Birkbeck 2.13 FIR 2008-9. Lecture 3. Introduction to Financial Regulation. 

Review of relevant theory so far:
· Financial innovations: Claim was that they were allocating plentiful credit efficiently and weathering quite severe storms (Asian, Russian financial crises, dotcom crash, etc.), but they are now being tested in crisis conditions.

· Asymmetric Information: ‘pooling equilibrium’; Adverse Selection and Akerlof’s ‘lemons’; Moral Hazard; State Verification. Exogenous and endogenous information.

· Financial products as contracts: delegation; ownership; control.

· Why begin with fund management? Mutual fund management as ‘pure’ delegation, with extreme asymmetry of information.

1  Financial markets and the rationale for regulation: the underlying market theory

Markets: Markets allow economic agents to separate the consumption and production of goods and services through trade.

Pareto optimal allocation of resources: A situation in which no individual can be made better off without making someone else worse off.

Arrow-Debreu conditions for Pareto optimality: 

full information

atomistic agents (i.e. individual agent is price-taker / cannot influence prices)

no externalities (e.g. pollution, etc.)

These conditions ensure that there are prices which clear markets (ES = ED = 0) and make individual plans consistent.

First Welfare Theorem: Under A-D conditions, a competitive equilibrium is Pareto-optimal.

Benchmark case: the ‘complete market’: This is an ideal market structure delivering Pareto-optimal allocation of resources:

A-D conditions and First WT are all fulfilled.

In financial modelling, we adapt this framework to handle uncertainty:

Agents trade (through insurance, options, etc.) in future payments which depend on an uncertain future outcome (‘state’).
If market for such trade is complete:

· Individual can hedge against all possible outcomes.

· There is no need for regulation, only a stable legal framework – enforce contracts, ensure competitive market structure.

Market failure and regulation: ‘Market failure’ occurs when the market does not deliver a Pareto-efficient allocation of resources, due to violation of one or more A-D conditions or First WT:

· Full Information condition: the AD condition most characteristically violated in financial markets:

Asymmetric information prevents markets being established in the full range of hedging instruments.

· Externalities also occur in financial markets:

e.g. contagion, free-riding, etc.

Such violations of AD conditions / WT1 provide a rationale for regulation.

2  Can solutions to market failure be generated from within the market itself?

There are ways in which the market for goods and services may itself generate solutions to problems of market failure:

· In general, however, these solutions are of only limited applicability in the case of financial products.

· They mainly apply to markets for ‘experience goods’, in which prices are the outcome of repetition of a given transaction.

Note distinctions: 
· Search’ goods (homogeneous); 
· ‘Experience / taste’ goods (heterogeneous, asymmetric information possible, quality an issue as well as quantity); 
· ‘Credence’ items (trust required; reputation important).

· In financial markets, Asymmetric Information prevails – financial products are ‘credence goods’ – credit crunch the supreme example!

Market-based solutions (a) Reputation
In general, building a reputation requires repetition of a given transaction.
Reputation has a different significance for client and provider:

Reputation and the client: Reputation may foster development of long-term relationship with bank, etc.

Reputation and the provider: Suppliers of financial services (‘credence goods’) face great difficulties in establishing a track record; their clients are aware of:
· High short-term incentive of providers to cheat, fraud, churn, etc.

· Comparatively low long-term incentive of providers to stay in market.
· Past performance of providers not good guide to future performance.

Companies with high-quality reputations established in other industries may use this reputation to penetrate retail financial services:

· Supermarkets, Marks and Spencer, etc.

Market-based solutions (b) ‘Signalling equilibrium’
Suppliers provide an associated service, e.g. a long-term guarantee:
· Such a guarantee would be expensive for low-quality suppliers to provide.
· It thus ‘signals’ high quality.
But this solution requires conditions lacking in financial markets

· Predictable outcome
· Outcome revealed in specified period after transaction 

Market-based solutions (c) Intermediation

Client may hire an agent without direct interest to assess a transaction, e.g. Independent Financial Adviser (IFA)

But the problem of distinguishing good from bad agent remains.

3  Collective action by the industry to counter market failure 

The Akerlof assumption and the rationale for industrial self-regulation:

Clients’ perception of historical average quality in the industry as a whole determines the price they are prepared to pay.

Individual suppliers consequently have an incentive to cooperate in maintaining high average quality in their industry.
Thus it is industrial reputation that counts, rather than individual reputation.
Bad suppliers impose a negative externality on industry as a whole.

At the limit, this may result in loss of industrial reputation which may drive a market out of existence.

Forms of self-regulation:

Minimum Standards Rules, analogous to medical, legal, etc.:
Entry qualifications / barriers to entry.

Conduct rules.

Industrial bodies to monitor / police the rules.

Powers of expulsion as ultimate sanction.

Historical experience of self-regulation:

Self-Regulating Organisations (SROs) were dominant form of regulation in US till 1934 (when Stock Exchange Commission (SEC) was established) and in Britain till present Labour Government.

In both cases these SROs have now been incorporated into a more unified system, with their powers backed by force of law.
Devices used by self-regulating bodies:

· Minimum Standards Rules, as above: Note that these are anti-competitive / raise economic ‘rents’; restrict consumer choice by removing cheaper / lower-quality services from the market.

· Mutual monitoring and audit: Providers have natural expertise relevant to monitoring their peers (e.g. keeping up with innovations), and motive to sustain average quality; there is consequently little problem of quis custodiet…

· Industry compensation schemes: Collective equivalent of ‘signalling equilibrium’.

4  Market failure and government intervention.

Limitations of self-regulation (a) Legal

Self-regulatory bodies may face problems in detecting / proving fraud, etc.

These involve criminal law:

High standards of proof needed / ‘beyond reasonable doubt’

Technical difficulties of securing a conviction in ‘white collar crimes’.
Government intervention with force of law may thus be preferable solution.
Limitations of self-regulation (b) ‘Regulatory capture’

Self-regulation is by nature anti-competitive.

SROs established by definition by providers not clients:
Regulators and providers thus naturally establish modus vivendi – ‘regulatory capture’.
Scrutiny by consumer associations may be inadequate counter-weight.

Government regulator, ombudsman, etc., may be necessary.


5  Financial regulation: historical experience --  preview
Britain: the traditional / self-regulatory approach

· Treasury delegated supervision of SROs to Securities and Investments Board (SIB) (though BoE retained regulation of banks).

· Outcome was seen as fragmented and cumbersome (multiple rule books, etc.).

Scandals of 1990s.
Pensions mis-selling, 1988-93: 

· Legislation of 1988 encouraged transfer into commercial pension schemes.

· Scandalous mis-selling; £10 billion compensation imposed on industry.

· Loss of former high reputation of life assurance and pension industries.

Vulnerability of company pension funds exposed:

· 1990 Maxwell scandal.

Failure of Barings Bank, 1995.

Establishment of the current more unified regulatory system.

Scandals of 1990s led to collapse of confidence in self-regulation.

· New regulatory regime established by Financial Services and Management Act (2001).

· Merger of SIB, SROs, etc, into a new unitary regulatory authority with statutory powers – the FSA.

Responsible not only for regulation of fund management, but also insurance and banking systems – justified by increasing convergence between these various types of financial institution.

· BoE retains responsibility for financial stability and remains lender of last resort.

A degree of autonomy still retained by some SROs – the RIEs (LSE, LME, LIFFE).
Standard of proof in criminal cases lowered to ‘balance of probabilities’.

Note: Coursework project: “Assess the experience of the current framework for financial regulation in the UK”. 

The US.

· Prior to 1934, capital markets (NYSE, etc.) were self-regulating.

· 1934 establishment of SEC, with legal powers but delegation of day-to-day supervision to SROs (NYSE, NASDAQ, etc.), which are funded by members.

· Commodity exchanges and banking similarly functioned under SROs (Federal Reserve in the case of monetary issue) with supervision of federal / state regulatory apparatus.

· Advantages of this ‘functional’ system: regulation is specialised.

· Result is even more complex ‘hybrid’ system than ever existed in Britain.

· Much of current legislation in Britain is modelled on the US system.


The international dimension: Basel, EU, ‘regulatory competition’.

Basel Committee on Banking Supervision (1977) and Concordats (1975 and 1983) to foster international regulatory cooperation:

· Counter problem of international firms escaping regulation.

· ‘Parent’ and ‘host’ country responsibilities defined.

BCCI insolvency 1991:

· Response was 1992 Basel move to greater ‘home’ country supervision.

‘Regulatory arbitrage’ or ‘drift’:

· ‘Footloose’ organisations migrate to financial centres with the lowest regulatory standards.

· Problem intensified by technical innovation / growing capital mobility / dismantlement of international financial barriers.
· 1988 Basel Accord attempted to standardise accounting procedures to counter this.

Technology, international competition, and the geographical distribution of financial centres.

· e-commerce clearly ascendant in international capital and commodity markets, where ‘product’ is homogeneous.

· In contrast, insurance and banking products more closely tied to ‘customer relationships’ / greater danger of adverse selection.

· Quality of amenities of the major existing financial centres may outweigh regulatory effects.

Neither technical nor regulatory factors have hitherto had major cross-border effect.

Rather, geographical distribution of the major existing financial centres inevitably depends on:

· Amenities, proximity to population centres, etc.

Regulation in the EU.

Uniform set of rules in EU impractical due to range of different regulatory cultures.

So approach has been to narrow focus to measures to minimise regulatory migration.
e.g. ‘passport’ to firms, harmonisation of minimum standards, etc.

International regulatory competition?

· Argument exists that national regulatory systems could establish national reputations, just as particular industries establish own group reputation.

· This competition in the market could ensure optimal regulatory systems.

1  Market failure and the rationale for regulation: the underlying market theory


Pareto optimality; the ‘complete market’; market failure and the rationale for regulation. 


2  Can solutions to market failure be generated from within the market itself?


Reputation; ‘signalling equilibrium’; intermediation.


3  Collective action by the industry to counter market failure 


Minimum standards rules; mutual monitoring; mutual industrial insurance.


4  Market failure and government intervention


Limitations of self-regulation: legal; ‘regulatory capture’.


5  Financial regulation: historical experience – preview


Scandals of the 1990s; trend to more unitary approach; international dimension.


6  Coursework project








