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Regulatory Structure 

1.  Introduction

The regulatory framework under which any agency operates has 3 main elements:

· regulatory objectives;

· regulatory structure; and 

· regulatory effectiveness or implementation.

Session 1 focused mainly on regulatory effectiveness and the impact that appropriate legal powers, regulatory standards and internal procedures and processes can have on effectiveness. This session turns to regulatory structure – that is, the way in which regulatory responsibilities are distributed among different agencies. 

The obvious motivation for interest in this topic is the number of countries that have adopted an integrated regulatory structure in recent times – where integrated means a structure combining at least banking and insurance regulation under the one agency. In many cases the amalgamated agency has had much wider responsibilities than just banking and insurance, but for the purposes of this session the minimum criterion used by the International Group of Integrated Regulators will be adopted.

While integrated regulation is still in the minority, it is clearly growing in popularity and needs to be taken seriously. This session looks at the forces behind this trend, analyses some of the different forms of integrated structure, and examines some of the outcomes from this structure.

2.  Approaches to Regulatory Structure

In principle, there are two fundamentally different models of regulatory structure 

· one focused on particular industry groups (such as banks, insurance companies, and so on) and 

· the other focused on particular regulatory objectives (namely, the correction of particular market failures).  

Regulatory objectives are aligned with market failures for the simple reason that market failure is the only legitimate reason for regulatory intervention. If markets are working well by themselves – i.e. they are competitive, fair, efficient and safe – regulatory intervention can only reduce efficiency and welfare by imposing unnecessary costs.

In practice, however, financial markets do not necessarily work well by themselves. They encounter serious market failure in the form of:

•
anti-competitive behavior (such as monopoly and collusion);

•
market misconduct (such as fraud, misrepresentation and failure to disclose important information);

•
information asymmetry (this arises where products or services are sufficiently complex that disclosure, by itself, is insufficient to enable consumers to make informed choices - i.e., where the knowledge of buyers and sellers of particular products or services can never be equally balanced, regardless of how much information is disclosed);  and

•
systemic instability (which arises where failure of one institution to honor its promises can lead to a general panic, as individuals fear that similar promises made by other institutions may also be dishonored - a crisis occurs when contagion of this type leads to the distress or failure of otherwise sound institutions).

The objectives of regulation should be to counter the effects of these failures and to do so in the most efficient way possible. Thus, for example, a market conduct regulator sets standards of governance and disclosure, while a prudential regulator adds capital adequacy requirements, liquidity requirements, fit and proper rules for ownership and control and so on.

Thus, regulatory structures can be either industry-based or objectives-based.

The industry approach creates regulatory agencies to deal with institutions that carry certain industry labels.  Thus, we would expect a banking regulator, an insurance regulator, a credit union regulator, a securities dealers regulator and so on.

In the purest form of the industry model, a single regulator would be assigned to each industry group, with responsibility for correcting all sources of market failure.  

Thus the banking regulator would deal with market structure issues such as mergers, it would set disclosure standards and regulate selling practices with respect to consumers, it would set prudential soundness standards in the form of capital requirements and so on, and it would also regulate bank involvement in the payments system and provide lender of last resort facilities.

The alternative framework is based on the objectives of correcting particular market failures.  Again the pure form of the objectives-based model would involve a single regulator assigned to correcting each of the sources of market failure, but with responsibility for all institutions that are subject to that particular failure.

Thus, for example, we would expect the market conduct regulator to set disclosure rules and market conduct rules that would apply in the same away to every financial institution – regardless of the institutional label under which it traded.

In practice, virtually every regulatory structure in the world involves a mixture of objective-focused and industry-focused regulators, sometimes with overlapping responsibilities. Notwithstanding this lack of purity, the traditional model throughout the world is still dominated by industry-based regulators. 

3.  The Traditional Industry Model

The traditional approach to regulation has been largely industry-based, assigning separate agencies to each of the prudentially regulated industry groups, such as banks, insurance companies, securities dealers and, in some cases, pension funds.  In most cases, single-function regulators responsible for market conduct and/or competition regulation exist alongside these multi-function industry regulators.  

This traditional model has come under pressure, especially in recent years, from a range of factors including:

· convergence in financial markets and the emergence of financial conglomerates spanning multiple industry-based regulatory agencies;

· problems associated with the lack of consistency in the application of regulatory policy across different industries offering similar financial products and services (regulatory arbitrage);  and

· the need to make more efficient use of scarce regulatory resources.

Indeed, it is interesting to note that, at the first meeting of the Integrated Regulators Group in Sydney in 1999 a survey was carried out of the responsibilities, legal frameworks, internal structures and policies.  Each member of that group responded to a questionnaire covering some 61 questions
.  Despite a great diversity of answers to almost every question, the one area in which there was a high degree of convergence was in respect of the rationale for establishing the integrated agency.  In almost every case, the motivation lay in a combination of these 3 factors.

Responses to the challenges of conglomerates and regulatory arbitrage have taken two main forms:  the lead regulator approach;  and the integrated regulator approach.

Under the lead regulator model, one agency takes prime responsibility for the conglomerate.  This model has been introduced formally in the US in recent years and specifies the Fed as the lead agency for groups including a Fed regulated bank.  The Fed, however, has to rely on the regulators of the other subsidiaries in building a picture of the conglomerate.

This is certainly one way of approaching the problem and is largely aimed at forcing coordination among agencies.  

4.  Rationale for Integrated Regulation

Integrated regulation is a more comprehensive way of dealing with the conglomerate issue.  The rationale here is quite straightforward: .  

By aligning the regulatory structure with the conglomerate structure of the industry, the regulator should, in principle, be better able to regulate the conglomerate group as a whole.  

Remembering that the minimum definition of an integrated regulator is that it combines at least banking and insurance regulation under the one agency, integrated regulation goes a long way towards assembling all prudential regulators under the one roof. Not only does this provide a solid platform for conglomerate regulation:

· the integrated regulator should also be able to extract efficiencies in the use of scarce regulatory resources - by offering a broader career path, within a larger and presumably more prestigious organization, it should also be able to attract better quality staff; and

· its broader scope should also minimize gaps and overlaps, thereby minimizing regulatory arbitrage – at least within prudential regulation.

But integrated regulation goes even further than this.  We could think of the basic idea of integration as pulling together all regulators of similar functions into the one agency.  In its purest form this is, of course, nothing more than the objectives-based regulatory model. Indeed, it is possible to argue that integrated regulation reflects a philosophical shift from industry-based to objective-based regulation.

This is essentially what we have in Australia, where we have:  one regulator for competition, the ACCC, one regulator for market conduct, ASIC, one regulator for prudential management, APRA, and one regulator for systemic stability, the Reserve Bank of Australia.

Australia is at one end of the spectrum.  Most of the other integrated regulators, however, are still structured along objectives-based lines, but put several of these objectives together under the one roof.  

For example, a number of countries, such as the Scandinavians, Korea, the UK and Japan combine prudential regulation with market conduct regulation.  At the most aggregated level, Singapore is the only country of which I am aware that combines prudential, market conduct and systemic stability regulation.  I am not aware of any country that combines all four objectives into the one agency.  There is therefore a wide menu of possible structures within the integrated model.  

What then are the differences among these integrated structures and the issues that have led some to choose one form over another?

5.  Selecting an Appropriate Regulatory Structure

The starting point for this discussion should be stated very clearly – all the experience of the integrated and industry regulators points to one very clear lesson  - and that is that there is no single ideal regulatory structure that fits all financial systems.  The ideal structure is a matter of judgment and needs to take into account the stage of financial development, the legislative environment and the range of regulatory skills available.  

We can start nevertheless with some of the more obvious strengths and weaknesses of the different versions of integration.

6.  Pure Objectives-based Regulation

The discussion should start with the purest form of the objectives-based regulatory model in which there is one integrated agency assigned to each source of market failure.  

The main advantage of this model, relative to other more aggregated forms, is that it maximizes regulatory focus.  Under this structure, each regulatory agency is responsible for correcting a single form of market failure – one agency, one objective.  Since the methods and skills required for each type of market failure are different, this structure minimizes not only conflicts between objectives, it minimizes cultural clashes within the agency.

From a public perception perspective, this structure also has the advantage that it reduces potential confusion about where the public safety nets end and also reduces the potential for regulatory failure in one function to undermine public confidence in other regulatory functions.

The main disadvantage of this model of integration, relative to the more aggregated models, is that it still requires a high level of coordination and cooperation between agencies.  

It is inevitable that conflicts will arise from time to time between the prudential and market conduct objectives of regulation.  For example, a major market transgression by a bank might entail penalties and adverse publicity sufficient to cause a run by depositors.  The interests of the prudential regulator in protecting depositors in this case will be diametrically opposed to those of the market conduct regulator, whose objective is to ensure open, fair and efficient markets.  Consequently, they might prefer to approach the problem in entirely different ways. 

Probably the most difficult potential conflict is that with systemic regulation.  It is a fact of life that the only source of emergency liquidity to any financial system as a whole is through the central bank.  As the lender of last resort, the central bank must have reasonable assurance that the funds it lends at short notice will be repaid.  In short, it needs to be able to distinguish between illiquid and insolvent institutions.  This need for the central bank to have an intimate knowledge of individual banks for the purpose of extending emergency liquidity has been put forward consistently as one reason why banking regulation should not be separated from central banks.

There are three main responses to these conflicts.  

The first involves establishing formal and informal mechanisms for cooperation between agencies.  For example, most banking regulators that have been separated from their central banks, market conduct regulators and/or competition regulators have memoranda of understanding that detail how they will deal with each other in times of crisis and also in the exchange of information.  Other mechanisms involve joint Board appointments and/or overarching councils or committees. 

The second response involves a clear demarcation of responsibilities between the agencies.  For example, in Australia, it has been determined that prudential regulation does not absolve financial institutions from meeting the same high standards of market conduct and disclosure that are imposed on other institutions.  Thus, while there would be consultation between the agencies in the event of a breach of market conduct by a prudentially regulated institution and, in many cases, join action by the two agencies, the decision about how to handle the breach rests solely with ASIC.  Similarly, it has been determined that the decision to provide lender of last resort liquidity should be based on systemic considerations, rather than on consideration about any individual institution. 

The third response is to combine two or more of the objectives-based regulators into what we might loosely call a “super” regulator.  I use the term with some hesitancy, given that it is used in different countries to mean quite different things.

7.  Combining Prudential and Market Conduct Regulation

The case for combining prudential and market conduct regulation comes down to three arguments in favour and four against.  Arguments, in favour include:

· first, combining the two ensures that all financial institutions are regulated under the one umbrella – even if some are only regulated for market conduct purposes – thus there is total oversight of conglomerates;

· second, a bigger and more powerful regulatory agency may be more successful in attracting staff and offering them better career opportunities;  and

· third, conflicts between prudential objectives and market conduct objectives can be resolved internally.

The case against integration rests largely on the conflicts that can occur:

· first, as noted earlier, prudential and market conduct regulation involve different approaches and cultures – thus there can be cultural clash;

· second, there is a danger of loss of focus – this is a particular concern in this case to the extent that market conduct regulation often involves fighting high-profile, short-term cases, whereas prudential regulation involves longer-term preventative type issues; 

· third, there is a potential danger that consumers will perceive the prudential and safety net provisions as extending to all financial institutions;  and

· fourth, failure of the agency to meet community expectations with respect to one of its objectives could damage its credibility in pursuing its other objective.

There is no definitive answer to this question.  In particular circumstances the solution may well depend on the credibility of different existing agencies as the foundation stone for the new regulatory structure.

It can also be a question of size. The scale involved in combining the US SEC, the Fed, the Comptroller of the Currency, a handful of State banking regulators, 50 State insurance regulators and more – would be simply mind-boggling.

That said, those countries that have considered integrated regulation have generally been reasonably favourably disposed towards amalgamation of prudential and market conduct regulation.

8.  Combining Prudential and Systemic Stability Regulation

The question of whether or not to combine prudential and systemic stability regulation is complex.  In an essay for the Financial Stability Institute of the Bank for International Settlements, Charles Goodheart has put the case that, in emerging markets at least, prudential regulation should be kept with systemic stability regulation or, more precisely, that banking supervision should not be removed from the central bank.  His argument has three main elements.  

First, he argues that organizational structure is much less important for regulatory effectiveness than good communication and coordination between agencies.  Second, he argues that where regulatory structure does play a role is in the calibre and quality of staff that it attracts to regulation.  The key to his second argument is his assertion that, in emerging markets at least, central banks are the most independent agencies, their salary scales are the highest, they develop the most effective cultures, and they attract the best quality staff.  Third, he argues that monetary policy and banking regulation are so fundamentally interlinked that they can only be separated at great risk.

Some of these points have more substance than others.  

His central arguments that communication and coordination are critical and that reasonable salary conditions are fundamental to attracting high quality staff are indisputable.  It is questionable, however, whether central banks are the only institutions that can offer these. At the same time, there would be obvious risks associated with establishing a separate regulator without adequate independence and resources, and without addressing how coordination will take place.

Goodheart’s argument about the fundamental interlinking of bank regulation and monetary policy is, in my view, much overstated: 

· Systemic stability does rely on strong banking supervision, but it does not rely on which agency is actually responsible for carrying it out – i.e. there is no evidence that only central banks are capable of strong banking supervision;

· There is certainly some informational value in regulatory information – but this can be addressed through information exchanges. More importantly, the relevant information is largely at the industry level rather than at the individual institution level. If monetary policy is calibrated according to its likely impact on an individual institution, rather than on the industry as a whole – or, more correctly, on the economy as a whole – then, arguably, it has lost the plot.

The case for separation rests largely on the potential for loss of regulatory focus – this is especially critical for monetary policy - and also on cultural clashes that can occur within the central bank.

Again, there is no definitive answer to the question of whether or not prudential regulation should be separated from the central bank.  The more complex issue is how much extra can a central bank take on without compromising its central banking function.  It seems to work in Singapore, but then, Singapore is unique in many respects.

9.  What does Integrated Regulation Really Offer?

That completes the discussion of the plusses and minuses of the different integrated regulatory options.  That brings us back to the big question – what are the real gains from integration?  Is it worth the potential disruption and transition risks?

Let me start by stating very clearly what integrated regulation does not do.  Here we need to separate wishful thinking from hard reality.  

· Establishing an integrated regulatory agency will not, in and of itself, fix regulatory failure.  Correcting regulatory failure requires better regulation – which means setting more appropriate prudential and market conduct standards, improving surveillance and strengthening enforcement.  Integrated regulation may help facilitate this process, but it does not, by itself, cause these changes to occur.

How might it help? This will depend on the circumstances, but one of the biggest opportunities raised by structural change is that it presents a unique opportunity to revisit regulatory legislation and powers. This is happening in Indonesia where the establishment of a new agency has opened up the possibility of comprehensive reform and harmonization of regulatory powers across the regulated sectors – in a way that may never have happened taking each piece of industry legislation in isolation.

Integration may also help address regulatory failure by providing the opportunity to establish a new culture within the new integrated agency. Of course if all the same old people end up in the same old jobs within the new agency that is less likely to happen.

So what does integration offer?  According to the international group of integrated regulators the main gains were that integration: 

· Offers better oversight of conglomerates;

· Offers less scope for regulatory arbitrage (this is a key requirement for promoting a healthy and safe NBFI sector and was an important factor in both Korea and Australia);  and

· Offers better use of scarce regulatory resources (this was more of an issue in Mauritius where the predecessor Insurance and Pensions regulator had a total professional staff of 5, than it was in say Indonesia where DGFI operates with several hundred professionals).

Of these, let me elaborate on just the conglomerate issue.

10.  Conglomerate Regulation

The first obvious advantage of integrated regulation in respect of conglomerates is that the one agency has responsibility for all regulated institutions. Provided the regulator has consistent powers of the type described this morning – an integrated regulator has the following advantages in regulating conglomerates:

· First, there should be no argument about turf – i.e. over who among the institutional regulators is responsible for the conglomerate group. An integrated agency should automatically have the powers and the responsibility for solo and consolidated supervision.

· Second, in terms of practical implementation, provided the law is carefully crafted, the integrated framework should provide a single legal definition of ‘controllers’, ‘affiliates’ and ‘exposures’ – just consider the equivalent problem faced by separate institutional regulators seeking to impose a consistent large exposure policy across a conglomerate group involving say a bank, an insurance company, a pension fund and a securities dealer, where each of the Laws governing the regulation of those industries had different definitions of affiliates or exposures.

· Third, the integrated framework should provide a consistent set of powers of direction, information access, inspection and statutory management for all members of the group – I suggest again that you consider the conflict that individual industry regulators would face in regulating a conglomerate group involving a bank and an insurance company where the Banking Law gave very strong powers to the banking regulator, the Insurance Laws gave very weak powers to the insurance regulator and yet the insurance company was the Parent and the bank the subsidiary or the insurance company was very large relative to the bank within a non-operating holding company structure.

However, in closing these general comments about integrated regulation I have to concede that for some countries, conglomerates, neutrality and resource efficiency are not big issues – at least for the present.  In some cases there are bigger problems to worry about than structure. I repeat my earlier statement – there is no one structure that is ideal for all countries and across all time.  Integrated regulation is not something to rush into just because others are doing it.







� 	The results of that survey are published on the APRA website www.apra.gov.au.
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