconsumetoansand deposits. But the larger bankshave now enteredthesemarkets, often
by acquiringestablishedetail-orientedinstitutions. The acquisitionstratgy detersforeign entry and
protectslocal franchises Anti-trust concernsaredismissedalluding to the presumedmportanceof the

nationalidentity of banks’ Thus,“opaquenessis growing; somethingthat may not sit well with the

7 SeeBoot (1999)for a discussiorof the political dimensiorbehindthe conglomeratiorwave.



competitve realitiesthat Europemay soonencounter This implies that WestEuropearbankshave not
yetfacedtheentireeffectsof amorecompetitve ervironmentandtheimminentdissipationof monopoly
rents. However, the EuropeanMonetary Union, andin particularthe introductionof the Euro, have

becomea catalystto increasedcross-borderfompetitve pressures.

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

competitve ervironment.

3 REGULATORY CONSIDERAIONS

3.1 The Role of the Financial System: Stability and CompetitivenessasJoint Objectives

Theprimaryfunctionof thefinancialsystemis to facilitatethetransferof resource$rom saversto those
who needfunds. Theobjectie is to have anefficient allocationanddeploymentof resourcesEfficiengy
in this contet is interpretedbroadly and presumedoth stability and competitvenessof the financial
system. Stability is neededo guaranteehe orderly flow, allocationanddeploymentof resourceslt is
generallyrecognizedhatfragility of thefinancialsystenwould comewith greatcost,sincedisruptions
have potentiallyserereconsequencesr theeconomyat large. An efficient financialsystemshouldalso
minimizetransactiorcosts;interpretedbroadlyasresourceshatdissipateor evaporaten the procesof

allocatingresourcesThis generallynecessitatea certaindegreeof competitveness.

But stability andcompetitvenessarevery likely to be conflictingratherthancomplementarybjecties,
thus presentingregulatorswith a difficult trade-of. In the popularview, restrictionson competition
wouldimprove banks’profitability, reducefailureratesandhencesafeyuardstability (Keeley (1990)and
more recentlyDemsetz Saidenbey and Strahan(1996) malke this point). The experienceof Western
Banksis notevorthy here. Until recently they operatedn a cozy symbiotic relationshipwith gov-

ernmentategulatorswho restraineccompetition,supportingthe profitability of establishednstitutions.

Commercialbankswereaccordeda centralityamongfinancialintermediariesthey safguardedpublic



savings, provided working capitalandlongerterm creditto businessesnanagedhe paymentssystem,
andsenedasaconduitfor monetarypolicy initiativesof thecentralbank. In returnfor a protectedstatus,

banksacceptedegulatoryscrutiry andrestrictionsthatconstrainedheir actwities.

The specialstatusof bankshasbeencalledinto question:record-shatteringnflation andinterestrates
in the 19805 underminedhe banks’protectedranchisesin particular thesedevelopmentsspurredthe
growth of non-bankindinancialinstitutionsthatcouldlargely circumentexisting regulatoryconstraints
(e.g.,mongy market mutualfundshbypassingnterest-ratecontrolson deposits). Togethewith the argu-
mentspresentedn Section2, theseconsiderationposeanimportantchallenge:how doesonedesigna

sustainableegulatoryervironmentin banking?

3.2 Depositinsurance: Rationale and Implications

The regulatory interferencethat characterizedankingsuggestshat banksare considered'special” or
differentfrom otherfirms. Obviously, regulation hasmadethem special. But what s differentabout

their operationghatjustifiesthis “special” regulatorytreatment?

Thisquestiomeedgo beaddressebleforewe canderie thestructureof theoptimalregulatoryresponse,
if ary. A startingpointis theobserationthatbankstypically have a very fragmentediepositbasebank
debt(“deposits”)is typically held by mary differentagentsnoneof whom holdsa very large fraction
of thetotal debtof the bank. This createsa gapin governancewhile equity holdersmay have suficient
incentive to monitor the managersn goodstatesof nature,they do not have suchincentvesin the bad
statessincethe benefitsof monitoringandimposinggovernancevould mostly accrueto debtholders.
With a normal debt structure,the latter fact will be enoughof an incentive for debt holdersto start
monitoring managementHowever, with a very fragmenteddepositbase,olvious free-riderproblems
would prevent the emegenceof an active monitoring role playedby debtholders. Thus, one should
expectbankmanagerso engagan excessvely risky behaior in badstatesof nature asthefragmented

natureof the depositbasedestrys governancemechanisman thosesituations(DewatripontandTirole



(1993))8

Thespecial-fragmented- natureof bankdebtonly highlightsalack of governancelt is widely believed
thatthe potentialfragility of banksstemsfrom anotherfeatureof bankdebt,thatis, their vulnerability
to runsrootedin the withdrawal-upon-deman@ndsequential-serviceandraint featuresof the deposit
contract. The fear is that excessie withdravals would force a bank to liquidate assetsand thereby
incur substantialiquidation coststhatunderminehe banks ability to honorits remainingdeposits.The
excessve withdrawals could be triggeredby concernaboutthe banks well-being. However, the bank’s
demisecould thenbecomea self-fulfilling propheg: oncea depositorthinksthatotherswill withdraw,
he will withdrav too. This is optimal given the presenceof the sequentiakerviceconstraint. These
argumentsxplain potentialrunsonindividual banks but of realconcernaresystemiccrises. Chariand
Jagannatha(il988) shawv thata little uncertaintyaboutthe natureof a run may trigger a system-wide
collapseor apanic. Thesocialcostof bankfailuresmaythenbeconsiderablé. BhattacharyaBootand
Thalor (1998) pravide a comprehenske overvien of the rationalesfor regulationin the context of the

fragility of financialintermediaries.

The potentialvulnerability of deposit-fundedanksto runs andthe bankingsystems vulnerability to
panicsareoftenusedasmotivationfor regulation,andin particularfor depositinsurancgDiamondand
Dybvig (1983)). It is generallythoughtthat private arrangementare besetwith free-riderproblems
and thereforecould not copewith theseproblems. Most countrieshave thereforeenacted‘lender of
lastresort”anddepositinsurancgDI) arrangement&/hich guarantee¢hatbanksandcertainothercredit
institutionscanmeettheir commitmentgo depositors.As long astheinsurancesystemis credibleand

fully guaranteesachdepositors funds,bankrunswill notmaterialize.

But deposiinsurancewhile safgguardingdepositorswidensthegapin governancegepositorsiolonger
have ary incentive to monitorthebank. Therefore |t exacerbatethe problemof excessie risk takingby
bankmanagersinceonly thetax payer—theultimatefinancierof theDI system-beargheconsequences

of ary increasean downsiderisk. The existenceof DI thennecessitatekirther regulation,in particular

8 Obsene thatdepositsarenot traded. This implies thatvaluableprice-informationis not availablewhich could
amplify the governanceproblem.

9 An importantconsideratiotis the stability of thepaymensystem. Bankfailuresmay disruptthe paymensystem
which mayhave greatsocialcost(seeFreixasandRochet(1997)).
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onthelendingsideto containtherisk-takingincentives. Theseagumentscould explain why extensie
depositguarantees asobsered throughoutthe world — have inducedgovernmentdo severelyregulate

thebanks’operations.

Themoralhazardsreatedoy afixed-raterisk-insensitre depositinsurancesystemarewidely acknavl-
edged.Therealsoseemso be considerablsupportfor the notionthattheseincentveshave contributed
to thefinancialcrisesexperiencedn Westernbanking. However, this consensuseemsat oddswith the
apparenstability of DI arrangementfor mostof the 1935-198(eriod. Variousauthors suchasKeeley
(1990),amguethatthe inclination toward risk wasrestrainedor almosthalf a centuryby the economic
rentsearnedn banking.In recentdecadeshowever, rentshave erodedsignificantly This hasexposed

thelatentdesignflaws of depositinsurance.

On a morefundamentalevel, we may concludethat a systemof depositinsurancedistortsthe relation
betweena bankandits providersof funds. In particular it reducesor underminesmarket discipline.
Depositorknowing thattheir fundsareinsuredwill feellittle inclinationto monitortheirinvestmenby
evaluatingthe banks’actiities. While, aswe have emphasizedjepositorsaregenerallysmallandmay
not have a sufiicient economidncentive to monitorevenin the absencef depositinsuranceit is likely

thatin a world without depositinsurance market-rootedsolutionswould develop to facilitate monitor

ing. Therewould alsobe arealsenseof urgeny becauseavithout thesesolutions funding might not be
forthcoming. However, the potentialfor thesesolutionsshouldnot be overstated. Specifically these
“solutions” may severely hamperthe transformatiorand liquidity-provision rolesof financialinterme-
diaries. Thefactof the matteris thatevenignoringtheissueof depositinsurancearrangementdjanks
areoftenstill consideredspecial” andbankfailuressocially costly!® A banksafety-netnay thusbe

implicitly presenevenin theabsencef depositinsurance.

A potentialsolutionis rootedin the banks’incentvesto develop a reputation. A sufficient reputation
could corvince the market thata bankwould not exploit problemsof unobserability andmoralhazard.
The bankwould thenbenefitandobtaina lower costof funds. Oncea reputationis establisheda bank

hasa powerful incentive to behae prudentlyto presere its reputation. An importantobserationis that

10 As we have pointedout (seealso Hoenig (1997)), the integrity of the paymentsystemis a key public policy
concern. Banksplan animportantrole in the functioning of the paymentsystem. This could help rationalize
regulatoryinterference.
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thebanks'relianceon depositinsurancdixestheir costsof (insured)fundsattherisk-freerate,andalso
guaranteethe availability of thosefunds. Reputationthenno longerbenefitsthe banks’costsor avail-

ability of funds,andthe banks’incentvesto develop reputationsvould accordinglybe diminished(see
Boot andGreenbaun§1993)). Their prudentialoperationwould thenbe compromisedunlessKeelg’s

(1990)monopolyrentsaresizable).

The conclusionis that historically monopolisticbenefitsprovided bankswith compellingincentvesto
follow low-risk stratgjies, despitethe presencef depositinsurance.Market disciplinewasnot neces-
sary andregulationandsupervisiorwereonly of secondarymportancerentswerethe primarydefense
againsimoralhazard With thedissipatiorof rents rigid regulatorystructuredik e the GlassSteagallAct
in the U.S. weresubjectedo uniquechallengesTheviability of thefinancialsystemnow hingedupon

regulationandsupervision.

In our view, this analysisis incompleteat best. We believe that reputation-bilding incentves have
simultaneouslyimproved owing to changesn the bankingbusinesspartially alleviating the increased
pressuresn regulatorydesign. Whatwe have in mind is thatthe everincreasingmportanceof credit
ratingsin bankingsuggestshat reputationis gainingin importance’! The importantinsight is that
morerecently bankinghasbeentransformedrom asolely“on-the-balance-s#&” businesgo onethatis
extensiely “off-the-balance-sk”. Guaranteedgttersof credit, absorptionof counterparty risk, and
variousothercontingentliabilities are becomingincreasinglyimportant. A banks credibility in these
actvities dependso alarge extentonits solidity, andthusreputation. Reputation-hilding incentvesin
bankingthereforehave improved!? This is goodnews for regulatorsandfor the regulatory designof
bankingin general. Prudentehaior mightin factbelessatrisk thansuggestetby the overly simplistic

moralhazardstory of depositinsurance.

11 This couldbelinkedto Keelg/'s (1990)analysisthat shovedthatmonopolyrentsasa sourceof franchisevalue
have becomdessimportant. Ourargumentssuggesthatreputatiormayhave replacednonopolyrentsasasource
of franchisevalue.

12 This appearso departfrom theviews expressedn BootandGreenbaunf1993). However, therethe solefocus
isonabank'sreputation-lilding incentivesin the contect of banklendingactivity. For smallerbanksthefunding
role may still dominateandreputation-iilding incentvesmight be small. This mayalsohelpexplain the higher
levelsof capitalobsenedin smallerbanks.
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3.3 Directand Indir ect Approacheso Regulation

A key issuein the designof regulationis whetherit stipulatesbehaior or seeksto inducethe desired
behaior. A directapproachconsistsof explicitly restrictingthe actvities bankscanundertak. While
this hasthe benefitof clearly restrictingpossibleoutcomessucha regulatory structurerunsthe risk of
beingoutdatedoy new developments.The questionablesustainabilityof the separatiorbetweencom-
mercialandinvestmenbankingin theU.S.is oneexample.Thealternatve approachindirectregulation,
doesnotprescribebehaior (i.e., permissibleactvities), but ratherestablishegcrementapriceandnon-
priceincentvesthataredesignedo elicit socially desiredchoicesby financialinstitutions. Ultimately;
indirectregulationaimsat making undesirableactvities moreexpensve. Risk-basedtapitaladequag
rules are one example;ratherthan prohibiting risky actvities, they seekto mitigate risk-takingincen-
tivesby makingrisky lendingmoreexpensve to fund thansafelending. The problemhereis, of course,
fine-tuningthe priceincentives. As a furtherillustration, the indirect approachwould sensitizedeposit
insurancepremiato risk in orderto encouragdow-risk stratgies, whereaghe direct approachwould
prohibit high-risk stratgiesfundedwith insureddeposits. In both casescompliancewould needto be

monitored.

Existing bankregulatory practicesncorporateboth directandindirect elements.The separatiorof in-
vestmentandcommercialbankingin the U.S. and Japanyestrictionson branchingandinsurance and
bankholdingcompary limitationsall illustratedirectrestrictions.On the otherhand,risk-basecapital
requirementsandliquidity resenre requirementsllustrateindirectcontrols. The formerapproactelicits
the desiredbehaior by “brute-force”. Thelatterwould reachthe desiredoutcomeby inducementpro-
videdtheregulatoris sufliciently informedto pricecorrectly However, it couldbecostlyif informational
deficienciedoom large enough. Thisis particularlytrue in an ervironmentwherecompetitve distor
tions couldbe substantial. Moreover, banksmight seekto exploit the discretionthatindirectregulation
grantsthem. Regulatorswill alsobe granteddiscretionandneedto be supervisedhemseles,if only to

containcorruption. Indirectregulationthusrequiresa well-definedregulatoryandlegal structure.
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3.4 Implications

Thetraditionalregulatoryapproacto Westerrbankingimplicitly guaranteegtability by reducingcom-
petitiveness. The competitve reality of today makes this approachno longerviable. Bankingis in
flux. It is thusimportantthatone (re)examinesthe issuesof competitvenessandstability Giventhe
distortionsassociatedvith intrusive directandindirect forms of regulation, it is importantto designa
bankingstructureandregulatoryframewvork thatmale the operationf financialinstitutionsminimally

dependenbn regulationandsupervision.

4 OPTIMAL REGULATORY DESIGN

4.1 Recommendationgor Regulatory Design

The precedingparagraphsighlight the distortionarycostsof directandindirectregulation,particularly
in a more competitve ervironment!® As statedabove, structuralchangesn bankinghave rendered
theseapproacheantenableandmayexplainashift towardsmorehands-df, certification-typeegulatory

structureg?

How do certificationrequirementsvork, andhow shouldthey be implemented? Certificationrequire-
mentsby their very natureonly imposeminimum standard®on theindustry Supervisions neededo
verify complianceandtimely interventionis alsoimportant. Above all, certificationrequirementsim
at providing a more hands-df approachandseekto minimize regulatoryinterferencen the operations

of thefinancialsector

13 In acomplementarpaper(Boot, Dezelan andMilbourn (1999)),we provide ananalysisof thesedistortionsin
anindustrialorganizatiormodel.

14 1t is importantto obsene that we ignore the potentialcausalitybetweenthe type of regulationandthe com-
petitive ervironment. In particulay the commondirectandindirectapproache$o regulationoftenseekto soften
competition for exampleby creatingentry barriersandprotectingestablishednstitutions.
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Sucha regulatoryframeavork canonly functionif thereis sufficient confidencen the stability andpru-
dentialoperationsof financialinstitutions. We concludedearlierthatreputation-hilding incentvesin
bankingmaywell have improved, which would fosterconfidencen the assessmerf the operationof
financialinstitutions. While important thisis still inadequatendaninsuficient foundationfor support-
ing certificationrequirementasthe main regulatoryinstrument. Whatis neededs a broaderbalance
betweencertification requirementscomplementarysupervision(including timely intervention'®) and
market discipline on the one hand,andinternal control systemsandinternal supervisionon the other
Thelatterareneededo createthe right incentveswithin financialinstitutions,andare particularlyim-

portantgiventheincreasespaquenessf bankinginstitutions.

We will first discussthe importanceof internal control systemsand supervisionandthenaddfurther

detailto the designof aregulatorysystembasedon certificationrequirements.

4.2 The Broader Context of Certification Requirements: The Importance of Inter nal

Supervision and Inter nal Incentives

The notavorthy — and much publicized— internal control failuresin recentyearsclearly point at the
importanceof internal supervision. However, internal supervisionwill not be effective or suficient
unlesgheincentiveswithin theorganizationarealigned. For financialinstitutions,this hasbecomeaven
moreimportantwith the changingnatureof actwvities thatallows institutionalrisk profilesto bechanged
overnight. Also, the increasingdiversity of bank actvities — with (short-term)transaction-oriented
proprietarytrading actvities and (long-term)relationship-orierd lending actiities at the extremes—
elevatesthe potentialfor diverging incentives, particularly consideringthe differencesn risk profiles.
Internal capital allocation schemes- including VAR and RAROC basedapproaches- could sene a

useful purposeby chaging eachactiity a risk-basedcostof funding®  Similarly, more traditional

15 SeeKwast(1996).

16 Internal capital allocation systemsare a stepin the right direction in that thesehelp the different activi-
ties/departments a bankinternalizethe costsof risk-taking. In designingsucha systemiit is importantto
notethatthe costperunit of capitaldepend®on therisksthatunit is exposedo. In otherwords,capitaldoesnot
have oneprice. Thus,theinternalallocationof capitalshouldnot be basedon the averageprice of capitalof the
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accountingapproacheslike actiity-basedcostingcould be interpretedas aimedat aligning internal
incentves. Astheculturalclashedbetweerbonus-orientettadersandconserative relationshipbaniers
within todays financialinstitutionsshav, muchmoremight be neededo align incentves. This would

includenot only remuneratiorsystemsbut alsopromotionopportunitiesamongotherthings.

The costof failing to align incentves could be enormous. Organizationghemseles may then have
to “brute-force” desiredbehaior by usingrigid rules. Theseruleswould comewith substantiatost,
particularly becausehey would ‘bite’ more often than desiredt’ In this context, the emphasighat
externalregulatorshave putonthe banks’internalcontrol systemsandintegrity is justified. Misaligned
incentves force regulatorsto implement(intrusive) direct and indirect forms of regulation, with their

associatedosts.

4.3 The Designof the Regulatory System: Evaluation of Reform Proposals

Oneinterpretatiorof ouranalysids thatwe have providedafoundationfor morehands-df approacheto
regulation. Fromthis perspectie, how shouldwe evaluatethe various(reform) proposalgo regulatory

design?

There have beenseveral proposalsput forth recentlythat stressan individual banks involvementin
settingsits level of capital (seealsothe Introduction). Oneis the pre-commitmentapproacho capital
regulation. It advocateghatbanksshouldsettheirindividual capitalratios,basedntheirown (superior)
informationset. Alternatiely, internalcontrolsystemge.g.,VAR andRAROC) couldbeusedto dictate
thelevel of capital. If theactuallevel of capitalis thentoo low, thebanksin questiorwill befined® The
pre-commitmengapproacho capitalregulationcould potentiallymitigatethe distortionsassociateavith

directandindirectformsof regulation. The mainconcerniesin theimposingof penalties. Generally

institution, but shoulddifferentiatethe costaccordingto therisksfacedby the differentactuities.

17 This alsohighlightstheimportanceof corporateculture. With theright corporateculture,internalchecksand
balancesre‘automatically’in placeandrigid rulesmight be superfluous.

18 Effectively, this approacHetseachbankchoosgrom amenuof contracts. Eachlevel of capitalis thencomple-
mentedwith its own fine for non-compliancéseePrescot{1997)).
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thereis a needto penalizewhencapitallevels have becomeow. But how canit betime-consistento
fine banksin suchstates?Moreover, asBliss (1995)obsenres,this approachmaycause‘gaming” in the

choiceof internalcontrolsystems.

Our approactdoesnot have the self-regulatoryflavor of the pre-commitmenapproachbut seemsom-
plementaryto proposalsthat explicitly give a role to internal control systems. We adwocatea well-
definedrole for regulators: they setthe“certification” levelsthatneedto be maintainedor retentionof
thebanks license. Falling below certificationlevels shouldinduceswift regulatoryintervention. Along
this dimensionthereis little discretionfor eitherbanksor regulators. However, certificationrequire-
ments(andthe swift andtimely non-discretionarynterventionin caseof violation) shouldnot exclude
complementaryliscretionarysupervision. As the guardianof the integrity of the financialsystem reg-
ulatorsneedto beableto intervenewhenthey believe it is warranted. Thatis, interventionis sometimes
neededon qualitatve groundsalone. The possibility of theseinterventionsrequiresaccountabilityon

the partof regulators but a discretionaryelemenican,in our view, not betotally excluded!®

5 REGULATION IN TRANSITION ECONOMIES

5.1 SomeRelevant Characteristics

Thedesignof regulationin emeging andunderdgelopedfinancialsystemshoulddiffer from the onein
established@nddevelopedfinancialsystems.Therationalefor the differencesn regulationcomesfrom
the specificeconomicervironmentthatmary of thesecountriesarefacing. Oneof their characteristicss
thatit is hardto disentangléhe bankingsectorfrom therestof theeconomy Thatis, thereis eitherlittle
distancebetweenthe banksandthe restof economy(i.e., bankstake equity positionsin the corporate
sector)or thefinancialmarketis of little importance.Consequentlyinformationproblemsaretypically

muchlarger, with moredramaticchangedaking placeon the borrovers’ side. Theinformationsystems

19 Theseobsenationsarealsoput forwardin Estrella(1998). He warnsagainsiexclusive relianceon mechanical
rules. Qualitatve assessmentreneededaswell.
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arealsounderdeeloped,the bankingsectorhasno reputationand corruptionposesa seriousproblem.
Moreover, the shortageof skilled and experiencedbank supervisords extreme. All of this calls for

differentregulationthanthe ervironmentswherefinancialsystemsarehighly competitie 2°

In addition,excessie concentrationpreferentiakreatmenty governmentsandlimited entry stymiethe
progressof banksin transitioneconomieqClaessen$1997)). Becauseof a weaklegal infrastructure,
highly leveragedfinancial intermediaries]imited institutional development,greatuncertaintyand in-

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

economieg!

5.2 Regulatory Considerations

The commonfeaturefor theregulationof transitionandotheremeging economieshouldbeincreased
disclosureandtranspareng andstrengtheneéhcentives(throughpersonaliability, for example)of the
ownersand managers.The regulatory structureshouldgive the right incentvesto managerof banks
to take responsibilityfor their own actions(seeCaprio (1996))??> Soundfundamentalsan only be
maintainedhroughhigh capitaladequag andliquidity ratios,prudentioanclassificatiorandprovision-
ing, andsoundrisk managementincreasedlisclosureandtransparencarenecessaryo reducemarket

uncertaintyandlimit therisk of contagion.

The diffuse situationexisting in mosttransitioneconomiesnakes theseforms of intrusie regulation
indispensable.Indirectregulation,however, seemdessdesirable. Suchanapproachdependzrucially
on the ability of regulatorsto fine-tuneprice signals,andgrantsthemsubstantiatliscretionon whether
or not to intervene. Both issuesarelikely to createmajor problemsin transitioneconomies.Informa-

tional problemsare clearly much biggerthere, often with the entire corporatesectorgoing througha

20 SeealsoBoot andvanWijnbergen(1995)for a discussiorof theseissuesn the context of EasterrEurope.

21 Claessen$1997)suggestshatin the shortrun, self-finance jntermediatioramongenterprisesandfinancing
via non-bankfinancialinstitutionsmight be preferablefor mary transitioneconomies.

22 Honohanand Vittas (1995) alsoemphasizéhat transitioneconomiegprimarily needto establishbasicmecha-
nismsandincentie structures.
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transformatiomprocesswith botha highly uncertainoutcomeanddirection.

The high degreeof regulatory discretionthat indirect approache¢eadto is also a problematicaspect
in emepging economies. Most countrieslack a strongcivil servicetradition, pay their civil senants
little and also have a legal ervironmentthat often lacks clarity. All this makes indirect approaches
very proneto corruption. This problemis exacerbatedby the commonstructureof vestingenforcement
authorityin the sameinstitutionthatis chagedwith supervisionthe CentralBank. While it is natural
to placesupervisionresponsibilityin the CentralBank, it is lessclearthat enforcementesponsibility
shouldresttheretoo. Thereis certainlyan argumentto be madeto separatéhe two. Sincethe need
to interveneto enforceregulationoften suggestshat prior supervisiorefforts have failed, aninstitution
thatis responsibldor both supervisionandinterventionis likely to hesitatetcoo muchwith intervention

soasnotto admitthatit failedin its prior duty to supervisgBootandThakor (1993)).

A casecanthereforebe madeto vestenforcementuthoritywith a Banking Commissionwhere,like
in Mexico, several agenciesarerepresentedSucha set-upwill reducethe cover-up incentvesbuilt in
the currently more widely adoptedmodel of the CentralBank acting asboth supervisorand enforcer
It would alsomale the systemmuchlesssusceptiblgo corruptionbecausemore thanone institution
is involved in the decision. For obvious reasonsa committeeof only looselyrelatedpersonds much

harderto bribethana singleindividual.

But evensucha changen structure advisableasit may bein fraud-proneenvironments,is unlikely to
solve all problemswith the indirect approacho regulation. How is capitaladequag evaluated?This
requiresisk assessmeimindvaluationof on- andoff-the-balancesheetissetandliabilities. But with the
muchhigherdegreeof uncertaintyhow couldwe ever feel confidentaboutthe assessmerdf the value
of contingentiabilities suchasthoseincurredin insuranceactiities? Similarly, actvities in corporate
restructuringwhile clearly requiring banks,will ofteninvolve taking equity stales. However, given
that most companies’'sharesare untraded,evaluating such stales for capital adequag assessmeris
an impossibletask. The problemis thusthreefold: greaterinformationaldistortionsthanin Western

banking,mary moreexceptionaltransactiongndaweakly developedregulatoryandlegal structure.

Indirectregulationthereforemposesan unrealisticinformationalburdenon the regulator With theval-
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uesof somary bankassetsnherentlyill-defined, the regulators assessmentf aninstitution’s risk, on
which so mary requirementsareto be conditioned,s simply too fragmentary Theseunrealisticinfor-
mationalrequirement®f indirectregulationwill inevitably degeneratanto a dependencen intrusive,
discretionaryfraud-pronesupervisionlt is thereforethe discretion-armedegulators,notregulationper

se,thatsubrertsbanksin their competitve pursuits.

A strongcasecanbe madefor a substantiallargerdirectelemenin bankregulationthancancurrently
befoundin Westerrbanking. Themainobjectie is to augmenthetransparencof thebanks’actwities,
not to undulyrestrictthe banks’actvities. Therefore,jt doesnot necessarilyconflict with the granting
of universalbankinglicenses. Evenwhensuchlicensesaregranteddirectregulationcouldstill stipulate
thatinsuranceactvities andcorporaterestructuring®e placedin separatesubsidiariesyhich will then

fall underspecializedegulatoryagenciesvherenecessary

6 CONCLUSION

Ourmainconclusion®nhow thecompetitve ervironmentandthe degreeof developmenbf thefinancial
systemaffect the desirabledesignof regulationare summarizedn Table 1. Moving to thetop in the
caseof a developedsystem(upperleft handside of the table) shavs that the more competitve the
ernvironment,the lessintrusive the regulationshouldbe. We have characterizedhis type of regulation
as certification-orientedcertificationrequirements).This hands-df approacho regulationgoeshand
in handwith supervisionto monitor complianceandprovide timely intervention. Moreover, feasibility

dictatesadequaténternalcontrol systems.

The certificationorientationis not sustainablen caseof underdeelopedfinancial systemgright hand
sideof thetable). A control-orientecandintrusive directapproactto regulationmaythenbe necessary
Excessie competitionin an undezelopedsystemis not advisable put will generallynot be feasiblein

suchanimperfectervironmentaryway. As we have concludedn Sections, in theseemegingeconomies

theemphasishouldbe ontransparenc Improving disclosureandaccountabilityareparamount.
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Table 1: Competition, the developmentof financial systemand regulatory design

Competitive Environment | DevelopedFinancial UnderdevelopedFinancial
Systems Systems

Highly competitive Certificationrequirements | No excessie competition

ervironment

Intermediateandlow Directandindirectformsof | Mainly directregulation,but

competition regulationarefeasible supplemente@ith some
Monopolyrentshelp indirectcontrols.
controlincenties.

Themainmessag®f our analysisis thatthe hands-df approacho regulation— asembodiedn the cer
tification requirements- is desirablefor Westernbanking. Beneficiariesvould bethe existing banking
institutionsthat canbetterface(imminent)competitve threats. Society however, would gainmost. It
would facea moreefficient financialsystem. Theball is in the court of the financialinstitutions;they
shouldput their internalcontrol systemsn orderto facilitatea shift to certificationrequirementasthe

mainregulatorytool.
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