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Incentives to monitor and their limitations.
Criticisms of current regime by advocates of incentives to monitor as alternative approach:
· Current regime over-emphasises deposit insurance.

· → Implicit down-playing of MH.

· Places excessive burden on regulator.
Suggested alternative: shift focus to enhancing incentives of stake-holders to monitor:

· The agency problem:

· Borrower is agent of bank manager.

· Bank manager is agent of CB.

· CB is agent of taxpayer.

· i.e. Stakeholders are absent from this agency structure!

· → They are absolved from responsibility to monitor.

· There is also enormous political pressure on CB to bail out banks.


Limitations of approach based on incentives to monitor.

Regardless of incentives, what about ability to monitor?

· Increasingly complicated and derivative transactions of banks.

· → Increases burden on regulator.

Two main approaches to regulation besides the ‘incentives to monitor’ approach:

· Return to ‘free banking’ / laissez-faire.

· Devise better regulatory rules.
Laissez-faire banking: the free banking era.

The call for laissez-faire banking today cites supposed successes of 19th century system:

· Claim that banks operated like any other economic enterprise:
· Displayed benefits of free competition:
· Inventive: e.g. developed overdrafts, interest-bearing deposit accounts, etc.

· Incentive and informational structure favourable to self-regulation.

· That self-regulation was more successful than subsequent efforts at government intervention:

· Governments have abused monopoly of issue of money → far higher inflation.

Clearing-house system / self regulation in free banking era:
· Individual banks issued own notes.

· ‘Law of reflux’: excessive expansion of note issue → deficit on clearing → necessity of selling assets.

· Members had information on peers.

· Exclusion as sanction.

· Mostly no limited liability.
· Allowed economisation on currency reserves.

· Some experience of joint provision of ‘lender of last resort’ facility.
i.e. fulfilled role now played by CB.

Government regulation largely centred on protecting small customers:

· This was by limiting / prohibiting issue of small bank notes.

· Thus holders of deposits were exclusively business people:

· Understood business / informed / able to monitor bank.

Limited relevance of free banking era in circumstances of contemporary banking:

· Now small customers hold deposits.
· Shareholders now have limited liability.
· Bank capital ratios were much higher then (> 40% US).


Legal systems and financial architecture.

‘Anglo-Saxon’ tradition (now increasingly becoming globalised):

High level of investor protection.

Dispersion of holdings among small investors characteristic:

Accentuated by limitations on equity holdings by banks.

Proxy voting, etc.

Results in bias towards equity finance / finance via capital markets.
Continental Europe / Japan tradition (increasing giving way to above):

Less protection for equity-holders (NB Protection of debt-holders is more straightforward anyway).
→ Powerlessness of small stakeholders.

Consequent bias towards debt finance and banking relationships.

→ Concentration of stakeholdings.

Overcomes verification problem through bank book-keeping for borrowers, etc.

But capital markets and bank intermediation in any case always complementary:

Banks retain advantages:

e.g. loans to small companies / venture capital.

Responses to macroeconomic turbulence of 1970s/80s:
Financial innovation – derivatives / hedging arrangements:

To address problems of inflation, and interest rate and exchange rate volatility.

Added advantage: associated transactions are off-balance-sheet:

→ circumvent banking regulations.

Banks no longer just passively ‘wait’ for deposits as source of loanable funds:

Money market mutual funds / ‘deposit substitutes’.

Payment of interest on deposits.

UK: Shift of both borrowers and lenders to short-term instruments:

Overdrafts, etc.

Long-term corporate bond market shrivelled.

US: Public debt market was sustained, but:

Shift to greater diversification, e.g. through mutual funds.

Shift to variable-interest (and higher interest) instruments.
→ Considerable disintermediation.


Case for a single financial services regulator.

FSA: supervision of both bank and non-bank institutions:

To address convergence between banking and other financial institutions:

Other depositary institutions, insurance, etc.

Merger of operations / sell similar financial products.

Non-bank institutions increasingly susceptible to same systemic risk as banks:

Similar high gearing.

e.g. LTCM – hedge fund.

To overcome problems of duplication / multiple reporting.

Previous system comprised nine separate regulators.

To prevent firms ‘slipping through cracks’.
e.g. BCCI.

Economies of scale and scope.

Common methodological problems regarding risk management issues, etc.

Cross-provision of financial products.

· Banks now sell insurance, unit trusts, etc.

Though experience not always successful.

· Insurance and fund management firms sell deposit facilities and mortgages.

· Non-financial firms also supplying retail financial services:

Supermarkets, etc.

Problems and issues in ‘one-stop’ financial regulation.

(1) Problem of intra-firm compartmentalisation.
Different divisions of a single firm may come under different regulatory systems.

Need for compartmentalisation:

e.g. Regulator must ensure each division has own dedicated capital, since capital requirements may be different.

(2) Legal-disciplinary distinction.

Banking and insurance regulation: framework is legal system.

Capital market and other financial services: framework is ‘disciplinary’ system.

Canada, Australia have ‘twin’ regulatory systems.

(3) Financial stability and lender of last resort facility remain separate.

i.e. with BoE.

But these functions not separate from regulatory issues.

UK solution: monthly meeting between FSA and BoE.



Core Purposes of the Bank of England

http://www.bankofengland.co.uk/about/corepurposes/index.htm
In pursuing its goal of maintaining a stable and efficient monetary and financial framework as its contribution to a healthy economy, the Bank has two core purposes…:

Core Purpose 1 - Monetary Stability 

Monetary stability means stable prices and confidence in the currency. Stable prices are defined by the Government's inflation target, which the Bank seeks to meet through the decisions on interest rates taken by the Monetary Policy Committee, explaining those decisions transparently and implementing them effectively in the money markets.
Core Purpose 2 - Financial Stability 

Financial stability entails detecting and reducing threats to the financial system as a whole. Such threats are detected through the Bank’s surveillance 

and market intelligence functions. They are reduced by strengthening infrastructure, and by financial and other operations, at home and abroad, including, in exceptional circumstances, by acting as the lender of last resort.

In pursuit of both purposes the Bank is open in communicating its views and analysis and works closely with others, including:

· Other central banks and international organisations to improve the international monetary system. 

· HM Treasury and the Financial Services Authority, under the terms of the Memorandum of Understanding, to pursue financial stability. 

The Bank will also play its part in promoting an open and internationally competitive financial centre in the UK, using its expertise to help make the UK financial system more efficient, where such efforts would be in the public interest and provided that they do not conflict with its primary responsibilities or those of other agencies.



12. BANK REGULATION AND FINANCIAL ARCHITECTURE.





Incentives to monitor and their limitations.


Criticisms of current regime: stakeholders absent from agency structure. Suggested alternative and its limitations.





Laissez-faire banking: the free banking era.


Supposed successes of 19th century system: clearing-house system / self regulation. 


Limited relevance in contemporary circumstances.





Legal systems and financial architecture.


‘Anglo-Saxon’ tradition (now increasingly global). Continental Europe / Japan tradition.





Responses to macroeconomic turbulence of 1970s/80s:


Financial innovation. Deposit substitutes. Interest on deposits. 





Case for a single financial services regulator.


FSA. Convergence between banks and non-bank financial institutions / cross-provision. Systemic risk. Problems of duplication / multiple reporting. Economies of scale and scope.





Problems and issues in ‘one-stop’ financial regulation.


(1) Problem of intra-firm compartmentalisation.


(2) Legal-disciplinary distinction.


(3) Financial stability and lender of last resort facility remain separate.





Appendix: Core Purposes of the Bank of England.








