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Abdgract: Rules suffer from two serious defects. The world is complex, and so the
cregtion and gpplication of rules is difficult; and it changes, s0 tha rules become
obsolete. In recent years the conventiond wisdom on financid regulaion has shifted
avay from rdiance on rules and back towards a ‘supervisory approach’, in which
regulaors rdy more an banks own edimates of risk, and focus more on banks risk
management sysems and controls than on their compliance with crude rules. The Basd
Committee's proposds for a new Capitd Accord (‘Basd 2') follow this goproach. In this
peper | identify four problems with this gpproach. Fird, rdying on banks edimates is not
a olution to the problems caused by extendities Secondly, for supervison to be
effective, supervisors must have the <kills incentives and legd powers to change banks
behaviour. It is difficult and codtly to desgn a regime in which supervisors have dedrable
incentives. The supervisory approach  agppears  ill-suited to  the drcumdtances  of
devdoping countries, & least. Thirdly, the supervisory goproach is based on quditative
standards and generd principles. This ddegates a grest ded of discretion to bureaucrats,
which is legdly and pdliticdly difficult in many countries. Fourthly, the implementation
of dandards is essentidly unobservable As a reault, the internaionad regime will shift
sgnificantly towards decentrdisation. An dterndive approach would be to retan an
emphasgs on gquantitative rules, and to improve the process for interpreting, enforcing and
reviang them.
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1. Introduction

The convertiond opinion in banking regulaion is that the current internationa regime —
the 1988 Basd Cgpitd Accord - has been too rdiant on fixed rules. Rules have manifest
dissdvantages they do not cope wdl with the complexity and dynamism of the red
world. The Basd Accord has become outdated. The mgority view is that the regime
should rdy less on compliance with specific rules and more on the subjectivey-assessed
qudity of the bank’'s risk management sysems, on banks risk measurement systems
themsdves, and on public disclosure of banks risks and risk management as an ad to
market discipline The Basd Committee has embarked on a lengthy and fundamenta
review of the 1988 Accord. Its proposed regime is based on three ‘pillars: more accurate
cgpitd requirements (which in the new regime may be based on banks own risk
meesures, for banks that mest minimum dandards), supervison, and maket discipline
The Committee' s framework has received widespread support.

The Basd Committegs proposds have run into difficulties that were not foreseen by
anyone, including this author, a the beginning of the process The new regime has taken
much longer to agree and is more complicated than those involved origindly envisaged. |
believe, however, that the Committee's travalls were an inevitable consequence of the
objectives chosen.

This paper is a prdiminary atempt to identify why the new proposds have run into
difficulties. The difficulties ae not soldy economic, but dso legd and politicd. |
describe four problems with the new regime.

Firg, the proposed new regime reies on banks edimates of risk. Banks private
incentives are not likdy to be socidly optimd. A bank’'s falure is codly to others A
number of agency problems cause bankers to want to take on too much risk and to hold
too little cepitd. A dngle factor, private franchise vaue, can work in the oppodte
direction. It is unsafe to assume tha the franchise vaue effect outweighs the agency
problems, 0 that most banks wish to hold more cagpitd then the regulaory minimum,
paticularly for the biggest banks. Furthermore, important properties of the very system
that the Basd Committee is trying to protect — such as risk, liquidity, and capitd flows -
ae not exogenous but defined by the collective behaviour of banks and other financid
inditutions. What protects the individud bank may not protect the sysem. If bankers
aopetite for risk is not socidly optimd, then the regime needs to persuade bankers to
change ther risk gppetite Rdying on banks edimaes is not in itsf incetive-
compatible unless those risk edimaes are backed up by other safety measures tha
pendise excessive risdetaking. | contend that the exiding safety measures are not
aufficient.

Secondly, supervison may fal. Supervidon has a large pat to play in an ided regime
Supervison uses a broader range of informetion than can be used in regulaion, notably
of a subjective nature, and it encourages improvements in risk management, which is for
some risks a more efficient form of insurance than capitd. However, supervison requires
bureaucrats to exercise discretion, which may be used for good or ill. The effectiveness of
supervison depends on the incentives faced by many agents. Inditutiond dSructures are
vay likdy to give even public-spirited supervisors reasons to behave badly. It is essy to
build incentive mechaniams that fal, and very difficult to build mechanisms that succeed.



Furthermore, principa-agent andyds is incomplete. Supervison is interpersond; human
relaionships can digort decisons, and rationdity is bounded. Supervisors may dso have
too little power to act effectively. Supervison is more an at than a science. Even a the
mos wel-resourced agencies, there is dmost no information on the effectiveness of
upavidson. Whether supervisory responses are efective is not known. In developing
countries the incentives problems are usudly much worse, and 0 supervison is even
more likdy to fal. As a result of legd impotence politicd weekness lack of <ill or
perverse incentives, many countries implementing a supervisory agpproach such as Basd
2 risk impoverishing and corrupting themsdves.

Thirdly, a <hift towards process-oriented regulation, focusng on banks internd risk
measures and on supervison, necessxily rdies on highlevd prindples and quditative
dandards, which ddegates decison-making to bureaucrats Not dl legd and politicd
sysgems can easly accommodate this delegated approach. Supervisory discretion aso
raises questions of fairness that are not easily answered.

Fourthly, the regime ams to st minimum dandards for mutud recognition, but has in
prectice ddivered something doser to full hamonisation. The regime is built on the
assumption that there are internationd free-riding problems and gains from internationd
cooperation. The proposed new regime is more subjective. Implementation of subjective
dandards is dmog, or perhgos entirdy, impossble to observe Inditutiond arrangements
and dtitudes to supervison differ widdy across countries and there is little common
underdanding of the purposes of supervison. In the new regime, peer pressure will have
less effect. Nor will market discipline enforce condstency. The thirteen member regimes
will diverge Harmonisation is inconddent with the use of Sandards. If the current
degree of harmonisation is optimd, then divergence will be costly. The Committee faces
achoice: accept gregter diversty, or strengthen enforcement mechanisms.

After criticdsng, | shdl tentativdly offer some dternatives. Internationd bodies desring a
near-harmonised cepital regime must place greater weight on observable regulaions than
they might consder optimd in a soldy domedtic context. Far from giving up on the idea
of imposng dmple rules that conflict with banks private gods internationd regulaors
should retain the idea of improving private-sector incentives. They should emend the
rues to correct the most obvious flaws that dlow banks to circumvent the system,
dthough other flavs will inevitsbly reman. They dchould drengthen internationd
enforcement arangements. In the EU, they should dreamline the gpproach for changing
the rules If supervison can be made to work, it should foom an integrd pat of a
prudentid regime. However, policymekers not just in deveoping countries but within
the G-10 and EU, should be vey catious before assuming that supervison works. In
devdoping countries, increesed rdiance on supervisory discretion should come only lae
in the ‘sequencing’ of liberalisgtion. Efforts to improve supervisory incentives and <kills
must come long before the rdiance on discretion. In fact, capitd adequacy regulation
provides dgnificant opportunities for manipulation by banks and supervisors and may
itsdf be indffective as a reallt. It may be better for deveoping countries to adopt
regulatory gpproaches quite different from the three ‘pillars embodied in the revised
Accord. Such countries should focus on smple rules designed to increese bankers stake
in both success and falure. At the veay leadt, the officd community must avoid



inadvertently punishing those who choose to minimise supervisory discretion and  adopt
dternative gpproaches.

The res of the paper is dructured as follows The next three sections provide the
background. Section 2 rehearses why supervison and regulation are necessary. Section3
gives a potted higory of regulaion and supervison and introduces the new internationd
proposds, generdly known as ‘Basd 2. Setion4 explans wha regulation and
upervison are.

Sections 5 to 8 introduce and criticise the supervisory gpproach within a domestic
context. Section 5 introduces the supervisory gpproach. Section 6 discusses whether
banks may teke on more or less rik than the socid optimum. Section 7 discusses the
crcumgtances in which supervison may fal. Section 8 introduces some legd and ethicd
problems raised by the supervisory goproach. Section 9 contains a discusson of whether
a upevisory goproach is congdent with countries dedres to coordinate. Section 10
discusses the supervisory gpproach in the context of developing countries.

The last two sections concdude and summarise. Section 11 recondders the new
international  proposds in the light of the andyss and quedions whether the approach
proposed will adequatdly protect agangt sydemic risk. Section 12 summarises the
arguments and offers some aternative recommendations.

2. Why prudentid regulation?

The usud raionde for public intervention is to identify some source of market falure,
that is, some way in which the conditions for the Pareto-optimdity of equilibrium ae
violated. Such falures are not of themsdves sufficient to judify government intervention,
snce the latter dso fals In this case, the market falures are asymmetric information and
externdities (and aso transactions costs).

Banks trandform chort-term  ligbiliies into illiquid longterm loans, thereby providing
liquidity insurance to depodtors and borrowers. Depositors do not know everything about
a bank’s financd condition, and banks do not know everything about their borrowers

financid condition, so tha asymmetric information problems are everywhere. Banks are
vulngrable to liquidity shocks induding runs, in which depostors lose confidence in the
bank’ s financid strength (or in each other) and cannot coordinate their behaviour.

In contrag to other indudries in which the falure of one firm can benefit othes, the
falure of abank can harm other banks, via

a contagious loss of confidence

direct interbank exposures

the impact on payment systems, and

the aggravaed maket impact by which leveraged inditutions with common
trading strategies are forced to unwind (the LTCM effect).

More generdly, bank managers and shareholders do not bear dl the costs when the risks
from which they profit turn sour. Bank shareholders may have payoffs that induce risk-
seeking, paticulaly aound the point of insolvency (on account of limited lidhility).
Depositors and others directly funding a bank bear some cogts of bankruptcy.



If transactions cogs are low, those hamed by bank falure can bargain with the those
posng the threat of ham in order to produce an efficient outcome. Creditor discipline
can be seen in this Coasean perspective. What creditors may try to do is agree an ex ante
insurance contract (ex post remedy is by definition, not avalable) by changing the price
and nonprice terms of the credit exposure. However, lenders do not possess complete
information about managers actions, and contracts are incomplete, dlowing banks to
increaserisks fter receiving funding.

The asymmelry of information is more severe in the retall sector. Acquiring informetion,
acquiring the skills to process it, and then processing it is codly. Economies of scde in
dl three dissdvantege ‘smdl’ (ie retal) depostors. Depodtors benefit from others
monitoring, and free ride so that banks ae not sufficiently monitored. A centrd
monitoring agency can bendfit from scde economies and goply grester  discipline
(Dewatripont and Tirole, 1993). Protection of retal depostors is typicdly one am of
public palicy.

When a bank fals agents without a financid rdationship with the faled bank may dso
auffer from the knock-on effects Via ther impact on other financid institutions, banks
can even pose systemic rik. If the costs are severe, as when severd banks fal, the
resulting chaos will ham dl economic agents regardless of whether they were directly
exposd to the failed bank. Finencid gability isa public good.

If Baclays Bank faled, | would expect to suffer, even though | have no rdationship with
it. Expected payments might not arive in my bank account, causng me a liquidity shock
and posshly a financid loss due to default; my employer might suffer a liquidity shock
causng insolvency; my bank would cetanly bear a direct credit loss as would my
money fund and possbly my penson scheme the loss of liquidity in the sysem could
caux a lage fdl in asst prices a credit crunch, and banking panic and a severe
economic contraction. Coasean solutions are not possible here, because the cogt of
barganing is too high. Bardays could not transact with dl the people that it might harm,
20 there is a missng maket. Furthermore, and no less problemdtic, the risk would be
very difficult to price. The probability of Barclays falure is possble to esimae (with a
large degree of error) but the difficulty of estimating the loss to me in the event of default
is 0 great that the loss may be better viewed as purdy uncetan. | do not know my
willingness to pay Badays to reduce this rik, or to accept compensation for it
Furthermore if my only rdaionship with Bardlays was to borrow, it would cogt me time
to find another lender; the capitd embodied in the bor rowing reationship would be log.

For ‘market discipliné to produce a socid optimum from the regulator's point of view,
the interests of the market and the regulator need to be aigned; in generd, they are not. It
is often clamed (snce 1983) that subordinated debt-holders have interest that are well
digned with regulators But they do not have incentives to control systemic risk, and they
face asymmetric information problems. Thus there ae generdly insufficient incentives
for bank management to interndise the externdity.

The severity of the market falures is debated. Mogt agree, however, that whaever the
efficiency of free banking, the safety net (lender of last resort/solvency assstance and
depogitor insurance) induces morad hazard. The largest banks are generdly believed to be
ubject to an implict government guarantee, which may diminate adl market discipline



Thus, in the absence of regulation ther socid cost of risktaking exceeds the private codt,
and markets and lenders do not have ether the ability or the incentives to force banks to
interndise the cost. Some or dl banks take on more risk than they should. Regulaion and
upervison, in paticular, may be needed to counteract the undesrable incentives caused
by depositor protection and public liquidity insurance.

Public intervention, therefore, usudly ams to protect depodtors and contan sysemic
rik. These are not the only objectives of course An unconditiond public guarantee of
dl banks would achieve the dability objectives but a the cost of efficiency: capitd
would be wadted, invesment digtorted, and mord hazard effects could meen that risk is
not reduced in practice. Sability and (short-run) efficiency therefore conflict to a certain
extent, as do competition and Sability.

Intervention tekes many forms. The protective tools incdude minimum sandards for
authoristion, solvency  reguirements, ownership  redrictions,  connected  lending
redrictions, ‘fit and prope’ dandads for managers, large exposures limits, liquidity
rues, and disclosure requirements. The curative tools incude lender of last resort
asSdance, lvency assdance, dosure and gpecid insolvency procedures i many
countries. To some degree the levd of competition is dso a policy vaigble These dl
fom pat of the regime and should idedly be conddered together (Llewdlyn, 2000).
However, that is difficult to do in practice

3. Somehigory and context

Discretionary bank supervison is sometimes thought to be a new idea In fact, it is capitd
adequacy regulation that is the newcomer.! Following the Nationd Currency Act of 1863,
US banks were supervised by date authorities or by the Comptroller of the Currency; the
neonae Federd Resarve was dso given supervisory reponshilities under the Federd
Reserve Act of 1913, Bank supervisory responghilities were st by datute in Itdy in
1926, Jgpan in 1928, and Gemany, France, Bdgium and Switzerland in the 1930s The
UK did not adopt a dautory bank supervison regime until the 1970s but the Bank of
England exercised an informd supervisory function for many years even before its
naiondisdion in 1946. The idea of supervison was to acquire information in order to
reduce the risk of crigs, and to inform decisons in the event of crigs.

Governments did dso rdy on rules desgned to limit the probability of bank falure but
they were ‘dructurd’ rules limiting bank entry, diversfication of activities and interest
raes. The capitd adequacy regime in the G-10° dates from the 1988 Capitd Accord
(Basd Committee, 1988), which requires that the raio between a bank’s cgpitd and a
meesure of risk known as ‘riskweighted assets be no less than 8%.° It appears to be a
much less discretionary regime than its nationd predecessors, dthough in fact is has
nothing to say about implementation or supervison.

If banks are condrained by this ratio, they must reduce their risk-weighted assets or raise
cgpitd. The cdculation of riskweighted assets is crude. There is great potentid for
peverse sdection, for banks to buy risks that are (to them) underpriced by the Basd
regime, and to repackage and to trandfer risks that are (to them) overpriced. Incentives to
do so ae dronger, the more the regulatory measure of risk differs from the bankers
view. The act of reducing risk-weghted assats while not in redity reducing the risks is
known as ‘regulatory arbitrage’ .




It was perfectly obvious to the designers of the Accord that the risk measures were crude,
but they were the best technology available. In 1988, banks were not wel equipped to act
on the incentives. Since then, risk management and product innovations have reduced the
cog of reacting to margind as wdl as average incentives, and competition has sharpened
banks incentives to do so. Sophidicated banks can now manipulae the ratios to publish
virtudly any solvency retio of their choosing (see Jones, 2000, for indructions).

Innovetions crested products for which the 1988 Accord did not contain any rules. Credit

derivatives ae a rddivdy recent example of indruments shoehorned into the old
framework.

The problem that generates most regulatory arbitrage is that a large collection of loans
and a piece of paper representing the cash flow on the same package of loans are trested
differently. | cdl this the multiplename problem The Accord dreedy dlows rating
agency rdings to be used to determine the specific risk weghts in the trading book for
specific risk? and raing agencies take into account diversfication. A st of loans
therefore requires less capitd if it is securitised (or ‘syntheticaly’ securitised using credit
derivatives). Jones presents an edimate that outstanding non-mortgage  securitisations
soonsored by the ten largest bank holding corporations represented more than 25% of
ther total riskweighted loans, and more than 50% in some cases.

More generdly, where the regime differentiates between categories of transaction, banks
may engage in category manipuldion to regp the regulatory rewards of one caegory with
an economic dructure that beongs to ancther. For example evergreen faciliies ae
dructured to be of short contractud maturity (364 days, usudly) but are rolled over in
practice, 0 that ther effective maturity exceeds the contractud; transactions are
manipulated 0 as to persuade the supervisor to grant a more favourable trestment in the
trading book despite a lack of trading intent; capitd indruments are desgned to possess
just enough payment flexibility to persuade the banking supervisors to treat them as core
cgpita and just enough payment obligation to persuade the tax authorities to treat them as
debt. The effective result is to replace equity with debt, increasing the probability of
insolvency and the cogtsin the event of insolvency.

Thus the 1988 Accord, and the EU capitd regime based on it, were recognised to be
obsolete, and the Basd Committee and EU inditutions began the enormous task for
revisng them. According to Meyer (2001b), the ‘Basd 2 review has been lagdy
moativated by regulatory arbitrage, and in particular by securitisation.

Supervison has received renewed atention in recent years, and bank supervisors have
modified their gpproach. Like auditors, supervisors have ceesed to devote dl ther efforts
to checking compliance with regulations — ‘box ticking — and spent more of thar time
assessing the soundness of a bank’s risk management systems and controls. The change
in atitude has been characterised as a shift from a ‘regulatory approach’ to a ‘supervisory
goproach’  (eg Mishkin, 2000). Mishkin says that the Federa Resarve's guiddines to
examings from 1993 onwards began to reflect this shift in thinking. The change has dso
been termed * process-oriented regulation’.

A logicd extenson of the supevisory goproach is the use of banks own risk
measurement sysems in the caculation of regulaory capitd adequecy. It is rardy noted
that the process actudly began a the beginning, with the use of banks mark-to-modd



vauations of OTC derivaives in the ‘current exposureé approach to counterparty risk
(BCBS 1988, 27) and continued with the recognition of vaue a risk modds in the
Make Risk Amendment (BCBS, 1996a). Such an gpproach is broadly conggent with
the trend towards deregulation in many indudries over the last two decades. The Basdl 2
review therefore combines the updating of the capitd ratio rules with a codification of
this existing trend towards gregter reliance on supervison.

The Committee s objectives (BCBS 2001c, 8) are that the new Accord should:
“continue to promote safety and soundness in the financid system...
continue to promote competitive equality
condtitute a more comprehensive gpproach to addressng risks

contain gpproaches to capitd adequacy tha ae appropriaidy sendtive to the
degree of risk involved in abank’s podtions and activities and

focus on internationdly-active banks, dthough its undelying princples should be
suitable for gpplication to banks of varying complexity and sophistication.”

The Basd 2 proposds (Basd Committee 2001a) are based on three ‘pillas. PRillar 1 is
copita adequacy (or solvency) regulaion; PRillar 2 is the ‘supervisory review' process,
and Rllar 3 is distlosure requirements (as an ad to market discipling). The second pillar
isbased on four principles:
Principle 1: banks should have a process for ng their capital adequacy in relation to
their risk profile and a strategy for maintaining their capital levels.

Principle 2: supervisors should review and evaluate banks internal capital adequacy
assesgnents and strategies, as well as their ability to monitor and ensure compliance with
regulatory capita ratios. Supervisors should take appropriate supervisory action if they
are not satisfied with the result of this process.

Principle 3: supervisors should expect banks to operate above the minimum regulatory
capitd ratios and should have the ahility to require banks to hold capital in excess of the
minimum.

Principle 4: supervisors should seek to intervene at an early stage to prevent capital from
fdling below the minimum levels required to support the risk characteristics of a
paticular bank and should require rapid remedia action if capitd is not maintained or
restored.

Each principle is supported by explanatory text, and there is a supporting technica
document explaining the meaning and implications of the principles (Basd Committeg,
2001b). The supporting text for Principle 2, for example dates that supervisors should
check compliance with minimum sandardsin Rillar 1.



The European draft proposas (Europeen Commisson Sevices 2001) for a third Capitd
Adequecy Directive (‘CAD3) contan two draft legidative atides rdating to
supervisory review?

Article 1. Competent authorities must be able to require individua ingtitutions to hold

capita in excess of the basic minimum requirement appropriate to its risk profile and the
adequacy of its controls.

Article 2. An ingdtitution must be able to satisfy the competent authorities that it has in
place an appropriate process for assessing its risk profile and its capital adequacy, and a
strategy for maintaining capital adequacy.
Artide 2 functions as the definition of supervison and sets out its objective. Artide 1 is
one possible mechanism that authorities could use to persuade banks to be prudent.

The draft atides are supported by further text explaining the purpose of the principles
and gving examples of how to stidy them. Thus both the Basd and Brusses
goproaches didinguish between principles a& a high level of generdity, and more detaled
sandards of more use to banks and supervisors.

The move from rules to sandards in Pillar 1 proposed by the Basd Committee (and
European Commisson) is perhaps more radicd than the introduction of Fillar 2. Each of
the risk classes (market, credit and operationd risk) will offer a menu of approaches
vaying from the crude but pend to the sophisicated and more generous. The more
sophigticated gpproaches rdy more on supervisory judgement than the dandardised
approach.

4. Supervison and regulaion

For the purposes of this aticle, the term ‘regulaion’ condsts of a set of binding rules
(which may be formulae or sandards - see beow). The rules are produced by some
offidd body with commonly-accepted authority, and there are sanctions for violation.
This paper focuses on capitd adequacy rules, which require banks to hold a certain
quantity of ‘capitd’ in excess of a specified proportion of a specified measure of risk. If
banks do not follow these rules then regulaors are expected to apply sanctions, which
indude withdrawing the banking licence.

The rules may be smple or complex, depending on the preferences of the rulemakers. In
fact the international capitd adequecy rules agreed in 1988 were quite smple, but have
accreted complexity over time. The rules have had to accommodate subsequent banking
innoveations. Moreover, the regulaed have themsdves demanded more deal, which
helpsto reduce abank’slegd risk.

The idea behind capitd requirements is smple. The more cgpitd a bank has the mare
losses it can sudtan before those other than shareholders lose. The leve of capitd dso
affects managers behaviour (Dewatripont and Tirole, 1993), dthough the effect is
ambiguous in theory and difficult to measure empiricaly (see Jackson and others, 1999)

Supervison is aout trying to meke bankers behave prudently. Prudence is an
ingrumental god, desgned to achieve other objectives of more fundamentd importance.
Supavison is intrinsically complex. Even having done the job, | find it difficult to
decribe. It combines dements of riskbased auditing, management consultancy and
credit andyss This complexity has important implications for its use as a policy tool.
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Supervison requires the assessment of principles that may be unwritten and may not
have the force of law. For the rest of the paper, | split the process of supervison into four
steps (see Figure 1):°

1. sdting objectives

2. gahering information

3. ugng theinformation to produce arisk assessment
4. choosing actions in response to the assessment.

In its narowest form, enforcement of compliance with rules could be cdled supervison
(in the sense of monitoring). Enforcement is cearly complementary to regulaion, since
reguldion is ineffective without it. However, it is less confusng to regard enforcement as
something separae from  supervidon. A policy function, too, occupies taxonomic no
man's land. Much of policy is about interpreting specific (hard) cases, with the possble
outcome that the relevant rules are changed.

The objectives of supervison typicdly incude protection of retal consumers and of the
financd sysem, but they may indude socd objectives competition responshilities and
0 on.

In dep 3, supervisors produce risk asessments, which  effectivdly map  information
collected by the supervisor on to a risk scde (often multidimensond). Of course, ‘risk’
needs to be defined, and depending on the supervisory objectives, risk may be private
finencid rik, sodd finencid rik, or some expected socid loss (incorporating the
damage caused by falure as well as its probability). A quantitative modd could be used
to produce a risk assessment. In practice, it is generdly believed tha much non-
numericad informetion is of rdevance While much information could be mapped into
numericad form, much of the information and the assessment of risks is subjective.
Formd decison tools are rare, and where they do exid, a ‘manud overide is built in
(perheps as a result of humility regarding the modd’s explanatory power, or perhaps
averson to the loss of control). What most agencies do ingtead is to condruct a decison
framework that uses but condrans the aubjective assessments of supervisors A
framework prescribes wha  supervisors should look a and remind them of ther
objectives. Within these frameworks supervisors use their expertise to form judgements
on the basgs of both quantitative and quditative information.

Reevant information relates to matters that may thresten the surviva or behaviour of the
bank and thresten the supervisor's objectives. These matters are often known by the
aconym CAMEL: cepitd, assets management, eanings and liquidity. Information
relates not just to the bank’s portfolio and drategy (ie business risk) but to the process by
which risks are managed.

Having defined the use to which information is to be put (Sep 3), it is possble to decide
what information is wanted and how it is to be obtaned (ep 2). The means by which
upervisors gather the information they need may include any or dl of the falowing: on-
gdte examindions, off-gte review, discusson with bank management, externd audit, and
periodic reporting (Basd Committee, 2001b). The proportion of time spent on dte has
vaied dgnificantly across countries, with the US and Germany usudly being cited as the
polar cases within the Basd Committee members. Over recent years, however, most
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authorities have changed the mix in favour of more ondte work, because some
information, paticularly that reating to the qudity of sysems and controls, can only be
acquired on Ste.

The fourth gep is the point of supervison. There are many possble actions avaladle to a
upavisor — limited by the legd powers of the regulator - and many possble kinds of
reqponse desred on the pat of the bank. Most supervisors regard capitd as a drictly
second-best olution to many problems Capitd is an expensve form of sdf-insurance,
and is ill-suited to protecting agang very low-probehility, high-impact risks. Usudly the
response desred will be some improvement in sysems and controls, and this is the area
on which supervison tends to focus” Without supervisory action thet is dearly reated to
the supervisor's risk assessment (step 3), banks have no incentive to control risks in ways
that the supervisor desires in which case much supervison will be pointless It should be
obvious, too, that risk assessment inherently treats banks individualy.

Ancther gep, implicit in this framework but a necessry condition for supervisory
effectiveness, is a reaction by the bank. If supervisors huff and puff and banks ignore
them, then supervison is dealy ineffective. The process by which banks are persuaded
to do something other than what they would otherwise do, if indeed they are, isundear.

Regulation can be seen as reinforcing supervison, and supervison can be seen as
correcting for the falures of regulation. Inevitably, the Basd solvency regime is not a
true measure of risks ether to shareholders or to others Two important risks missng
from the capitd regime ae foregn exchange sHtlement rik, and management
incompetence.  Often, it is the unmessured risks tha have brought banks down
(particularly management failure and fraud). Although the new regime introduces a
cgpitd  requirement for operationd risk, no-one clams that the regime will be a pefect
measure of operationd risk (whether private or socid). Rllar 2 contains the idea tha
upervisors should be assessng the missng risks and persuading banks to manage them
soundly.

Supervison therefore involves a broad range of tasks providing an early warning of
increesing risks, both within a firm and across firms, understanding the business and the
Srategy; assessing busness risks, judging the adequacy of risk measurement and control,
both a authorisation and afterwards, punishing falure and rewarding success. The tasks
vay from the coopedive (it is in the bank’s interest for the supervisor to gan an
underganding of it) to the antagonistic (the bank is judged to have faled in some way
and the supervisor has to punish it).

It should be no surprise therefore that supervisors® must possess a broad range of skills
Naturdly, they must undersand banking, which is a complex and diverse busness. Given
the growth in universd banking, they mug increesngly be familiar with other forms of
finendd intermediation. They mugt dso have some underganding of the rdevant law,
both that governing banking and that governing the actions of the regulator. Idedly, they
should have some familiarity with the basc concepts of public economics, because it is
hepful to know why you are doing what you do. Lagt, but perhgps foremod, they must
have the interpersond <kills to persuade experienced, assative and wel-remunerated
bankersto do things againg ther will.



The role of supervison differs across indudries. Bank supervisors have tended to have a
more cooperdive interaction with ther charges than nontbank regulators (eg IMRO in
the UK, the SEC in the US). Paticulaly in the UK, the reationship between banks and
regulators has been characterised as excessively cosy. Cruickshank (2000) argues that the
UK government, regulators, and large banks have informdly colluded to ddiver
confidence in the banking sysem in return for redrictions on competition. The role of
upervison dso varies across countries and across time, more of which below.

Regulation and supervison are quite different, therefore While the framework within
which supervison is done may be public, supervison itsdf is usudly conducted in
private. Supervison is highly multidimensond: there are many inputs into supevisory
asessments, and many possble responses Supervison is an interpersond  task, as well
as andyticd. The effectiveness of supervison rdies to a large extent on convention and
norm, rather than on formd law, and the tools of persuasion are subtle.

5. Theproblems of regulation

Why do regulators now place more rdiance on supervison and less on regulaion as a
means for achieving their objectives? The answer is increasing disenchantment with
regulation. Two papers by Arturo Estrella provide the best explanations”

Optimum versus minimum capital
Edrdla (1995) didinguishes between actud, ‘optimum’ and ‘minimum’  cgpitd. He

agues that optimum and minimum cgpitd fulfil quite diginct roles and should be
measured in different ways.

‘Minimum’ capital (that is, a regulatory capitd requirement) is the capitd that regulators
deem the minimum condgent with their objectives It condds of three components a
definition, a messure of exposure, and a reio. Edrdla argues in favour of smple,
comprehensive measures.

According to Edrdla it is genedly thought desreble that regulatory  capitd
requirements should:

Be objective and veifiable. Formulae are wel defined in advance, an auditor can
replicate the caculaions given the inputs.

Be comparable across inditutions and across time.

Bear a dable rdationship to underlying postions (same portfolio, same regulatory
capita requirement).

Be public knowledge, generdly, s0 that others (market paticipants, for example)
can make comparisons.

Be based on a rough cdculd@ion. The am should be to measure firg-order
exposures in an informative but approximate way.

Be a quidgpos. Minimum cagatd should represent a minimum  leved that is
sddom directly binding. It is not intended as a leve toward which the firm should
am, nor as a dandard for risk management. The bank’'s actud capitd should
appreciably exceed the minimum.
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Edrdla cdls the levd of cepitd tha a firm deermines dedrable in the short run
‘optimum capital’. The firm is likey to regard equity as more expensive than debt, and so
will not be indifferent to capitd Sructure. The firm is likey to have a god for capitd
based on an assessment of risks the market's response to its capitdisation, the cost of
cgpita and so on. Determining the god may be a rough and ready process. It need not be
based on a complex economic cepitd modd, but can be if the bank feds that it is
aopropriate. Since there are adjustment codts, optimd capitd is a god and a plan for
moving towards it. The definition of capitd may (and generdly does) differ from thet
used in minimum capitd. ‘Optimum’ capitd is likdy to be subjective, and hence difficult
to vdidate It will not be comparable with other inditutions cdculations and it will be
ungtable with repect to a given set of underlying postions.

Minimum capitd then plays a ussful role “because it fumnishes the outsde observer with
an objective frame of reference for examining the less trangparent optimum measure.”

‘Optimum capitd’ is a private optimum, but is it dso a sodd optimum? Edrdla says that
it is “presumptuous’ to assume that the sodd optimum is readily quantifiable It is thus
reesonable to adopt the “market solution”, to “assume that in the absence of perverse
incentives, individudly determined optima ae acceptable for policy purposes’. Edrdla
agues that misoriced deposit insurance and too-big-tofall expectations provide such
perverse incentives, and that supervisors should force banks to exclude the benefits from
their caculaions of optimum capitd.

The problemwith rules

Edrdla (1998) focuses on the problems with formulae (ie, with rules) as a bads for
reguion. He impliatly follows Hat (1961) in identifying complexity (which causes
uncertainty and conflict) and change as wesknesses of (primary) rules*°

The busness practices of the financid sector, and in paticular the network of
infforma rules and conventions on which they are patly based, provide a certan

levd of condgtency, but they are very complex. “the problem is not smply tha
[infforma rules] have not been specified, but that they defy spedification. Behind
the network of routine practices of the busness lurks a sysem of true inherent
complexity.”

If banking were completdly determined by formd laws dealy dated and drictly
implemented then mechanica formulas could play a useful role If dl could be
known, it could be secified in advance. But how can we rely on gatic formulas if
they have to be gpplied to a busness that is continudly changing? The only way
to kegp pace is to change the formulas, with a coslly loss of predictability.

Clearly, these problems are rdaed to, but broader than those identified in the literature
on rules versus discretion in monetary policy (Kydland and Prescott, 1977; Lohmann,
1992).

Llewdlyn (2000), too, ligs a number of problems associated with rules induding the
following:

Risks are usudly too complex to be covered by smple rules
An inflexible goproach does nat dlow firms to find the least-cost solution.
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Rules can difleinnovaion.
Rules encourage box ticking, afocus on compliance rather than risk.
Rules are added over time, but few are withdrawn.

Heterogeneous firms may be treated equaly by rules, which reduces scope for
differentiation.

Rules are inflexible and cannot change eadily in response to market conditions.

Mord hazard: firms can assume that if it is not in the rules, there is no regulatory
dimengon.
Proposed solutions

Edrdla makes two suggestions in response to the problems of complexity and change.
The fird is to “drive for generdity and adgptability in datute and regulaion’, avoid
detaled definitions that may be inefficient and easlly circumvented, and “day away from
the mechanicd or artificid”.

His sscond recommendation is to rdy more on supervison. The supervisor should focus
primaily on the determination of optimum capitd by the firm. “The firm would be
accountable in the fird ingance for determining its own gppropriate levd of capitd...
The supervisor would monitor the performance of the firm in the determination of the
gopropricie level of capitd... The supervisors would aso ensure that the views of the
firm are conggent with the public gods of sysemic safety and soundness, and that there
is no atempt to take undue advantage of dements of the financid safety net, such as
depost insurance” It is for supervisors, therefore, by taking to banks and gpplying
persuasive pressure, to “indgt that the firm not reduce its estimate of optimum capitd as a
result of unpriced or misoriced benefits from the safety net”. The minimum capita
formulawould then be used solely as atrigger for regulatory intervention.

Regulatory minimum cgpitd should be cdibrated as a lower bound for normd optimum
leves. If optimum capitd turns out to be less than minimum capitd, then “ether the
initid judgments that led to the formulaion of the minimum were too drict or the
ongoing judgments involved in the detemination of the optimum ae too lax... The
frequency of such occurrences would indicate which possibility is more likdy.” Where
should an inditution's actud capitd be? “By ddfinition, in dl ceses, it should be as close
& possble to the optimum leve.” For the ret of the paper, | shdl Edrdlds the
anti-formalist approach.

Llewdlyn (2000) argues for less emphass on presriptive rules (direct regulation) and
more on incentive dructures. This is not identicdl to Edrdlas recommendetion, snce
incentive-compatible indirect regulation can ill rdy on rules Nevethdess Llewdlyn
ague tha more weght should be given to banks internd risk andyss Llewdlyn's
goproach ismore like that of the Basd Cammittee.

The Basd Committegs supervisory approach aso boils down to two idess Fird, a
search for greater ridesengtivity in Pillar 1 cgpitd requirements (tha is, for regulatory
minimum cgpitd to move towards optimum cgpitd) in order to reduce incentives for
regulatory abitrage. Hidden benegth this idea is an essentidly ideologicd belief that
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banks are able to measure their risks. Secondly, a more quditeative approach that includes
greter emphass on supeavison. The Committee (BCBS, 1999, 3) judifies this
goproach on the grounds that it protects agans complexity and change “By focusng on
rsk and risk management, the new framework has the potentia to meet the chdlenges of
innovaionsin increasngly complex financid markets”

Common to dl agpproaches is a dedre for more emphass on supervison, and more
emphass on banks edimates of risk. However, there is a crucid difference. Edrdla
argues that banks own esimates of risk should be the darting point of supervision, and
wans that an atempt to merge minimum and ‘optimum’ capitd “could backfire’. The
Basd Committee uses banks edimates as an input into regulaion and supervison. The
Committee therefore places gregter reliance on banks own esimates and on the benefits
of supervison than does Edtrella.

Egrdlds (1995) ingdence on the difference between minimum and optima capitd is an
important ingght. His desred propeties of minimum capitd rules — compardhility,
veifigbility — ae indeed highly desrable The critidsms of rules too, ae vdid.
However, both the anti-formdigt and supervisory approaches seem to be based on two
assumptions. The firg is the faute de mieux assumption that the private and the socid
optimum will coincide, or a least tha a shared undergtanding is possible. Edtrdla makes
this assumption explicitly and in a qudified manner, the Basd Committee implicitly in its
focus on risk-sengtivity and disdosure The second assumption is that supervison haes
beneficid effects. | discuss these assumptionsin the next two sections.

6. Private versus sodd optimum

The quedtion in this section is whether, in the absence of regulaion and supervison, bank
dakeholders  gppetite for risk is socidly optimd. Is ‘optimuny capitd redly the best
thing for society? The answer is only by chance. The lassezfare outcome is rarely even
congtrained Pareto-optimd (Greenwad and Stiglitz, 1986).

Banks may take on more or less risk than is socidly optima because bankers respond
rationdly to private, socidly harmful incentives, or because they ae irrationd or
incompetent. The discusson bedow focuses on the firg of these, agency codts A
principd-agent andyss is bassd on an assumption that people are competent, and
‘raiond’ in the sense that they meximise von Neumann-Morgendern expected utility.
Competence is a drong assumption. In practice, it is extremdy common for banks to teke
on large risks without being aware of it. But it is difficult to modd incompetence within a
principa-agent framework.**

There ae principd-agent relationships, among others, between voters taxpayers and
legidators, the legidaiure, the centrd executive and Supervisory agencies, senior
management of supervisory agencies and junior daff; bank examine's and bank
compliance manager; trader and risk manager; dl bankes and ther management;
management and auditors supervisors  and  auditors,  auditors  and  shareholders,
management and borrowers, management and shareholders, and management and other
lenders. The outcome depends on the incentives under which actors & every levd act.
And snce in many of those rdaionships there are many playas and multidmensond

Upervisory regponses, acomplete andysisisimposshble.
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Shareholders

For the moment let us assume that manegers do what shareholders want, perhaps because
the shareholders manage the company. What might cause shareholders to have attitudes
to risk that deviate from the socidly optimal?

The firgd and mogt important distortion is limited liability,"® which increases the costs to
others of bank falure Adam Smith criticised the inditution of limited ligbility, pointing
out that joint sock holders are willing to bear more risk than partners. Limited lighbility
amounts to an option that alows the shareholders to put the assats of the bank to
debtholders when the vaue of the debt exceeds that of the assets (Merton, 1974). This is
true of any limited lidblity company, but another option, depodt insurance, is only
granted to managers of banks. Clearl3y, asymmetric payoffs have more effect on those
who are near the point of insolvency™ (dthough the time vaue of the option may remain
ggnificant even when the option is wdl out of the money). Limited ligbility means that
owners are indifferent to the didribution of losses beyond the point of insolvency; those
who bear those losses are not. This is an example of a genera problem. People whose
actions matter do not bear dl the losses or gains resulting from ther actions. The burdens
ae shaed by others. This is a generd description of a mord hazard, and it shows that
mord hazard isatype of externdity.

Edrdla dlows that banks near the point of insolvency have peverse gambling
incentives, but he assumes thet, in genard, the private only differs from the socid as a
result of insurance provided by the safety net, and tha this can be interndised by
upervison. A problem with this argument is that the falure of a lage bank imposes
cods on those who do not have a direct financid rdaionship with the bank, an
externdity for which there is no market. Furthermore, there are other sources of mord
hazard.

Secondly, tax dructures induce a private preference for debt over equity. However, taxes
(net of deadweight losses) are not costs but transfers, and so lanks preference for debt
may not be socidly desirable.

A third difficulty is ownership and control of banks by the dae, or by government
officads or ther cronies State ownership is the norm in many countries particularly
those with undeveloped financad systems and low per cgpita incomes. In a sample of 92
countries, La Porta e d. (2000) edimae that in 1995 governments on average owned
42% of the equity of ther ten larges banks Government ownership digorts both banks
and depodtors decisons to lend, and reduces incentives to operae efficiently. State
banks often lend to dae firms, or to the government itsdf, a& beow-market interest rates.
The returns are usudly inadequate, and the taxpayer effectively bals them out (dthough
state banks may operae with negative net worth; with a sate guarantee, cgpita is not so
rdlevant). Subsdisad dae savings inditutions, as in Jgpan, may dso didort competition.
La Porta et d. (2000) find that government ownership gopears to be negatively reated to
income and productivity growth snce 1960. Cgorio et d. (2001) find that government
ownership of banks is negaivey assodaed with banking devdopment and postivey
linked with government corruption indicators.

A rdaed didortion is politica interference in private-sector banks. Banks are socidly
important inditutions, and there are dose links between government members and banks
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in many countries. In such cases, nether sde favours free entry and exit. State-directed
lending, to prop up state-owned firms or favoured indudtries or to finance a fiscd deficit,
is dso the normd date of affars. Large corporate borrowers, too, often have sgnificant
political influence, digorting banks lending decisons. A bank may be encouraged to
lend to wesk ca manufacturers owned by the son of the country’s presdent. Unless
buresucrats are better a spotting privately profitable lending opportunities than bankers,
or can correct for capitd market falures, state-directed lending reduces returns to banks
reduces ther solvency and so increases financid fragility. Since loans are long-term
asts, these effects may endure long after the government retreats from the business of
credit dlocation. State interference can dso creste expectations of an implicit dae
guarantee. Explicit date guarantees are not rare. In Europe, the mogt obvious example is
the German Landesbanks. 1

Ffth is connected lending. When the borrower is connected to the shareholder-manager,
it is virtudly impossble to maintan an arm'slength goproach to price, quantity and non-
price terms of the debt contract. When banks make loans to companies that they or their
managers own, there are irresdtible incentives to roll over debt - and increase risk to bank
shareholders and others - rather than foreclose. Loans to shareholders can exceed the
vaue of the shareholding (and the true vaue of the bank’s entire net worth) severa times
over; in such a case the shareholder/borrower may have little invested in the bank’s
aurvivd and has grong incentives to ‘loot’ from the bank’s creditors while it is dill
possble (Akerlof and Romer, 1993). For example, before the establishment of the
Banking Regulation and Audit Board in Turkey, it was common for owners of troubled
banks to be tipped off before the government took them over, and to wak away with
suitcases full of cash. In October 2000, under the new regime, Murat Demird and severd
associates were arested and accused of having sphoned off funds from his bank before it
collgpsed. Rules limiting connected lending are & least as important as those prescribing
capita adequacy.

A sxth problem is ownership by criminds for the purposes of laundering money. At a
less extreme level, when banks are owned by people who wish to use their banks as Satus
symbols or leversfor political power, managers have little reason to be prudent.

On the other hand, banks may possess franchise vaue, which may be thought of as the
copitdised dream of supranormd profits resulting from oligopoly rents, from vauable
lending rddionships, or awoveaverage efficiencies. Managers dso  derive private
benefits from well-paid careers. Both of these are private benefits tha are lost to the
beneficiaries (but not, in al cases to sociey) in the event of bankruptcy. The benefits
derived from high franchise vaue give managers and shareholders an incentive to hold
cgpitd and control and diversfy ther risks in order to reduce the probability of falure,
and 0 dign ther interests with those of regulators (Kedey, 1990). Demsatz et d. (1996)
indeed find that US bank holding companies with higher franchise vdue (messured by an
giri?al% of Tobin's q) hold more cgpitd and more diverdfied portfolios than lower-vaue
S.

Managers

In addition to problems generaed by shareholders private incentives, there are corporate
governance problems between shareholders and managers. In order to dign managers
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incentives with shareholders, non-executive remuneration committees in many  countries
have required maregers over the last two decades to rey more for their remuneration on
‘parformancerelated pay than on basc sday. Remuneation packeges now include
large eements of profit-related bonuses, shares and share options.

There are reasons, however, to suggest that performance-rdated pay is not in fact rdaed
to peformance. If bonuses ae profitrdated, unadjusted for risk, managers have
incentives to maximise short-term profit. If expected return is pogtively rdaed to risk,
this gives an incetive to take risk. If managers are rewarded in shares, they have
incentives to take messures to maximise the share price, which may digort both
accounting techniques and invesment decisons (Stein, 1989). Managers dso share the
shareholders  incentives to seek risk near the point of insolvency. When they are pad in
shae options they bendit automaticdly from increesng the voldility of the share
price’® and thus from increesing risk and leverage.

Assume that a manager is remunerated according to annud prdits, is sacked if losses are
too large, and recaves a bonus if profits ae lage enough. Then, ignoring the badc
sday, the payoff can be seen in Figure 217 The remuneration structure is equivaent to a
bet that profits will be grester than a, another bet that profit will be greater than b, and a
purchased cal option with a drike price of b. At point X, the manager will seek to reduce
rik in order to protect his job. At point Y, conversdy, the manager will love risk. At
point Z the bet (or digitd gotion) will induce risk averson (even though the vadue of the
cdl option increeses with volaility). If the next period's targets redy on this year's
overperformance, ratchet effects may reduce managers desire to make profits this year.

The market for corporate control could, in theory, act as a subgtitute for weak corporate
governance, but the market for bank ownership is highly regulated. Controllers must be
fit and proper (for example in the Second Banking Coordination Directive®). There are
good reasons for requiring shareholdes to saify minimum  sandards —  protecting
depogitors from theft by criminds — but, as with safety standards, they can dso be used as
barriers to entry and intemationd nontariff barriers™ British insurers and Spanish barks
may be discouraged from owning French banks, for example.

Traders

The midfortunes of Barings Sumitomo, Dawa Bank, and most recently Allfirs show thet
traders incentives matter. These are just the public stories; dmost every bank has its own
private experiences of traders bresking limits booking bogus transactions or trying to
manipulate reported profits.

Traders remuneration structure can closely resemble that of senior managers. They share
in profit (via bonuses) but have a nearfixed cost to loss (zero bonus, or dismisal).
Bonuses are often cdculated with reference to trading profits over a short period and are
not adjusted for risk. This undesirable structure may be a stable equilibrium. 2°

It is naturd to assume that banks know their risks (for example, that they know the true
confidence interva given by their vaue a risk modd), while regulators do not. In fact,
banks don't either. Because banks risk profiles continudly change, their measures of risk
are dways incomplete. Banks reckon to make large profits from new products, since they
are less ‘commoditised’. For the same reason, the risks are usudly harder to price, in the
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absence of a market price A dynamic bank’s profile of risks will contan some new
sources of risk that are not well cagptured in the centra internd risk management system,
or even on ad hoc spreadsheets (The effectiveness of the middle office determines the
sgnificance of these unmeasured risks)) Nor do they know ther profits.

In other words, rik, income and vadue are imperfectly monitored. Even if remuneration is
dructured on the basis of risk-adjusted return, therefore, the risk adjustment methodology
will contain loopholes Traders remuneration depends on reported risk and  reported
profit, and they have incentives to reduce ther reported risk (by booking fictitious
hedges, for example), and to exaggerate ther profits. Traders ae employed to spot
opportunities to take advantage of trading opportunities, and not dl such opportunities
are presented by the externd environment. It is partly because the firg-order risks are
cagptured in banks risk measurement systems that traders seek to assume other risks (and
while the individud banks have hedged ther firg-order risks, it is not cetan that the
banking system has).

Risk management suffers from a Red Queen effect. Risk management standards must run
amply to kegp up. While risk manegement has undoubtedly improved in the last decade
the risks have changed. The ability of banks to control the risks they atudly assume has
improved by much less if & all.

Credit officers

Money can be logt very quickly on trading ectivities However, while traders can bring
down a bank quickly, it is credit losses that cause mogt banks to fal. Banks lend to
borrowers that do not repay; very frequently, they lend to only a few borrowers and fall
to diversfy across regions and sectors. Regulators may inadvertently limit diversfication
(eg inter-gate branching redrictions), while in other cases credit officers smply do ot
Spot correlations or have no reason to do so.

Credit officers are typicdly rewarded for making loans (Uddl, 1989) or generding fee
income. They are less commonly rewarded for lending a a price that covers the risk, or
for reducing concentration. Forward-looking provisoning would hdp to improve
incentives on loan officers (thet is an important benefit), but it is unusud, and in many
countries including the UK it isincongstent with accounting standards.

When a borrower misses payments, a banker faces a decison whether to foreclose. This
is rady an easy decison: by increesing (resructuring) the loan, the bank may dlow a
solvent borrower to survive a smdl liquidity shock, and so by avoiding the codts of an
ineffidient insolvency increese the amount the bank is likdy to be repad.®* This is
paticulaly true when the pefection of collaterd or the dedadion of insolvency ae
legdly uncertain and codly, as in many developing countries. But many credit officers
face incentives to roll over a loan and capitdise the unpaid amount rather than admit to
its ddinquency. This hides the non-peformance from regulaors and auditors and
potentidly from senior bank management. Such incentives may be execerbated in a
rdaionship banking modd in which the lender has a good working reaionship with the
borrower, or where he is receiving bribes. If a missed interest payment is reclassfied as a
new loan, then bad loans will have a tendency to drive out good ones and it is then
impossble to improve provisoning polides without wiping out the banks capitd. In



other words, many banks ae redly insolvent. A amila phenomenon of ‘higoric-rate
rollovers arisesin derivatives transactions.

Economic ‘irrationality’

Even if monetary payoffs are linear, responses are not. If utility functions are concave,
agents maximiang expected utility ae rik avese  Futhemore, the ‘rationd’
prescriptions of expected utility theory are violaed even by intdligent individuds with
large  monegtary incentives In the more destriptivedly  successful - prospect  theory
(Kahneman and Tversky, 1979), decison-mekers adopt a two-phase gpproach to
decisons under uncertainty. First the choice is ‘edited or framed, then it is evduated. In
the second phase, the utility function is concave in the doman of gans but convex (risk-
seeking) in the doman of losses Because of this asymmetry, the subjective payoffs are
sengdtive to how decisons are framed in the firsd phase. The choice of frame affects the
outcome of decisons (Kahneman and Tversky, 1986).

Even where agents do not recelve discontinuous end-of-year bonuses and have linear
payoffs, they may adopt a ‘naive accounting frame, ingppropriatdy taking into account
thelir pagt results Their internd frames may induce them © gamble for resurrection or to
st on gains®® From shareholders point of view, sunk costs and bendfits should be
ignored. Shareholders may prefer traders to ‘twist’ when they actudly ‘sick’, or vice
vasa Trades may dso suffer illusons of vdidity after random clusters of success, and
increase their risks®® Ther managers may fdl prey to the same illusions and promote
them.

Behavioural externalities

In the last two or three years it has become more widey recognised that bankers

managing privete risks may cause the banking sysem as a whole to become ungable

(see, for example Morris and Shin, 1999; Persaud, 2000; Acharya, 2001). Banks assume

that the returns on financid assets reflect pure uncertainty. However, financid assets are

not traded with nature, but between agents within the sysem. It makes less sense

therefore, for regulators interested in financid dability (which includes both centrd bank

and bank regulatory agencies) to assume tha the risks are exogenous. To take some
examples

- Bankers have incentives to herd. Individud bankers and inditutions are less likey

to be punished if other bankers lose money a the same time. Where information

is heterogeneous, the views of others contain information; it can be rationd to

folow the herd on the assumption that others know something. Thirdly, banks

prefer to make corrdaed investments if they suffer rather than gain from other
banks falure (Acharya, 2001). But if dl banks do the same thing, the probability
of joint falluresis greger.

- FHnencid inditutions react to price shocks by changing ther assessments of the
risks and rebdancing their portfolios If they dl measure the risks in the same
way (eg usng vaue a risk modds) then they ae dl likdy to end up with Smilar
portfolios they are therefore likdy to react to a price shock in an individua asst
by meking smilar trades They herd unintentiondly, and this collective action
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invdidates the assumptions on which the hedging drategies are based (Persaud,
2001).

- The cedit risk of lending short-term is usudly less then that of lending long-term.
A prudent banker may prefer to lend short-term. If dl banks lend short-term,
however, they increase the risk of the borrower defaulting as a result of a liquidity
shock.

- In a recesson, an individud bank may protect itsdf by teking an aggressve
atitude towards cdling default and repossessing security. If dl banks do the
same, there is a credit crunch, aggregate demand fdls and credit losses ae
increased.

-  For cdauding the maket risk on trading items, banks and broke-deders are
interested in risks over very short horizons (often a day or less). Implictly, the
assumption is that the podtion can be dosad out within the time horizon, so0 that if
there is a prolonged bear market, someone dse will bear the pain. Not dl banks
can cdoe out a the same time, however. Regulators assume that firms can close
out over ten days. Even this does not seem logicdly possble

- When lending agang collaerd, bankers assume that they can exchange the
collaterd for cash. Yet, because default probabilities are highly corrdated, when
one banks is «dling its collaed, others usudly ae too. The man form of
collatera on which banks have traditiondly rdied is red egae When combined
with loans to devdopment and condruction sectors, this hes often led to large
indirect exposures to red etate vaues.

- Taking collaterd reduces the loss to the lender in the event of default. But if a
bank's assets are pledged to secured credtors then the postion of unsecured

creditors (such as depositors) in the event of bankruptcy isworse.

In these examples it is homogeneity that is the problem. Bankers wrongly assume that
others actions are independent of ther own. Achayds (2001) modd suggests that
cpitd requirements should be increesing in the corrdation of banks asset portfolios
This begs the quetion of whether internationd banks have become more or less
homogeneous since 1988.

Conclusion

The modern rationde for bank regulation (eg Mishkin, 2000) emphasses asymmetric
information, which automaticaly places limitation of mord hazard and adverse sdection,
and disclosure, a the top of the agenda My discusson is condgent with thet, but has
ddiberady emphasssd number of asymmetries, and ther externdities aspect. The
market fallures are severe. Mora hazard is everywhere. If externdities exis and are not
internalised, then private risk is not sodid risk. There ae externdities of drategy as well
as of falure. There is no guarantee that the private optimum equas the socid optimum.
This is not a new gory, but somewhere during the search for accuracy it gopears to have
been forgotten.

Reducing the asymmetries of information between banks and investors and between
banks and regulators, mitigates some of the problems but by no means dl. It does not
slve depostors  coordination problems, for example, or banks internd  governance
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problems. A number of players do not bear the full consequences of ther actions With
incomplete burdensharing, traders may want more risk than ther managers, managers
more than their shareholders, and shareholders more than the regulators. Others bear part
of the burden. Sometimes that is depostors and other bank creditors, sometimes those
without afinancid relaionship with the bank.

Franchise vdue acts in the oppodte direction. Many bank shareholders and managers
have aufficiently gsrong incentives deriving from franchise vaue that they need little if
any regulation for them effectivdy to interndise ther falure externdities (they dill
auffer from organisationd agency cods, however). Indeed, many banks choose to hold
cgpitd vadlly in excess of their regulatory minima. Some banks have high franchise vadue
and do not need much regulaion because the vaue of the franchise exceeds the put
option vaue of limited lidbility and depost insurance others have low franchise vdue
and do. The privae optimum may be higher than the sodd for some banks and lower
than the socid for others. As competition has increased, the proportion of the latter has
increased in many countries.

In my view, some of the largest banks are quite likey to have an excessve risk appetite.
Of course, the larget may benefit most from supranormd profits derived from market
power, and many large banks make large profits (if one beieves the accounts). As
comptition has increased, this source of supervisory comfort has diminished to some
extent. Franchise vdue fals as compstition increases, and some have argued that fals in
franchise value caused by increased competition can explain much of the increase in risk-
teking that usudly follows deregulation (Kedey, 1990)**%° The largest banks operate
most dosdy to ther regulatory minimum requirements, and they indulge mog in capitd
ratio manipulation. It is ther falure that poses much the grestest threat to others
especidly to non-creditors so0 that even in the absence of a safety net, market discipline
would be insufficent. Ther behaviour externdities are larger. The largest dso benefit
from too-hig-to-fall expectations. The maket does not discipline them because it expects
the bank to be baled out. Managers, too, in many countries may reasonably expect to
keep ther jobs in the event of solvency support, in which case franchise vaue has no
beneficid effect on risk-teking. In any case, even if desred (economic) capitd does not
often fal below regulatory capitd, it is not safe to rely on the two concepts being equa

When objectives and payoffs differ, there is no resson why bankers and regulators should
be ale to reech a common undersanding. It is quite concelvable that even a wdl-run
bank will have a risk appetite that exceeds the tolerance of the supervisor. The only
common underdanding to be expected is that objectives differ. Regulaory capitad
requirements and supervison then have a different role from that in the Estrela modd.

The case in which regulatory capitd condraints are binding should not be seen as
“pathologicad”, nor indicative of regulatory error. Supervison is not just about
didogue and mutud underdanding; it is about cgoling bankers into doing things
they do not want to do.

Improving (private) ‘risk-sengtivity’ of regulatory capital does not necessarily
improve incentive-compatibility. Yet incentive-compatibility is the gopropriate
god. It is not that sengtivity to private risk is bad in itsdlf, but an gpproach that
takes the externdities to be proportionate to the banks own estimates of risks is.
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‘Accueacy’ has been ovevdued in compaison to the other virtues of amplicity,
enforcesbility and comparability.

Although this problem may apply even to the smpler, ‘dandardised agpproach to some
extent (eg in the cydicdity of cgpitd requirements), it applies much more to goproaches
that rey on banks internd measures. Regulators must confront the problem that bankers
have no reason to build modds that messure the risks of interest to the regulator. Thus
the 1996 Makea Risk Amendment (BCBS, 1996a) sets certan quantitative standards for
the use of vdue a risk (VaR) modds For example, the VaR estimate mugt be cdibrated
to a 10-day horizon, and a high levd of confidence (99%, and a multiplier of & least
three). Bank managers are concerned with shorter horizons and less extreme events (and
the mosg common methodologies are better a measring less extreme events). The
quantitative dandards drive a wedge between internd and externd use, and give
incentives for regulatory arbitrage. The higher the regulaiory standards, the grester the
incentive for arbitrage.

7. A critique of practicd supervison

Edrdla (1998) says that “contact between the firm and its supervisor ... can hdp
diminate any differences of opinion that may aise... The supervisors would aso ensure
that the views of the firm ae conggent with the public gods of sysemic safety and
soundness, and that there is no atempt to take undue advantage of dements of the
financid safety net, such as deposit insurance.” But how?

In this section | give a tentative explanation of how supervison works and how it fals. |
ague that the effectiveness of supervison depends sendtively on the incentives on
upervisors to supervise propely and the incentives on bank managers to ligen.
Supervisors mey be honest and competent (and they usudly a€) or they may not. | ligt
some twided incentives that supervisors may face Supervisors  effectiveness dso
depends on their power. Findly, | ask whether supervisory practices are as easy to change
as proponents assume.

However, fird | should set out the advantages of supervison (beyond those implicit in
the fact that it isnot rules). These are, | think, twofold.

Frg, the riks in banking are multi-dimensond. Not dl of the risks are quantified, or
with current technology, quantifisble. Supervisors believe tha quditative assessment can
outperform automatic assessments made using only the numerica data.

Secondly, capitd is a form of gened insurance, dbet one with a maximum payout.
Whatever the risk, if it cryddlises into loss, it is firg absorbed by capitd. However, risks
differ: some, such as losses on credit cad lending, or reconcliation falures are farly
common and predictable The ratio of expected loss (mean) to unexpected loss
(dispersion) is high. Some other events are rare, but catastrophic when they occur. It is
often better to insure the latter risks by some ingrument other than cepitd (eg by
hedging, or by true insurance), or to reduce the probability of the risk trandaing into loss
(eg by improving systems and controls). Supervisors often prefer to see improvements in
risk management - which effectively reduce a bank’s risk in rdation to its cgpitd, but do
not show up in the risk-asset retio - to an increasein capitd.

Supervison therefore has the potentia to serve as a va uable complement to rules.
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Effective suasion

Let us assume for the moment that supervisors act in the public interes. How does the
magicd process of suason work? And wha carots and dicks do supervisors use? The
persuasve tools are manifold, their use subtle, and their effectsill understood.

The incentive effects of supervison depend criticaly on the fourth — action — step of
supervison, and on bankers expectations concerning this dep. Supervison is not a game
agand ndure It is a draegic interaction with no known end. As Schelling (1960, 13)
notes “Detarence is concaned with influencing the choices that another paty will
meke, and doing it by influencing his expectaions of we will behave It involves
confronting him with evidence for bdieving that our behaviour will be determined by his
behaviour.”

In order to underdand how supervison may work, we must consder the set of possble
actions avalable to a supervisor who has completed an unfavourable (or a favouradle)
risk assessment. In conddering whether these actions are effective, one needs to consder
the incentives on the bankers concerned. Findly, supervisory thrests should dso be
credible, and in this case it is the supervisor’ s incentives that matter.

Under the 1987 Banking Adt, the Bank of England enjoyed grest discretion and vague
objectives®® In my ealy days as a bank supervisor a the Bank, | bdieved tha we
effectivdly had one gick with which to thresten — revocation of the banking licence. By
employing the oracular language of the expert centrd banker, the supervisor minutdy
changed the subjective probability atached by bank managers to use of the dick. We
followed Theodore Roosevet’s advice to “ speak softly and carry abig stick”.

But the threat of revocatiion would have no credibility with large banks, which congder
themsdves to be too big to dose For them, the subjective probability of revocation is
vanishingly smdl. Theredlity is, of course, more complex, and other threets are possible.

Supervisory actions mentioned in the Basd2 consultation papers include incressd
monitoring; requiring improvements in risk management and controls and  additiond
cgpitd. The fird and lagt are true threats, snce they impose cods on banks. The second is
not: a threst is needed for the reguirement to be enforcesble. In any case the lig is
incomplete. A number of thrests may be implied, not al of which have thar bags in
datute. They include:

the * Governor’ s eyebrow’
wanings
increased supervisory intendity (more on-site ingpections, reports, audits)

higher cepitd and other regulatory requirements (eg ‘trigger’ ratios, liquidity
ratios)

naming and shaming

fines

persond humiligtion

replacing management and/or directors
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revocation/restriction of banking licence.

| am not aware of any formd assessment of the relative advantages of each. In any case,
it would not be optimad to cregte rules prescribing which option to use. Each problem has
different symptoms and aetiology. The effectiveness of each action will vary markedly
according to the financid podtion of the bank and the bankers in charge, and on the
persondities involved. Supervisors should use the avaldble tools differently in each case
Instead | offer three brief comments.

Vaying the frequency and intengty of vigts in response to assessed risks is both
an dficient use of supervisory resources and an incentive device in its own right.
Suparvisors may have the power to make life miserable, especidly for senior
management, who bear mogt of the burden of supervisory dtention. But is it far?
| shdl return to this quetion later.

If supervison is to be incentive-competible, a bad risk assessment, must result in
an unfavourable outcome for bank management. When a regulatory assessment is
downgraded, someone will have to explan this outcome to an unhgppy Boad of
Directors a the bank concerned. In order to avoid this experience, the person

concarned has a drong incentive to follow the supervisor's suggestions. Although
it forms no pat of law and is not the intention of a risk assessment, the threat of
persond humiliaion is an extremdy powerful Sde-effect.

If a supervisory response is too effective, there is a danger that the supervisor
becomes a dhadow director, acquiring additiond legd  responghilities
incompatible with those of a supervisor.

Supervisory failure: introduction

Supervison imposes codts, both direct and indirect. It needs to achieve benefits that
exceed the cogs. Supervison may fall:

because supervisors do not have enough information
because supervisors are not sufficiently skilled, or are skilled but make mistakes
because supervisors have too little power (or too much)
because supervisors have incentives not to act in the public interest.
The result may be that supervisors
are excessvely kind or excessvey harsh to dl their banks
are ingopropriady kinder to some than to others
behave in ways that are subject to ingppropriate change or dasis.

This sction will manly focus on supervisors  incentives, with a short discusson  of
mistakes.

Danidsson & d. (2001), among othes rase the question of supervisory resources.
Supervisory agencies must have sufficient resources to be able to meke an assessment,
decide on a st of actions, and try to enforce improvements. This requires both numbers
of daff, and skills These are often in short supply. Shortages of human capitd may be
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exacerbated by inditutional restructuring: skilled supervisors may prefer to say a the
centrd bank, or in Bonn. Supevison involves bargaining, and each individud regulatory
decison tends to meatter much more to the bank than to the regulaior. Regulatory
reputation can be a mechaniam for regulators to commit to bargaining hard, but it may be
too codly to acquire Banks can produce voluminous counterargument requiring many
person-days work, and 0 can swamp supervisors. |f decisons require due process, and
due process is resource-intensve, then resource condrants ae likdy to bind and
decisions canot be made or implemented. Resource condraints ae dso likdy to bind
when demand for supervison grows rgpidly, as is often the case after liberdisaion.
Russa and Indonesa, for ingance, experienced a flood of entrants in the 1990s. An
avious solution is to charge banks the margind resource cost of the bargaining process,
but this may impossible given the funding structure of the agency (if the agency is funded
by norHinterest bearing reserves a the centrd bank, or by generd taxation), or it may
amply be seen as unfar. Supervison may aso be too week because supervisors do not
have legd and political power.

No meatter what the level of supervisory resources, supervisors inherently know less about
a bank than the bankers. When the objectives of bankers and supervisors differ, bank
managers will want to withhold information or digort it (Edrdla, 1999). Managears will
wish to teke advantage of anything left undefined in the rules to maximise capitd and
minimise cgpitd  requirements.  Both  when reporting to regulators and in - datutory
acoounts, they have incentives to underprovison, ovevdue assats and collaterd, and
reclassfy unpad interest as a new loan, raher than declare them non-performing. Just as
mosd men dam to be of aoveaverage intdligence, dl bank managers tdl  ther
supervisors that they have a low risk appetite and drict controls. They cannot dl be right.
Sgndling incentives are worse when there is a higher likdihood of the supervisor taking
adverse action. So, for example, there are dso incentives to cheat by distorting a modd
0 as to ignore certain risks or lowering the effective confidence interval, and these are
stronger when regulatory congraints bind (Milne, 2001).

Supervisors may aoply dandards that differ ingppropricily across firms, or ae
ingppropriately identicdl across different  firms. This incondstency may aise, for
exanple, because some firms are more powerful than others, or because different
supervisors have different gpproaches, or because some supervisors but not others are
cgptured by the regulated.

Supervison requires individuds to exerdse <kill, to make judgements under uncertanty
and extreme complexity. When relevant information relaing to a bank’s risks is ‘soft’, a
high degree of ddegaion to the individud supervisor is necessasy (Berger and Uddl,
2002, write in the context of banks, but the arguments are the same). Two people of equd
ill faced with the same information may come to different condusons. This
exacerbates agency problems, and while monitoring dructures (manuds, review panes
etc) can limit individua discretion, there will dways beindividud differences

A third problem is incondstency of supervisory intendty over time. The usuad example of
‘ime-incondgtency’ in the sense of Kydland and Prescott (1977) is forbearance. Any
upervisory threets to act otherwise than condgtently with the incentives in place a the
time will not be credible without some form of binding of the hands Risk materidises
into losses well after it is first assumed, and supervison has lagged effects. The later the
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intervention, in generd, the more codly the problem. Supervisors should thus intervene
wel before the bank is going bust (BCBS, 2002). Regulaors may, however, have
undesrable incentives when a bank enters financid distress to collude in covering up the
problems in the hope that time will hed. Snce there are many subjective items in a
bank’s reported capitd adequacy postion, it is essy to manipulate. Forbearance often
results in banks being permitted to report inflaed asset vauaion; this is paticulaly
likely once the bank has received public assstance.

Because of banks sengtivity to confidence effects bank supervisors are often wary of
usng tools that undermine confidence in the bank. In bad times regulaors ae way of
the effect of maket discipline. Franchise vdue is the regulator's friend, and rdaivey
gnd| falures can undermine vaue. In 1994, Bankers Trust was sued by four mgor US
clients (among others). Internd tapes produced in court reveded a cavdier atitude to
client wdfare within the bank. Bankers Trus's franchise effectivdly disgppeared, and the
bank was acquired soon afterwards. In 1996, NatWest Markets booked a £91mn loss on
revauing interest rate options that had been previoudy overvadued, a loss tha was eedly
absorbed by NaWest's annud profits but the loss severdy damaged the bank’s
reputation and thereby its franchise vaue, put pad to its globa ambitions, and arguadly
contributed to its loss of independence. At word, coordination falures can lead to
‘sungoot’ runs even for the solvent, pure liquidity runs could be more likdy, the worse
the fundamentas. Transparency does not mitigate these coordination falures (Chui & 4.,
2000). Bank supervisors, not surprisngly, name and shame therr flock less frequently
than nonbank supervisors. Even when pat of the regulatory armoury, fines and public
reprimands may not be credible.

In the four-gep modd of supervison, this amounts to a didortion or dimination of the
fourth dep (‘act’), expectation of which dffects previous actions by bankers and
supervisors. One effect of such forbearance is that current depositors are protected at the
expense of potentid future depodtors. Forbearance has been widdy blamed for
daggeringly codly crises in the US and Jgpan, and legidators have responded to this
argument by requiring that supervisors act harshly as banks postions decline in order to
economise on later, greater costs®’ The flip sde of forbearance, of course, is the ahility
to use discretion to improve on the prescription of a rule, eg to smooth the effects of a
criss.

The time-inconddency problem dso goplies to precommitment agpproaches to  bank
cgpitd (Kupiec and O'Brien, 1995). If regulaors have incentives to refran from
punishment in the event that things go wrong - and snce banks have limited liability and
bank falureis codly, they generdly do - precommitment is not negatiation-proof.

Lack of credibility can dso be more subtle The Federd Resarve indructed its money
centre banks to be ready to use the VaR agpproach to market risk by January 1998. The
banks had to achieve a gandard that was high enough to recelve mode recognition. They
did not have dternative systems that could have dlowed them to use the dtandard
goproach if ther modd sandards were judged inadequate. The consequences of banks
faling to recaive recognition would have been severe for both paties and 0 the threat
arguably lacked credibility. While fully intending to set high dandards the regulators did
not give themselves the power to enforce them. ?®



Just as frequently, supervison varies over time for other reasons by migtake for example.
Just as the power of rules is eroded over time the power of a given sandard may fdl
over time Quditaive dandards are abitray, and can be eoded as banks expend
resources on unproductive innovaions desgned to beat the regulator; dternatively,
dandards in the industry may rise, in which case supervisors expectations will increase.
Regulators dso need precedent as a source of conggency, but inditutions may forget as
daff move on, as memos ae irretrievably filed, as regulatory dructures change.
Alternatively, Confucian regulaiors, bound by precedent and habit, may be overtaken by
events.

Error

Information acquigtion and processing is codly, ad S0 rdiondity is bounded.
Communication is inevitebly impefect. It can be optimd in these circumgtances to use
rules of thumb to ‘satisfice (Smon, 1957).

Supervison requires red expetise, to dft evidence and choose the best response. One
opeaiond definiion of <kill is the extent to which a dedsonmaker uses relevant
evidence, discards the irrdevant, and produces a wedl-cdibrated forecast or edtimate.
Silled people do this better than unskilled. But even the most skilled decison maker
meakes judgements that are incongstent and badly calibrated.

We cannot hdp but hang on to superditions. Forma notions of fadfication came rather
late to science, which had managed to explan and predict much naurd behaviour
(rgecting, for example, heliocentrism and phlogiston theories dong the way) by the time
J S Mill discussed the need for dimingtion as a method for inductive proof (1843), and
Popper (1934) formdised into a criterion for theory acceptance. This may be because
fddfication is counterintuitive. Peter Wason's experiments with the four-card problem
devised in 1966 (Wason and JohnsonrLard, 1972) showed that a very large mgority of
people naturdly fal to seek evidence that might disconfirm the hypothess most look for
evidence that confirms. A more naturd gpproach to induction seems to be ‘smple
enumeration’ (Mill), generdisation of an obsarved fact from the mere absence of any
known ingance to the contrary. Even when disconfirming evidence exids, evidence that
confirms a hypothess is often more highly weighted in internd evauation than evidence
that disconfirms. People prefer cognitive dissonance to improving ther mental modds.
We often have too much confidence in our own judgement (Einhorn and Hogarth, 1978).

Moreover, supervisors need to have job stidaection, paticulaly when, as in most
countries, they are pad less than are people of compardble ills in the banks that they
upervie They need to bdieve in wha they do. Supevisors ae therefore highly
motivated to discard evidence any evidence that ther practices ae mdadgptive. One
might call this* motivated overconfidence .

It is important to introduce inditutiond mechaniams that seek evidence of madadaptive
practices in order to overcome the contrary bias. In other words, supervisory agencies
should test whether the acquistion of information, risk assessments and supervisory
actions (steps 24) ae optimd. A decson-meking dgorithm should lean  from
experience. In order for leaning to be possble, there mugt be feedback from action to
outcome, the &hility to rearange cases 0 that hypotheses can be verified or



disconfirmed, the ability to edimate the accuracy of on€'s hypotheses (eg to edimae a
standard error and a confidence interval) 2°

This is not easy. The experimentad way to test the hypothess that Action A is the best
reppone is to try other actions bdieved to be infeior. This goproach may be
incompatible with a narrow reading of the agency’s datutory responghbilities, so thet it is
imposshle to rearange cases. Saidicd methods, formdly condructed to favour
rgection of hypothesess, may be used. However, obsarvation is not objective, but
sHective. Obsarvers biases affect the results. Overinterpretation of data is a common
flaw. In scientific research, negative results are often suppressed by the author or by
potential  publishers  Scentific ‘knowledge  is not infdlible, and supervisors ae not
sientigs.

The third gep of the supervisory process, risk assessments, generdly produces ordind
predictions of rik (eg an dphanumeric rding), possbly with an estimae of direction.
The Canadian OSH, for example, uses a scde of 0-4 for each inditution. It should be
posshle to tet a least the predictive power of the ordering. OSH examines the number
and explanation of what it cdls ‘surprises (large supervisory rating changes), for
example. However, data problems are severe. Regulatory risk assessments and actions are
often secret, and 0 public data are inaufficient. Even within the regulatory authorities,
collecting information in a condgent and testable form without truncating the sample can
beimpossble.

There is a widesoread beief, which | share, that a framework containing subjective
assessments should be adle to outpeform a purdy numericad modd. Although such
inferences naurdly reman prone to eror, hdf an hour with senior bank management
tells the experienced supervisor more about risk management attitudes and Standards than
a day wading through incomplete and rapidy obsolescent financid data®® Rating
agendes and bank lenders, too, usudly add discussons with the debtor/issuer to ther
andyss of financid data.

Some authorities may use automated decison tools. The French Commisson Bancare
ues severd. Its SAABA modd is supposed to mimic a human decison-maker
(Commisson Bancaire, 2000). It incorporates subjective inputs by supervisors Such
imitative modds should have the advantage of diminding inconsgency in response to
given inputs. ‘Bootdrapped computer modds desgned to mimic the decisons of a
skilled decisorrmeker, by diminding incondgency, outpaform the decisonrmeker
(Dawes, 1979).

Regulatory agencies have focused on improving the firgt three seps not leest for the
sound reason that it is easer. The link between the fourth step — supervisory action - and
the banker's response is, in my view, the weskest. This is what FSA (2002) describes as
the link from ‘outputs to ‘outcomes, which defines ‘effectiveness. It is the key to
suason. If the response to a risk assessment does not dicit the right response from the
bank, supervison fals.

It is very difficult to know what effect supervisory action has. Since there are many
possble explanatory variadbles, competing hypotheses cannot be rdiably  distinguished.
The idea that for every supervisory action there is a reaction is a tenet of supervison, but
has no empiricd bass of which | am avae. One of many implications of this is that
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agencies and individud daff are assessed by input rather than output. There is no
performance evduaion; consequently, different actions cannot compete agang each
other. Since there is little feedback from actions to outcomes, bureaucratic inertia is
exacerbated. The supervisor only knows what he did before, and wants to assume that it
worked.®! It is conceveble tha some of the time, supervisors behave like Skinner's
pigeons (1948), repesting entirely ineffectud tics.

As recorded in FSA (2002), some supervisory authorities are teking steps to reduce this
ignorance. OSFI carries out sdf-assessment of the effectiveness of intervention activity
(FSA, 2002, 16), usng poderior bank lehaviour rather than falure as the indicator. In the
US, the OCC have dso looked at the subject, apparently, but no further detalls are given.
The UK FSA is introdudng a programme in which supervisory ‘risk  mitigation
progranmes ae to be monitored (by sdf-assessment) againg bank  behaviour, and
published in aggregate Of course, sdf-assessment crestes signdling  incentives®?
However, the point of this discusson is not to criticise these vdiant atempts but to point
out that even leading authorities have little idea about supervisory effectiveness Mogt
upervisory authorities have no ideaa al.

Many of the bureaucratic control mechaniams within supervisory authorities are designed
to reduce these sources of error, but they are codlly in themsdves and cannot iminate dl
erors or incondgencies. In dmogt any dStudion it is dmogt inevitably uncdear to a
upervisor what to do. No supervisory handbook can specify the correct response in Al
cases, hence the need for skill. Room for manoeuvre exits whether or not the legiddive
regime appears to dlow discretion, and indeed the heterogenaity of circumstances
favours the use of standards rather than rules (Kaplow, 1992).

Smilar problems, of course goply to dl complex sodd tasks, induding  bank
management. But they do mean that in a tak as complex as supervison, ‘incompetence
is not redricted to the lazy and unskilled. Supervisory assessment requires the processng
of lage quantities of informaion and a choice between a large number of possble
actions, under great if not complete uncertainty about the effect of each action. When
learning is nearly impossble, when throwing away cherished bdiefs is aversve, and
when supervisors want to beieve in wha they are doing, supervisors will perss in usng
flawed rules of thumb. In such circumstances, every decision is subject to error.

Objectives
Supervisors generdly try to protect depostors and the financid system. Each agency is
likely to have other officid objectives. The most obvious examples are;
socid equdity objectives, as in the Community Renvesment Act in the US or the
FSA's non-gtatutory socid exdusion work in the UK
subgdigng interest groups Smdl and mediumsized enterprisess (SMES) have
great politica influence, especidly in Jgpan and Germany. Chancdlor Schroder
hes threstened a veto unless SMEs receive more favourable treetment. The Basd

Committee has now daed that lowering the capitd requirements for SME lending
is one objective of the thirdround revisons,

fiscd objectives it is not uncommon for the date to repress banking sysems,
using them as a source of cheap funds.
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Naturdly, adding arguments to the objective function will generdly produce a different
condrained optimum. These extra objectives corflict with the systemic risk and depostor
protection objectives and s0 may lead supervison to fal from the point of view of
achieving these two objectives. If the extra objectives reflect the da€'s policies, and if
the dae has purdy socid gods rather than that of trandferring resources to preferred
interest groups, then they can be seen as additiona ways in which bankers incentives are
digned with the public's preferences. The cost to the consumer and the sysem is worth
bearing. But these are srong assumptions.

Agencies ae ds bound by the commonly-accepted principles of adminisrative law,
legdity, subgdiaity, proportiondity and nondisrimingtion  (Giovanoli, 2000, nl111).
For example, in the US FDICIA prescribes the principle of least-cost resolution (subject
to a sygemic-rik waver); in the UK, FSMA requires proportiondity and cost-benefit
andyss. If commonly-respected individua or group rights conflict with the objective of
gahility (or that of efficiency) then the objective must be compromised.

Sed quis custodiet ipsos custodes?

Supervisory agencies do not smply search for market failures and correct them3*
Supervisors must be persuaded to act wholly in the public interest, and 0 there ae
agency cods. Supervisors face choices over how harshly to respond to banks being tough
is usudly less easy than being lenient. The disutility of ‘effort’ induces mord hezard if
effort is imperfectly observable The economid’s usud recommendation is to change the
incentive gructure by introducing monitoring and enforcement and by compensating the
agent for the margind cost of effort.

Remuneration dructures are multidimensona. Employees may be rewarded for greater
effort by cash payments but peformancerdaed pay is unusud in public agencies. If
bonuses are pad, they are smdl. Career advancement can be an incentive. Bureaucrats
adso have fears, of loss of reputation for example. All reward or punishment is reevant to
behaviour; not dl is within the gift of the employer: banks, paliticdans and the press can
affect supervisors rewards.

One way of giving supervisors dedrable incentives is to make them accountable for their
actions. Accountebility hes different meanings. It can mean accountability within the
organisation, resulting in remuneration, promotion, blame It can mean accountability to
an externd monitor, such as the legidaure. The regulaor may be required to publish a
rationde for decisons, and therefore in some sense publidy accountable. It can dso
mean persond legd lidhility.

It is important to note that peformancerdated reward is not inevitably superior to
reward that is unrdated to performance. Overdght of bureaucrats is particularly difficult
(Prendergast, 2001). Prendergast agues that, from 1998, improved accountability
mechanisms and harsher punishments for mafeasance led LAPD officers to reduce ther
aime-fighting activities with the result that vidlent crime sharply incressed. The optima
regulatory performance contract may be low-powered (Tirole, 1993).

Behaviour is dso much dfected by norms, both within inditutions and within society
more generdly. Supervisors need not have explicit performance-rdated reward to behave
in a way that appears superficidly to be contrary to their short-term private incentives,
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Their colleagues expectaions may themsdves be sufficient to condraint behaviour, or
Upervisors may wish to invest in areputation for integrity.

Even when decisons are made rationdly, bureaucrats act under uncertainty, and error
will aise ex post. This begs quesions of whether the costs of error are symmetric or
whether the asymmetry of any pendty might induce preferences for Type | or Typell
errors. Police officers, for example, receive individud complaints for wrongful arrest but
not for wrongful liberation, and that is why they respond with fewer arrests.

In bank supervison, reward and punishment may be nonlinear in two ways, which are not
mutudly exclusve.

Fre, supevisors may be punished when a bank fals Supevisoy success is not
observable bank falure is. Bank falure is a noisy sgnd: a bank’s falure may not be
indicative of regulaory falure, and regulaion may fal without bank falure In the case
of supervison, the public data suffer from sdection bias. Supervisors successes cannot
usudly be published, while banks crash loudly. “Smply reporting the number of firm
falures ... tdls us very little on its own about our performance” (FSA 2002, 47). If the
combined posshilities of regulaory success and falure, and bank survivd and falure
divide the world into four quadrants the two quadrants describing bank surviva ae
rardy examined. Not al factors rdlevant to a regulatory decison even in the event of
falure are necessrily observable a minimum reguirement is that those cdling to account
review the information used by regulators in making decisons a the time (Kane, 1997).
Those cdling the agency to account must be aware of and correct for this bias. In order to
do that, they must have the expetise to do 0 and the incentives to draw unbiasd
conclusons. The set of such people may be empty. Kane (1997) argues that academic and
press commentators could force regulators to act in the taxpayer's interest, but that they
do not in practice®®

Punishment is not likdy to be monegay. Bank falure is likdy to trigger some public
inquiry, itsdf a highly aversve experience for the objects of inquiry, and may result in
individud blame, loss of job and reputation. Regulators accountable for bank falure
done ae punished for under-regulation but not for overregulaion; naturdly, they
respond with caution. Regulators will gpply high sandards to reduce the risk of falure
they may close down solvent inditutions rather than risk falure and they may bal out
rather than dlow falure to reach the public eye. Harshness is not the only dimenson of
upervigon. In addition, or indead, supervisors will dso try to avoid beng linked to
decisons that could go wrong, which is to say dl decisons. They may adopt an goproach
of putting nothing in writing to avoid an audit tral, which can be inefficent, undear, and
lead to corporate amnesia. They may aso try to cover up or shift blame (Kane, 1997).

Secondly, supervisors may receive complaints from individua banks for being too harsh.
Mog supervisors will find this inherently aversve, dthough there may be some types that
enjoy the fight. Much dso depends on the gpped mechanisms. According to Rennhack
(2000), in Argeting, Boliviaz Colombia, Guatemda and Venezuda within Lain America
done supervisors bear persond liability for the effects of their dedisions®® | believe that
the same aoplies in Audria, and in the Philippines a lesst®” Forbearance is then
inevitable. In the UK, too, the right of banks to goped againg supervisory decisons thet
they condder unfar has been enhanced, largely because of legd uncertanty as to
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whether a lack of goped mechanism would contravene the new Human Rights Act. In
Prendergast’s (2001) tems, dl this amounts to a <hift from internd to externd
monitoring, and it can result in the reduction in the activity for which the bureaucrat is
employed.

Supavisors ae likdy to respond in this second case by reducing the probability of
complants® Since banks will not complan about excessve leniency, supervisors may
amply be too lenient, in which case this form of accountgbility works in the oppodte
direction to the fird. Bureaucrats will resolve this tenson by refusng to use any
discretion, by herding and by rdying on rules and by trying to cover up or denying
knowledge of falures Like equity andyds and fund managers (Schafdein and Sen,
1990), supervisors do not expect to be punished for beng wrong dong with everyone
dse.

In ether case, the dedsve supervisor risks punishment while the ovine and the
druthionine escape. Supervisors will not want to show up ther colleegues by coming to
different concdudons in agoparently Smilar contexts even where the gSmilaity is
mideading. Supervisory assessments of and responses to banks in Smilar categories are
likey to be pretty smilar. It is difficult to desgn incentives to counteract herding and to
reward clear decision-making and taking of responsibility.>

Political accountability can have either effect, too. Politicians have private incentives that
disort their response to evidence reaing to regulaory agency performance’®
Parliamentary or Congressond hearings into bank fallures are more than a disnterested
quest for truth. In many countries, politicians are connected with banks and lean heavily
0N supervisors to support week banks.

Accountability to the executive can generate Smilar problems. As a result of sdection
effects, senior officids tend to vdue power and daus rewards a leest as highly as
money. Many of these rewards are in the gift of the government. If the chief supervisor is
replaced or garlanded a the whim of the head of date, then the legd independence of the
inditution is de facto weakened.

Regulatory capture/collusion

Auditing scandas ae as often as not caused by conflicts of interest rather than
incompetence. The failure of Andersen to produce true and far accounts™ of the financid
postion of Enron appears to be an example*? As non-audit revenue has grown in
importance to accounting firms, so too has the incentive to do what the dient rather than
the user of the dautory accounts wants, ultimately to the detriment of the industry’s
reputation. Such conflicts of interes are not inherently as sark in supervison, but banks
too may rewad ther supervisors. Supervisory organisations and supervisors may be
cgptured 0 that they act in the interets of the regulated. Since supervison involves
didogue and negatigtion, it is difficult to diginguish between openrminded, responsve
supervison and capture.

Banks deive large bendfits from favourable supervisory decisons and it can be highly
profitable for them to invest in lobbying and outright bribery. Many regulaory
organisations impose rules on their gef, limiting the benefit of any gifts or entertainment
received, it may dso be illegd to trade government favours for cash. Agencies dso
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sreen ther gaff a recruitment in order to excdlude those mogt likdy to be led into
temptation;*® and they try to foster a culture of integrity.

But cash transactions are an unsophidicated way to acquire influence. Banks and
upervisors ae more likey to exchange favours. Banning lunches, as some agencies do,
may limit gross patidity but cannot diminate favouriism. Favouritism may aise as a
reult of purdy persond preferences, or it may aise because the supervisor and the
banker have bonds that cut across inditutiond boundaries They may both be
Freemasons, members of the same politicd party, or dumni of the same higher education
indtitution, and in these cases the supervisor has a conflict of interest.

On the other hand, close reations between supervisors and their banking contacts can be
sen as an dfident solution to the problem of information reveaion. Supervison
proceeds from the assumption tha both paties ae honest and act in good faith.
Regulatory trestments result from a bargaining process. A bank may go to some effort to
hdp the supervisor in one case on the implicit undersanding that the supervisor will be
more sympathetic in the future, and this need not be improper. Supervison requires
information, most of which comes from the supervised bank and much of which remains
private between the regulator and bank (hence much of the confuson among some
commentators about what is meant by ‘disclosuré in the new regime). The optima
upervisory response to bad news baances the need to be friendly in order to get more
information early, and the nead to punish. The friendly supervisor knows more about the
bank but finds it harder to act on the knowledge. An informd hierarcchy of reections of
vaying sverity is likdy to dicit more information than when there is only one nudear
option and a risk of triggering it with every revddion. As in cimind judice, a generd
rue tha confessed falures ae more lightly punished may have useful  incentive
properties, but such a rdationship may gppear rather cosy.

Career aspirations are another cause of cgpture. For many public sector taff, career
asprations are internd to the professon: doctors do not aspire to be paients and
policemen sddom resgn to become criminds However, while some bank supervisors
may have internd promotion aspirations, they more commonly plan to move across into
the banking industry, which provides gresier monetary rewards for a given st of ills.
The tradition for top Japanese bureaucras to end ther careers in the indudtries they
adminigered was so common tha it has a name ‘descent from heaven’. (I beieve that
Jgpanexe FSA officids cannot now go and work in the banking sector for a number of
years dter leaving the FSA). There are many precedents in most countries of senior
centrd bank or bank supervisory officdds moving to senior pogdtions in the banking
industry, and even more of middle and junior staff moving across to the private sector.
But such aspirtions can weeken, not to say diminate, supervisors incentives to
upervise

However, the expectaion that the banking industry will vaue the skills acquired a the
regulatory agency is citical to successful recruitment by regulators. So in the desgn of
re-entry limits there is a trade-off between being able to recruit skilled people a beow-
market rates and giving them the incentive to be tough (see Brezis and Wess, 1997).
Agencies could dso try to recruit people without aspirations to work in banking, but this
is difficult to observe in interview, and few ae the people who will invest in acquiring
knowledge of banking without wanting to work in banking.



A sngle prisoner a senior leve could have pervasve effects. Typicdly, disagreements
escdate within both organisations. At each escdation there is the option for ether sSde to
give in. The cogt of management time and attention increases with each escaation. It can
be seen as a war of dtrition. Attrition games may be solved by backwards induction; top
officids define the culture of a supervisory authority jus as top bankers st the
compliance culture. If they enter into informd compects with ther banks more junior
daff will have few persuasve powers. They know that if a disagreement escdaes, they
will lose They have no reason to press ther point, and o they back down or do not
bother to make the point at dl.

If some interes groups have much more power than others then requirements to consult
before issuing rules are not an unambiguous benefit. In banking, producers of financid
sarvices have infinitdy more power than consumers. In the extreme, consultation can be
ameans for the regulated to control regulation.

Supervision and change

If change renders rules obsolete, it has the same effect on supervisory practices. A centrd
plank of the argument in favour of supervison is that supervison is less codly to change
then regulation.

This seems obvious, and it is probably true mogt of the time Some types of innovation
cannot be corrected by ‘smdl’ changes in rules, but require a fundamentd redesgn. Two
examples from the current regime ae the definition of the trading book, and the
didinction between specific risk on fixed income ingruments and credit risk. These two
are dso the sources of many hard cases. For many instruments, both a trading book and a
banking book approach have serious flavs™ and there is a role for supervison in
preventing an excessve concentration of exposure to such ingruments. On the other
hand, snce quditaive dandards are defined in ther usage the sandards can effectively
change over time without having to be rewritten (Keplow, 1992). They can ‘lean’
continuoudy.

However, regulatory agencies do not dlow supevisors free rein, but use supevisory
frameworks to reduce consgency and increese the qudity of decison-making. When
faced with a new issue, it is good practice for an agency to send out a team to severd
inditutions, research the new issue, find out how the risk should be managed & wadl-run
inditutions, promulgate these guiddines both within and outdde the agency and train the
upevisors if necessxy. This is codly and time-consuming. In any case, bureaucracies
can posess 0 much inatia tha they digort locd space-time Herding is inimicd to
experimentation and hence to innovation. Certan issues, such as Y2K, ae inherently
temporary, and if it is dow to change, supervisory practice can miss the boa. In some
cases it may be quicker and more efficient for a supervisory agency to change the capita
rules, or to do both a the sametime.

Conclusions

Both the supervisory and the anti-formdist gpproaches have underemphasized the
problems associaed with supervison. Supervison is like a chan. A dngle problem —
cgpture of a senior individud, for example — may cause the whole sructure to fail. It is
therefore very difficult to design a regime in which supervisors have both the incentives
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and powers to act in the public interes. Once the codts of supervison ae taken into
account, the optimd weght to be placed on supervison is lower. The minimum possble
weight may in fact be the best.

Does accountability lead to excessve or inaufficient standards? Is there too much or too
little supervison? The answver to that will vary across countries. In generd, | beieve that
regulatory capture and politicd weskness are severe problems. Big banks possess more
politicadl power than supervisors in most countries, and s0 are too big to supervise. Legd
problems in many countries redrict the powers and effectiveness of supervisors
Moreover, leniency is magnified by regulatory competition, which | discuss in section9.
In generd, supervison istoo wesk.

In its dismd emphass on government failure, the andyss has much in common with that
offered by lassezfare commentators. It is fashionable to argue that regulators should
fadlitate market discipline as a patid subditute to regulation (see for example Mayes,
2000; Car, 2001). They should require grester public disclosure in order to reduce the
asymmetries of information. Some go s far as to argue that holders of subordinated debt
should do the work of regulaors®™ My condusons are quite different. Although
regulation and supervison have ther flaws the market falures that judified regulaion in
the firg place remain severe. If we clam that technocrats are irrationd, blind and greedy,
we mugt recognise that bankers and other market participants are too. That intervention is
not terribly successul, therefore, is not sufficient reason to rdy on something dse tha
will not be successful. All three pillars have problems, and these are inevitable,

8. Rules stlandards and principlesin banking regulation

In this section | discuss the implications of the ghift from rules to sandards and
principles. | refer to three didinct types of condraint: formulac rules quditdive
dandards and principles (In practice, the caegorisation of particular examples may b
difficult) | diginguish on the one hand between rules and principles Rules ae ether
binding or they ae not. Principles are not binary but have weght. | dso didinguish
between vagueness and precison: formulaic rules are precise, while quditaive standards
and principles are more vague, dthough thisis a generdisation.

Our commercid lives are full of rules regulations and standards*® Only Freemen of the
City of London may drive livetock over the bridges contiguous to the territory of the
Corporation of London.*’ Beverages containing more than 1.2% acohal by volume must
indicate the percentage doohol by volume, determined & 20°C, but to no more than one
decimd place® To qudlify to be labdled as chocolate in the EU, chocolate products must
have a minimum content of cocoa fats British milk chocolate does not qudify and is
cdled ‘family milk chocolat€*® in order to protect the consumer desirous of maximising
her cocoafeat intake.

Those bound by rules may reasonably be expected to know what is required of them in
paticular cases. It is possble to tel whether a drink has been labdled correctly; if a
person is driving livestock over a bridge, it is possble to determine whether this person is
a Freeman of the City of London and whether the bridge is one the rdevant bridges
Formulaic rules may be enforced without human judgement, and human judgement is not
needed to verify whether a formula has been enforced, if the inputs are verifisble®® As
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Edrdla (1995) pants out, this means that not only courts but auditors and market
participants can verify the rulesif they know the inputs.

In banking, rules indude limits and proscriptions on busness, such as those formerly
separaing commercid and investment banking in the US under the GlassSeagdl Act;
cgpitd adequacy requirements, and sometimes conduct of busness rules. If we assume,
that there is no ambiguity in the definitions of capitd or of risk-weighted assets, then the
cgpitd requirement is merdy a formula capitd must be grester than 8% of risk-weghted
assets.

However, this assumption would be invdid, snce not al definitions used in the banking
rues are dear. In the case of the capitd adequecy rules, the definitions of ‘coré and
‘supplementary’  capitd have turned out to be fuzzy, 0 tha regulators are required to
judge whether a paticular form of subordinated ligbility qudifies as one or the other, or
neither. Nor is the définition of the trading book objective, based as it is on unobservable
‘trading intent’. Veification of markto-modd vduations and of provigons is difficult,
and 0 auditors and supervisors prefer to check procedures rather than outcomes. The
definition of capitd requirements therefore contains some subjective demerts, and the
definition of capita rather more.

Precise, quanttitative cepitd adequacy rules and potentidly vague definitions ae
supplemented by qualitative standards>® which are by nature less precise. When it is not
possible or gopropriate to prescribe a generd formula in advance, the law often rdies on
a dandard, which does not have to be defined in advance. Section 9(2) and Schedule 3
paa 4 of the Banking Act 1987 required as a condition for authorisation that the bank
could be expected to conduct its busness in a ‘prudet’ manner. The Banking Act
specified that prudence could not betaken for granted unless a bank were expected to
maintain ‘net assts and other financia resources commensurate with the nature and
scde of the operations. The definition of ‘commensurate (and of ‘financia resources,
for that matter) was left to the Bank of England, which had ready-made definitions to
hand. Prudence is a quditdive dandard, not an objective one someone mugt judge
whether a banker is behaving prudently, and so greater <kill is required then is required to
judge adherence to formulaic rules. Indeed, Kaplow (1992) didinguishes between rules
and standards solely according to the extent to which efforts to give content to the law are
underteken befae or after individuds act.®® The smplidty or otherwise of standards,
unlike rules, is not fixed ex ante a smple sandard may be interpreted by very complex
procedures, and indeed this is how supervison works EC Directives dso incude
qualitative sandards; there are severd for example, in CAD2.%

Principles, even if they are framed as law, do not drictly bind in themsdves. They ae
more generd expressons of gods (such as efficiency) or rights (such as a right to
privacy). High-levd principles can define the intent as wel as the detal of the law, and
make it easier to decide what to do when the law is slent>® Principles can define ends
without prescribing means. In  internationdl  agreements, countries may share  the
objectives, but they usudly prefer different means of achieving them. Sets of principles
ae vey commonly used by internationd Standard-setters, precisdly because they require
interpretation and because countries are different (FSF, 2001 heroicdly narrows down
those rdevant to financid dability to twelve ‘key standards). In the UK, too, the FSA is
bound to have regard to certan principles in its rulemeking.>® But generdity must have
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its limits. Indeed, generd rules tha ae not themsdves susceptible to reasonable
interpretation by the people to whom they apply may violate the right to due process (eg,
Artide 6 of the Europesn Convention on Humen Rights).>® Generd principles do not
provide sufficient clarity. In interesting lega cases, they can to conflict.

Both by desgn and by accident, the capita adequacy regime requires regulators to make
judgements. It is therefore not possble to diginguish smply between precise (Pillarl)
rues and vague (Rillar 2) supervison. The didinction between a formulac rule-based
approech and amore subjective sandards-based approach is at least asimportant.

Supervision and rules

Edrdla correctly points out that the complexity of banking presents a chdlenge to
regulaion, but complexity is dso a chdlenge for supervison. | mentioned above that
supevidon is difficult to describe In fadt, both banking and supervison defy
specification. Congder an andogy with footbal (soccer). The rules of footbdl are
desgned to be cdear and unambiguous, and referees enforce the rules. In practice,
however, the rules ds0 indude quditative sandards (interfering with play while offsde,
intentiond  handbdl, intentiond foul), which referees mugs interpret; this is patly why
referees can be bribed>” Referess have no power to make rules, but a good referee sets
dandards early in the maich that make it cler to the players how the rules will be
interpreted. Enforcing capitd adequacy formulae and sandards is rather like refereaing.

Supervison is more like coaching. One could try to write down rules for playing well
(‘when in a tight corner on the wing, the player mugt try a Cruyff turn to beet the
marker’), and rules for teaching people how to play well. Such rules would cetanly be
incomplete, and, if prescribing a pure strategy, sef-defeating®® Generd principles of
good play are better. There are indeed books that describe the skills of footbdl and some
principles of play, and there are books that describe principles of sound risk management
in banking (eg Coopers & Lybrand, 1997, which contains 89 such). They cannot describe
dl the posshilities only provide generd principles that may or may not have weight in
eech paticular case. Moreover, the rules of footbdl are common, but syles of play are
different.

One could dso try to write down rules for supervisng well, but any atempt to write a
complete precription for supervison is doomed to falure for the same reasons
Incomplete descriptions and guidance, on the other hand, ae not only possble but
useful, and supervisory agencies rely heavily on supervison manuads®™ Supervison is
therefore difficult to build into domedtic law or internationd agreements as rules, except
a a high levd of generdity tha leaves implementation open to a great ded of
interpretation and requires a subsidiary st of explanations.

The Basd ‘principles of supervison recognise the true complexity of supervison. They
are gopropriately hortatory; ther wording implies that exceptions are permissible without
specifying what those exceptions might be. So they redly are principles rather than rules.
They cannot by themsdves be congdered to provide much of a legd condrant on
behaviour. Rillar 2, therefore, is a different anima from the current (Fillar 1) Accord.



Hard cases

Rules sddom provide a complete prescription for dl possble saes of naure. If they do,
they are likely to be too inflexible or too complex. Precise rules are codly to meke. They
adso encourage a legdistic mindset in the regulated, who focus on the letter and not the
intent of the law. Optimad rules ae impefectly precise and leave some room for
flexibility. All countries have their share of ambiguous laws.

Rules may conflict or leave gaps cresting what Dworkin (1978) cdls ‘hard cases. A
judge, as the name implies must use judgement in reeching an interpretation. He must
think outsde the rules themsdves He is likdy to congder the gods of the rules, that is to
condder the rdevant principles The principles may themsdves conflict, and the judge
must decide fow much weight to place on each. Dworkin argues that a judge has weak
discretion; he is not entirdy free to make law but must consder only principles rdevant
to the case. If rules conflict, one of them has to give way, s0 that one rule supersedes the
other, or one rule grants a waiver in some circumstances. Rules aso leave gaps in a way
that principles need not. Rules, sandards and principles therefore al need interpretaion
or adjudication. Within a dngle jurisdiction, it is far to presume that the agency with
responghility has authority to interpret. Legidators produce vague rules and, propter hoc,
grant officids (week) discretion to define them.

Inditutions given discretion to interpret may voluntarily adopt (and often publish) codes
condraining their own behaviour, which may adso be rules. In the case of the Banking
Act's requirement for commensurate financid resources, the Bank of England
upplemented the sandard with a detalled framework (published as ‘Guidance Notes but
having the daus of rules) indicating what risk measures would indicate adequacy (in fact
it continued to use its rideweighted assats gpproach introduced in 1980). A gep in the
datute does not necessarily imply a gap in the rules Without decison frameworks it is
more difficult for gaff to meke and defend decisons. The codes can vary from high-leve
to very detaled: the US agencies, for example publish a great ded of advice to bank
examings on how to approach the examindion process, they dso supplement their
primary legidation with large quantities of published rules

Here the ‘casg corresponds to a new transaction or financid instrument requiring a
regulatory capitd trestment; the judge corresponds to the person who must apply the
regulaory framework to the new ingrument. Many hard cases aise when rules rdy on
categories whose definition turns out not to be tight. The banking book and the trading
book offer two diginct views of the world. Default risk in the banking book and specific
rik in the trading book are reated, but distinct concepts. Many indruments do not St
comfortably in ether book. Many other hard cases rdae to the treetment of innovative
copitd ingruments, and of securitisations with questionable degrees of risk trandfer. In
bank regulation, as in accounting®® the fuzziness of these cases is no accident.
Treatments differ according to category, and banks have incentives to manipulate the
caegory boundaries to get the better trestment (this is regulatory arbitrage again). The
new regme will dso define new categories. In both the revised standardised gpproach to
credit risk and the IRB gpproach, retall exposures will receive more favourable trestment,
and s0 we can confidently predict that banks will try to describe loans to large campanies
as real lending. It is very difficult, however, to desgn rules that treat dl Imilar things



amilaly. Not every rule unfortunady, can be a continuous function of an obsarvable
argument.

The task of adjudicating in the hard cases may fdl to bank supervisors, but more
commonly it fals to a specdig in ‘policy’ to meke the cdl. The hard cases do not form
the mgority of deds but they take up a digoroportionate amount of banks and
regulators time. The policy function produces interpretdions of how the exiging rules
aoply to new cases it dso contributes technicaly to the production of new rules on the
internationa stage.

Faced with a hard case, the regulaior may toss a coin, or choose in favour of the highest
briber or the person of the same race, gender, political paty or dass, but if he did so he
should be criticised for faling in his duty. The obvious question is what Sandards may be
congdered relevant.

In the UK, datute provides other indructions to regulator as to how to go about
ruemaking and interpretation. Four objectives of regulaion are st out in FSMA (82).
The two rdevant to prudentid supevison ae consume  protection and market
confidence; and these are usudly judified on economic efficiency grounds (dthough, a
leadt, consumer protection could certainly be judified by an individud rights argument).
The FSA mugt dso have regard to what are known as the ‘principles of good regulaion’
(83): which indude the competitive podtion of UK financid services the principle thet
burdens imposed must be proportionate to the benefits expected to result from them, and
the principle that consumers should receive an ‘gopropriat€ degree of protection
condgent with cavest emptor. The principle of proportiondity is backed up by a
datutory requirement to conduct an andyss of the costs and bendfits of rule changes,
whichisa‘policy’ gandard.

Thexe datutory principles do not describe dl that is rdevant to a hard case or a proposed
rule. Other lavs may limit the extent to which FSA may pursue these objectives (eg the
Human Rights Act 1998 cregte individud rights agang the date). But generd principles
need not be written down in law to represent congtraints®® For these purposes it does not
much mater whether the rdevant principles are written down in a form tha is itsdf
recognised as law or not (indeed, Dworkin argues that the law cannot be religbly defined
in such a way as to make this distinction), or that they be written down a dl. Regulaors
ae bound by sodd and indituiond convention. If FSMA had not induded the
principles, regulators would ill most probably have had regard to them as they did
before FSMA was passed; they are useful, though, because despite ther generdity they
reduce uncertainty for regulaior and regulated about how the regulators will decide in the
context of hard cases.

Rule types, delegation and fairness

The anti-formalist approach requires generdity and flexibility.*> The Basdl proposds, as
resllt of ther reliance on ‘risk-sendtive internd risk meesures and on supervison, do
not agpire soldy to generdity, but both gpproaches rdy less on formulac rules and more
on quditative sandards and principles Yet formulac rules, dandards and principles are
not close subgtitutes. Standards and principles are usudly more generd than rules They
ae more flexible but they reguire interpretation. This reguires the ddegaion of
authority; it aso rase the difficult issue of whether sandards and principles can be, and
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seen to be, implemented consgently. Different societies have different preferences over
the strengths and weaknesses of the different rule types.

The antti-formdis gpproach is built around the chdlenges tha complexity and change
pose to rules Edrela concludes that, if rules must be continualy changed, then the
neture of the rules should be changed; they should be kept generd. The advantage is that
a a high levd of generdity, rules would need to be changed less frequently. Technology
and market behaviour may change, and require changes to be made to the detaled
dructure of the rules but the principles of regulation and supervison may reman
congtant.

Generdity and flexibility, however, come with cods Frd, gengdity leads to
uncertainty. A law that cannot be interpreted may be no law a dl; to have legd effect,
hignlevd princples mus be backed up by dandads showing how they will be
interpreted. Generdity is not essy to achieve The more generd the rule, the more
interpretation is required before it can congdrain behaviour.

Regulators and legidators in certain jurisdictions — Germany and Audria, among others —
continually emphasse the need for ‘legd daity’ (by which | think is meant, in the
terminology of Black, 1994, tha rues must be both precise and clear). These regulators
have been required to implement vague rules and to make interpretations without in
evay cae explictly having been given the authority to do so, and they often prefer
formulaic rulesto principles ard standards.®*

A common gpproach to the lack of darity inherent in generdity is to combine different
rue types to dly highlevd princples to ancllay documents that st out more
operationd interpretations of the principles so that ditizens may find safe harbours. ®*
This gpproach is not 0 easy to achieve in the internationd context as in domedtic law,
but some suggested frameworks do teke this gpproach (Giovanoli, 2000, and Lamfdussy
et d., 2000).

The EU inditutions have granted themsdves only a redricted st of rule types
(Regulations, Direttives and Dedidons, which dl impose binding obligaions and
Recommendations, which do nat). In banking regulation, only Directives tend to be used.
The European inditutions have not used different rule types as imaginaivey as they
might have done, dther by udng the posshility of generd principles or by agreeing
guiddines (Lamfdussy et d., 2000, 15).

The Basd Committee implicitly uses different rule types Rllar 2, for example, is based
on four key highleve principles, and supporting text that gopears to have the datus of
guidance. However, in an important respect, the Accord and the EC Directives ae
smilar. Nether the Basd Accord nor EC Directives have direct effect. They are binding
on the authorities, not on those to whom the rules will ultimatdy gpply (Giovanoli, 2000,
39). In order to implement them, nationd regulators need to map them on to ther own
auite of rule types, and this mapping can be tricky. Different countries use different rule
types and have different numbers of rule types avaladle to them. If a harmonised
goproach is dedred, the Basd Committee’'s gpparent advantage is illusory: the Committee
must accommodete the leadt flexible common denominator.
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Secondly, generdity implies ddegation, and the degree of ddegation is a politicd choice.
Taullo (2001) writes “In a democraic society with heterogeneous preferences and
ubgtantia  uncertainties, the issue of who makes a decison is a maiter of congderable
importance. Statutory rules may reflect the judgment of a legidature that a regulator or
judge is not the best agent to decide how to baance competing congderations’ [origind
itdicg. In dl countries, rules are imprecise and incomplete, and regulators must exercise
discretion in their interpretations. Some countries, however, have a dronger averson to
generdity — and hence to flexibility - than others.

The extent to which delegdaion to expet adminidrators tekes place varies In the UK and
US, the regulatory authorities explicitly have rulemeking powers®® North American and
British regulators should be ale to implement Basd 2 without recourse to primary
legidation. Of course, delegation in these cases is subject to procedurd requirements and
accountability mechanisms. Severd  European regulaors, induding Germany, mugst wait
for their parliament to change the Banking Act, and this can take along time.®®

Thirdly, because dandards and principles must be interpreted, they may be interpreted
inconggently. This ssems unfair. Behaviour is much influenced by idess of what is far
(eg Kahneman et d., 1986), perhaps because they derive rules of behaviour from mord
beliefs, or because socid norms enforce even when private incentives suggest otherwise.
Supervisors faced with hard cases (or with new rules to make) are no exception. Zgac
(1996, 134) points out that debates over policy changes are dmogt dways characterised
by fames aguments Farness and equdity consderaions have influence for legd
ressons. Liberd dates defend equdity as a basc right. For example, they usudly
enshrine the right to equdity before the law as a condtitutiona requirement®” Whatever
the law, adminidrators are expected to behave ‘farly’. Mogst accept the generd principle
that ‘equas should be trested equdly, and unegquds unequdly, in proportion to relevant
smilaities and differences (Feinberg, 1973°%). But this is an abstract principle ‘equaly’
and ‘rdevant smilarities and differences require interpretation. To be of use in paticular
cases, the abstract principles need to be turned into concrete principles and rules of thumb
that recognise and resolve potentid conflicts with other principles. (The ‘farness
cdculations that people use in practice need not in fact have any normdive vaue, as
Kahneman et d. (1986) are a painsto emphasise.)

Not al cases have an obvious farness dimension.®® But in generd, the hard cases, those
that will set precedent, do. A wholesdle change in the rules certainly crestes winners and
losers and rases quedtions in the mind of the rulemeker about whether the gains and
losses are deserved. When an ethicd dimension is percelved, decisons become based on
desp bdiefs about judice, aout rigt and wrong (Wede-Benzoni e d., 2002),
judgements of which are emationa and indinctive.

The right to equd treetment by the dae is vdued very highly, ard no doubt the
reluctance to deegate is linked to the fear of adminidrative inequities. Banking law and
upervison are very tightly bound by equdity requirements in Germany and Audria Not
only mugt farness be achieved, it must be demondrably achieved, and this condrains the
kind of farness tha can be achieved. If officds cannot rdiably demondrae tha two
cases are different, then they must be treasted the same (even if they are different). For
exanple the conditutional requirement to treat al people equdly is interpreted in
Audria to rue out an individudidic approach to capitd reguirements (it can even be
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agued that different supervisory vist frequencies ae unconditutiond).  This
interpretation has been endhrined in the Banking Act, which requires that the minimum
capital requirement for dl banksis 8%."°

A kind of farness principle that caries very great weight in practice in al countries is
that of consistency across banks and over time. Congstency is a useful concept because it
is a concrete guide, in a way that ‘equdity’ is not. Discussons concerning hard cases teke
it for granted that condgtency will be desrable Supervisory authorities introduce
mechanisms explicitly designed to increese condstency, eg the assent of hierarchica
superiors, quality assurance pands, and peer review.

A problem of gandards and principles is that the effective congraints cannot be summed
up except by smply repedting the sandards or by reviewing particular cases. It is harder
for an agency to achieve condstency across banks and over time it is dso had or
impossble to demondrate that conssency has been achieved. This princple is 0
weighty that it is usudly conddered better to treat dl firms wrongly thet to trest only
some of them wrongly, which is effectivdly an argument in favour of rules and agangt
discretion.

Even in countries where it is more commonly assumed that agencies may behave
benignly, as in the UK, the need for visble farness redricts the actions of supervisors.
The Banking Act 1987 regime gave great flexibility to regulators (it is too early to judge
the FSMA regime in action); banks appreciaed this flexibility when it was goplied to
their own case, but didiked the fact that flexibility was gpplied to others It was not clear
whether, in the minds of many bankers, the benefits outweighed the codts.

One type of consistency, precedent,’! plays a great role. In perhaps the mgjority of cases
to come before the policy expert, the case will be decided by andogy with precedents (in
the terminology of Kahneman et d., 1986, precedent provides a ‘reference transaction’).
Judgements made in the past are so important that when regulators do decide to change
the rules, they often ‘grandfather’ the rights that they are redricting (Zgac, 1996, 121).
This, of course, contributes to the cost of changing the rules.

All this leads to the condudon that formulaic rules, sandards and principles are not dose
subditutes. In the Rllar 1 context, banks have incentives to produce inaccurate modes
undergating ther risk, so tha regulators adopting a riskesendtive gpproach must impose
quditative standards to ensure that the risk measures are not smply misrepresentations.’
The IRB framework reies much more on dandards to be defined in their usage by
regulators.”® This regime shift, as well as making it harder to enforce the rules, will make
it harder b verify whether the rules have been enforced. If a regulator is chdlenged on its
judgement of a quditative dandard, a court is likdy to find it difficult to judge the
outcome differently from the regulator. The court will condder the procedures and
principles followed in reaching a decison. That leaves the agency free within reason to
define ‘adequate’; that is what wesk discretion means.”® The increase in discretion makes
it more important that the incentives on supervisors are benign. In many if not mog
countries, political imperatives will grongly influence which banks ae to be granted
recognition, and the sandards will be interpreted to ddiver that outcome Germany and
Jgpan are probable candidates. In mogt countries the regulatory condraints on large banks
will become weeker. It dso inevitably makes it harder to achieve a consstent gpproach to
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domedtic banks. The nature of any accountability must change, too. Some countries are
less comfortable with this kind of delegation with procedurd accountability then others,
0 the increesed reliance on quditative standards in the Rllar 1 regime will suit some
more than others.

Supavison is intringcdly individudigic. A supervisor must treat  different  banks
differently on the basis of a subjective judgement that cannot be second-guessed in court.
To rely on supervison reguires the legidature to trust an agency with a grest ded of
discretion. In many countries, such trust is aisent (and this mistrus may often be
judified). Mishkin (2000) says that bank regulation provides supervisors “with a dick
they can wiedd to geat banks to implement proper risk management messures” This is
correct; but it is the discretionary part of the regulatory regime that provides the gtick. If
the regulator cannot goply such corpord punishment, there is little point going to the
trouble of the firg three seps of supervison. Supervison works wel in a British or North
Americen  adminidrative sysem, but supervison in  jurigdictions tha  cannot
accommodae adminidrative flexibility is hard, or even impossble The optima approach
to supervison in such jurisdictions may be to do little or none of it. In this casg if the
level of protection dedred is the same as that in countries that can use discretion, other
elements of the safety net need to be enhanced.

9. Theinternationd context

| now turn to the internaiond context. Specificdly, | consder wha the supervisory
goproach means for regulators wishing to harmonise minimum standards.

Different ideas about fairness

Public agencies in different countries have different idess aout wha is far in bank
regulation. To some degree this may reflect framing effects (Kahneman et d., 1986), but
it may aso reflect differencesin preferences.

The mos commonly-cited famess principle in financid regulation is the ‘levd playing
fidd’, which encgpaulaies some notion of competitive equdity. The levd playing fidd is
treeted by regulators and the regulated as a universdly-hdd ided, but it is not defined. If
a change of policy tranders competitive benefits from smdl banks to large banks, then
andl banks will complan of the threst to the levd playing fidd and large banks will
regad it as an improvement to competitive equaity (and vice versd. Both may be
dncere.

The definition of the leved playing fidd depends on the meaning of equa circumstances,
and on whether the judgement of equdity may be deegated to technocrats. If differences
between banks are rdidbly observeble it is both inefficdent and unfar to treat different
banks the same tregting dl banks ‘equaly’ is unfar to those tha are wdl-managed and
low rik, and is not incentive-competible since there is no incentive to improve systems
and controls But this kind of individudigic famess is difficult to demondrate to third
paties, or to the banks themsdves who drongly demand it. An individudigic gpproach
risks administretive partidity and cagprice.

If | ague tha banks should be treated egudly, then it is easy to support a minimum
capitd adequecy rdio tha is the same for dl banks. If | argue that the externdities should
be taxed equdly, then a flat rate will not do unless dl banks are identicd or unless
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differences cannot be rdigbly identified. This smple framing effect characterises a
fundamentd and unresolved difference of view between the UK and many other
European supervisors about the correct gpproach to bank regulation. When such a
difference persds, it is inevitable tha the supervisory regime will differ in important
respects (in particular, in the fourth step).

Secondly, but rdaed, an important addition to Europeen finendd lav was explicitly
driven by a farness agument. The Capitd Adequacy Directive provided the same
passport rights to investment firms as fad dready been granted to credit indtitutions. As a
quid pro quo, the Directive imposad the same minimum capitd requirements as had been
applied to credit inditutions’® Since banks and non-banks competed, this was gpparently
the only approach competible with the ‘levd playing fidd'.”® This doctrine has dso been
cdled ‘same risk, same capitd requirement’.

This is not the only possble view of what is far. Fnandd risk to the firm was implicitly
equated with the risk to society. If invement firms pose less risk to the system (they are
sndler on average) and to the consumer (client assets must be segregated; bank depodts
are not), then is it far to impose the same burden on them? This question does not arise
in countries where both busnesses are contaned within universd banks, but it does
dsawhere.’” It is easy to dress up the same arguments as efficiency arguments, but those
couched in fairnesstermswin.

A third example is the menu gpproach. Offering a wel-desgned menu of regulaory
contracts and dlowing banks to choose therr regulatory gpproach can give banks
incentives to improve risk management. The current Basdl regime offers such a menu in
its market risk rules the new one will offer a menu for operationd risk and credit risk
too. This gpproach can be seen as fair, snce wdl-managed banks can sdect the goproach
with the highest standards (and the lowest capitd), and al banks have the capacity to be
wel-managed if they choose to; it is ‘contribution-fair’ in that banks get to keep the fruits
of ther ‘taent’.

But it can dso be seen as unfar. While dl banks can aspire to manage ther own risks
wdl, there are fixed cods to inveding in the risk management machinery required by the
international agreements. It is therefore eader for large banks to meet the sandards, and
the experience of VaR mode recognition is congstent with this argument. The beief that
the menu gpproach unfarly favoured large banks appeared to lie behind the requests by
certain Members of the European Parliament’® and trade associations for the standards to
be designed so that all banks could meet them. The concluson hed little merit - one
might question the benefit of dandards that even the word bank could meet - and the
amendments were thrown out. However, the farness argument cannot be so lightly
dismissed.

These internationd differences matter for two reasons Fird, they lead regulaors to come
up with quite different interpretations in the hard cases. Secondly, the differences are
deep and difficult to resolve. When farness aspects intrude into negotiaions, the
aguments become ideologica. Negotiators become more emotiond, less flexible and
less able to see the othe’s point of view. Mutudly beneficid agreements may not be
reeched (Wade-Benzoni e d., 2002). Different countries have different ideas about what



is right; it is not clear tha supervisors can or will ever agree on a common Supervisory
framework.

Voluntary implementation

The Basdl Committee is an invitationonly cub of centrd banks and bank supervisors’®
Its agreements are not legd insruments and are not legdly binding. They conditute ‘soft
lav', which Alexander (2000) defines as “an internationd rule crested by a group of
oecidly affected states which had a common intert to voluntarily observe the content of
such a rule with a view of potentidly adopting it into the nationd lav or adminigretive
code’. The Financid Stability Forum has adopted a smilar gpproach.

The Basd Committee does not have a forma voting procedure and works by consensus.
The lack of an enforcement mechanism requires that unanimity be the customary rule of
change. All members effectively have a veto on matters of nationd interest.

To be effective, the Accord must be sdf-enfordng. Common intent to implement is
therefore key. Although they cannot commit ther own governments members draw up
the code with the intention of honouring it. Member countries — and other countries — are
expected by the internationd community to adopt the internaiond norm. There is a
generd agreement that the agreement ought to be observed. Welching has reputationa
cogts.

In fact, softness or hardness is not a dichotomy but a continuum, and the Satus of the
Accord has changed snce 1988. Since it has become recognised as the globa benchmark,
and dnce it has been written (more or less) into EU law, the mord obligaion on
countries to be seen to abide by the agreement has increased, the likdihood of effective
punisiment for non-compliance has increased. Member courtries incressngly view the
Accord as something verging on cusomay internationd law, and the interes of
legidlators within member countries has increased accordingly.®

Evans (2000) says “the traditiond approach to compliance was to assume that dl
members of a paticular club would comply with the dub’'s own rules that supervisors
would bring to colleagues atention their own experiences in interpreting the rules, and
that the tour de table and informd contacts would provide a kind of peer review. This
treditional gpproach broke down ether when some members did not goply the rules... or
when there were marked inconsstencies in the way countries applied the rules”

This is a somewhat downbeat assessment of the status quo from a former Committee
member. Sometimes it can be as easy to change the contract as to behave
opportunidicaly ex post. Where countries have had overiding needs to ignore the 1988
regime, the optouts have usudly been written into agreed amendments®® Since
Committee members have dug into the pork bare, there has been little need to chest.
(However, whether they count as cheating or not, natiiond treatments permit divergent
implementation.)

Unfortunately, as | argued above there is neither common intent nor common &hility to
aoply the new regime in conssent ways. Nationd authorities have different objectives,
powers and beiefs about the role of regulatory capitd and supervison. A didinction may
be dravn between the US view and the Europesn.®” American regulators spesk of
‘expectaions, emphadse supervison as an ad for underdanding, as a didogue between
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regulators and supervisors. “The firg two pillars of the proposed accord didtinguish two
concepts of capitd adequecy: the regulatory minimum in the fird and economic cepitd
needs of the inditution in the second” (Meyer, 2001a). They have a0 logt a great ded of
fath in capitd adequecy regulation; supervison and maket discipline ae the mogt
important pillars, according to speeches by US officids Europeans tend to regard
upervison more as a judgement than an undersanding, and capitd adequacy reguldion
is dill the heart of the regime Different language may mask a common understanding,
but it seems more plausble, given the andyss of nationd differences set out above, that
it reveds dissgreement. | conjecture, too, that differences in assumptions about the
relaionship between private and socid optimum (that is dbout whether risk-sengtivity is
incentive-compatible) could be a contributing factor. These differences are likdy to cause
divergent outcomes even in the absence of Strategic condderaions.

Take supervisory review. Of the four Basd principles for supervisory review, al agree on
the fird, which requires banks to have some idea of why they are in busness. The fourth
principle, which recommends ealy intervention by supervisors is dso  unanimoudy
supported as a principle.

Regulators dso agree on the fird sentence of the second principle, which suggests that
upavisors should supervise However, the second sentence, which  suggests  that
regulators should intervene if they are not satidfied with risk management and capita
adequecy, receves differing emphass a best. To exaggerate somewhat, supervisors in
Europe expect not to be stisfied; US supervisors expect to be satisfied.

The third principle, which exhorts supervisors to expect banks to operate above the
regulatory minimum, is not shared a dl. The principle is difficult to underdand, snce it
contains a logicd imposshility: how could supervisors possbly st a minimum  dandard
and not expect it to be exceeded? Wha would ‘minimum’ or ‘sandard mean? The
awkward language betrays disagreement among supervisors as to what, if any, regulatory
action might be required to turn the ‘expectation’ into redlity.

The prindples of PRllar 2, beng prindples leave plenty of scope for  divergent
upervisory practices. To teke the fourth principle as an example, the definition of ‘early’
and the naure of ‘intervention’ will differ makedly. For example some regimes will
adopt committed agpproaches, others may dgn up to the principle but find it legdly
difficult to act in any specific case, while others have the powers and will take it case by
cae. The incentive effects on banks will differ accordingly.

It is ds0 no secret that there are differences of view over the desired aggregate amount of
cepitd. Thee dissgreements could be due to genuine differences over the amount of
protection desred. They may aso be generated by differences in industry dtructure, the
extent of digntermediation, relative producer/consumer weights average loan qudlity,
positionsin the credit cyde, and so on.

SAf -enforcement

The 1988 Accord is not intended to be a fully-harmonised regime, for two reasons. Fird,
when combined with the Basd Concordat, the Basd regime has three components
mutud  recognition, harmonised minimum dandards and home country  regulation.
Countries are free to adopt more dringent sandards (BCBS, 1988, para 7). From 1985,
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the EU adopted the same approach. The UK FSA sets capitd requirements in excess of
the Basd minimum, because it bedieves the prudentid benefits outweigh any potentid
competitive cogts. Begian banks, amilaly, receve a st capitd requirement for interest
rate risk, on top of the Basd requirements. UK and Swiss banks mugt hold cepitd againgt
the invesment risk of government bonds hed in the banking book. But superequivaence
does not count as chedting. Secondly, it dso contains built-in netiond idiosyncrades, as
mentioned above. Thirdly, as | mentioned earlier, it not as objective as it seems a fird
gght. Sources of subjectivity indude loan provisoning, vdue a risk modes for market
risk, securitisations and the trading book boundary, are essantidly arbitrary.

Basd Committee members are not legdly bound by ther agreements, and there is no
third paty granted the power to sanction the non-compliant (dthough the role could fdl
to fineancid markets, as | discuss beow). Committee members behaviour is affected by
the behaviour of other members it is a draegic interaction. There are dements of
common interest, and temptations to cheat®® The Committee has no known finite
horizon. There is much scope for bargaining, and dnce agreement is multidimersiond, it
is posshle to trade favours. It is therefore an interesting game, and there is scope for
many complex types of cooperdive outcome. The fact tha there are gans from
cooperation but one-off incentives to cheat brings to mind the tragedy of the commons
which is a multi-person prisoner’s dilemma (Kapgein, 1989, makes the same argument).
This is by no means a complete description, but, having argued that there is no meeting of
minds in Basd, it makes sene to emphesse the gans from trade raher than
digtributional outcomes84

In regulaion, ‘chedting could imply a race to the bottom (excessvdy low dandards
leading to excessive risk in the system) or a race to the top®> | assume that regulators
would compete to deregulate. There are three related reasons to support this assumption.
Frd, most regulators ae explictly indructed to have regad to ther nationd
competitiveness. All do o in practice Domegtic palitics weight the competitive postions
of ther nationa producer interests very highly, above gdability mog of the time (except
during crises, when the taxpayer acquires voice). Regulators come under pressure from
domedic banks and politicans if ther cgpitd requirements ae higher than others.
Secondly, regulaiors maximise ther power (and in the case of the OCC and UK FSA,
thelr fee income) by incressng the amount of busness subject to ther regulaion, so they
compete for busness Regulators think and behave as if there are net advantages to
unilaterdly lowering dandards (despite the posshbility that busness does not adways
migrate away from wdlregulated juridictions). Thirdly, before the 1988 Accord,
regulators felt that they were engaging in competitive deregulation, and the Accord was
an attempt to halt the trend. For the same reasons, most regulators are very close to or a
the minimum standards

Some cooperative outcomes that are not individudly rationd in a one—shot game can be
enforced in repeated games®® because others have the ability to punish non-cooperation.
The fewer the players, the esser it is to enforce a given cooperative solution. The Basd
Committee has far fewer members than its securities and insurance andogues (I0SCO
and 1AIS respectively), and of the three it has produced much the mog influentia texts.
Repetition dlows sdf-enforcement without recourse to an outsde agency (eg courts).
Threats may be tacit. What matters is players expectations about others reactions. The
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influence of the threats depends on the vighility of the behaviour and the intensty and
credibility of the punishment. At its drongest, though, cooperation cannot enforce an
outcome that requires higher standards than the lowest preferred by any country (if there
iSs a veto, agreements must be Pareto-improving), and others will have to trade off their
preferred standards with competitive costs® It is not dear to any of the players exactly
what the threet is, but there are two possbilities a return to the status quo, or a complete
breskdown of cooperation.

For cooperation to be enforcegble by peer pressure, however, behaviour must be at least
patly observable by peers. When cheats are only sometimes caught, the expected gains
from chedting ae lager and the st of sudanable solutions is smdler. Qudlitative
dandards are not eesly obsarvable. The information is ‘soft’; it is hard to quentify and
communicate. It is not enough to read the rulebook. In order to judge the intendty of
implementation, it is necessary to look a the dandards applied. In fact, it may be that
quditative dandards are essentidly unobservable. The new regime will rdy more on
quditative dandards, and will create new categories, and S0 require more interpretation
by supervisors.

One source of information on othes dandards is multinationd banking groups.  If
dfiliates apply in severd juriddictions for the same regulatory trestment, it is possble to
infer something about others dandards on the assumptions that Standards are common
among the afiliates®® However, the assumption is strong, and so any inferences cannot
be relied upon.

However, if cooperdion is to be enforced, players need to make the effort to observe
others actions, and respond to the obsarvations. The &hility to observe and make threats
dlows greater cooperation, and this is one rationde for civil law. The Basd Committee
does not take advantage of these opportunities. Members are wary of the judgement of
others. When the rules change, member agencies convene to discuss how they have
resolved unforeseen interpretation chalenges, but there is no sgnificant pressure on those
who choose to make idiosyncratic interpretations.

BCBS (2001c) dates (paragraph 33) that “The Committee intends to devdop a
framework to exchange information amongst member countries — a lesst annudly — on
the satus of implementation of the different pillars and on the exercise of discretion by
countries under various dements of Rllar 1 requirements This approach will dlow
supervisors to  benefit from eech other’s experiences and will promote a bdanced
implementation  between  countries” Eleven months later, the Committee findly
announced (BCBS, 2001d) that it would st up an Accord Implementation Group, to be
chaired by Nick Le Pan of OSHl, “as a means for supervisors to share information and
goproaches rdated to the implementation of the new Accord’. In the absence of common
underdanding, condgency depends on this non-enforcement committee. It does not have
the mandate to enforce consstency.

Disclosure as an enforcement mechanism

Many of the Rllar 3 disclosure requirements are not designed to facilitate an informed
asessment of a bank’s financid risks but to reved differences in supervisors Rillar 1
implementation dandards. The idea is that market participants will use this information to
asess when regulaiors are gpplying a light touch, and that in such cases they will
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increase the risk premium. Banks will then have incentives to force ther supervisors to
adopt high sandards.

Market paticipants do try to punish laxity when they observe it and consder it rdevant.
(They do not congder it rdlevant if they expect the borrower to be baled out, and such
expectations may drive much lending to large banks and to lage countries) Mogt
countries around the world try to implement a Basd look-dike regime, patly because of
pressure from other countries but largdy because the markets reward it. It is possble to a
large extent, to judge the standards with which the 1988 Accord has been implemented.

Yet the hope that these PFillar 3 disdosures will actudly enhance market discipline in the
new regime is optimidic, and & odds with the cautious assessment given in the Sheng
Report (FSF, 2000, eg paa 34 and Annex F).2 Maket participants tend to be unaware
of internationd dandards, and to consder those that they are aware of to be of doubtful
importance.

Even if tha were not the case, judging standards of enforcement of a very complex set of
largdly subjective dandards, as the IRB goproach promises to be is an immensdy
chdlenging task. Information acquistion and processng ae codly. Andyss minimise
cognitive costs by usng rules of thumb and other time savers In the end, market
paticipants amply do not have the incentives to expend the effort to conduct such a
complex assessment.®® Even if they did, the disdosure reguirements are highly imperfect
dgnds of qudity of dandards so they do not have aufficent information to form a
religble judgement. It is not easy t0 mgp such quditative judgements on to quantitative
risk assessments (ie, yields)® If market discipline is to work, the markets need someone
to do the andyds on ther behdf — as the FSF notes - and they need to be aware of and
take notice of these assessments.

The Basd Committee has neither resources - it has a secretariat of 10 or 15, depending on
the source of information —nor authority, nor will. In its fird consultative peper, the
Committee proposed as a necessary condition for bank risk weights to drop beow 100%,
that the sovereign of incorporation should have implemented (or have endorsed and be in
the process of implementing) the Basd Core Principles (BCBS, 1997). The Committee
dropped the idea in time for the second round, in recognition that adherence would be too
codtly to monitor and that self-assessment is not incentive-compatible.

The international organisations best placed to judge compliance with dandards, a least in
the devdoping world, are the IMF and World Bank. But the IFIs would not need banks
Fillar 3 disclosures to make the assessment, the assessments that they do make (FSAPs
and ROSCs — e bdow) are published only with permisson of the assessed countries,
and they do not go into sufficient detall to judge the effective Sandards.

The only dtenative left to judify the extra IRB disclosure requirements is that the
private sector should agppoint monitoring agencies, which means rating agencies, to
incorporate them in their assessments. Assessing regime drength is a task that does not
fdl wdl within the traditiond core competences of raing agencies which like the IMF
have focused more on national macroeconomic and macrofinancid data, and in changing
ther assessments would be competing for the same amdl pool of skilled people They
will not possess the * soft’ information needed to assess a quditative regime properly.
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It is unredidic to expect that Rllar 3's implicit disdosure of supervisory regimes will act
as a maerid condrant on supervisory standards. Those disclosure requirements that are
included ey as a check on supervisory laxness should therefore be dropped.

Is divergence a problem?

Domedtic regulation ams, a least, to protect consumers and the financid system, subject
to ceatan condraints. The raionde for internationd financid regulation is different. The
am is to protect the internationd finendd sysem and to limit competitive inequdlities
Competitive equdity has dways been a the centre of negotiations in Basd. Like others
who invoke it, | presented the principle of the internationd leve playing fidd as <Hf-
evident.

Heterogeneity certainly imposes codts. Providers of crossborder banking services have to
comply with more than one st of rules Sysemicdly-important banks are multinationa
and can teke advantage of regulatory differences and arbitrage between them a low
swvitching cos. Hamonistion ads internationd  comparability and hence  market
dicipline. As Kane (1997) points out, regulaory compdition guards agang
overregulation, but tends to produce excessve leniency in the absence of messures to
protect againg such falure. True harmonisation aso increases the number of cases with
known interpretations and reduces regulatory uncertainty for banks.

There are arlguments in the other direction, however. Diversty promotes innovaion and

efficdency in regulation. Cross-border diversty can dlow banks to evade abitrary or
excessvely burdensome regulation.

| set out in the previous section many aspects that are relevant to the effectiveness of
reguldion and supervison, and argued that they differ between countries. As wel as
legd powers and norms, corporate governance, SUpEVIOry  cgpacities,  banking
dructures, dso differ. A common regulatory agpproach would not give the same levd of
protection to consumers, nor is the desred level of protection for consumers likely to be
the same. Other objectives may be different. And the dedred tools for achieving a
common god may differ. Many of these are more fundamental that regulatory standards,
and 0 it would be illogicd to argue that preferences should change so that sandards may
be the same, for example. In fact, as Aaron and Bryant argue in the preface to Herring
and Litan (1995), “nations specidize in producing goods and sarvices in which they ae
rdaivdy mog efficient. In a fundamentad sense, cross-border trade is vauable because
the playing fidd is not leve [origind itdicg...Taken to its logicd extreme, the notion of
leveling the playing fidd implies tha nations should become homogeneous in dl mgor
respects. But that recommendation is unredligtic and even pernicious”

These aguments imply that the objective of an intenationd ‘levd playing fidd is
flaved.* The term is used as a loaded synonym for harmonisation. The ‘playing fidd
should not be leveled, but sold for redevdopment like the playing fidds of Britain. A
lower cepitd trestment may aise out of competitive behaviour, or it may have a
legitimate explanation. Hering and Liten (1995) ague “the supervisory authorities
dhould focus on sysemic soundness, not on the attainment of a levd playing fidd.”
Irrespective of ther vadidity, however, arguments over the levd playing fidd will persg,
dnce the principle smply appears far to many, and famess judgements are more
viscerd than cerebrd.
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The regime is medy supposed to describe common minimum sandards for mutud
recognition, and such a dructure should permit ggnificant variaion aove the minimum.
In practice, nationd differences appear rather smal:*%: countries definitions of capital
and of risk-weighted assats are pretty smilar, s0 that in practice the regime is more
harmonisad than common minimum standards requiire.

Is this the right amount of co-ordination? The benefits of divergence imply to me tha
abolute harmonisation is not the answer, but some coordingion is better than none |
believe that the optima degree of harmonistion of capitd requirements is different from
that for supervisory practices. If foreign bank branches are permitted to operate in a host
state, as in the Basd Concordat regime, capitd requirements are subject to nearly costless
internationd  arbitrage by large banks o that divergences can be magnified. Smadl
differences could lead to large differences in banking portfolios and risk types across
countries, and concentrations of risk in countries, so that the rules as goplied to the
portfolios of banks in each country become inadequate. There ae limits Audrdia has
implemented its own idiosyncratic risk weights without etracting the world’s mortgeges.
Perhaps Herring and Litan somewha overdate the case for diversty. Internationd
abitrage is mogt likdy to happen with new risks and products that banks suddenly
become desperate to take on; they are likdy to search for the lightest regime and day
there. But the amount of abitrage is difficult to predict. In a sense, capitd is pecid: it
requires a greter degree of harmonisation than that implied by a soft lawv gpproach. The
capitd Accord is one among many sets of unenforced standards promulgated by the
Basd Committeg, but it isfirst among equals.

In the new regime, the mgority of the capitd requirements of the highest-impact banks
will be effectivdy determined by odf-assessment. These cgpitd requirements will  be
sendgtive to the quditaive sandards, and these will be essentidly unobserveble. If the
Basd Committee is satidfied with the current level of harmonisation in Rllarl, then the
level of harmonisation in the new regime will be too low®* The spillovers are far grester
as a proportion of G-10 GDP than they were in 1988, and ‘diversty’ has, if anything, a
negative vaence in Committee discussons.

The deep differences between countries cary more weight when it comes to supervisory
practices, where the legal differences count for more and where arbitrage is not so easy.
Divergent supervisory gpproaches are inevitable, and perhaps it does not matter.
Suparvisory principles ae therefore like the other internationd soft law  dandards:
countries shae common principles, but the implementaion of the dandards must be
embedded in each country’s nationd sructure.

Conclusion

If the supervisory approach has problems in a domedtic context, they are worse in the
internationd domain. Indudry dructures, corporate governance, lobbying power of
banks, numbers and skills of supervisors, career aspiraiions of supervisors, and dtitudes
to the exercise of supervisory discretion, and to banking supervison in generd, vay
within the G10 and EEA. A common supervisory modd would have uncommon impact.
Furthermore, there is little agreement on whether supervison should be done, how it
should be done or the rdiance to be placed on it. Although there is some appetite for
convergence of gpproach in the EU, | detect littlein the G-10.



A supervisory modd that is common in the deal is dso infeesble If sandards need to
be consgent, there must be ether enforcement or common intent. If they were written
down, they would be very difficult to verify and enforce. Regulators faced with the
inevitable trade off of competitiveness and prudence are quick to er on the dde of
competitiveness. More subjectivity dlows them to do this more, and there is no efective
disciplining device PRillar3 disdoures ae patly desgned to limit this risk of
inconggtent interpretation. They will not.

10. Outsdethe G-10 and EEA

Most countries have no obligetion to introduce a Basd-dyle regime, and yet more than
100 dam to have done 0. They have made this dam because the financid markets,
other cauntries and the officd community reward them for doing so. This export success
puts the Basd Committee in a difficult pogdtion. It has no right to st requirements for
those outsde its membership, and has never sought to do so. During the Basd 2 project,
the Committee has rather unwillingly recognised that its framework is the globd
dandard. It is trying to designing the new regime in the expectaion that it will be widdy
adopted; but, contrary to the dams of some, it is aware of the legitimacy problem and
does not want to go beyond its objectives and powes Through its Core Princples
Liason Group, the Committee has tried to facilitate the introduction of fandards of use
to non-G10 authorities and it has dso heped to etablish the Financid Sability Inditute
with the am of improving the skills of supervisors around the world.

The Basd Committee desgned the Core Principles for Effective Banking Supervison
(1997), and the odf-assessment methodology attached to them (BCBS, 1999¢), in
patnership with non-G10 countries, (see BCBS, 1997 for a lig of contributing countries).
These — paticulaly the firg ‘precondition’ - may perhaps be interpreted as minimum but
not necessarily suffidient conditions for effective supervison® The Core Principles are
not a st of rules whose implementation is eedly obsarvable The Basd Committee has
adso published a methodology intended to hedp those regula@ors wishing to improve to
identify the gaps, and this sdf-assessment is supplemented by assessment by the IMF and
World Bank. The IFIs dso expect to provide technicd assdance, dong with the
Financid Sability Inditute.

The Basd Core Principles are a component of one of the twelve key sets of standards
whose adoption is encouraged by the Financial Sability Forum (FSF, 2001). To my eye,
the three others of most importance to effective prudentid regulation are the two rdating
to auditing and accounting (issued by the IFAC and IASB respectivdy), and the
principles and guiddines on effective insdvency and creditor rights sysems (issued by
the World Bank).%® All three will be the subject of Reports on the Observance of
Sandards and Codes (ROSCs) by the World Bank. ROSCs are not mandatory. The
genera approach to these dandards, born of the shortege of people with the reguisite
skills to conduct the assessments, is one of sef-assessment plus externd evaudion, and
the Core Principlesfit into that framework.

Many developing countries fal to saidfy the necessary conditions for effective regulation
and supervison in many ways
Many governments implement policies that effectivdly sed from some sections
of the populaion or from future generations, and this according to Eagterly (2000)
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goes a long way to explaning why per capita red income in the poorest countries
has bardy grown in the last two decades. Bath et d. (2001) present findings on
vaious supervisory practices that they say are more conssent with the ‘grabbing
hand view of government, in which governments regulae to support politica
condituencies.

Many supervisory agencies lack resources politicd  independence, the legd
power to exercie discretion, dear decson frameworks reigble informetion,
strong management and skilled gtaff.

Mog banks ae bady managed, faling even to possess that most basic condition
for competence, a credit culture (Dehase, 1998). Franchise vdues ae often
redricted by financid represson. The return on <kill is lower, and s0 ae ill
levds Banks have less ‘informationd’ capitd. Disclosure requirements are
wesker and less wel enforced than in the G-10, and bank accounts in many
countries are pure fictions, so that the true vadue of cepitd is low or even
negative. Cgpitd markets are thinner and more subject to manipulation. Corporate
governance requirements are week, and bank managers are very often cdosdy
linked to mgor borrowers and to the government.

Developing countries lack inditutiond capitd. All concerned, therefore, have wesker
incentives to act in the public intere, and al three Basd ‘pillars are weeker. In such
crcumsgtances, the indudrid world modd is not necessrily the best. Bath e d. (2001)
write “there is no evidence... tha the best practices currently being advocated by
internationd agencies are bext, or even better than dternative dandards, in every country.
There is no evidence that successful practices in the United States, for example, will
succeed in countries with different  inditutiond  environments”  (This argument  dso
goplies to other countries within the G-10) Supervison is based on a ‘heping hand
modd of government, wheress the evidence is more consgent with ‘grabbing hand or
‘ineffective  hand modds (Bath & d., 2001). Supervisors given discretion will make
migakes, will be bribed or will be bullied by the powerful into abuses of discretion. Rigid
quartitetive rules have cods but they can be enforced without supervisory discretion.
Not only do they bind the hands of supevisors but they bind politicdans too. The
upervisory regime, in fact, dmogt cetanly contains too much discretion  dreedy.
Brownbridge and Kirkpatrick (2000) argue that supervison involved a great ded of
discretion in East Ada, and that this led to forbearance in the period before the criss of
1997.

With dl the necessary conditions in place, an enhanced supervisory approach can hep
improve the credit culture in banks But banks modds for example, are much more
likdy to fal: there is nothing to stop banks inputting garbege in order to receive the
desred gabage out. Implementing the IRB approach on top of a wesk infradructure
would reduce the amount of cgpitd hed agang the risks increase the fragility of the
banking sydem, and exacerbae the misdlocation of credit. 1t would be illusory
regulation, beneficid to bank shareholders but codly to the public. Bath e d. (2001)
find wesk and vaiable rdaionships between indicators of supervisory power and bank
development, efficiency or the level of nonpeforming loans. They dso find that greater
Upervisory powers ae associated with gregter corruption and less bank development, but
that thisis not the case in countries with paliticaly very open regimes



Much of the criticdism concerning the impact of the new Accord on developing countries
has been based on changes in their governments and banks cogt of borrowing: broadly,
that low-rated countries and banks will face a (much) higher cost of borrowing and
reduced supply, and that highly-rated countries will benefit. That is indeed the point of
the changes, which are desdgned to improve banks incentives to diginguish between
different levels of rik, and adso to reduce digtortionary incentives on borrowers. In fact
two other effects will be much worse. The fird is that short-tem bank lending, dready
the mogt ungtable component of capitd flows, will become more volaile as the new risk-
weights have procydlicd effects. This has been widdy noted. The second, less often
noted, is the scope for discretionary abuse.

Because there ae large and incressing internationd  spillovers it would  be
counterproductive for dates and internationd  bodies to put pressure on developing
countries to implement a discretionary regime that would lower standards. However,
pressure to implement a Basg-style regme dready exids The World Bank (2001)
comments that “the internationd community is likdy to expect dl banks to adopt and
implement the Basd Committeg s recommendations.”

Market access requirements adso encourage the adoption of Basd 2, dthough the relevant
laws and agresments support different interpretations. The Basd Concordat suggests that
host countries should take into account the adequecy of home country supervison in
deciding whether to dlow foreign banks to branch in, and should if possble forbid the
authoristion of foreign bank branches where home country supervison is judged to be
inadequate. Subsequent agreements — the Core Principles and the Basd Accord - could be
interpreted as defining adequate. Developing countries may be judged adequate if they
operate a regime at least as drict as the Basd regime, but the safest way for them to
guarantee access is to implement the internaiond benchmak. Smilaly, the Second
Banking Co-ordination Directive requires that standards applied to third country banks
(ie branches) be no more favourable than those applied to banks from other EU member
dates, and this has been taken to include capitd adequacy dandards, and the Capitd
Adequacy Directive builds in the citerion of CAD-equivdence for third country
regimes”’ In view of this legd uncertainty, the sffest way for a developing country to
demondirate equivadent slandards to the rich countriesis to adopt the same regime.

The IMF and World Bak will dso be a source of pressure to implement the
discretionary parts of Basd 2, if they choose to be. As pat of their new Financid Sector
Asessment  Programs  (which  assess  financid  sector vulnerabilities  and  identify
development priorities) the two IFls assess regulatory infrastructures againg internationa
benchmarks, the rdevant benchmak in the fidd of banking regulaion being the Basd
Core Principles. The assessment task is daunting, and the two IFIs have their own sets of
incentives that could digort assessments (officids career incentives, for example), but
they are better placed than others.

FSAPs are not to be published without the consent of the country involved, dthough the
Sheng Report encourages a bias in favour of publication (FSF, 2000, 5).8 Moreover, as
with ROSCs, countries volunteer to undergo an FSAP, the posshility of punishment for a
finding of lax sandards could meen that only good internationd dtizens such as Canada
would volunteer.



The FSAPs were designed to assess compliance not with Basd 2, but with the Core
Principles. However, the two ae linked. The gxth of the Basd Committee's 25 Core
Principles dates that banking supervisors should aoply capitd adequacy Standards to
internationdly-active banks at least as drict as those of the Basd Committee. The FSAPs
need not be a source of pressure to introduce Basd 2 unless the IFs choose to make it 0.
The quedion is whether they will. The IFls have sad that they expect to ‘promote
dissemination’ of the Basd framework, and this is conggtent with the Basd Committeg's
beief that the ‘underlying principles should be exporteéble However, the World Bank
agopears to be more enthusagic aout discretion then that. The World Bank (2001) has
commented that in the devdoping world the benefits of implementation of Rllar 2 ae
likdy to outweigh those of the improvements to Rillar 1, tha “the success of the
proposds in nontG10 countries will certainly be measured againg whether banks and
bank supervisors will be capable of adopting the four dements embodied in Rllar [2]”.
The Bank suggests that a move to a risk-based gpproach “may prove very chdlenging for
many supervisors because supervison will become judgmentd as opposed to being rule
based. The chdlenges that lie ahead should be viewed as an opportunity and not as a
reason for discarding the new framework.” The logic of this argument seems to be that
countries cannot  successfully  employ supervisory discretion and 0 should do just that.
The IMF daf comments (2001) are more cautious they support the emphasis on
Upervisory review, express concerns about additiond demands on bank supervisors, cdl
for additiona guidance on how to assess IRB sysems, and emphasise the importance of
Supervisory  accountability if they are given discretion, and the need for higher ratios then
8% when risks judify. In an IMF Working Peper, Karacadag and Taylor (2000) identify
the conditions for processoriented supervison and maket discipline to work in the
context of developing countries, and express doubts as to whether the conditions ae
widdy stiffied.

‘Enhanced supervison' is codly to acquire, and it does not obvioudy benefit paliticians
cdosdy linked to banks Deveoping countries face a choice about how to expend limited
resources on reducing ther financid fraglity while trying to benefit from incressed
paticipaion in globd capitd makets. Where regulaiors atempts to control systemic
rik are not supported by paliticians, the return on investment in supervisory capeacity will
be negative.

Countries in which producer interess count for more than consumer interests will have
their own incentives to move to the IRB gpproach, which will be cdibraed to produce
lower capitd on average than the standardised gpproach. In fact, internd ratings systems
in countries with rdaivey poor credit loss experiences should give default probability
edimates that require grester cepitd, but there is little chance that standards required to
produce this outcome will be enforced.

The danger is that countries will came under pressure from other countries and from the
markets to implement the whole of Basd 2 in one go, badly, rather than adopting a more
cautious sequencing approach. The World Bank (2001), for example, “is concerned that
non-G10 countries might lack the proper incentives to adopt and implement [Basd 2],

which would be an unwel come outcome.”

Since quditative assessments of regimes are hard, it may be chegper for countries to
cdam tha they have upgraded without actudly doing 0. Idedly, the makets would
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discipline in such cases As | have argued above, such discipline is unlikdy to work in
practice and the effect could plausbly be perverse. Thus the exigence of the codes,
without an enforcement mechanism, may induce a fdse sene of security (Giovandli,
2000).

11. The new regime reconsdered

The Billar 1 minimum cgpitd requirement will remain an incomplete measure of risk in
the new regime. At leest four Sgnificant contributors to socid risk will be missng from
Rllar 1. differences in the impact of falure between banks cydicdity; interest rate risk
in the banking book; and resdud risk arisng from the use of credit risk mitigation (‘w).
In this section | shdl discuss the firg two risks, and then return to the role of modds in
regulation.

Impact

Efficent policy forces firms to interndise the externdities that they impose (up to the
point where the margind cogt of reaulting digortions equas the margind benefit of
reduced externdities), and one means of doing so when information prodems are smdl is
by a Pigovian tax. High-damage banks impose greater externdities and should be ‘taxed
more®® Because of the higher expected loss in the event of default, the socialy-optimd
falure rate (probability of default) of a high-impact bank is less than that of a low-impact
bank.2®° There are two immediate practicd problems with the textbook solution. How to
measure the externdity? And what form of tax to adopt?

The mogt obvious indicator of impact is Sze. Big banks may be less risky because of
economies of scde in risk measurement and because of grester portfolio diversfication.
They may be more risky if there are diseconomies of scae to management or if properties
related to their 9ze leads them to take on morerisk.

Large banks may adso be more risky because of mord hazard induced by the sdfety net.
G-10 and EU countries have depogtor insurance, which reduces or diminaies monitoring
by depostors and thus dlows banks retal funding to be independent of risk. Mogt
countries are secretive a@out the circumgtances in which they would offer liquidity or
solvency assdance. But some banks in dl countries ae believed by maket participants
to be too big to fal (Soussa, 2000). This belief amounts to a perception of a guarantee of
some or dl ligbilities of such banks if the banks are believed to be too big to restructure,
then it dso amounts to a guarantee of managers jobs. It diminates dl maket discipline
and increases the incentives on bank managers to take risk. *%*

Edrdlas suggedtion for counteracting this mord hazard is “to indg that a firm not
reduce its edimate of optimum capitd as a result of unpriced or mispriced benefits from
the safety net”. It will indst udng the tools of supervisory review. This gpproach “has the
advantage of being preventive and frees the authorities from precommitment to nature
and extent of rescue efforts” Unfortunatdy, this suggestion is quite impractica. Despite
its cdear dignterest in doing so, the bank would have to edimate the benefits and add
them into its optimum ceapitd requirement to produce a messure that is not of use for
management purposes. Supervisors will never possess the information they would need to
correct for this, and they do not have the incentives or the power. It is unenforcesble. The
only way to enforce it is to specify a cdculation rule, which is a Fillar 1 goproach, or to
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require an extra lump of cepitd oecified by the regulator usng a quditaive gpproach
(which means trigger ratios).

It is not known how the risk posed to the financid system by the falure of a bank
(sysemic risk) vaies with the bank's sze (or, indeed, with any other indicator).
Undergandably, therefore, the Basd solvency regime does not tax higher-impact banks.
The Basd Committee implicitly assumes tha internaiondly-active banks ae of equd
(high) impact. But the Basd regime is dso gpplied to most domedtic banks in the G-10,
and the new regime is beng desgned with that in mind. The implict assumption then
must be that the benefits of diversification roughly equa the costs of systemic risk.*%2

This assumption can be judified only by the current date of technology. However, it
leeds inevitably to punishment of lower-impact inditutions which is both inefficent and
unfair. Measurement of divergfication is improving rgpidy. The Basd Committee has in
principle agreed to the use of full credit risk models & some point in the future (BCBS,
1999a), and this will bring recognition of the mgor source of diversficaion a mogt
barks. If it does diverdficaion will be rewarded, as will good sysems and controls,
while the margind cog of imposng sysemic cods remans zero. The lagest banks
which are among the most sophisticated, will be the firgt to regp the benefits of credit risk
moddling. They ae ds the banks that mos bendfit from balout expectations The
current assumption that diversfication and systemic risk baance out will then become
untenable. The choice should then be between the pairs (systemic risk tax,'*® recognition
of divergfication) and (no tax, no diverdfication).

Nether minimum capitd  requirements nor  disclosure  requirements  can  currently
diginguish between different levels of systemic rik (nor are there any plans that they
should). Direct taxation or depost insurance fees based on assessed sydemic risk ae
potentid  dternatives, but are not used tha way in practice to my knowledge. Another
candidete tax is intengty of supervison. Indeed there is a hint of such an gpproach in
CP2 “Supervisors should dso condder extend factors. These will vay in different
gtuaions and oould indude... a bank’'s dgnificance in naiond and internationd
financid markets and the exigence and coverage of depost protection.” The eaboraion
of the second Principle of supervisory review contains the idea that “externd factors such
& budnes cycde effects and the macroeconomic environment should aso be
conddered”. But dearly, this is not much hdp. If a common supevisory response to
business cycle effects is to take place, there will have to be much more detall.

This dso auffers from the messurement problems mentioned above, dthough they need
not preclude some rough and reedy categorisations of impact; indeed, this is exactly what
the FSA uses in its new risk-based regime (FSA 1998, 20009). That the rdaionship
between size and impact is not known does not require thet it be assumed to be zero.

Even if such a differentigtion is made, a further problem is this how much supervison
has enough effect on behaviour to persuade banks to interndise the risks? Since the link
between supervisory actions and bank behaviour is not wel undersood, this cannot be
ansvered. But | bdieve that the answer is more than is feasble In addition to the risks
of supervisory falure st out above, big banks have greater politicd voice than amdl
banks, greater than the regulator in most countries. Large banks are too big to supervise
It is precisdy for these banks that the binding effect of rules on both regulator and
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regulated is most beneficdd. In redity, it is difficult to bdieve that Rllar 2 will offer
much defence againg systemic risk ether.

Cyclicality

At every level of the organisation, bankers are rewarded for short-termism. Some of this
pressure comes from ‘maket discipling (Stein, 1989). Remuneration sructures reward
short-term risk-taking by traders A one-year horizon for cgoitd planning and credit risk
asessment is modd, as is a one-day horizon for trading. Saff turnover is high in
invesment banking and a the top leves of banks and unless remuneration dructures
adequatdy measure long-run risks, there are incentives to hit and run. If franchise vaue
is rdlated to market share, then it can be individudly rationad to respond to credit pricing
cydes by inveting in mantaining maket share even during periods when the returns do
not cover the costs of provisons and capitd (Greengpan, 2002). In other words, through-
the-cycle pricing may not even make commercid sense.

Banks use of short-teem horizons shorter then the period of the credit cyde is one
explanation for why they underprice risk in good times and overprice it in bad times
Provisoning agang bad loans, which is lagdy discretionary and to which both earnings
and capitd ae vey sendtive, is dso procydicd. This tendency exacerbates the
amplitude of the busness cycde and can dso cause banking crises. Collatera vauation
dso plays a key role dnce changes in the vauation of collaera can cause feedback
effects into the volume of lending and invesment (eg the financid accelerator).

This therefore is another area in which a regime that follows banks own practice may not
improve systemic dability. Bankers optima invetment horizons gopear to be shorter
than those that are optima for the sysem. Some policy regponses suggested recently
would be desgned to induce banks to build up ther cgpitd raios in good times so tha
cgpitd can be drawn down in bad times (eg Borio et d. 2001, options two and three).

It has been widdy noted that capitd reguirements in the new regime will vary over the
cyde and that this may exacerbate cydlicd behaviour® The effect may be worse for
banks with lower-qudity credit portfolios. The Basd Committee is aware of this problem
and is working on ways of damping this effect. Indeed, it has dready flattened the dope
of the function that maps edtimated probabilities of default to risk weights, which as a
gdeeffect reduces the voldility of cepitd requirements resulting from  credit
migrations’® This will damp but not eiminate swings in capitd reguirements on a given
portfolio. Furthermore, if assats commonly used as collaterd (red estate in dl countries,
and equities in many) vay in a cydicd fashion, and if collaterd vauations used to
determine credit exposures dso vary (ie collaterd is revdued more than once per cycle)
then capitd requirements will follow suit. The Committee has recognised this posshility
(BCBS, 2001c, para. 43) and has suggested a stress test gpproach to collaterd.

Moreover, the Rillar 1 gpproach, even if it produced capitd requirements thet did not vary
over the cyde would not achieve a cydicdly-neutrd effect. In the current regime, the
risk weights do not vary over the cydel® vyet the effect is procydicd: for most banks,
cgoital condraints bind more in downturns, leading them to ren in lending during the bad
times (Blum and Hdlwig, 1995). Even a truly neutrd effect would not persuade bankers
to build up capitd raios in good times. If te Fillar 1 regime does not persuade banks to
do this then supervisors need to do so: “Supervisory authorities should pay dtention to
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the adequate dtability and conservatiam of banks internd ratings and should be given the
possihility to use methods that ensure cyclicd gability” (Danmarks Nationabank, 2001).

But can supervisors redly persuade bankers to save for a rany day? It is had to
upervise when times are good and banks are reporting high profits. The banker does not
want to know; his shareholders are more interested in return on equity than in solvency;
and the supervisor's comfort zone is wel bdow what the bank is reporting. Supervisors,
like bankers may be prone to dissster myopia in good times (Hering, 1999). Supervisors
may not be able to point to quantitative information to back up ther caution (Greenspan,
2002), expecidly if it is assumed tha maket discipline is dways right (and control
functions within banks face the same problem). In good times supervisory discipline of
an appaently profitable bank will appear unwarranted to those who hold the supervisor
to account. Supervison is likdy to be week precisdy when banks are acquiring risks for
which they will not be adequately recompensed.

If s0, regulaors would have to commit to supervisng more harshly in good times In fact,
exiging precommitted regimes ae desgned to comba forbearance, and 0 have the
opposte phase. This goproach may therefore aggravate crises, as suggested by
Danidsson e d. (2001). It may have ds0 rather week effect (Berger et d., 2000),
perhaps because supervisory intengity does not have as much effect on bank behaviour as
its proponents and exponents assume.

A patid solution is to require banks to conduct dress tests that incorporate the credit
cyde. The Committee strongly encourages dress testing, and the quditative standards for
the use of VaR modds and the IRB gpproach aready include a dress testing requirement
(for the latter, see BCBS, 2001a paras 297-300). Unless there is an automretic link to
cagpitd requirements, the dress testing gpproach is redly a Pillar 2 gpproach. If capitd is
to be dmply a buffer, then it must be possble to draw it down in good times This
suggests that that the amplitude of the dress should be reduced during bed times
(possibly by some procedure specified in advance).

Modd s/internal risk measures

Rdiance on banks internd risk messures is the logicd implication of the supervisory
goproach. However, when internd measures are used for regulatory purposes, bankers
have incentives to manipulaie the output. This incentive is sronger where regulaory
capitd condraints are binding.

One way of Iimiting incatives for manipuldion is to impose a punishment for poor
model performance’®’ If such a rule is to be incentive-compatible, then the bank must be
required to hold a leest as much capitd for an undercdibrated modd as for a wdl-
cdibrated modd. The vdue a risk rules indeed contan a semi-automdtic pendty
function. Vdue a risk modd peformance is subject to a very smple test, and if modd
performance is poor, regulaory cepitd must be increesed by a ‘plus factor (BCBS,
1996b). The rules were desgned with the correct objectives of incentive-compatibility
and smplicity rather than risk-serstivity, and they drike a baance between accuracy and
ampliaty.

However, the cost of smplicity is extreme loss of information. The backtest suffers as a
reullt from a severe loss of power to diginguish good modds from bad. A pretty poor
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modd may dll pass and it is not cler whether the pendty function saidies the
incentive-compatibility congtraint.’® Moreover, in circumstances that are left vague, the
regulator can choose not to ‘count’ the exceptions. There will dways be pressure on
regulators not to count exceptions. This pressure increases when regulatory capitd is a
binding condraint, particularly when capitd is scarce in the system. As so often hgppens,
what looks like a rule in fact permits discretion. Even with a amdl amount of subjectivity
built in, the regime is not robugt to renegotigtion. Threds to discipline may lack
aredibility.

If a powerful backtest can rdiably diginguish between the wel and ill-cdibrated, and if
no overide is possble then backteting can dgnificanty improve the incentive-
compatibility properties of modes In the VaR regime these conditions do not goply. In a
credit risk modeling or IRB regime, the data limitations are far worse, and there is no
chance of them applying.'® This is much more of a problem, because credit risk is much
the biggest risk. Since financid ability is a public good, usng modd outputs is rather
like Lindahl pricing — a nice ideg, but not incentive-compatible.

In order to limit manipulaion, the IRB gpproach contans many pages of standards and
comes with harsher disclosure requirements attached. However, the number of standards
is a dgnificant cogt for banks and particulaly for smal banks. The cods of regulatory
complexity are not wel underdood by the rocket scientiss who dominate the technica
debate, but are wel undersood by many of those who run banks, and dso by politidans
Compliance with dl the sandards will be a chdlenging task for banks, who will have to
add layers of control to their operations. Assessment is dso codly for supervisors.
Indeed, it is questionable whether the many pages of dandards actudly can be enforced
in any jurigiction within the G-10, let done outdde it. For example, the German
regulatorst'® intend to dlow dl 3000 banks to use ther own internd ratings for
regulatory capita, yet they will not have the resources to enforce the standards. This may
lead to an increese in banks vulnerability, and in the expected cost of internationd
illovers. Under EU law (2BCD), it will be effectivdy impossble for other member
daes to do anything about the increased risk (there is a ‘generd good” waiver, but it is
not credible that member states would use it in these circumstances).

A more sophidicated defence of modds is to ague thet it is efficient to use banks
private risk messures, and then to manipulate them to produce socid measures of risk.
The 1996 Make Rik Amendment, for example, does this by taking banks modds but
imposng a longer horizon (ten days), a high dandard of confidence (99%) and a
multiplier (a least three!'l). There is something in this argument. Bankers have more
familiarity with ther own risk messures ‘risk weighted assets is a foreign phrase, and
this is rather an obdtacle to ‘supervisory didogue. The IRB proposds are designed to
give a high leve of confidence in the survivd of the bank over the next year. A bank's
modd output could be twesked by multiplication (as VaR modds a€) or by the addition
of a lump of capitd that depends on the bank’s 9ze, to produce the regulaory minimum.
There are two problems with this defence. Firg, it does not evade the falure externdities
knowing that scarce regulatory cepita depends on the output of the modd, and bearing
no downdde risk, bankers have incentives to manipulaie the modd to produce lower risk
edimaes. Secondly, scading up private edimates of risk does not protect agang
behaviourd externdities (if each bank protects itsdf in the same way, the sysem may be
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less safe). The modd may have parameters that make sense for the bank but not for the
sysem: loan maurity in a credit risk modd, for example or a rdaivdy short (one-year)
time horizon. Lending to TMT companies when dl other banks ae lending adds to
sysemic indability; lending when they are not does not. Nor is the impact of falure
likdy to be linearly rdaed to the financd risk to the bank. It may be more efficient to
aoply the tax more directly to the transaction of concern.

| have argued that standards are not observable, and will diverge. Like their VaR figures
the IRB datidics published by banks will not be comparable. Effective market discipline
requires a grester degree of consstency (Crockett, 2002, implies the same point).!*?
Nether PBillar 2 nor PRillar3, therefore, can in practice correct for the undesrable
incentive properties of risk-sengtivity.

Modds are extremdy usgful in risk management, when used as pat of an edectic suite of
mesasures. Eclecticiam diversfies modd risk; it may dso reduce the tendency of different
banks usng the same risk measure to accumulate Smilar portfolios and to react in the
sane way to shocks A highly beneficid sde-effect of the induson of modds in the
cgpitd regime has been an increese in banks investment in risk measurement technology
and research. Knowledge of credit and operationa risk has cetanly accderated as a
result of the Basd Committee's interest. Modds are dso useful to supervisors as ingghts
into the business and as indicators of tendons between regulatory capitd and economic
cgpitd, as Edrdla argues. The more a bank games the sysem, the grester will be
economic capital minus regulaory capitd. In summary, economic capitd is a useful input
into supervison but less useful in regulation. Furthemore, their use in regulaion
encourages manipulation, which reduces their ussfulness in supervision.

12. Summary and condusons

The Basd Accord revisons have proved less easy than anyone expected. This certanly is
not due to any lack of expertise on the part of those desgning the new regime. It is more
that the task is hard, and the Basd Committee made it even harder by choosing the wrong
objectives. The problem lies with its second and fourth objectives (see Section 3).

The fourth objective, risk sengtivity (which, incidentdly, only gopeared in the second
conultaetion package), implies that private sector decisons ae optimd. It should be
replaced by the objective of incentive-compdibility. Its mis-specification has led to
hamful confuson beween PRillar 1 and PRllar 2, beween Edrdlds ‘optimum’ and
‘minimum’ capitd.

The second objective, competitive equdity, is not s much wrong as mideading. Set
down 0 briefly, it biases the thinking in favour of full harmonistion. The regime is
intended to set out minimum dandards for mutua recognition, not to harmonise actud
dandards. It encourages supervisors and others to think that if supervisory practices
diverge, there must be anet loss. Thismay not be the case.

As a result of these misypecified objectives, the proposed regime is flawed. It emphasises
the virtues of the supervisory approach, but neglects the cods. The net benefits of
Upervisory review ae sendtive to the incentives dructures. Beneficid  supervisory
regimes are difficult to build, and in many countries there is no reason to think thet



upavisory discretion would be beneficid. In other countries, it is legdly and paliticaly
problematic to give supervisors discretion, or for supervisorsto useit.

The redive costs of the supervisory gpproach are gregter in an internationd context.
There is litle commondity of purposes or powers a present. The supervisory gpproach
necessrily rdies on quditative gandards and principles, verification and enforcement of
which are difficult. The supervisory gpproach is therefore inconggent with the am of
hamonisation implicdt in the competitive egudity objective The cgpitd adegquecy
framework cannot therefore be accurate, verifidble and comparable (Karacadag and
Taylor, 2000b). In the new framework, the Committee has accepted a loss of verifiability
and comparability in order to achieve the flawed objective of accuracy.

| am pessmidic about the dbility of rules, supervison or maket discipline to achieve
what is required There is mord hazard everywhere, and it is difficult to conceive of a
regime that will diminate al of it. | now offer some dternatiive recommendations, which
ae dubject to the same caveat. They are not intended to be the finished aticle, but to
provoke further discussion.

Before presenting them, | mugt preempt the ineviteble criticism from any reader who
may have pasged this far: the recommendatiions ae politicaly naive, or, equivdently,
they are late. The Basd Committee is too far down the road to be able to make radicd
changes of the sort that | suggest without unacceptable loss of face. That charge may be
correct. Nonethdess, the Committees genuindy (perhaps excessvely) consultive
goproach gives the Committee room to change its mind, and the delay to the publication
of the third consultative paper has crested expectaions of materid changes. The
Committee has receved wide support for its threepillar goproach, but support for the
detall of the proposds has fdlen as the complex and difficult persondity of the new
regime has been reveded. If dakeholders suggest dterndives, the Basd Committee can
properly present changes of mind as aresponse to consultation.

Convergence, co-ordination and harmonisation

If the Basd Committee views the current extent of harmonisation as broadly optimd, as |
assume, then it would regard divergence of cepita adequacy rules under the new regime
& undedrable. However, before taking any further action the Committee should take
dock and consder which parts if any, of the regime require near-complete harmonisation
and which do not. It can then desgn a dructure that ddivers the required amount of
co-ordingtion.

The naure and impact of supervison depend on domedic laws, dtitudes to equdity and
compstition, and regulatory accountability. If these underlying factors converge, more
reliance can be placed on the quditative in co-ordinated internationd dandards, snce
regulators will choose more consgent approaches of ther own free will. Clearly, this is
something of a tdl order, and very little of it is within the gift of regulatory authorities
Indeed, preferences and endowments are more fundamental than regulatory standards. It
would be peverse to try to force these fundamentas to converge so that regulatory
sandards may converge.

Regulators should work on the assumption that complete supervisory convergence is
impossble and undesrable Quditative dandards and principles are incompatible  with
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the competitive equdity objective. In the context of PRillar2 it is better to give up on this
objective. An gpproach in which the principles are agreed, but the implementation of the
principles is subject to nationd discretion gppears mos sensble, and this is after dl,
condgent with the predominant ‘soft lav' modd used for the other standards liged in
FSF (2001).

If near-harmonisation of Rillar 1 capitd adequecy Standards is required, the regime must
rdy to the maximum posshle extent on observables - formulag, not quditaive Sandards
and principles. (Thisview isin fact amilar to that of Edtrella, 1995.)

Wha is perhgps within the power of regulators to achieve is a common understanding of
the drengths and wesknesses of supervison itsdf, and of different supervisory
gpproaches. The Basd Committee could devote more time to thrashing out a more
conggtent, if not monalithic gpproach to supervisory review in generd, and no doubt it is
A programme of daff exchanges might have a mildly beneficid effect.!*® However, this
is hardly a new gpproach. The need for international communication has been noted ever
snce the origind Basd Concordat was not published in 1975, and the telephone lines and
aeroplanes have been getting busier ever since. Expectations should therefore be redidtic.

Different agencies may have unnecessarily different ideas about the purpose of the rules.
The EC Directives have not in generd sat out the gods clearly. Different objectives are
liged in different Directives, hidden between large numbers of less important recitals*
“The recitds to a Directive have legd vdue as an ad to interpretation, they shed light for
the reeder on the intentions of the Community legidaure” (Europeen Commisson,
1997).1*° There might be some vaue in trying to s&t out some cammonly-accepted
objectives and principlesin the recitas.

In the European context, the Groupe de Contact of senior bank supervisors has been
working on a shaed st of guiddines for supervison, which has the potentid to prove
usful in limiting divergence and promoting best practice while dlowing for nationd
differences and avoiding legd problems It mus, of course, work within the nationd law
by which each regulator is bound.

Regulators dso need to mantan continued discussons about ther approeches to
aoplying exiding Rllar 1 sandards. The enormous efforts required by the Basd 2 review
have crowded out discussons of the standards for vaue at risk modes. Discusson of the
new IRB dandards will be needed for years. In the EU, a committee of bank regulators
cdled GTIAD'® makes recommendations about the interpretation of Directives to the
Banking Advisory Committee, and the Groupe de Contact is advisng on the supervisory
aspects of the new regime.

Rules redux

There is a wedge between what banks want to do and what they should do. Prudentid
reguldion conditutes a sort of tax on those for whom the rules are binding. All taxes
increese incentives for tax minimisaion and tax evason, and regulaory arbitrage is the
regulatory equivdent. Yet despite the problems, govenments dill levy taxes in the
absence of better inventions for rasng money. Optimdly, the tax should be goplied until
the margind desdweight losses of the tax equa the margind bendfit of the reduction in
externdities. The Committee's ‘risk-sengtiveé gpproach is equivdent to giving up on the
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tax. The Committee should replace the search for ‘risksengtivity’ with the dogen ‘tax
the externdities .

An dternative gpproach would be to strap the reliance on internd measures. (Such an
goproach would adso diminate the possbility for adverse sdection generated by the menu
goproach.) The Committee could retain its revised dandardised gpproach, which bases
credit risk weights on independent ratings issued ‘ECAIS: raing agencies and export
credit guarantee agencies. This is not to say that the tandardised gpproach is without
problems. Issuers will now have dronger incentives to purchese raings only from the
most generous, rating agencies will face a dilemma between trying to mantaining ther
reputation and maximisng revenue, and dnce lowering of gandards will only be reveded
with a ggnificant lag, some may go for the revenue. In the aftermath of Enron, regulators
ae likdy to be les willing to rdy on reputation done to guard againgt conflicts of
interest. Regulators do not want to regulate rating agencies, but it remans to be seen
whether regulation can be avoided. Secondly, nationd regulaors wishing to race to the
bottom will have incentives to recognise lax rating agencies 0 that their banks save on
cgoitd. The solutions would be to introduce entirdly objective recognition criteria, which
would be vey difficult, or to centrdise the process of recognition. Thirdly, the
Committee, in framing the rules, should condder the externdities more carefully then it
has hitherto. 1 have touched on the difficulties of measuring the different sze of the
falure externdity in a previous section, but the Committee could perhgps do more to
reduce the mgor behaviourd externdities generated when dl or most banks follow what
the standardised gpproach rules suggest.

The fird is tha even the dandardised gpproach will be procydicd, dthough less so then
the IRB for two reasons. Firgt, banks ratings tend to focus on the point in time (typicd
horizon: one year) while externd ratings are more commonly a compromise between
through-the-cycdle and pointin-time and 0 ae less voldile Secondly, the function
mapping ratings to risk weights in the standardised gpproach & flatter than thet in the IRB
goproach. Mog rating migrations result in no change to the capitd requirement, but when
they do, the discontinuities between the risk buckets are lage on a rough and ready
cdculation, the impact on a sovereign borrower of being downgraded one notch from A-
to BBB+ would be of the order of 50 bass points, and from BBB- to BB+ would be 80
bpl!” The Committee could consder introducing intermediate risk weights Jorion (2002)
argues that while risk measures tha react dowly to new information may be seen as
daidicadly wesk, there is an economic bendfit to smoothness The Basd Committee
could dso congder smoothing the effects of rating trangtions by using moving averages.

The second herding externdity is that the Standardised approach continues, dbeit in a
much more redricted way then the 1988 Accord, to subsdise short-term  interbank

lending. This short-term carve-out, restricted to three months or less™® in the second
conaultative pgper (BCBS 2001a 16, option 2), has been retaned because of worries
about a loss of liquidity in the interbank market. However, the carve-out is not judified
and should be abolished, for three reesons To an individud bank, a short-term loan is
less risky than a longterm loan; to the system, it is not (for the same reason, capita
requirements in the advanced IRB gpproach should not depend on banks edtimates of
maturity, and the preferentid treetment of mortgage bonds in the EU scrgpped).

Secondly, the carve-out amounts to a subsdy of the liquidity of a sngle credit maket,
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the rationde for which is dubious® Thirdly, interbank lending is an important vehide
for the propagation of contagion, and has grown in recent years. it is perverse to subsdise
interbank lending when it increesesjoint fallure risk.

If the Committee is to retain the IRB gpproach, it will have to accept that the capitd
regimes will diverge Almogt paradoxicdly, it might be possble to increase the Sandards
of enforcement by pruning the number of sandards.

The Committee could aso concentrate on reducing incentives for avoidance. In the Basd
context, there are two ways of doing so: fird, rigoroudy enforce smple rules. Secondly,
change the rules that treet smilar things very differently and so encourage menipulaion.
The rules that reward securitisation but not diverdfication are the worst but not the only
problem. Rules will, of course, continue to fal, and to generate wedeful avoidance
drategies. It is probably impossble to desgn a regime that is simple, taxes externdities
and contans no such digortions. Supervison is a paticulaly good tool for controlling
the effects of gaming — if it works.

The promised movement in due course towards full modeling of credit risks could be a
mistake. It would rdy too much on supervisory standards which are inevitably different;
it would increase the risk of sysemic ingtability as a result of interdependent choice; it
would unfarly bendfit large banks unless they were dso subject to a tax on thelr systemic
rik that varied with some edimate of systemic risk; and it would further blunt the impact
of make discipline by reducng comparability. Furthermore, credit risk modds may
overesimate the benefits from diverdfication, partly because reliance on a source of
divergfication will tend to disgppear if other banks are dso relying on it (Persaud, 2000);
and patly because diverdfication may not in practice improve the soundness of the
sysem (Achaya e d., 2002). As Acharya and co-authors note, “the optimd indudrid
organization of a banking sector might be one that comprises severd focused banks
indead of a large number of diversfied banks an outcome that may dso be atractive
from a systemic risk sandpoint.”

If divedfied loan portfolios caot safdy be trested more generoudy, then
securitisations and other baskets must be trested more harshly. This would be very
unpopular with banks, snce it would increese overdl capitd. After fourteen years of
regulatory arbitrage, the protection offered by an 8% rdio is andl, 0 an increase might
be benefidd. However, it would not be conggtent with the Committegs objective of
mantaining overdl capitd (for the probably fictiond interndiondly-active bank on the
sandardised gpproach). The solution would be to recdibrate overdl requirements.

It is often argued tha securitisstion (including synthetic securitisation) dlows a more
efficdent dlocation of finencid risks and thus should reduce the optima amount of
regulatory capitd overdl. However, the amount of the reduction in the current regime is
vay lage and probably out of dl proportion to the dlocaive efficiency gans Indeed, it
may be argued that there should be no reduction in capitd & al. The gans from trade are
not guarateed. The fundamenta theorems of wedfae economics, which assat the
Pareto-optimdity of compdtitive equilibriaz do not agoply in condition of impefect
information  (induding asymmetric  information) and extendities (Greewdd and
Stglitz, 1986) and s0 do not goply to banking. Because banks tend to herd, for example,
parcdling risks aound the sysem dlows banks to achieve more (privatdy) efficient
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portfolios, but it dso increases the homogenaity of banks risk profiles. The indability of
the finarcid system in response to shocks is increased, as banks with Smilar modds and
portfolios dl wish to take the same Sde of the trade (Morris and Shin, 2000).

How the am of diminaing aggregete capitd reductions from securitisations should be
achieved would be a matter for the Committee; indeed, the Committee has made a dart
by proposing a harsher treetment of originators.

It must be emphassed that reiance on discretionary supervison (and enforcement)
probably cannot be diminated in a capitd regime; it is Smply a maiter of degree. No rule
can be fully committed, with no posshbility of discretionary waver. The most important
source of discretion in the Basd regime remans the vauation of assets (which, in a
sysem of accrud accounting, redly means provisoning). Any concavable regime will
rdy to some extent on didinctions that are defined only in their usage the point of this
argument is to emphasise the need to minimise this reliance.

Rules of change

Complexity and change are problems for rules Hat (1961) argued that society solved
these problems by introducing other kinds of rules known as seconday rules (of
recognition, change and adjudication). The procedures for changing rules (the ‘rules of
change) are not imposad from outside but, indirectly, chosen by society.

If innovaion is rapid, as it is in banking, then the bdance between flexibility and
catanty is shifted in favour of flexibility. Rules need to be changed more quickly. In
such a case, society may need to reduce the cost of changing rules ether by ddegaing
more or by dreamlining procedures (or, preferably, both). Supervisory policy mekers
need some flexibility in desgning capitd and supervisory responses to new products. If
they do not have thisflexibility, the resulting outcome will dmog certainly be inefficient.

There is perhaps no reason in principle why soft law should be any eeser to change than
hard law, paticulaly where, as with the Accord, the law is not entirdy soft. It comes
down to procedure. Howewer, in this case, soft law is esser to change The Basd
Committee can change the rules quickly and informdly when it wants to, and not dways
by issiing an offidd amendment to the Accord.*®® That the Basel Committee is able to
achieve technicad progress & a pace gregter than the industry can manage is remarkable.
The Basd 2 review has taken a long time because the banking industry is understandably
keen to get the new rules right, and needs time to ddiver what its lobbyists have been
daming during conaultations to be edtablished practice The process of change in Basd
need not be streamlined.

The EU’'s codecision process for producing and amending lant?! is designed to baance
an intergovernmentd and directly democratic approach. The procedure is involved,
however, and proceeds a glacid pace. All agree that the European approach is too dow;
what is not agreed is who mugt submit to the self-denying ordinance needed to acceerate
change. Each inditution agrees that legidaion should be fast-tracked where possble, but
not a the cost of its own influence.

An dternative process that would effectivdly increese the number of rule types and
accderate amendments within the exising treaty dructure is set out in the Lamfaussy
Report (2000). Leve 1 cadss of a Directive or Reguldion containing ‘framework
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princples and the definition of implementing powers. Leve 2 condsts of ‘technica
implementing messures. At Leve 3, a European Regulators Committee produces “joint
interpretation  recommendations, consdent guiddines and common  dandards,  peer
review, and compares regulaiory prectice to ensure condgtent implementation and
goplication.” Some of these may feed back into EU law, 0 that soft law is legdized over
time, but not in Al cases

The Lamfdussy recommenddions wee endorsed by the Europeen Commisson,
goproved by the European Councl & Stockholm in March 2001, and by the European
Paliament in Februay 2002.'?2 The debate effectivdy hinged on the definition of
‘implementing meesures, ie who had the right to define interpretation in specific cases,
meatters of implementation may be made subject to a comitology procedure, the effect of
which is that Paliament ddegates The European Paliament is, accordingly, migrustful
of comitology and gppears likdy to take a narow view of wha counts as
‘implementation’.

Lanfdussy’'s subject was securities legidation, not banking. However, the report has
wider import, as has been acknowledged by Wim Duisenberg, among othes The
Lamfdussy hierachy seems a paticulaly efficent gpproach to supervisory review,
where high-leve principles are not enough to bind, and yet the detalls are hard to write
down and lidble to obsolescence. The Banking Advisory Committee effectively possesses
comitology campetence for parts of the Own Funds Solvency Reio, Large Exposures
and Second Banking Coordination Directives, but has sddom if ever acted in comitology
mode!®® If the EU supervisory approach is to be successful, it will require informd
agreement on bed practice outdde the purdy legidative dructure of the EU (ie at
Levd 3, pehaps by the Groupe de Contact, which has been meding snce 1972
independently of the EU dructure). While negotiations between the three European
inditutions continued, the European Commission tried to ensure that a didinction is made
in the CAD3 proposas between the high-levd and the implementing guidance.

| have argued that Rillar 1 cgpitd adequacy approach should be largdy harmonised, and
should therefore be based on quantitative rules The Lamfdussy gpproach is not
inconggent with harmonisation. Harmonisation would be conggtent with a framework
Directive that lad down the objectives in the preamble, and Ieft the production of binding
implementation measures (containing quantitative rules) to comitology. Such an approach
would dlow the EU to kesp up, but such a degree of ddegdion is politicdly
inconceivable at present.*?*

Enforcement

Enforcement is “the Achilles hed of [soft law] dandards’ (Giovandli, 2000, 45). In the
EU, a binding enforcement mechaniam dready exids However, it has hitherto been too
wesk in practice (Lamfdussy et d., 2000, Leve 4).

For the internationd regime to fal to be able to take advantage of potentid gains because
of an authority ggp in enforcement seems inefficient. If the new regime is to be less
obsarvable than the old, and if the current degree of harmonisation is deemed desrable,
then the inditutiond property rights will have to change. In order to improve ther ability
to peform on othewise unenforcegble promises, Basd Committee members should give
themsdlves the right to be punished. It need not go so far as to turn soft law into hard law.
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It should be noted, however, that the Accord has ‘hardened” over time, and, as Giovandli
points out, “more often than not, soft law has proved to be a precursor of emerging hard
law”. There are at least three clear options, none free of flaws.

Frd, agreements could be made binding, and give dispute resolution or
enforcement powes could be gven to a sepaae internationd  body.
Commitments binding on daes would conditute hard law. Giovandli  (2000)
recommends a framework Directive dructure (a treety binding a the leve of
principle). Enforcement candidates would include IMF or World Bank, the World
Trade Organisation (which produces binding resolutions of trade disputes), or a
World Fnancid Authority (Eatwel and Taylor, 2000). The quedtion is whether
the IMF and World Bank can credibly discipline ther mgor funders and on the
other hand, whether the WTO - which is willing to rule againg anybody - would
have the expertise to judge. (The WTO, however, has to acquire this expertise as a
result of its GATS respongihilities.)

Secondly, verification could be grated to a private sector third paty, as the
European Commisson has occasondly agppointed private-sector accounting firms
to report on the trangpodtion of the banking Directives. Again, however, there
could be conflicts of interest, Ince the member agencies could dso be Sgnificant
clients or regulaors of the firms, and confidentidity problems

Thirdly, the Committee could formdise its ‘sharing of experiences into a sysem
of peer review. There is a precedent to which each Basd Committee and EU
member country has assented. The Financid Action Task Force conducts ‘mutud
evduations of the compliance with its ‘Forty Recommendations by its 29
members’® Peer review could come in two flavours of punishment. The first
would retan the non-binding datus of the Accord. The monitors opinions could
be communicated to the authority concerned and to other members, this would
have some suasve power, but there would be a high risk of lesks. Opinions could
dso be published, which would have grester enforcement power but wald be
more vulnerable to manipulaion. A second agpproach would be to introduce a
sanction mechaniam.
In order to asess implementation under any of these modds, it is not enough to look a
the rulebook. Assessment must cover how rules are interpreted, ad what sandards are
goplied. Such assessment would have to be intrusve, and could not be done from a
digance. It should dso be noted that the number of people qudified to make such
judgements is limited. Whether or not the judgement were made by peers or by a third
paty, the people making the judgement would probebly have to be drawn from the
nationd authorities (as they ae for FSAPS. As Giovanoli points out, internationd
authorities may be seen to carry greater authority, and be more neutrd, than peers.

Paliticdly, it may be esser to mantan the soft law goproach, but to harden it dightly,
rather than moving draight to hard law. For this reason, | favour the third gpproach as a
fird gep, with the threat of further hardening if it does not work. The notion of peer
review is repdlent to some Committee members, perhaps since it brings the threat of
embarassment. It might have to be imposed on the Committee by an internationd body
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with greater authority.'®® It must be emphesised that this proposd is intended to apply
only to Basd Committee members, S0 thet there should be no legitimacy gep.

Alternaively, the Committee (and the Europeen Commisson and Banking Advisory
Committee) could decide that the degree of decentraisation in a cgpitd regime in which
unobsarvable rules and dandards are voluntarily observed is acceptable. If <o, the soft
law gpproach remains gpproprigte. The firg pillar of the new Accord would then
conditute something much more like the other internationd soft law Standards, induding
Fllar 2; it could then, no doubt, be dreamlined. The corresponding European Directive
could then be truly a framework Directive. This would seem to require a large change of
heat on the pat of paticpants, dthough smdl components of Rllar 1 effectivdy use
such an goproach. For example, the Committee will agree principles for the recognition
of physcd collaterd in the IRB gpproach, but the exact definition will be left to nationa
discretion.

Developing countries

| have argued that without the correct incentives and support for supervisors, relying on
supervisory discretion will be codly. The danger is that deveoping countries will come
under pressure from other countries, from internationd bodies and from the makets to
implement the discretionary parts of Basd 2, s0 tha Rillass 1 and 2 both fal. For mogst
developing countries the 1988 Accord, which is itsdf inedequeate for the circumstances of
many developing countries (not having been desgned for them), is much better than
Basd 2 taken as a whole. If the two are compared on a like-for-like basis, however — that
is, the 1988 Accord credit risk weights are compared with the standardised approach to
credit risk — then the new Accord could wdl be an improvement, paticulaly if the
procyclica effects can be damped.

In my view, the effect on developing countries is the biggest weskness of the current
proposds. Fortunately, the problem could be the essest to fix and is perhaps the most
likdy to be fixed. These fears are widdy shared. “Even G-10 supervisors may find it
difficult to veify the accuracy of a bank's internd rating sysem, let done mogt
upervisors in deveoping and emerging economies” (World Bank, 2001). Senior centrd
bankers such as Clementi (1999) and Meyer (2001a) have expressed sSmilar concerns.
However, no doubt conscious of their lack of legitimacy in this context, they have shied
avay from gaing the logicad conduson, which is tha rdiance on internd risk messures
isaluxury appropriate, at best, only within astrong supervisory structure.

Furthermore, even if the discretionary gpproach is accepted as the gppropriate long-term
god, it is not obvious that the best route to this god is to increase the role of discretion as
fast as possble. Improving the ability and incentives to supervise finendd inditutions
will inevitsbly teke time — severd years a least - as noted by Lamfdussy (2000),
Karacadag and Taylor (2000), and Hawkins and Turner (2000).

An unintentiond dde-effect of the Basd Committee's three-pillar gpproach is that it may
reduce emphass on other ussful policies Indeed, as they inves in improving the
inditutional infrastructures to support the three pillars, countries may be better off relying
on other pillars dtogether. It is not essy to identify the right answer, and indeed it is not
the purpose of this paper. A one-szefitsdl approach, except a the most abstract leve,
is likely to be ingppropriate. All that can be sad with confidence is that promoting a rich-
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world nodd that may not work even in the indudrid countries is not likdy to be the
answer. However, | would make two generad recommendations.

The gengd am should be to improve the incentives of bankers and supervisors
Bankers and shareholders, in particular, need to have a dake in the surviva of the
bank. They must expect to make profits, and they must expect to suffer in the
event of a falure If they do have a gake in the future, they are likdy to control
risks, take alonger-term view and monitor and screen borrowers more closdly.

If dandards and principles rey on discretion, and discretion cannot be trusted,
then the regime must be based on smple rules. Rules should require less kill to
enforce, and they provide supervisors with some protection agangt politica
interference.

Bankers should be dlowed and encouraged to make profits. If managers and shareholders
have a dake in the future of the bank, the effectiveness of prudentia regulations become
less important: bankers have reason to hold capitd anyway. Polides repressng bank
profits (negetive red interest rate ceilings, high reserve requirements, forced purcheses of
government bonds) exacerbate incentive problems. Policies promoting competition are
not necessarily optima, and indeed etry redrictions may be a usegful tool. (The problem
is that they are likdy to induce corrupt practices) Similarly, Helmann & d. (1995) argue
for entry redrictions and deposit rate celings set a podtive red interest raes, to increase
banks potertid to ean economic rents and 0 increese their dake in surviva.
Punishment in the event of falure should automaticdly include the replacement of
management. In some countries, replacing management may not be within the power of
regulators, in which case the law will need to be changed ether to permit, or, prefergbly,
to require the regulators to replace management in the event of solvency support. Caprio
(1996) recommends vaious options desgned to increese the ke of bankers including
free banking, narow banking, higher capitd requirements, entry redrictions and
increesed ligbility for shareholders in the event of insolvency. Caorio and Vittas (1995)
report thet in Scotland in the free banking era, shareholders had unlimited ligbility and,
not surprisngly operated with high cepitd raios (while Scottish per cgpita income grew
quickly). Some US daes in the early ningteenth century operated a doublelidhility rule
for shareholders.

Banking crises tend to be more codly in deveoping countries (Cgorio and Klingebid,
1996). Developing countries should therefore condder introducing capitd adequacy and
prudentid rules tha ae tougher than the Basd minimum (Caprio, 1996, and Hawkins
and Turner, 2000). They should, for example, congder copying the approach of Hong
Kong and Colombia (among others), setting retios higher than 8% for dl banks Setting
individud capitd redios is not recommended, & least until supervisory discretion s
shown to work. They could congder adding smple trestments of risks excluded from the
Basd regime. Interest rate risk in the banking book and resdud risk on collaterdised
transactions are both very serious risks for many banks. Again, however, such sringency
may have beneficid effect only when cepitd is properly cdculated. Bath et d. (2001)
find litle rdationship between capitd dringency and bank devdopment and  non-
performing loans. Capitd adequecy rules, because they can be manipulated by banks, or
by banks in colluson with regulators, can essly fal. And when cgoitd is vary likdy to
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be overdaed as a result of chronic underprovisoning, a 25% large exposures limit may
not be tight enough.*?’

It is possble that the adoption of the Accord in many countries has not contributed to
bank soundness but has in fact provided fdse comfort to regulators and depostors. In
such cases it may be tha other, cruder approaches to soundness might be more effective
than sdting high minimum cepitd ratios there is an argument for dropping the Core
Principle that requires that capita ratios be at least equivaent to Basd standards.

Hawkins and Turner (2000) recommend that until the fundamentas are in place, regimes
should rdy on smple solvency rules liquidity rules large exposures limits and reserve
ratios. To these one might add foreign exchange exposure limits and connected lending
redrictions.  Moreover, in ocountries with lessdevdoped regulatory capecity, micro
regultion may be rdaivdy expensve Eawdl (2000) notes tha “microeconomic
reguldion may be a means of reducing systemic risk, but macroeconomic action may be
more efficient”.

Rules are only as good as their enforcement, and in many countries enforcement lacks
credibility because the wesk infresructure does not correct the private incertives
(Gianini, 2001). Snce disretion canot be wholly diminaed, actions to improve the
incentives of participants cannot be avoided; this is the beneficd aspect of ‘enhanced
upervisory capacity’. For example, while a double-lidhlity rule is smple, it is not trivid
to enforce, and the same agpplies to other rules Shareholders may disgppear; more
commonly, they may st up opague owneship dructures. A double-indemnity rule would
therefore require that supervisors had the power and responshility to withhold or
withdraw authorisation from banks with opague ownership dructures (something like the
Pogt-BCCI Directive in the EU).

A rule redricting connected lending is of prime importance. Where borrowers are dso
owners, they have incentives to loot!?® Rules on connected lending are common, but
routindy evaded, partly because it is essy to st up affiliale companies with different
names, and because this is difficult to spot. However, bank falure is so commonly
asocide with connected lending that it is worth devoting subdantid  resources to
enforcement. Again, post-BCCl rules would help supervisors to identify the owners.

Wha can the rich countries and the IFls do? Fird, they can try to do no ham. Countries
intent on enhancing ther finendd stability should be encouraged to focus firg on
inditutiond investments embodied in the Basd Core Prindples (exduding principle 6),
and on the other sets of gandards sat out in FSF (2001). The Core Principles, rather than
the Accord, should continue to be the primary sandards judged by the IMF and World
Bank; if the sxth principle is retained, the IFIs could make clear that adherence to the
1988 Accord is congdent with it. The IMF and World Bank should not put pressure on
countries to increese the role of supervisory discretion until they are sdtified that the
necessary conditions for supervison to be useful rather than harmful are met. (The IFs
may dready have this intention, but the regponses to the Basd Committegs second
conultative paper have left room for doubt) They could dso point out in their FSAPs
where, in their opinion, a country’s infrastructure is not srong enough safdy to permit
the expangon of regulatory discretion.
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The Basd Committee, IMF, World Bank and others could try to educate market
participants, usng the lessons leant from the Sheng Report, so that they punish regimes
that unsafely rely on modesin particular, and supervisory discretion in generd.

The Basd Committee should darify what it means by the Accord's ‘undelying
principles beng autable for wide gpplication. Wha, indeed, ae the undelying
principles, and why are they suitable? The Committee should make clear that the use of
discretion as a subgtitute for rules can only be successful under certain drict conditions,
likdy to be sdidfied only by those with advanced legd and regulaory infrasructures.
The Committee, together with the Core Princdples Liason Group, should publicly
discourage regimes from contracting out regulation to ther banks by rdying on banks
risk mesasures.

The market access incentive depends on whether the Basd 1 regime is dill to be
conddered ‘adequate or ‘equivdent’. The Committee should ether dtate that the 1988
Accord may be conddeed a Basd-equivdent regime or date that countries
implementing the standardised approach done (‘Basd 15, pehaps) will not be subject
to access redrictions, S0 that countries do not come under officid pressure to implement
a dangerous regime and can implement Rillass2 and 3 in dages (banks in the EU will in
ay cae be bound by internationd accounting Standards by then). The European
Commisson and Banking Advisory Committee should do likewise, 0 that EU regulators
are not forced to punish those choosng to gdick to the 1988 Accord or implementing only
the standardised approach.®® Faling that, there is wide scope for interpretation within the
Directives, and the regulators in the largest internationd banking centre - London — could
takeaunilaterd lead.

This a bigger problem for the EU, because it requires the accesson countries to adopt the
entire acquis communautaire subject to negotisted wavers. In this case, it would be
better — both for exigsing EU members and for the acceding countries - to dlow the
accesson countries to concentrate on getting the basc rules right before implementing
Fllas 2 and 3 and the discretionary pats of PBillar 1, otherwise each pillar will not
support the structure but merely add weight.
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Figure 1: the supervisory process
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Appendix — Glossary

Basd Accord: a 1988 agreement by the Basd Committee to enforce a minimum solvency
ratio of 8%.

Basd Committee on Banking Supervison: a group of centra banks and bank supervisory
authorities in the G-10 countries, which meet & the Bank for Internationa Settlements in
Basd and produce common agreements and sandards, not binding in law.

Basd 2 the proposds from the Basd Committee to review the 1988 Accord. The firgt
conaultative paper (CP1) was published in June 1999, the second (CP2) in January 2001
At the time of writing, the date of publication of the third is rumoured to be May 2003,
with the find rules to be published later in the year. Implementation of the new regime is
planned for 2006 at the earliest, but it is not clear whether the iterations are converging
on afinite number.

CAD3: Third Cgpitd Adequecy Directive, yet to gopear in draft, a codename for what
will be the EU equivaent of Basd 2.

EEA: Europeen Economic Area. A free trade area comprisng the European Union
member daes plus Norway, Liechtensein and lcdand. Entered into existence in 1994.
The three non-EU membes ae committed to implementing Community legidation into
nationd law in areas covered by the 1992 EEA Agreemernt.

FSAP. Finandd Sector Assessment Program, a joint World Bank/IMF assessment of the
vulnerahilities in a country’s financid sysem and in the way it is managed. Invented in
May 1999, &fter the Adan criss.

G-10: a Hf-sdected goup of rich countries. The G10 countries are Canada, the USA,
Sweden, Itdy, France, Germany, Belgium, the Netherlands, Sweden, and the UK are the
G-10; and Switzerland dways attends too. Sometimes used as a shorthand for the Basd
Committee, but is actudly a group of countries defined by ther contribution to IMF
GAB. The Basel Committee has representatives from 13 member countries, Spain and
L uxembourg being the other supernumeraries.

IRB gpproach: an gpproach to regulatory capitd requirements that will dlow banks to use
thar own modd inputs (probability of default, plus loss given default and maturity in the
advanced goproach) in cdculding a regulaory cepitd output. The IRB agpproach fdls
ot of full-blown credit risk moddling because edimation of corrdation between modd
inputs (most commonly, default probabilities) is not permitted.

Fillar 1: minimum capitd adequacy reguirements. In Basd 2, these can be based on
banks own credit risk and operationd risk assessments.

Rillar 2: supervisory review. Exegesisin the main text.
Rillar 3: mandatory or encouraged disclosure *as an aid to market discipling'.

ROSCs Reports on the Observance of Standards and Codes, conducted by the World
Bank or IMF.

Solvency ratio: the ratio of capitd to a cude measure of risk known as Risk Weighted
Assats. Also known as arisk-asset ratio and (in France) as the Cooke rétio.
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* In the case of bonds, this is essentially idiosyncratic risk from which a common factor of yield curve risk
has been stripped out. A major component of this specific risk is default risk.

® These are intended to be at Level 1, in the terminology of Lamfalussy et al. (2000).

® Rational approaches to the problem are likely to have these steps in common, but will differ in the details.
So, for example, this model may be seen as asimpler and more general version of FSA (2000a) Figure 1.

" These two sentences are one reason why capital requirements for operational risk are difficult to design.

& Most supervisory agencies split their supervisory staff into different functions, the most important split
being between those with overall responsibilities for specific institutions, and those whose responsibilities
relate to the management of a particular kind of risk across all institutions. Here and for the rest of the
paper | have in mind the generalist ‘ relationship manager’.

° | pick on Estrella partly because his work at the Federal Reserve Bank of New York gives him some
influence, but mainly because his clear and thoughtful articles persuaded me for some years. If the Basel
Committee had produced a full justification of its approach, | would have considered that; but the Basel
Committee enjoys the privilege of producing statements ex cathedra, and finds it difficult to avoid doing
so. The Committee is a set of members with diverse interests and attitudes. It is no surprise that the
Committee is not good at producing justifications for itsrules. In fact, it is more surprising that it is able to
produce the rules at all, working as it does by consensus. | have found only two explanations from the
Committee, both of which are quoted in this article.

19 This relies on the explanation of Hart'swork given in Murphy and Coleman (1990) and Dworkin (1978).
™ Hendry (2002) provides one such attempt.

12 Banks are large in comparison to people, and so even without limited liability one might expect bank
failure to cause damage even after its owners have surrendered all their assets. But it is the corporate
limited liability constraint that binds first.

13 In option terminology, vega is highest when a plain vanilla option is at the money, so that the
shareholder’s wealth is improved more by increasing risk at the payoff ‘kink’ than elsewhere. Not
coincidentally, the pure time value of the option (option value minusin-the-money amount) is also greatest
in the region of the strike price. (The option vegaalso declines with time to maturity.)

14 The European Commission takes an activist approach in the area of state distortions. It regards the state
recapitalisation of WestLB as an illega state aid (Decision C (1999) 2265, 8 July 1999) and required the
German government to recover the illegal aid. WestLB sued at the Court of First Instance (Case T-228/99).
The European Commission and German Government reached an Accord on 17 July 2001 under which state
guarantees can be maintained only until 18 July 2005. The Commission had previously issued three
decisions concerning Crédit Lyonnais; it decided in December 2001 that an Italian bank tax discount was
incompatible with state aid rules; and in January 2002 decided that Crédit Mutuel had been
overcompensated by the French government for operating a savings product known as le ‘Livret Bleu'.
Crédit Mutuel isto appeal, with the French government’ s backing.

15 Although high-franchise value banks have more reason to hold high capital and less-risky assets, a
bank’s actual capital ratio is not in general equal to its private optimum (as a result of shocks and
adjustment costs), and so should not be taken to bereliably indicative of franchise value. A bank suffering
anegative capital shock will have strong incentives to rebuild capital and reduce risk if it has high franchise
value, and incentivesto gamble for resurrection if it does not.

16 vegais positive for plain vanilla options.

7 Although created independently, the diagram can be seen as a slightly simplified version of Goodhart et
al. (1998, 49) Figure 3.3.

18 Council Directive 89/646/EEC. References in this paper are to the original banking Directives, most of
which have been since consolidated into a single Directive (2000/12/EC).



19 Financial services are included in GATS, the General Agreement on Trade in Services. A suit may be
brought to the WTO on the grounds that regulatory standards are too high and constitute a non-tariff
barrier. The only permissible defence isthat the standards are required for prudential reasons.

20 |n 1995, under pressure from major shareholder Warren Buffett, Salomon Brothers linked staff bonuses
with return on capital, more than two dozen members of staff quit. It turned out to be individually
irrational for Salomon to improve its policy, and the firm had to scrap it. There is perhaps an argument for
intervention to facilitate a change of convention to the benefit of all.

%1 Thisis the same problem that a central bank facesin lender of |ast resort operations.

22 The same behaviour has been observed at race tracks. Punters, who lose on average if bookmakers are
competent, tend to shift towards long shots later in the day asthey try to recoup losses (McGlothlin, 1956).
Pushkin (1836) implicitly provides a similar psychological theory of gambling for resurrection.

23 This could be compared to basketball shooters belief in ‘hot streaks’, which appears to be without
empirical foundation (Gilovich et al., 1985).

24 Boot et al. (2000), however, argue that other sources of reputation (such as the use of credit ratings) have
increased to compensate.

5 Cruickshank (2000) recommended that that the FSA be given a statutory competition objective. His
recommendation was not followed. Instead FSA rules may be reviewed by the Director-Genera of Fair
Trading and the Competition Commission. Cruickshank’s recommendation was incomplete at best, and in
my opinion wrong. A system in which a small number of banks generate supranormal profits and have a
high franchise value clearly has competitive inefficiencies, but the effects in the context of market failures
are ambiguous. A less competitive system may be more stable and require less regulation. Competition
reduces banks’ profits and increases their vulnerability to shocks, a lesson that was learnt by legislatorsin
the 1930s. Hellmann et al. (1995) argue that public policy aimed at the creation of economic rents can
promote financial deepening. Secondly, increasing the profitability of lending may reduce some of the
agency costs associated with lending, for example increasing the average quality of the borrower, and
improving screening incentives. Small numbers of banks may also have more reason to organise ‘ lifeboats
for failing banks, and stronger incentive to monitor interbank lending as a result. (On the other hand, the
banks may be harder to supervise, since high-value banks have more reason to invest in the acquisition of
political influence.)) Competition, like financial stability, is a means to welfare, not an end in itself. See
Cetorelli (2001) for adiscussion of the benefits and costs of competition, and some cross-country estimates.
Cetorelli also argues and presents some evidence that the provision of finance to small businesses may be
improved in a concentrated banking system, so that UK’ s structure may happen to be efficient.

26| cannot find in that Act any definition of objectives. The protection of depositors is the implicit
objective (811(1)(e) for example, and Schedule 3 para 4(2)(b)); | can see no reference to protection of the

financial system.

27 There seems to be an inconsistency in the US worries about forbearance on the one hand, and strong
belief in supervisory discretion on the other. However, it could simply reflect the effects of time. FDICIA
— and the Basel Accord— were both negotiated at a time when the cost of forbearance was uppermost in the
mind. Subsequent experience of rules may have caused he heart to grow fonder of discretion.
Alternatively, the supervisors may simply value discretion, not regarding FDICIA as a materia constraint
on action. In reality, the PCA component of FDICIA, as with all apparently precommitted regimes,

contains a significant element of discretion.

28 Similarly, Japanese regulators will be under enormous and perhaps intolerable pressure from banks and

government to allow their banks to save on precious capital regardless of their risk management standards;
and German regulators have more or less been instructed by Parliament to grant model recognition to the
smallest banks.

29 This comes from a cognitive psychology article for which | have lost the reference.

30 Of course, | could simply be suffering from motivated overconfidence.
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31 For example, | genuinely do not know whether | was an effective supervisor; | only know how my work
was assessed.

%2 Indeed, much of the criticism of the World Bank’s investment record hinges on whether the improvement
in programme effectiveness recorded over the last 10 years is actually real. The Bank has an Operations
Evaluation Department with an independent reporting line to the executive board, but there are differences
of view over the extent to which a ‘revolving door’ between the OED and the Bank might compromise the
independence of its assessments. See ‘Audit the World Bank’ by Adam Lerrick, Financial Times 6 March
2002, Martin Wolf ‘Making aid a better investment’ (ibid., 13 March) and the subsequent correspondence.

33 According to FSA (2001), 17% of adults in the UK do not have a bank account. The ‘socially excluded’
(mostly men with no fixed address) are the only one of six non-banking types identified to suffer from
rationing of the supply of banking services. The FSA produced a consumer booklet and worked with banks
tointroduce ‘introductory’ bank accounts.

34 On the other hand, to focus only on a partially-defined set of incentives and to ignore supervisors’ norms
and ethical values, is to miss much of the picture. In my experience, policy formulation is devoted to the
public good, and public officials are motivated by this aim; officials usually fail to act in the public interest
not because of outright venality but because institutional incentives make it difficult for them to do so and
because they make mistakes. This distinction matters because it affects the optimal degree of delegation
and trust. Despite thetitle of the article, Kane (1997) actually neglects the ethics of regulation.

35 As mentioned above, the UK FSA intends to get around this by publishing aggregate numbers relating to

the effectiveness of risk mitigation programmes. This is a good idea, but it remains to be seen whether
Parliament will take any notice of it the next time a bank fails.

36 The Basel Core Principles Methodology (1999), Principle 1 (5) suggest as an essential criterion that “the
law provides legal protection to the supervisory agency and its staff against lawsuits for actions taken while
discharging their dutes in good faith” and “the supervisory agency and its staff are adequately protected
against the costs of defending their actions while discharging their duties.”

37 Kane (1997) argues that regulation fails by being excessively weak, and that a bank supervisor should
pay alarge financial penalty if her bank fails. Thisis not a solution to forbearance. The rational response
would be to refuse all new banking licences and set capital requirements equal to assets. Recruitment, too,
might be adversely affected unless average remuneration were significantly increased to compensate for the
increased risk, an option open to very few regulatorsin practice.

38 The possibility that supervisors may be prone to both errors means that Prendergast’s (2001) asymmetric-
penalty model is not quite appropriate here. The recommendation of recruiting ‘biased’ supervisors will

not work, since the direction of the overall biasis ambiguous. Perhaps a more appropriate recruitment bias
might be for atendency towards bellicosity; but see next footnote.

39 supervisors' bureaucratic career aims may also cause distortions. They may wish to be promoted, in
which case they need to be able to signal those things that trigger promotion. Tough supervision may or
may not be one of the signals; ability to behave in away aigned with cultural norms is more usually the
way to promotion in organisations, and cultural norms may or may not be conducive to toughness. For
example, tough supervision leads to arguments, which make bosses' lives more difficult.

4% 1t has been pointed out to me that this is a typically technocratic, welfarist approach. Political
accountability may indeed compromise the narrow effectiveness of the rules but enhance their legitimacy.

41 Admittedly, the requirement to produce a true and fair view is a UK, not a US requirement; it is an
example of an overarching principle that may provide some comfort in addition to a set of detailed rules.

42 |n 2000, Andersen received $27m in revenue from Enron for non-audit services and $25m for audit
services, according to The Economist (2002).



43 such screening is likely to be highly imperfect, but self-selection effects seem to be strong. Most
supervisors of my acquaintance believe in strong moral codes, in some but not all cases derived from
religious beliefs,

44 To to take an example, credit-risky structured products are sometimes hedged at the beginning of the

trade — should the whole structure go into the trading book? Traded loans and other instruments of
doubtful liquidity (eg a 100%-underwritten credit |oan note) also present problems.

> For one version of the proposal, see US SFRC (2000). For cautiously negative assessments of the idea of

linking sub debt yields to automatic regulatory action, see Estrella (2000) and FSA (2000b, Annex B). For
awholly critical polemic, see Ely (2000).

“® |n European law, a Regulation isalegal instrument. | am using the word in a general sense.

47 This right exists in common law, although the City of London police believe that, since there are no
longer any livestock marketsin the City, it has effectively lapsed.

“8 Commission Directive of 15 April 1987.
49 Directive 2000/36/EC, to be implemented in member states by 3 August 2003.

50 Egrella calls these rules ‘ mechanical formulas’; he uses ‘rules’ in a very broad sense © include
conventions.

®1 By standards, the Basel Committee means quantitative minimum requirements, as in 8% of risk-weighted
assets, or qualitative reguirements, as in ‘fit and proper’. The 1996 Market Risk Amendment is an
example. Clearly, such standads are rules; they are supposed to bind. Conversely, Dworkin (1978)
(sometimes) uses ‘rules and ‘principles asincompatible hyponyms of ‘ standards'.

%2 |n banki ng regulation, these standards may be defined hypothetically, as well as after the event. For
example, in securitisations, banks often engage in iterated discussions of potential structures with the bank
supervisor, in order to satisfy the standards for risk transfer while retaining as much economic risk as
possible. Nevertheless, Kaplow’ s definition is useful.

>3 For example, CAD2 (Directive 98/31/EC) Annex VIII, which permitted the use of value at risk models,
sets certain qualitative requirements for model recognition, such as: “the institution has sufficient members
of staff skilled in the useof sophisticated modelsin the trading, risk-control, audit and back-office areas.”

%4 As Black (1994) relates, SIB discovered the value of high-level principles after erring too far on the side
of detail at the government’ sinsistence.

> The FSA aso imposes 11 overarching Principles for Businesses on its regulated firms. However,
breaching such a‘Principle’ renders afirm liable to disciplinary sanctions.

%% “|n the determination of his civil rights and obligations or of any criminal charge against him, everyone
is entitled to a fair and public hearing within a reasonable time by an independent and impartial tribunal
established by law.” | am grateful to Kern Alexander for this point.

>" The other reason is that referees have weak discretion in Dworkin's other sense, that there is no appeal
mechanism: referees define the truth. To take the example most important to the author, Nottingham
Forest lost the second leg of the UEFA Cup semi-final in 1984, away at Anderlecht, when the referee gave
a dubious penalty to Anderlecht and then disallowed an apparently legitimate Forest goal without
explanation. It was later discovered that the referee had been paid BF1m on the orders of Constanz Vanden
Stock, then chairman of Anderlecht.

%8 The dominance of mixed strategies (Dixit and Nalebuff, 1991, chapter 7) may seem obvious, but it
apparently eluded Charles Hughes. He collected statistics that showed most goals are scored quickly after
obtaining possession and many are scored at the far post. Treating football incorrectly as a game against
nature, he inferred that a team should play the long ball from defence and direct the ball towards the
Position of Maximum Opportunity (ie the far post). This error would not have mattered much but for the
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fact that Hughes wrote the English standard text The Football Association Coaching Book of Soccer Tactics
and Skills and was the FA’ s Technical Director.

for those used by the Federal Reserve, for

€0 The categorising task of the person interpreting capital adequacy policy is very similar, of course, to that
of the interpreter of accounting rules, eg FASB or the IASB. Accounting bodies issue periodic updates that
adjudicate difficult cases and function to add to or clarify the rules. The librarian faces much the same
problem, and the Library of Congress, too, issueswhat Nicholson Baker calls ‘hermeneutical dispatches'.

®% |t could be argued that the statute only allows a‘policy’ (ie general welfare) approach to be taken, rather
than one that also considers issues of principle (ie individual or group rights). Indeed, the British

Government seems to regard problems of social choice as lying outside the proper scope of its agencies. In
its response (2002) to the Haskins Report on utility regulation, it states “it should not be for economic
regulators to try to decide what may be socialy or environmentally desirable. Instead, it is more properly
the role of Government to set out the policy goalsin the social and environmental sphere. The Government
announced that it would give regulators statutory guidance on social and environmental policy so that it
would be clear what the policy goals were in those areas.” Some parts of FSMA, too, appear to introduce a
bias towards a ‘policy’ approach. FSA is required to demonstrate how draft rules relate to the statutory
objectives, but not to anything else. Section 155 (2) (@) requires that a ‘ cost-benefit analysis’ (strictly, an
estimate of the costs and an analysis of the benefits) accompany any draft rules published an any changes
made between drafting and rulemaking. CBA can build in distributional objectives, but the FSA would
find such an approach hard to justify. Given the Government’s response, the absence of social and
environmental factors in FSA’s objectives implies that economic regulation is intended to be the focus of
FSA’s analysis, and that a CBA with unequal weights would not be allowed, wit h one possible exception:

consumer protection is an objective of regulation, and CBA merely a principle; so consumer surplus could
be more highly weighted than producer surplus within the terms of the Act. If the CBA requirement is
binding, then it seens to require a strongly (and crudely) utilitarian approach. There are at least two
problems with such an idea, one theoretical and one practical. The theoretical argument is that

“distinguishing better from worse economic policies and outcomes is a central purpose of normative
economics, and one that inescapably relies on mora judgements. Moral evaluations of economic

arrangements are built into welfare economics and into the terms of policy debate.” (Hausman and

McPherson, 1993). An unweighted CBA is not morally neutral; indeed it can recommend courses of

action repugnant to al. In practice, as Goodhart et al. (1998) point out, CBA is impossible in the field of
prudential regulation. CBA will then be used as an instrument of technocratic manipulation, as a way for
the technocrat to justify decisions that have been arrived at by other methods (Campen, 1986); itisitself a
costly process and one that may not always achieve much benefit. This manipulation may, of course, be
harmful, and this outcome is indeed likely if regulators are captured by producer interests, but not

necessarily: if the objectives are incompletely specified and regulators take into account moral principles,
the recommended policy could according to those moral principles be superior to that required by a more
disciplined CBA.

62 Estrella (1998) does not argue for generality alone. He suggests that formulaic rules can still be useful in
some circumstances, but that they should not be written into statute.

% |t was no accident, for example, that in the implementation of CAD2, which required regulators to
increase a minimum multiplication factor according to the extent to which the qualitative standards
deviated from the ideal, the German BAK chose to adopt a linear weighting scheme that mapped
assessments of each standard on to a multiplication factor, while the UK FSA chose to make the mapping
in asubjective way.

% For example, in Islam the four canons of jurisprudence (Quran, sunna, ijma? and gjiyas) represent a well-

established hierarchy of sources and ways of deciding what is right in each particular case. Of course, even
constitutional law can be changed, whilethe Quran and sunna cannot.



® |n the UK, Financial Services and Markets Act (FSMA) 2000 8138 grants rulemaking powers; the
FSA’s rule book uses rules, guidance and evidential provisions. The Federal Reserve Board implements
the relevant US laws in part through its regulations, codified in title 12, chapter 11, of the Code of Federal
Regulations, and also through policy statements, interpretations and published staff commentaries and

opinions.

% My recollection is that Germany transposed the Capital Adequacy Directive in October 1998, nearly
three years after the UK and just after the Bank of England had implemented CAD2.

67 Article 2 of the Constitution of the French Fifth Republic (1958) and Article 3 of the Constitution of the
Italian Republic (1947) say that al citizens are equal before the law. Austria’'s Constitution (Bundes-
Verfassungsgesetz) Article 7 gives the same right to ‘federal nationals' (Bundesbiirger). Article 3 of the
Basic Law of the Federal Republic of Germany (Grundgesetz, 1949), more generously replaces ‘citizens
with ‘people’ (Menschen).

%8 Cited in Zajac (1996).
69 1tis perhaps interesting to note that the fairness of the impact on different banks is a common topic of
debate; redistribution between consumers and producersis not usually discussed in fairnessterms.

0 1n exceptional macroeconomic circumstances the Finance Minister may raise this minimum to 8.5% for
all banks.

1 Dworkin (1978, 37) says that the doctrine of precedent is a set of principles “reflecting the equities and
efficiencies of consistency”.

2 See BCBSS (20014) pp52-86 for the concise version of the requirements relating to IRB; the requirements
are a mix between the qualitative (eg quality of staff) and the quantitative (eg minimum length of data
required for estimation of default probabilities).

3 The minimum requirements, both quantitative and qualitative, cover the following:
a) meaningful differentiation of credit risk
b) completenessand integrity of rating assignment
c) oversight of the rating system and processes
d) chiteriaof rating system
e) edtimation of PD
f) datacollectionand IT systems
g) useofinterna ratings
h) internal validation; and
i) disclosure.

™ Similarly, some central banks claim to provide liquidity assistance only to the systemic. So long as a
central bank follows some defensible procedure for deciding what poses a ‘systemic’ risk, the actual

decision is effectively unchallengeable. What appears to be arule does not in fact constrain behaviour very
much. The IMF is supposed to take into account whether an exchange rate policy is ‘sustainable’, but free
to decidein each case (Tarullo, 2001).

" In fact, worse, since investment firms are subject to an ‘expenditure-based’ capital requirement not
imposed on credit institutions.

7% See European Commission Services (2001, 5) for an example of this kind of logic.

"1t may be interesting to note that the ‘same risk, same capital requirement’ was strongly promoted by
German regulators during the CAD negotiations (and subsequently), but was strongly resisted by German
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regulators during discussions about possible capital adequacy rules harmonisation at the Basel Committee
in the mid-1980s (K apstein, 1992).

8 | cannot remember exactly who tabled these amendments and have not been able to find them; my
memory associates them with Alexander Radwan MEP among others, but this may be incorrect.

9 In fact, technically and by historical anomaly, the governors of the G10 central banks choose the
membership.

8 For example, in May 2001 the German Bundestag laid down five conditions that Basel 2 must satisfy.

81 A zero risk weight for the German Churches was the example that came to mind, athough | cannot find
it in the documents.

82 Thisis, of course, difficult to prove. It is necessary to deconstruct speeches carefully crafted to conceal

meaning. And of course, the idea that the EU countries are a homogenous bloc is a rough approximation at
best.

83 The same issues are present when there is regulatory competition within the same country. Cartelisation

within a country should be easier, although even the three major US bank regulators only harmonised their
capital adequacy rulesin 1985.

84 Oatley and Nabors (1998) argue that the US and UK used financial market power to impose higher
standards on Japan in 1988 than Japan wanted, so that the gains were not joint. Certainly, the Americans
and British viewed their bilateral 1987 agreement, with its implicit market access threat, as a means to
persuade the French, West Germans and Japanese to the table. Ltz (2000) argues that it is a coordination
game in which the several Nash equilibria have distributional implications; the US's size makes its
preferred equilibrium the focal point. Simmons (2001) assumes that the US and UK, having the largest
financial centres, have the most power, and argues that a dominant player can provide an ‘anchor’ in the
race to the bottom by forcing others to adopt its preferred prudential standards. In practice, it isnot obvious
to methat the US, which isthe only possible candidate for hegemon, does providethe anchor that stops the
others from racing to the bottom, perhaps because US is indeed powerful but not dominant enough to
enforce its preferred standards. The real threat that can be made by a large financial centre is entry
restrictions; this threat was probably what brought Japan to agree to the 1988 Accord and what persuaded
some countries outside the Basel Committee and the European Community (such as Australia) to adopt the
Accord. However, the Basel and EU mutual recognition regimes alow banks from jurisdictions with
adequate standards to branch in without being subject to US or UK capital adequacy requirements. This
eliminates the market access threat, if Basel member states abide by it (the Concordat is not a law, after all,
and the provisions of the Gramm-Leach-Bliley Act effectively imposed entry requirements that were higher
than those of the Basel Accord.) Furthermore, the analysis ignores the important and complex interactions
between domestic politics and international bargaining strategies and outcomes, for which see Putnam
(1988). It aso ignores the bargaining strengths and weaknesses derived from personal characteristics. So
the question of who is most powerful, and why, deserves further research.

85 The Economist (2001) appears to argue that there is no race, or even that there is a race to the top.

Herring and Litan (1995, 81) argue that the race to the bottom by state thrift regulators in the 1980s was a
special case because deposit insurance did not vary with laxity of regime so that consumers were
indifferent between risky and safe banks, and that in general there should be no race. “In an international
context depositors would be obliged to consider international differences in the quality of insurance and
prudential supervision. The Cayman Islands, for example could not credibly compete.” Yet it seems that
offshore jurisdictions can compete only too well. Shopping around by creditors does not seem to be
sufficient to restrain regulators in their urge to compete. In any case, nine of the thirteen Basel countries
operate a harmonised deposit scheme. The 1994 Deposit Guarantee Directive (1994/19/EC) introduced a
scheme containing caps (up to €20,000 of deposits) and coinsurance (maximum €15,000 to be paid), and 24
countries have implemented its provisions. By way of comparison, US deposits are insured up to
$100,000.

86 With infinite or uncertain horizon.
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87 Fair cooperative outcomes are often observed experimentally even in the absence of any enforcement
mechanism. If Basel Committee members had a common preference for behaving fairly, they might self-
enforce. In practice there is no common idea of what is the fair outcome. Perceptions of what is the fair
outcome tend to be biased by self interest, suggest Babcock et al. (1995).

8 Applications for model recognition are agood example.
8 Thisis surprising, since amember of the Basel Committee sat on the Sheng Group.

% The participants imposing the discipline (and the most volatile source and sink of funds) are the bankers
regulated by the Basel Committee members. The need to have regard to international standards could be
made a minimum standard for regulatory use of an IRB system, but this would be very difficult to enforce.

The one standard that is in the ‘rules document’ isthat default probability (rating) assessments should take
into account the quality of the accounting and conformity with the standards (BCBS, 20014, para 265).

1 Thisis effectively the same problem as setting individual capital requirements. My analysis suggests that
individual capital ratios should only be used by supervisory agencies with skilled and well-incentivised
supervisors, because otherwise they may be abused (eg taken over by large banks).

%2 The European Commission Services use the term liberally. The Basel Committee does not use the term
in its list of objectives, but does in the supporting text, and discussions between regulators and banks
amost always use the term. In any case, the term used in the Basel objectives is ‘competitive equdlity’,
which is similarly loaded.

% This assessment is difficult, and the conclusion especially unreliable. Because banks portfolio
alocations are endogenous, small differences in treatment can have large effects, as risks build up in
countries with the lightest treatment. In any case, provisioning practices are crucial in the determination of
capital, and these are not (yet) co-ordinated.

94 The Committee’s position is as follows. “The Committee fully recognises the benefits of competition in
the financial sector and remains committed to the concept of a level playing field for banks operating in
international markets. It is aware, however, that differences in national accounting, legal, tax and banking
structures will inevitable create differences between national markets and that the use of banking
supervisory rules cannot eliminate all these differences. As such, the Committee believes that the second
and third pillars will serve as a complement to the minimum capital requirements set forth in the first
pillar” (BCBS, 1999, 10). | do not know what this means.

% However, the empirical work of Sundararajan et al. (2001), based on core principles compliance
assessments of 35 countries found no relationship between core principles compliance and indicators of
credit risk (credit spreads) and banking soundness (non-performing loans to total loans). The authors
conclude that Core Principles non-compliance “does not seem to have any direct effect on credit risk and
soundness in the near term; however ...noncompliance could influence credit risk and soundness indirectly
through its interaction with other macroeconomic and banking factors’.

% pyplished on the World Bank Global Insolvency Law Databasewww.worldbank.org/gild in April 2001.

97 See Directive 2000/12/EC, recital 19: “The rules governing branches of credit institutions having their
head office outside the Community should be analogous in all Member States. It isimportant at the present
time to provide that such rules may not be more favourable than those for branches from another Member
State.” See also article 24 : “Member States shall not apply to branches of credit institutions having their
head office outside the Community, when commencing or carrying on their business, provisions which
result in more favourable treatment than that accorded to branches of credit institutions having their head
office in the Community.” See also CAD (Directive 1993/6/EEC) article 7(11), which requires that, in
order to be granted the more favourable consolidation treatment, subsidiaries in third countries must
comply “on a solo basis, with capital adequacy rules equivalent to those laid down in this Directive.”

Article 14 of the proposed Financial Conglomerates Drective (see COM(2001) 213) aso requires a
judgement of equivalence.



% There are at least two reasons why publication might be harmful. First, the markets might overreact to
public criticism from the two IFls, because cognitive biases such as Kahneman and Tversky’s availability
heuristic cause them to overweight new information, or because consciousness of the endogenous nature of
prices leads rational bankers to overreact to public information, as in Morris and Shin (2001). The
assessors would have this in mind when preparing the assessments. Commenting on the Basel 2 disclosure
requirements in general, IMF staff (2001) express concern that “market discipline could react precipitously,
in ways that run contrary to supervisory concerns for market stability and confidence in financial
institutions.” The dilemma is rather similar to the publication of regulators’ risk assessments of their banks,
an ideathat is very unpopular with most regulators. Effective supervisors do not need publicity, since they
can act on their private risk assessments; the IFls have no such power over countries that do not need to
borrow. Secondly, political pressure would distort the risk assessments.

9 By ‘tax’ | do not mean a pecuniary transfer, but amore general intervention.

100 This applies even under risk-neutrality. Governments may prefer to reduce the probability of failure still
further because of uncertainty about the impact of failure.

101 strictly speaking, whether all liabilities junior to deposits are protected depends on the details of the

intervention expected. The credibility of commitments (by governments such as that of New Zealand) not
to bail out banks is widely questioned. Less ambitious commitments may have more credibility and better
disciplining effect. A commitment that shareholders and incumbent managers will not be guaranteed in the
events of failure should be easier to fulfil; the incentive effects on shareholders and especially on managers
should be highly beneficial. Andrew Crockett, among others, has argued in favour of such acommitment.

192 Demsetz et al. (1996) report that US banks' diversification approximately offsets the tendency of large
banks to pursue riskier activities, so that there is “little relationship between BHC size and all-inrisk” (as
measured by stock return dispersion). This is weak evidence against a diversification effect, and hernce
against the ideathat diversification cancels out impact.

103 |f this technology were available then it would also be possible to introduce a ‘ cap-and-trade’ systemic
risk permit system. This would require a measure of systemic risk; an aggregate limit; and a system —
such as grandfathering - for allocating initial property rights. However, the cap would need to grow in line
with the economy, and this might be difficult to design; atax automatically allows growth.

104 Greenspan (2002) argues that the improvements in risk management resulting from the Basel 2 IRB

approach will reduce the wide “attitudinal swings’. However, since he also argues that it is commercially
sensible for banks to adopt short horizons in their decision-making, and it is not clear how the two can be
reconciled. ‘Better’ risk management will reduce the amplitude of cycles only if it lengthens the decision
horizon, and the IRB standards as currently drafted do not require that.

105 A's another side effect, it reduces the differences in capital requirements between countries with lower-
quality average bank loan portfolios, such as Japan and the USA, and those with higher-quality portfolios,
as in Europe. Whether this is consistent with competitive equality depends on the observer’s time zone
(Ward' stheory of relativity).

108 An exception would be the rescheduling of sovereign debt by aZone A country.

197 |n this sub-section | shall use the word ‘model’ to include the IRB approach, because the IRB approach
suffers from the same incentives problems. In Basel Committee terminology, the IRB approach is distinct
from credit risk modelling because it does not take into account correlation effects (on non-retail portfolios,
at least, and then only if the *granularity’ multiplier is scrapped), and because it is usually a much more
qualitative process.

198 A model that generates fewer than 5 exceptions in a 250-day period is assumed to be correctly

calibrated. A model that produces twice as many ‘exceptions’ as it should (ieisin reality calibrated to 98%
confidence rather than 99%) will go unpunished 44% of the time if the ‘exception’ probabilities are
independent (BCBS, 1996b, Table 1). In fact, by my calculations a bank secretly using a 98% model will
expect to have to multiply its output by 9% more, on average than a bank using a 99% model (an expected
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multiplier of 3.32 against 3.05). Assuming joint Normality, the capital requirements for a 98% modd will
be 6.81 (3.32 x 2.05) 10-day standard deviations, and the capital requirement for a correctly-calibrated
modd 7.11 (3.05 x2.33) standard deviations. Even in the absence of supervisory forbearance, the bank
expects to make a 4% capital saving by manipulating the model.

199 For the same reasons, it is difficult to imagine what can be learnt during the first two years of the

advanced approach, duringwhich the Committee intends to review the 90% floor (BCBS 2001c, para. 49).

110 As of 1 May 2002, the Federal Agency for Financial Market Supervision (Bundesanstalt fiir
Finanzmarktaufsicht), responsible for supervising the banking, securities and insurance markets.

111 However, the rationale given for the multiplier (BCBS 1996¢, pp3-4) was model risk, not externalities.

112 There is a great deal to be said for diversity in banking, as in ecology. Loss of market discipline, the
effect of which isin any case questionable for other reasons, could well be an acceptable price to pay to
reduce the destabilising effects of herding induces by common use of similar models. See Morris and Shin
(1999) and Persaud (2000). Nevertheless, the point here does not rely on this effect: it is that the Basel
Committee is relying on regulators’ imposition of high standards and on market discipline, and that neither
will work.

113 Schelling (1960) suggests exchanging spies as a way of enforcing contracts where there is no
enforcement mechanism and no trust.

114 The goals of the European directives are not very clear. The primary goal is set out in the recitals to the
second banking coordination Directive (89/646/EC): “this Directive is to constitute the essential instrument
for the achievement of the internal market”. This goa is the raison d’étre of the relevant Directorate
General of the European Commission (DG Markt). The aim is to help achieve the Treaty goals of freedom
of establishment and the freedom to provide services. These are proper goals, but they are not the prime
objective of prudential regulation; banking Directives have introduced regulations not to achieve the
Treaty freedoms but to protect people, individually and collectively, and the Treaty freedoms have
influenced the shape of the agreement but have not actually generated it. In arelated Directive, 94/19 on
deposit insurance, the recitals contain all three aims. “the harmonious development of the activities of
credit institutions throughout the Community should be promoted through the elimination of all restrictions
on the right of establishment and the freedom to provide services, while increasing the stability of the
banking system and protection for savers.” The new consolidated Directive (2000/12/EC) also focuses on
freedom of establishment, competitive equality and the protection of savers. The report by the European
Commission (COM (2000) 74, page 5) on the implementation of the Own Funds Directive states that the
objectives of the Directive are “to harmonise minimum prudentia standards for financia institutions in the
EU with the dual aim of safeguarding the safety and soundness of the financial system and to establish a
level playing field for financial institutions competing in the single market.”

The European Court of Justice can infer, however, what the specific objectives of a Directive were, and
will take them into account in deciding cases (Judgement of the European Court of Justice of 13 May 1997,
Federal Republic of Germany v European Parliament and Council of the European Union, in re
Germany’s transposition of the Deposit Guarantee Directive (1994/19/EC)). The court will aso take into
account other accepted principles such as subsidiarity and proportionality, and the general good. The
European Court of Justice could alow the ‘general good’ of a member state to over-ride the single market
objective, and the general good has been taken in previous cases to include consumer protection and
preservation of the good reputation of the national financial sector (European Commission, 1997, 17).

115 1n 2000, the Marylebone Cricket Club (the guardian of the ‘laws’ of cricket) did much the same thing. It
is widely felt that the laws of cricket as interpreted by the umpires no longer, as a matter of practice,
sufficiently constrain cricketers in their desire to cheat or intimidate (although a less pusillanimous
interpretation of Law 42, which relates to unfair play, might have sufficed). The MCC introduced a
preamble to the laws called ‘ The Spirit of Cricket’, which is a set of high-level principles relating to the
responsibilities of captains and players. At the same time Law 42 was amended to make clear that the
umpire may intervene in cases not covered by the laws, and to widen the circumstances in which penalty
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runs may be given away (eg for time wasting). (Incidentally, the MCC is based at Lord's cricket ground in
London, which, although not a level playing field, is the ground on which cricketers around the world
dream of playing.)

118 GTIAD is the Working Group on the Interpretation and Application of the Banking Directives. For a

useful, pe-Lamfalussy, description of the complex network of European and global financial services
committees, see European Commission DG Markt (2000). Giovanoli (2000) isalso useful.

17 These estimates assume that that the yield demanded changes by the minimum capital ratio (8%) times
the change in risk-weighted assets caused by the downgrade, times a target return on capital (20%),
rounded to one significant figure. They ignore quantity effects.

118 oans of original maturity of three months or |ess, for reasons that are not clear.

119 The liquidity subsidy could be justified in two ways. First, and probably the original reason for the

carve-out, a feeling that bank credit is special. [IF (2000a) argue: “Short term interbank credit plays a
particularly important and stabilizing role in many emerging markets where more liquid forms of credit
intermediation have not yet taken hold. Working Group members, particularly those in emerging markets,
are concerned that the June 1999 proposals could stunt the development of interbank markets and
accelerate disintermediation by pushing short-term lending activities outside the banking sector... Short
term interbank lending serves an important role in assisting banks in their liability management, where
appropriate macroeconoric policies are in place and where bank balance sheets are more traditional (ie less
liquid)...The impact of reducing liquidity in short-term interbank markets would be felt by all banks.” [IF
(2000b) add: “It is true that some governments in the 1990s adopted explicit policies exploiting the short-
term interbank credit rules, to the detriment of financial stability in their own country... Global regulatory
policymakers should not seek to use bank capital adequacy regulation to provide a solution to [the] problem
[of excessive short-term bank lending to emerging market countries in the 1990s].” This is a very weak
argument. Interbank lending may be important, but it is not clear why banks’ liquidity management needs
subsidy. |If banks need to borrow and lend from each other, they can do so. In fact, the safety net already
subsidises the creation of inside assets by allowing greater leverage than was (or would be) the casein a
laisser-faire system. TheIlIF s second point about capital adequacy rules not being a solution to a potential
cause of financial instability is simply wrong: capital adequacy rules are supposed to limit financial

instability. A second possible argument, derived perhaps from the McKinnon/Shaw school of financial

development (which however, emphasises the role of banks in lending to the real sector, not to each other),
is that when liquidity falls, al actual and potential participants in financial markets suffer from increased
transaction costs, profitable investment opportunities are missed and growth is lower. Liquidity has some
public good properties, so the creation of liquidity in general should be subsidised. But in practice, while
bank liquidity should not be repressed, credit and capital markets often suffer from excess liquidity.
Banking crises are strongly associated with previous credit booms. Financial participants appear better off
in the good times, but only because risk is being underpriced, and they are in fact more vulnerabl e than they
can sustain in the long run. Liquidity should then be restricted rather than subsidised, and, particularly
when there are well-devel oped capital markets, interbank liquidity should need no fixed subsidy.

120 The definition of Tier 1 capital having been inconsistently interpreted, the Committee came to an
agreement on the inclusion of ‘innovative’ Tier 1 capital instruments in October 1998. It issued a press
release (27.10.98) rather than an official amendment.

121| aid out in Article 251 of the EC Treaty.

122 parliament approved the Lamfalussy proposals by a Resolution on 5 February 2002, after receiving

assurances from the President of the European Commission that Parliament’s powers would be equivalent
to those of the Council of Ministers. The duration of the delegation of executive powers will be limited to
four years from the entry into force of each directive, subject to an extension being proposed by the
Commission and accepted by Parliament and Council, so the system may be somewhat biased against
delegation.



123 Comitology procedures are set out in Article 202 of the EC Treaty and the 1999 Decision
(1999/468/EC) on comitology.

124 A more radical route, should the Basel Accord become customary international law, would be to scrap

the Own Funds, Solvency Ratio and Capital Adequacy Directives. Nine EU member states will be bound

by Basel 2, and the other six would come under international pressure to adopt it in any case. The costs of
changing the rules would then fall.

125 gee http://www.0ecd.org/fatf/40Recs_en.htm.

126 Technically, there is only one body with authority over the Basel Committee, and that is the G10
central bank governors. In recent years the G7 finance ministers have acquired the habit of issuing
instructions to the Basel Committee, although their authority to do so is unclear (effectively, they assume
that the G10 governors are a majority-owned subsidiary of the G7). The Financial Stability Forum, as a
creation of the G7, might also grant itself the authority to issue instructions to the regulatory groups, not
just to coordinate their work.

127 The Basal Committee issued guidance in 1991 (BCBS, 1991) that recommended, but fell short of
requiring, a 25% single-exposure limit. Most non-OECD supervisors apply large exposures rules of their
own accord.

128 \Where banks own large equity stakes in anon-financial company, they also have incentives to overlend.

However, these equity stakes can also bring benefits, such as better information. There is no consensus
among regul ators about the desirability or not of banks holding stakesin their borrowers.

129 | think thisis consistent with the law, although it hangs on the interpretation of ‘more favourable rules’
in 2BCD and ‘CAD-equivalence’ in CAD. The question comes down to wh ether Basel 1 requires more or
less capital for a given portfolio. Unfortunately, this is impossible to answer. It is difficult to compare
different, complex regimes. However, the new Basel and CAD3 regime will be calibrated so that the
average bank would have the same capital requirementsif it remained on the standardised approach; those
using the IRB approach will have lower capital requirements, on average. This means that Basel 1 should
be at least equivalent to Basel 2. However, for low-quality portfolios, which are more common in the
developing world, the IRB approach ought to produce higher capital requirements than the standardised
approach. Itis’‘risk-sensitive’, after all.
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