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Regulatory Framework

1.  Introduction

Non-bank financial institutions have an important role to play in economic and financial development. The Asian region is one in which banks still dominate, but in which NBFIs are emerging at a very rapid pace. 

But, while NBFIs can be a potential positive influence on the economy, they are also a source of risk. That risk is heightened when growth is very rapid. Rapid growth not only takes pressure off inefficient firms to be competitive, it has a way of hiding the results of poor decisions behind growing balance sheets - in which new business provides the funds needed to patch over the holes. As soon as growth slows, the problems are revealed and the impact felt. 

One of the main ways of controlling these risks is through regulation. The challenge for regulation is to balance the risks against the positive contributions that NBFIs can make to growth and community welfare. On the one hand, too little (or misguided) regulation can lead to crises. On the other, overly intrusive (or inappropriate) regulation can negate their potential positive contribution. Getting this balance right is made more difficult by the fact that many areas of non-bank regulation are still very embryonic.

This paper is about the regulatory framework and trying to find that balance. 

The regulatory framework has 3 main elements:

· regulatory objectives (i.e. why we regulate and what we hope to achieve through regulation);

· regulatory structure (i.e. the structure of agencies that carry the delegated regulatory responsibilities of the community); and 

· regulatory effectiveness, which can be broken into two subcomponents:

a) regulatory backing (which includes the political, legal and financial backing available to regulators to enable them to carry out their duties effectively);  and

b) regulatory implementation (the instruments, tools and techniques used by regulatory agencies to implement regulatory oversight).

This paper concentrates on just 2 main areas that are particularly relevant in the Asian context:

1. A brief look at the contributions and risks associated with NBFIs;

2. Some of the key elements of effective regulation, including:

· The legal framework of regulatory powers;

· The rules and regulations that regulators establish; and

· The internal practices and procedures adopted by regulators.

Regulatory structure will be covered in the next session.

2. Contributions and Risks Associated with NBFIs

Financial institutions, including banks and non-banks, provide some or all of the following core financial services:

· Some financial institutions provide payments services – by issuing claims that have the capacity to be used in settling transactions.  To serve as an effective means of payments, a claim must have a highly stable and reliable value, be widely accepted in exchange and must be linked to the arrangements for ultimate settlement of value.

· Liquidity is the ease with which an asset’s full market value can be realized once a decision to sell has been made. Financial institutions enhance liquidity through specialization and scale.

· Divisibility - Divisibility is the extent to which an asset can be traded in small denominations.  Financial institutions break up large denomination (lumpy) claims and aggregate small denomination claims to meet divisibility preferences of the community.

· Store of value is the extent to which an asset provides a reliable store of purchasing power over time – this is fundamental to satisfying savings preferences.

· Information is costly to access and process. Providing economies of scale in processing and assessing risks is an important role of financial institutions.  

· Risk pooling is the extent to which an asset spreads the default risk of the underlying promises by pooling.  By pooling assets, financial institutions have much more scope to risk pool than do individuals.

These services are often provided in combinations. Banks provide an attractive bundle of most of the core financial services in their deposit product.  

· Ability to write cheques on deposits means that banks offer payments services and liquidity equal to that of currency.  

· Deposits also offer exceptionally high divisibility (at least to the same level as currency).  

· The store of value service is that of a debt promise in that deposits promise repayment at (nominal) face value plus interest.  

· Banks resolve the information conflict faced by borrowers and generally enjoy substantial economies of scale in processing and analyzing information.  

· Finally, banks risk pool borrowers’ promises into a single promise by the intermediary itself.

This begs the obvious question – if banks offer all of these services why do we need NBFIs? The answer to this question is intuitive rather than empirical.  

In principle, there is no reason why banks can’t provide all services – indeed to an extent they do.  The problem is that they are extremely inefficient in providing some services and even face conflicting incentives in providing all services. In short, the way in which banks provide their core services means that they cannot provide all services equally efficiently.  

In order to provide certainty of value for payments, bank deposits must be low risk.  This limits the range and nature of assets that banks can hold on the asset side of their balance sheets and thereby the extent to which they can offer risk pooling – it is no accident that banking and insurance business are never mixed on the same balance sheet. It also limits their ability to offer a wide range of store of value services – especially equity type stores of value services. 

More generally, NBFIs play a range of roles that are not suitable to banks:

· through the enhancement of equity promises (adding liquidity, divisibility, informational efficiencies and risk pooling services), NBFIs broaden the spectrum of risks available to investors;

· in this way they encourage investment and savings and improve the efficiency of investment and savings;  

· through the provision of contingent promises they foster a risk management culture by encouraging those who are least able to bear risk to sell those risks to those better able to manage them; and

· as Alan Greenspan so aptly pointed out, they can enhance the resilience of the financial system to economic shocks

NBFIs complement banks by providing services that are not well suited to banks;  they fill the gaps in financial services that otherwise occur in bank-based financial systems.  

Equally important, NBFIs provide competition for banks in the provision of financial services.  NBFIs unbundle bank services and compete with them as providers.  They specialize in particular sectors and target particular groups.  They overcome legal and tax impediments and they enjoy informational advantages arising from specialization.  

But there is more to the case than just logic. 

There is a growing body of hard evidence to suggest that:

· The development of financial intermediaries contributes strongly to economic growth;

· That contribution is increased where intermediation is provided through a balanced combination of NBFIs and banks – in particular, there is a strong correlation between the depth and activeness of non-banks and stock markets on the one hand, and economic development on the other.

The contribution to growth and welfare can be significant – so what about the risks? There are two main sources of systemic risk that arise from NBFIs. 

The first, is that NBFIs can be used as a means of circumventing the intent of regulations imposed on banks. This effect has been clearest where NBFIs have been either totally or largely unregulated and have thereby gained a competitive advantage in competing with regulated banks on their own territory. 

The fallout from this type of behaviour was widely experienced in the Asian region in the late 1990s. 

· In Thailand, finance companies issued high-yielding promissory notes and borrowed offshore, then loaned the funds in local currency to high-risk borrowers who could not meet banking standards – when the crisis hit in mid 1997, the Government was forced to close 69 insolvent finance companies;

· Malaysia experienced similar problems with finance companies that had extended hire-purchase loans;

· In Korea, NBFIs grew very strongly in the pre-97 period precisely because they competed directly with banks, but with a regulatory advantage. This included merchant banks in the pre-97 period, which borrowed offshore and helped leverage the Chaebol. The problem re-emerged in a different guise between ‘97 and ‘99 when poorly regulated Investment Trust Companies took over as the primary source of corporate finance.

· China has also had problems associated with Investment Trust Companies.

The message here is very clear – but important enough to warrant re-statement. 

Competition between NBFIs and banks in providing financial services is healthy. But competition based on lax regulation is unhealthy - and can have disastrous consequences that may affect economic growth and financial stability for years. 

The best incentive regulators can provide for the healthy, long-run development of a stable NBFI sector is to provide a sound regulatory framework that eliminates the shady players, recognizes institutional differences, does not interfere with the provision of the full range of risk products - but which does not create regulatory arbitrage. 

If a particular group of NBFIs wants to do the business of collective investments, they should be regulated the way that collective investments should be regulated. If they want to do the business of banking, and are permitted to do so, then they should be regulated the same as banks.

This latter comment underlines that the business in which NBFIs are permitted to engage is ultimately a matter of choice. To illustrate the point, following the crisis in 1997, the Korean Authorities accepted that Merchant Banks in Korea effectively are in the same business as banks and have changed their regulatory requirements so that their merchant banks now face essentially the same capital, provisioning, liquidity, large exposure and foreign exchange requirements as banks. In contrast, in Australia the decision was taken that Merchant Banks should not be allowed to do the business of banks (defined as taking deposits from the public) and so they regulated much more lightly than banks.

The second major risk with NBFIs arises from their association with banks through conglomerates. 

While many countries have quite sound regulatory frameworks for supervising banks, very few have either the legal power or the policy framework for adequately supervising conglomerate groups in which banks own and operate large non-bank subsidiaries. 

This problem was also a contributor to the crisis in the late 1990s, most particularly in Korea and Indonesia. But the problem is by no means confined to emerging markets. Australia has lost only two banks through outright failure in the past century. Both failed because of high-risk activities carried out through their unregulated and very large subsidiaries. 

The solution to both of these problems – unfair competition and conglomerate contamination - lies in stronger regulation. 

3.  Regulation of NBFIs

To prevent regulatory arbitrage between banks and NBFIs there is a need to have a coherent regulatory framework that covers the whole of the financial system and which regulates similar risks in similar ways – regardless of which institutions offer the particular services. This framework should have an appropriate structure (which is the topic of Session 3 after lunch) and it should also support regulatory effectiveness.

It seems obvious to say that the regulatory framework covering NBFIs needs to be effective. And yet, the experience of the past 20 years suggests that we are still a long way from fully understanding all the requirements of regulatory effectiveness. Who, for example would have predicted 5 years ago that the UK would have a problem like Equitable Life, that Australia would have a collapse on the scale of HIH, and that the US could have failures on the scale of Enron and WorldCom. It is not just that these companies failed – it is the regulatory weaknesses that they exposed that keeps us all suitably modest.

With those recent lessons in mind I want to start this section by addressing regulatory expectations. In other words, what is it reasonable to expect regulators to achieve and what should we not expect of them? 

Let me start with the fundamental distinction between market conduct and prudential regulation. Howard Davies of the UK FSA aptly described the difference as being that between the policeman and the doctor. Market conduct regulators are largely dealing with human weakness – namely greed. It is a sad but undeniable characteristic of human nature that many people will steal or misrepresent if they think they have half a chance of getting away with it. 

Since we cannot anticipate every potential dishonest action, market conduct regulators are left focusing on how to reduce financial crime by catching those who break the rules. It is in this sense that they are like the policeman. They work within a set of laws and legal sanctions, to which they add rules (especially rules about governance, disclosure and proper behaviour in markets) and administrative penalties. However, it is widely agreed that the real deterrent to crime (both civil and financial) is no so much the severity of the penalties as the likelihood of being caught. Thus the market conduct regulator’s greatest weapon is its ability to investigate, catch and successfully prosecute (either by itself or in combination with a public prosecutory agency) those who violate the rules and laws. In short, the conduct regulator’s credibility is largely tied up in enforcement – what is sometimes referred to as the demonstration effect of “heads on pikes”.

In contrast, the prudential regulator, like the doctor, is more concerned about preventing failure – in this case, of financial rather than physical health. While it is universally agreed that all NBFIs require conduct regulation, there is no universally agreed definition of those NBFIs requiring prudential regulation. Without entering into that broader debate, for the purposes of this presentation prudential regulation of NBFIs will be taken to be that applying to insurance companies, pension funds and non-bank deposit takers.

So what should we expect of our regulators? In the case of conduct regulators the picture is reasonably clear. We should expect them to set rules which, if followed, will lead to strong, healthy and competitive markets. We should also expect them to successfully prosecute those who breach the rules. We should not be so unrealistic as to expect that the laws and rules will never be broken – all we can hope for is that that these are strong enough, that the penalties are high enough and that the regulator’s reputation fearsome enough that breaches will occur as the exception rather than the rule.

Expectations in the case of a prudential regulator are somewhat more difficult to pin down.

Prudential regulation involves developing standards of prudential behaviour for regulated institutions, monitoring compliance with those policies, and enforcing remedial action to protect the interests of customers where there are concerns about either compliance or financial sustainability. There are two characteristics of this process that are not well understood by the community.

First, supervisory intervention is usually graduated. Unlike conduct regulation, where a breach of the rules is usually a legal offence, thereby warranting a legal response, breaches of prudential standards are primarily warning signals. The usual response to a prudential breach includes a period of co-operation between the regulator and the financial institution, during which a remedy is sought that is capable of returning the institution to full prudential compliance. Only when the problem becomes intractable, or the institution recalcitrant, does the regulator need to resort to more extreme measures. The need for careful judgment by the regulator in this process is critical or the co-operative work-out can simply become regulatory forbearance – which usually has disastrous consequences.

Second, prudential regulators are not infallible. Indeed, the process of working with an institution to overcome regulatory breaches or concerns can, in some cases, increase the extent of the losses associated with failure by prolonging the period of operation of an institution that turns out, with the benefit of hindsight, to have been beyond rescue. The probability of such an adverse outcome is greatly increased where the regulatory framework of warning signals is itself flawed or where the information provided to the regulator is deficient (or worse, misleading). 

No prudential regulator can promise a complete absence of failures. In particular, no prudential regulator has the capacity to eliminate fraud. 

While no prudential regulator can guarantee the absence of institutional failure and no conduct regulator can guarantee that the laws and conduct rules will not be breached, the effectiveness of both types of regulator can be raised through improvements in three main areas.

· The first is the development of stronger regulatory laws that provide the regulator with a comprehensive set of powers to meet its objectives. 

· The second is the development by the regulatory agency itself of stronger policies – through regulations, prudential standards, policy statements, and guidance notes.

· The third, is improvements in the practices and procedures of the regulator that guide the implementation of the policies. It is in this area that most regulatory failures occur - it is not all that difficult to develop a regulations that stand up to the broad international requirements of the Basel Committee, IAIS, IOSCO and so on. It is a much more difficult challenge to implement and enforce those policies effectively.

The following sections elaborate on each of these. 

4.  Regulatory Powers

The primary building block of regulatory effectiveness is legislation.

There is an enormous range in the quality of legislation under which different regulators operate.  The importance of legal heritage in determining what will work in different countries should not be under-estimated. Thus, for example, countries with a common law heritage can usually work with a much more flexible law than countries with a civil law heritage, where greater detail and precision is required if the law is to be interpreted consistently over time.

The relevance of the heritage aspect is that what works well in one legal framework cannot necessarily be transplanted to another country with a different legal environment. That given, my comments focus mainly on principles – with the proviso that how these principles are implemented in any country will depend on the particular legal constitution and environment.

The fundamental powers that are needed for effective regulation of NBFIs can be divided into two main groups – those that are relevant to both prudential and market conduct regulation, and those that are more relevant to prudential.

4.1.  Powers Common to Market Conduct and Prudential Regulation

1. Power to license (including the power to remove licenses, to limit licenses and to put conditions on licenses. In some cases there may be need for the power to determine that an entity should be regulated or to exempt it from regulation).

2. Power to request information – including from related parties (especially controllers, other members of a conglomerate and service providers).

3. Power to conduct routine on-site examinations (without needing an invitation – more relevant to prudential but also relevant in some areas of conduct regulation. Includes having power to request and copy documents without notice).

4. Power to investigate suspected breaches of financial laws (this is fundamental to market conduct regulation).

5. Power to issue prudential standards (or regulations or simply rules) – the issue here is substance rather than form – i.e. who controls the process of determining the rules and how flexible the process is.

6. Power to issue administrative sanctions and to levy fines.

7. Power to issue directions (including to freeze assets, to comply with standards, to divest certain activities or subsidiaries, to act or not act in a certain way – e.g. to stop writing particular types of business or to stop new business all together and to obtain enforceable undertakings. These are all critical enforcement powers.)

8. Power to prosecute suspected breaches of financial laws.

Before I go on to the second set of powers relevant mostly to prudential regulators let me make a comment on the last of these – the power to prosecute.

This last power – the power to prosecute - is controversial. Some conduct regulators have it but most don’t. The issue comes down to credibility. 

In a recent article in Business Week Joseph Weber accuses the US Congress of having missed the point in its recent reforms mandating tougher policing of accountants and auditors.

As Weber points out, the SEC launches only civil cases against wrongdoers. Their sanctions are limited to bans from working in the securities industry and fines. The fines, while impressive when expressed in currency units of the Asian area, are often regarded as a cost of doing business and are usually paid without any admission of wrongdoing.

The criminal matters are turned over to the Justice Department, who mostly work independently of the SEC.

Weber suggests that it would make more sense for the SEC to have an elite group of prosecutors to work up their own cases. The grounds for this rest largely on the expertise that usually resides in a specialist conduct regulator such as the SEC when it comes to understanding the arcane and often complex area of financial crime.

The problem, of course, is how can an SEC get the power to prosecute if it doesn’t already have it. It is the usual problem of how to change the status quo – whatever it may be.

The magnitude of the challenge is illustrated by recent Indonesian experience where the design of a new regulatory agency - which will include the current securities regulator BAPEPAM - raised this exact issue. 

At present, BAPEPAM’s credibility is heavily dependent on the effectiveness of the Indonesian Prosecution Service - which is responsible for prosecuting the full range of criminal activity, including financial crime. In designing the new agency, which is likely to be established some time around the beginning of 2004, the suggestion was made that it be given the power to prosecute breaches of financial laws. 

Inevitably, overcoming political resistance to dividing up prosecutory powers ended the proposal. However, the fallback position being considered is worth noting. It was subsequently suggested that the new agency establish a special unit with expertise in investigating financial crime and that this unit should be required to work with the Prosecution Service in preparing prosecution cases. It was even suggested that the Prosecution Service consider establishing a unit within the new agency to utilize its specialized expertise to further the likelihood of winning criminal convictions where they are warranted.

4.2.  Powers More Particular to Prudential Regulators

1. Power to impose rules on ownership and control of licensed entities (fit and proper rules as well as rules on concentration and conglomerate relationships).

2. Power to appoint an external expert for the purpose of valuation or review (especially important in insurance e.g. to appoint an actuary to value claims liabilities or asset values). This should be accompanied by the power to require an institution to change the value of its assets or liabilities.

3. Power to require individuals to report an institution in financial difficulty (this ‘whistleblowing’ requirement is especially useful when it applies not only to Boards and management of financial institutions but also to market professionals such as actuaries and auditors). The law should not only require whistleblowing, it should provide legal protections for those who do so.

4. Power to appoint a statutory manager or inspector (this is the first step in the winding up process for troubled financial institutions. Ideally, the statutory manager should take over the powers of the Board and management and be able to sell assets and liabilities and close out contracts to protect the interests of policy holders, pension investors or depositors).

5. Power to transfer business (this power to facilitate or force a merger between a non-compliant institution and a stronger one is a key power for prudential regulators if they are to facilitate industry exits before losses are incurred through outright failure).

6. Power to put an institution into liquidation (this, of course, is the final step for an institution under statutory management if it is beyond being able to be restored to full compliance with prudential requirements). As an illustration of how the liquidation powers may need to be molded to the local situation, the Manulife experience in Indonesia, in which an apparently capricious charge put an otherwise solvent insurance company into temporary bankruptcy over what was essentially a dispute with a previous joint venture partner, has led for calls for reforms to ensure that no-one be able to institute bankruptcy proceedings against a prudentially regulated institution without the prior agreement of the regulator. This is an encroachment onto natural justice principles that would be unacceptable in many other jurisdictions, though it is perfectly appropriate in the Indonesian context.

These powers are still very much in skeletal form.  The detailed form that is most relevant to any particular country is very situation specific.

There are still some general points that can be made. The first is that, while these powers are often present in many countries in respect of banks, they are rarely all extended to NBFIs. In short, NBFI regulation has generally lagged well behind banking regulation. Bringing these into line is one of the first steps in creating a level playing field between banks and NBFIs.

The following are examples of some of the different issues involved.

First, the Australian situation with regulatory powers, summarized in Table 1 below, illustrates how, even in a fairly advanced financial regulatory environment, powers to regulate NBFIs can lag behind those for banks.

Table 1 Prudential Powers in Australia

	
	Banks
	Life Insurers
	General Insurers
	Pensions

	Licensing
	Y
	Y
	Y
	P

	Standards
	Y
	Y
	Y
	N

	Appoint External Expert
	N
	Y
	Y
	N

	Ownership & Control
	Y
	N
	Y
	N

	Statutory Management
	Y
	Y
	Y
	Y

	Directions
	Y
	Y
	Y
	N

	Investigation
	N
	N
	N
	N


The biggest deficiencies in our prudential powers in Australia are in the area of pensions. APRA does not have a universal licensing power (it only licenses public offer pension funds), nor does it have the power to set prudential standards covering matters such as risk management, diversification, and governance. 

APRA’s enforcement powers are also somewhat limited across all regulated industries. Not only does APRA not have formal investigation powers, in respect of NBFIs it does not have the power to:

· restrict the involvement of unfit owners or managers, 

· to compel the production of information, 

· to enter premises and copy information, or

· to remove or replace officers of an institution

These weaknesses in the enforcement powers of our legislative framework, and in the area of pensions in particular, are under review by the Australian Government. 

Indonesia illustrates some of the tricky issues involved with regulating ownership and control of financial institutions.

Indonesia suffered immensely in the 1990s from the improper use of moneys by banks, essentially to finance the business activities of their owners. 

To prevent these problems from surfacing in the future, legislation has been drafted that will, among other things, enable the application of stronger fit and proper rules for controllers of supervised bodies.

Importantly, the fit and proper rules have been recognized as financial sector issues, rather than simply banking issues. That is, through the proposed new regulatory agency, ownership rules will apply to prudentially regulated NBFIs as well as to banks.

Control:  The draft law contains a comprehensive definition of controllers, which catches, among others, major shareholders (10% or more), and controllers of a regulated institution’s parent. The definition includes anyone who can influence the financing or operations of the institution, directly or indirectly, and applies on an individual basis, as well as across groups of affiliates. 

Importantly, the draft allows the regulator to declare a person to be a controller.

Fit & Proper Regime: The proposed fit and proper regime includes the following main elements:

· The regulator will have the power to make regulations defining the parameters of the fit and proper test;

· It will be a criminal offence to become a controller of a prudentially regulated institution without the regulator’s prior approval.

· Similarly, it will be a criminal offence for a controller of a prudentially regulated institution to change its voting power without prior approval of the regulator.

· The onus will be on an applicant for fit and proper status to establish that it is fit and proper (this will be a major reversal of the comparable principle underlying the current Laws).

· The regulator will be required to automatically reject as not fit and proper any applicant for which it is unable to identify the ultimate controller (this will prevent applicants from using nominee companies registered in non-transparent jurisdictions in an effort to hide the true identity of the ultimate controller).

· The regulator will have the power to demand any necessary information to identify controllers (as well as whether a person is fit and proper).

· The regulator will have the power to enforce the fit and proper test by giving appropriate directions.

5.  Regulatory Polices

Assuming that the laws under which a regulatory agency operates give it the power to set standards, regulations or rules, the question is how might these be shaped to increase effectiveness. Given the time constraints, I will focus my comments on just one issue;  namely, the importance of taking a risk-based approach to setting prudential standards for NBFIs.

In recent years, the regulators of the world have coined the phrase ‘risk-based’ supervision. This phrase means different things to different people. I won’t go into the variations other than to say that it has relevance to both regulatory policy and its implementation.

In respect of prudential policy it means that capital and other prudential requirements should be determined by assessed risk – rather than by absolute levels. This is particularly relevant in non-bank regulation, where risk-related capital is still fairly embryonic in its application.

The most obvious area where this has application is in insurance regulation. 

The traditional solvency based approach to insurance regulation is a useful starting point but it does have severe limitations. It is nonetheless still the dominant regulatory paradigm for insurance throughout the region and through most of Europe.

The essence of the solvency approach is that the regulatory capital requirement for an insurance company is determined by a measure of its assets minus its liabilities. 

The solvency regime that operated in Australia prior to the recent reforms (implemented in July of this year) is a good example of how inflexible some solvency regimes can be. Under the Australian Insurance Act 1973 general insurance companies were required to hold an excess of assets over liabilities equal to the greater of:

· $2 million;

· 15% of its outstanding claims provision; and

· 20% of annual premium income.

The law made no distinction between the amount of capital required for low-risk insurance business - such as householders or motor vehicle insurance – and the amount of capital required for high-risk business such as professional indemnity. 

A good example of a more modern version of the solvency approach is the Singapore Insurance Act (revised 2000), where the Law imposes a solvency requirement, but, under Article 9(2):

“the Authority may prescribe different amounts (of capital) for different classes of insurance business or for different types of insurers.”

To date, the MAS appears to have distinguished the solvency requirements for direct general insurers, reinsurers, captive insurers and foreign insurers. However, they do not appear to have gone the extra step of differentiating the amount of solvency required by line of insurance business.

Going that extra step is important in ensuring that capital held is consistent with the risks involved. 

The second area in which risk should enter the insurance capital computation is in recognizing that insurance companies also incur asset risks. This source of risk is well recognized outside of banking but has been slow in being incorporated into BNFI requirements. Australia has now included asset risk in the capital framework under the recent reforms. But Australia is certainly not alone in this respect.

In Indonesia, for example, the insurance solvency regulations are phasing in a solvency requirement that relates to the “risk of loss” that may occur from:

· Asset default;

· Variations that could arise from maturity mismatching of assets and liabilities;

· Currency mismatching of assets and liabilities;

· Uncertainty in claims provisioning;

· Shortfalls in investment projections; and

· Failure of a reinsurance counterparty.

This is a very positive direction for insurance regulation in Indonesia.

6.  Practices and Processes

This is simultaneously the easiest and yet the most difficult area of effectiveness and, as noted earlier, it is the area in which most failures occur.

It is the easiest because it doesn’t require legislative reform. It is the hardest because changing the culture and attitude of a regulatory institution can be extremely daunting. 

The greatest problem faced by all regulators - and it is fairly consistent throughout the region, if not the world - is how to change what has in most cases been a compliance focused culture into an enforcement focused one.

Australia has been through this challenge recently. While upgrading internal processes is an on-going task, APRA has undergone a more thorough review in the wake of the collapse of HIH. Significant recent changes and upgrades include:

· Processes to ensure that high-risk institutions are identified earlier (APRA has completely re-designed its system for risk rating regulated financial entities.  The new risk-rating system, which is being rolled out at present, will not only help to identify emerging problems earlier but also help APRA to determine the amount and nature of supervisory and enforcement activity that each institution warrants);

· Procedures to ensure that management of high-risk institutions is escalated to senior levels within APRA;

· Procedures to ensure that information about high-risk institutions is circulated more widely within APRA;

· Formalised procedures for dealing with material provided by informants; and

· Policies to foster a greater enforcement orientation within the APRA culture.

The last of these is particularly important and reflects a common problem among prudential regulators. The problem is that prudential regulators, unlike conduct regulators, are simply not used to closing institutions. They are not used to exercising the full extent of the legal powers available to them. In a perverse sort of way, going through a crisis and having to shut institutions and remove licenses – as many in the region have had to do in recent years - is a great training ground for prudential regulators. It is an experience that can ill afford to be lost too quickly in the warm afterglow of economic recovery.

As a final comment on practices and processes - good practices ultimately come from good governance. There will be considerable focus at this Workshop on corporate governance. My comments, however, relate to the less popular area of public sector governance.

Interestingly, the case for good public sector governance is a very close parallel to that for good corporate governance. The public sector is subject to essentially the same agency problems that face the corporate world. 

The case for strong public sector governance is greatest in the finance sector as a consequence of the multiplicity of roles that governments play in finance, including:

· as the regulator of financial institutions;

· as an owner of financial institutions (not only does this create an implicit guarantee, but it also raises questions about possible access to information and opportunities for corruption);

· Governments also participate in financial markets as market participants (e.g. governments issue debt and trade in it – again raising conflict issues about access to market sensitive information);

· Many governments participate as a fiduciary agent (e.g. through pension schemes); and

· through direct intervention in the operations of the market (through the issuing of guarantees, direct support and directed lending).

Government involvement, without adequate rules to govern that involvement can impose substantial costs on the community. Some of the more important of these are:

· Poorly-designed financial regulation can expose the financial system to crisis and collapse. The biggest impact here comes from poor transparency regulation.  

· Where publicly-owned financial institutions are not subject to the same prudential and conduct regulation as private sector firms, competition can be distorted, innovation can be retarded, and signs of financial distress in the public institutions are likely to be disguised until the problem becomes a crisis.  

· Attempts to reform regulation and governance among private sector financial institutions are likely to fail unless publicly-owned/managed financial institutions are subject to rules of behaviour at least as stringent as those imposed on private firms.  

· Since the attitude of the public sector with respect to its own market conduct conveys an important signal to private sector market participants, the way in which it handles conflicts of interest, privileged information and disclosure will have an important bearing on the integrity of private sector financial markets.

This of course is a very big area and this paper addresses only one aspect – namely, how regulatory agencies are themselves governed. The following are my top 2 priorities for regulatory governance plus one for governing how regulations are applied to public sector owned financial institutions. I believe these go a long way towards establishing good public sector governance in respect of financial regulation:

1. Regulatory agencies should be as independent as possible from Government - Good regulation is primarily about making decisions that are based on objective criteria - directed towards the achievement of objectives specified in Law and free from extraneous considerations and influences. Independence is about removing those extraneous influences to the greatest extent possible. In the regulatory context, independence means that the regulator should have the capacity to develop regulatory policies, implement them and enforce them – without inappropriate interference from Government or from industry. In practice we achieve independence through a whole host of design issues such as:
· the legal nature of the agency and the conditions under which the Government can overrule decisions and policies;
· the way in which the regulatory board is structured, appointed and dismissed; and

· legal indemnities for staff who act in good faith in carrying out their duties.

2. Regulatory agencies should be as transparent and accountable as possible. If independence is about removing extraneous influences on regulatory policy, accountability is about ensuring that they are replaced by legislated objectives. As a general rule, the greater the level of independence, the greater also should be the level of accountability. Accountability covers such issues as:

· The way in which the agency reports its own finances and accounts for its activities – to the Government, to the Parliament and to industry;

· The extent to which industry has an opportunity to comment on and be a part of proposed policy changes;

· Mechanisms for dealing with disputes and so on.

3. Finally, in terms of governing the implementation of regulatory policies it is important to bear in mind that many countries in the region have significant involvement by Government-owned financial institutions. My final principle is that these should be subjected to the exact same regulatory requirements as private sector institutions. 

7.  Priorities

So far I have outlined best practice in respect of regulatory powers, regulatory policies and regulatory practices. It is easy to say that we would all be much more effective regulators if we only had all those powers, the maximum level of independence, the right policies and so on. I am, however, realistic. The reality is that no regulator has all these. I also know only too well that it is often nearly impossible to change the status quo – especially when it involves extensive legislative change. The question is how do we get to where we want to go given the point at which we are starting?

The following is a list of practical priorities for moving forward:

1. Start with internal practices and processes (it is up to the regulator to improve these to sharpen its enforcement culture and to create greater consistency in its regulatory approach to different situations).

2. If the law is weak, push it to the limit. Most regulators find that they can get away with a lot more than they think, before some institution calls their bluff and challenges them in the courts. In any case, it is much better to have pushed the limits and been stopped in the courts than to be accused of not having tried. Any institutional failure that follows a knock-back by the courts of an attempted enforcement action creates powerful ammunition for legislative change.

3. Never miss a good opportunity for reform. Crises and failures are painful for everyone involved, including the regulators. But they also create an environment that is conducive to reform. As the urgency of the situation passes so does the political commitment to take on major changes. 

4. No regulator can guarantee that there will be no failures. But every regulator is required to learn from those failures that do occur, so that similar situations are less likely to occur in the future. But, few experiences are unique. Regulators do not operate in a vacuum. We need to use workshops such as this one and regional meetings to share experiences to better equip our regulatory staff with the experience and support to deal with tough regulatory situations when they arise. We need to share our case studies – however embarrassing they may be.

8. Concluding Comment

To conclude, let me summarise briefly the wide territory that I have traversed.

· NBFIs have much to contribute, but they also bring some risks;

· Those risks are best contained by sound regulation that seeks to create a generally level playing field, without stifling either the growth or individuality of NBFIs;

· These objectives notwithstanding, NBFI regulation is generally underdeveloped in the region and indeed throughout most of the world;

· The three areas in which improvements are most needed are:

· In the legal powers granted to NBFI regulators (while these are generally improving, they still lag behind the powers available to banking regulators)

· In the prudential standards, regulations and rules which, in general, need to become more risk-based to catch up with banking standards;

· In the internal practices and processes of regulators where there is a general need for stronger governance standards and for a greater commitment to enforcement among prudential regulators and conduct regulators alike.

· While there may be a long way to go, there are important steps that we can all take to make sure we are heading in the direction of more effective regulation. 
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