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1. INTRODUCTION

1.1 Research objectives

The sector of the world economy which is labeledafcial Services’ on economic
pie-graphs, has changed considerably over th@%agears. Its slice of that pie has also
grown, as financial institutions evolved from domefirms engaged in distinct banking,
securities, and insurance services into integriaedicial services conglomerates offering a
broad range of financial products across the gldhese Medusa-like firms and their
products now appear even in the most unexpectegglavearing all manner of disguises,
and the task of regulating them has grown astrocallyi Given these developments, an
assessment of the architecture and history of sigmey structures in different parts of the
world is long overdue.

The financial turmoil which unfolded in 2007 hasseal questions regarding the
efficiency of the financial regulatory structurebieh existed in the world then, and those
which exist today. Many questions remain unanswerasting doubts on the approaches
taken by financial regulators to financial crisiamagement, and on the efficiency of current
national and international structures in dealinthwie collapse of systemically important
global financial institutions.

Following the crisis, many countries reformed ttigancial regulatory structures and
moved from one type to another, yet these chanigesad cause any convergence towards
any particular type of financial regulatory struetuThis puzzling phenomenon is at the heart
of this research: why don’t countries converge tasane type of financial regulatory
structure? Can we identify a structure which penfobetter than others in a given situation
and so helps minimize the severity or frequenciynancial crises? Is there a structure which
is better suited to deal with a financial crisigerit has occurred?

The structure of financial supervision is vitallgportant because of its impact on the
efficiency of the regulator, which in turn has dfeet on the costs of regulation, and on the
success of regulation in meeting its statutory gjball

In the past, the large differences between findistitutions called for a number of
financial regulators with relevant expertise. Ohéhe rationales for this breakdown was to

divide the power among these regulators so thag became too influential. Nowadays, the

1 C. Briault, ‘The rationale for a single nationalancial services regulator’, (1999)tancial Services
Authority, 1, 5.



rise of financial conglomerates means the bordetwden different financial institutions
have become vagdeThis is a recent phenomenon which was made pessibleast in part,
due to regulatory changes such as the cancellafitire Glass-Steagall Act of 1938 the
USA, which had, until 1999, restricted a bank hoddcompany from owning other financial
companies. The repeal of the Act effectively remtbthee separation which had previously
existed between investment banks and depositoriyshand allowed financial conglomerates
to develop.

Other factors which fertilized the growth in fina@mocconglomerates include: the
impact of mergers and acquisitich#je result of financial services firms extendihgpugh
internal growth into new aredsand new entrants to the financial services settoosing to
offer a range of financial services to their custosti

Thisincrease in the number and size of financial camgl@tes has almost
completely eliminated the boundaries between diffefinancial products. This in turn
means that the Functional Approach to financiaksupion, which divides the regulatory
powers among the different regulators accordinpéoproduct type, is no longer as effective
as it was, since it no longer matches the struafitee market or the regulated firms.
Instead, regulatory oversight of a financial comgdvate as a whole has become more
important, since there may be systemic risks agigiithin the group which are not
adequately addressed by any of the solo spequalisiential supervisory authoritiéSuch
oversight, to be effective, relies on: an effecexehange of information; coordination of
regulatory requirements across the regulators ressple for different parts of a
conglomerate’s business; and mechanisms for caatetiraction when problems arise in a
conglomeraté.

The people and corporations who favor consolidatiegfinancial regulators into one
authority assume that such consolidation mightllg@developments in some multiple
function firms, and solve problems of communicatiomordination, cooperation, and

consistency which can arise between the differeguilators in a fragmented system. They

2 Conglomerates are usually defined as a group winidlertakes at least two major financial serviaivisies.
% The Banking Act of 1933 (The Glass-Steagall At9,U.S.C. § 24 (Seventh) (1982), 12

U.S.C. 8§ 378(a)(1) (1982) [hereinafter The Act].

* Such mergers occur perhaps most frequently betbvaeks and securities firms, and between banks and
insurance companies, but also involving purchasésha managers by banks and by insurance companies
® For example, banks setting up insurance compamiésice-versa, insurance companies selling investm
products, and banks setting up securities and fiosudagement operations.

® Seesupran. 1, p. 13.

" Seesupran. 1, p. 14.

8 Seesupran. 1, p. 14.
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argue that the lack of these attributes acrossastecegulatory bodies has become acute
and increasingly difficult to manage efficientlyycathat a "one stop shop" is the best
solution?

Facts can be found to support this view. Givenuthelear boundaries between
financial institutions, having several uncoordimbategulators can clearly lead to
inefficiencies, such as gray zones or overlaps,tamdgulatory arbitrage on the part of the
regulated institutions. Moreover, the existenceaferal regulators increases the risk of
incoherent regulation, which leads to uncertaimtythee part of market participants.

In light of this, the consolidation of financialg@ators - moving from a fragmented
or diversified regulatory system which consista déw separate financial regulatory
authorities, to a system where all or some of ép@agate financial regulators are consolidated
into one authority - seems tempting. At first siglgeems as though it might yield both more
efficient regulation, plus a reduction in governinexpenditure; fewer authorities would call
for less personnel, thereby imposing a lower fimgrzurden on taxpayers.

However, consolidated regulation has its costs, $appose that the financial
regulator is mistaken in its approach to a paréicidsue; after all, government agencies are
not free of errors, and the concentration of power fewer hands is always a risky business.
With a single financial regulator, there is no aitgive forum. How can an agency be made
aware of its mistakes and reform its proceduresth Wb competition, what will encourage
innovative thinking inside the regulatory autho?itg@onsolidated regulation might also yield
a higher possibility of the regulator being captijr@s interest groups would only have to
target a single authority rather than a few.

Another point that needs to be addressed concesistance to systemic ri$kThe
global economy has demonstrated that it is vulderabsuch risks. To combat these risks,
several important markets around the world haveeddgowards consolidation of financial
regulatory authorities responsible for the regolabf banks, insurance companies, and
securities markets. Countries which establishedsargde regulatory authority which is
responsible for the regulation of all financialtingions include the United Kingdom (prior
to the 2007-2009 financial crisi§) Switzerland, Japan, Canada, and Gernta®ther

countries are also in the process of adopting tmsaidated model.

° Seesupran. 1, p. 19.

10 seeinfra n. 15.

1 As referred to by a number of authors including’ VAcharya, T. Philippon, M. Richardson & N. Ronbi
‘The financial crisis of 2007-2009: causes and miie®, (2009) 18/Financial markets, institutions and
instruments89, 89-137.



Up until recently it was believed that, in ordemdnimize the chance of a financial
crisis occurring, there was a need for collecthiaking with regards to regulatidi and that
such collective thinking was best achieved in asotidated regulatory authority. However,
the latest global financial crisis has emphasibedslystemic risks in financial systems and
raised questions regarding the efficiency of thesotidated model; the UK with its previous
consolidated model did not show greater resistémtee crisis than countries with
diversified regulators such as the USA, when mesbinr terms of debt per GDPand as a
result has moved back to a model of diversifiedil&tgrs (i.e. the Twin Peaks Approach in
the UK’s case). This raises the question of whetiveiconsolidated model is indeed more
efficient. Unfortunately it may require anothersisito assess the efficacy of the Twin Peaks
approach in regulating the UK’s market.

Effective regulatory reform can take place only wipelicymakers take fundamental
regulatory principles into account. One of the mogiortant of these principles is to prevent
or minimize the chance for systemic risRs.e., reduce externalities, which occur when each
institution manages its own risks but does not ic@nsts impact on the risk of the system as
a whole.

The fact that consolidated regulation is not mesastant to systemic risks may be an
argument against consolidation of regulation. Uirilg a crisis, all countries are affected, no
matter what the structure of their financial reg¢itg authorities, transitioning from one
structure to another may be pointless or even dargatp the extent that moving from one
system to another always incurs initial cdSt€onsolidating a system entails initial costs
such as opposition from the disappearing autherére those doomed to lose power, while
moving in the opposite direction would probablydam opposition but cost more in terms of
staff and location.

12 After the crisis the United Kingdom changed itsaficial supervisory structure and is now followihg Twin
Peaks approach (see Chapter 3 of this researciefails).

13J. Peek, E.S. Rosengren & G.M.B. Tootell, ‘Synesdietween bank supervision and monetary policy:
implications for the design of bank regulatory stuwe’ in Frederic Mishkin (Ed.Rrudential supervision: what
works and what doesnThe University of Chicago Press, Chicago 2001 273-300.

14 M. Moora, ‘Global Crisis and Financial Regulatiaho Determines What? Cross-Country Analysis of
China, Germany, Japan, UK and USA’, (2010) CHlonial Academic Alliance Undergraduate Research
Journal Article 10.

1> systemic risk is the risk that an entire systermarket might collapse. This risk is exacerbatediris and
interdependencies, where the failure of a singtgyeor cluster of entities can cause a cascadiiigre. See:
Committee on Capital Markets Regulation, ‘The Gldkiaancial Crisis, A Plan for Regulatory Reform’,
(2009).

16 As any change to the legal system is costly (M#&h Alstine, ‘The costs of legal change’, (2001J3#9CLA
Law Review789, 789-870).
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The economic integration and institutional consatiioh which have occurred over
many decades in the EU make it a special case,Jengamilar questions are still being
asked there — should there be a movement towardjie £uropean market regulator? Or
will the best solution require multiple regulatoyserating on a European level, or the
establishment of entities for coordinating natiorajulators?

This study builds on the Law and Economics litematThe main research question of
this study, as was presented at the beginning®fritroduction, relates to the fact that even
though countries keep changing their regulatonycstires, they do not seem to converge
towards one financial regulatory structure. Thesgjoe is why? This question leads
inexorably to the secondary question of whetheretian optimal structure for financial
regulators and if so, what are the attributes whietd to be taken into account when trying
to reach such an optimal structure?

Guided by these questions, this study examinesxisting structures of the financial
regulators and the markets which contain them wdsleng what parameters should be taken
into consideration when opting for one regulatdrycture over another.

Due to the complexity of this subject, this stugpm@aches the issue using three
different analytical frameworks: the first looksiatentives which influence the heads of
regulatory bodies, while applying game theoretamaicepts; the second seeks an answer by
analyzing the institutional design of the financiadulators in an attempt to find an optimal
design for information—flow; the third looks forsalution for global coordination from the
prism of network effects and congestions.

This study contributes to the existing literaturéhe above-mentioned analytical
frameworks by using novel approaches and ideasbwdhding those literatures together in
one study in order to provide a clearer solutiotheoquestion of what is the best way to

structure the financial regulators on a local, ®egi, and global level.

1.2 Research structure and methodologies

This study is organized as follows:

In order to reach a position where we can choosedss the different potential legal
and institutional structures for financial regutatahis study starts off in Chapter 2 by
defining the expectations held by society, schadaus professionals on the role of financial
regulators; meaning, what are the reasonable gbélsancial regulation and what is it

17 See the discussion with regards to the formatfanBanking Union in Chapter 3 of this research.



meant to achieve? It then describes the poterdsbdhat financial regulation might incur on
the industry and on society as a whole.

Thinking about these framing issues depends, m tur an analysis of the costs and
utilities of various interventions which seek tonedy specific market failures. Of course, the
issues for retail financial products may be quiteecent from those related to derivatives
trading. But it is hard to imagine designing a goegulatory system of any kind without an
explicit account of what that system is meant t@dd why.

Chapter 3 of this study describes the legal antitutisnal framework in fifteen
jurisdictions around the world. The chapter opeitk the common attributes found among
the reviewed jurisdictions and then moves on taides in detail the organizational and legal
situation in each jurisdiction, and what changeseltaken place in those jurisdictions with
regards to their financial regulatory institutiosélucture post the 2007-2009 financial crisis.
The main finding of this chapter relates to thd that a large number of countries chose to
deviate from the four classic approaches to fir@rstpervision and follow a Hybrid
Approach to their regulatory structures. This ckapelps lay the foundations for the
discussions which follow it.

After defining the goals of financial regulatiots costs and how it is structured in
different jurisdictions, Chapters 4, 5 and 6 ostsiudy offer a view of what is the optimal
structure for financial supervision using thredeaté&nt methodologies.

These chapters make use of three different analybols at hand, (game theory
concepts, organizational design and network effectorder to try and reach a conclusion as
to which approach is more advantageous - the fratgdeor the consolidated approach to
financial regulation.

Chapter 4 discusses the regulators’ incentivesdalate or refrain from regulating
using the private interest approach to regulaffioe, assuming that regulators promote their
private objective functions), and applying gameotlgeconcepts in order to analyze the
regulators’ expected behavior in different statiethe world.

This chapter departs from existing literature snapproach to the analysis of the
existing financial supervisory structures, as éuthe prism of the incentives which influence
regulators, and provides an innovative solutiotho‘Lack of Regulation’ or 'Under—
Regulation’ problem.

This chapter provides many fresh insights, howéw#wes not come up with a
conclusive answer as to which of the financial taguy structures is more advantageous, so

an alternative strategy is then used in the follmnghapters to try and reach a solution.
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Chapter 5 relies on the fact that, in order to stoprevent a financial crisis, there is a
need for good information-flow in and between didfat financial regulators. This chapter
tries to analyze the question of the optimal finahegulatory structure from an institutional
design perspective and determine whether therstisieture for financial regulators which
best facilitates information-flow in all situatians

With a view to better analyze the optimal structismefinancial regulators, this
chapter also aims to bridge the research gap fistsdetween the institutional design
literature and the financial regulation literatuog,applying tools used in the institutional
design literature with regards to information-fleawd coordination of firms or institutions to
financial regulatory authorities.

Chapter 6 of this research is concerned with globaperation between financial
regulators, and with global standard-setting foaficial regulation. This chapter goes back to
the literature on network effects and congestion, @pplies the insights from that literature
to the area of the structure of financial regulkattirthen combines insights from Chapter 5 of
this research with regards to cooperation betweémoaties and mechanisms aimed at
enhancing cooperation in order to try and solvectiardination problems which it identifies.
It concludes with a solution which, according te thsights gleaned during the preceding
analyses, ought to enhance global coordinationdmiviinancial regulators from different
jurisdictions using a combination of global foruared market-based solutions.

Chapter 7 of this study concludes. The use of theipus three approaches leads to
the conclusion that, while the fragmented modefifmncial supervision may seem to be
suboptimal with respect to the risk of lack of riegion or under regulation, it appears to be
more advantageous from the point of view of insitiial design and information-flow.
Therefore the fragmented model of financial sugowi is recommended, with enhanced

cooperation mechanisms between the different aitigr

1.3 Room for future research

Having said all that, there may be other approsithi¢he problem which have not
been covered by this study, and are consequefitlygen for future research. Such
approaches may include advanced game theoreticIsydehavioral Law and Economics,
and different variations of regulatory competitimodels.

Another issue which is left outside the scope efchrrent study is the issue of

accountability and observability. Some of the ckepbdf this research raise issues that have



to do with accountability of regulators and theatability of their regulatory work. It is
safe to assume that some tradeoffs might existdmtwaccountability and autonomy of the
regulatory institutions. This is indeed an impott@gal aspect; however this aspect is
outside the scope of this research.

The issue of what is the right portfolio of policystruments given to each financial
regulator in order to perform the regulatory taskalso left outside the borders of the
discussion in this study. After deciding on theisture of the financial regulators, each
jurisdiction must choose which tools to supply tegulators with, be it civil or criminal law
enforcement mechanisms, rule-making tools, resesrdireporting, advocacy etc. Although
they are important questions, the answer to theronslitional on first determining the right
kind of regulatory structure.

Another question that is being left for future @s# is which financial regulatory
authorities does a country need? The identity efrfyuired financial regulators has not been
covered by this research. As can be seen in Chaptkthis research, most jurisdictions
around the globe have decided to divide the supenyiof their financial market into three
main supervisory functions: banking supervisiosurance supervision, and market
supervision. However questions can be raised wiglands to the optimality of this decision.

This question is of great importance when we camtlink of the structure of
financial regulators in each jurisdiction, as fuees a study of the conflicting goals between
different authorities. For example, one questionld¢te whether the competition authority
should be included in this discussion. On the arahthe competition authority already
regulates financial institutions and, with the gtowf financial conglomerates and an
increasing number of corporations issuing stockhenstock exchange, financial regulation
becomes relevant to most if not all of the corporet that are also regulated by the
competition authority. On the other hand, the catipa authority has different goals than
the "typical” financial regulator.

All of these questions impact financial regulataord the work of the financial
regulatory institutions. However, these questiaesaatside the scope of this study and are

left open for future research.



2. WHY DO WE NEED FINANCIAL REGULATION AND WHAT
ARE THE COSTS ASSOCIATED WITH IT?

2.1 Introduction

Since the Financial Crisis of 2007-2009, therelt®en a need to re-evaluate the
existing financial supervisory models and theiragéhcy. The turmoil that occurred in the
different financial markets post the 2007-2009isnigignited the search for the optimal
structure for financial supervision. This is reflett in the fact that different countries around
the world are in the process of examining and ofteanging their financial regulatory
structures? This discussion begs the question: why is finaimeigulation required and what
are the costs associated with it?

Regulation tends to disrupt the market processcaadges opportunities and costs for
entrepreneurial discovery and profitsf a free market is generally a desirable goal fianm
economic point of view, why not allow it in the &incial service sector? If nothing is wrong
with the free market, then financial regulation cm@es worthless or even harmful. If there is
something wrong with the way free market forcetugrice the financial services sector, then
what is it exactly about the financial sector thmatkes the free market inefficient from an
economic point of view”?

Assuming that the financial sector does requireifipeegulation, the second
guestion that has to be considered is: what aredbis of such regulation? If the costs
exceed the benefits of regulating, then regulasngpt desirable as it causes social welfare to
decrease.

In sum, prior to discussing the optimal structurefinancial regulators, it is
important to understand why financial regulatiomésessary and what are the costs
associated with it.

In the following pages this research puts togethesmprehensive list of the reasons
for regulation and its potential costs. Some ofdbgts are not quantifiable, but may have a
strong impact on the efficiency of financial redida; others are quantifiable and are used in

18 For a detailed discussion see Chapter 3 of tisareh.

19 J.M. HendricksonRegulation and instability in U.S Commercial BamkiA History of CrisesPalgrave
Macmillan studies in Banking and Financial Instiias, Palgrave Macmillan, Basingstoke 2011, pp. 4-5
K. Dowd, ‘The case for financial Laissez — Fai(@996) 106/436 he Economic Journab79, 679-687.



the Regulatory Impact Analysis conducted by regusabefore issuing a new piece of
regulation®*

This chapter is structured as follows: part twoddtices the rationale behind
regulation in general, part three looks into therale for prudential regulation, part four
examines the need for conduct of business regulgpart five investigates the costs of

financial regulation and part six concludes thiaptr.

2L Regulatory Impact Analysis is best described dsaision method, among many other methods, which is
used in order to assess regulatory decisions frrithre issuing of the regulation. The assessmenent to
assess both positive and negative impacts expdoetb the issuance of the proposed regulatiors décision
making tool is comprised of two stages: 1. assgd$ia impact of the proposed regulation; and 2.
communicating the information deducted in stagetortee hands of the decision makers. See: S.léb3aé\n
overview of regulatory impact analysis in OECD cwoi@s, Regulatory Impact Analysis: Best Practices in
OECD CountriesOrganization for Economic Cooperation and Develdept, Paris 1997, 1, 13-14; M.
Minogue, ‘Governance—Based Analysis Of Regulati¢2002) 73/4Annals of Public and Cooperative
Economics649, 649-666; C. Kirkpatrick & D. Parker, ‘Edital: Regulatory Impact Assessment—An
Overview' (2004) 24/%ublic Money & Managemen267, 267-270; and many more.
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2.2  The building blocks

2.2.1 What are the rationales behind regulation?

Traditional economic approach lists three main pses behind regulating markéts:
1. Promoting competition, constraining the use of npwtp power, and preventing

distortions to the markets integrity;

2. Protecting consumers in cases where asymmetrimiation, which is costly to

obtain, might harm them; and

3. Protecting against externalities where the cosegiilation is lower than the costs of
the externalities.

This traditional approach to regulation is callbd public interest approachwhich
assumes that a market economy may produce undesinaizcomes for consumers.

A different and more modern approach to regulatioa self interest approach
claims that regulation is made to serve the intayethe regulated group. In other words, the
group which stands to benefit and the group whiahds to be harmed both have an
incentive to influence regulation in order to prodw better outcome for themseldés.

These considerations also come into play in thenitral market. However, as the
financial sector has a few special attributes winietke it more prone to misuse consumers or
suffer market failures, the considerations for tafyng the financial market are slightly
different than those which exist in markets in gahe

When we think of modern financial regulation we @@entify three main goals:

1. To prevent systemic risk;
2. To protect consumers/investors; and

3. To help design a framework for deciding monetarycgaand determining exchange

rates.

22 M. Brunnermeier, A. Crocket, C. Goodhart, M. HétjwA. D. Persaud & H. Shin, ‘The Fundamental
Principles of Financial Regulation’, (2009) Geneva Report on the World Econonpy 2.

23 J.M. Hendricksonsupran.19, pp. 10-12.

% See as early as: J.W. Stigler, ‘The economic thebRegulation’, (1971) The Bell Journal of Economics
and Management Scienc® 3-21, S. Peltzman, ‘Toward A More General Tgedf Regulation’. (1976) 19
Journal of Law and Economicg11, 211-240 followed by many others, includifg.Hendricksonsupra
n.19, pp. 10-12.
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The economic rationale for regulation and supeowisn banking and financial

services has long been known and deb&t&knerally the need for financial regulation

stems from addressing the concerns and needs listed/*°

Internalizing externalities;
Reduction of transaction costs for an efficienv@dition of financial resources;

Enhancing consumers and investors’ confidence @lihce, and preventing a race to

the bottom of risk management criteria;
Limiting and preventing unwanted herding directidhs
Fighting crime and terror (e.g. anti-money laundgmiegulation);

Correcting market failures (e.g. information asynmnes, externalities, and agency

Costs);

Achieving economies of scale in monitoring and tation®;

Correcting behavioral biases on behalf of the coress;

Responding to consumer demand for regulation; and

Reducing litigation costs by referring consumer ptamts to the financial regulator.

These rationales can be divided into two genep#gyof regulation and supervisfon

- prudential regulation and conduct of businessilagpn.

Prudential regulation assumes that consumers do not have enough infamtati

assess the stability of the institution in whichytlplace their money, nor are they in a

position to assess its risk approach. In this aaggilation is needed to ensure that the

financial institution does not take on excessig& and endanger consumers’ savings. Even if

consumers are given information at the time cotdrare signed, the information is usually

% D. Heremans & A.M. Pacces, ‘Regulation of bankangl financial markets’, iEncyclopedia of Law and
Economics2nd edn., Cheltenham, Elgar 2011, work in pragres

% These concerns and needs were mentioned by acfemlass. See for example: D. Llewellyfthe economic
rationale for financial regulation’, (19995A Occasional papers in Financial regulatjdn 9-10.

" For a definition of herding and discussion ofiitglications, please refer to section 2.3.2 of teisearch.

%8 Economies of scale can be defined as followstar®mies associated with increases in all of a’sirm
outputs are referred to as overall economies désca(J.A. Clark, ‘Economies of scale and scope at
depository financial institutions: A review of thierature.’ (1988) 73/&conomic Reviewd7, 17).

2D. Llewellyn,supran. 26, pp. 9-10.
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provided by the financial firm providing the semj@and it is not enough to protect
consumers down the road from risky behavior on beffighat financial firm*°

If we take into account systemic risk factors, leed for prudential supervision is
paramount. One of the most important roles of fan@iregulation is to prevent or minimize
systemic risks?! i.e., reduce externaliti€’s.

Conduct of business regulatiorfocuses on protecting consumers during their
ongoing encounters with financial firms. Such regjoh will generally cover proper
disclosure rules, fair treatment of customers, @mpetence of advisors and other service
providers.

Generally speaking, conduct of business regulaaives problems arising from
asymmetric information and principle-agent relasioips, and ensures proper conduct when

doing business with consumers.

2.2.2 Why not use contracts?

The economic literature considers contracts prbfert regulation, as regulation is
generally costly and is likely to yield a less ei#nt allocation of resources then bargaining.
However, for the reasons discussed below, in tee o&financial services it is likely that
contracts will fail*®

Contract failure has many dimensions, sucff'#8:agency conflicts which may lead
to bad advice to consumers; (ii) insolvency ofshpplying firm prior to the delivery of the
goods; (iii) mismatch between the consumers' egpiecis and the product or service
delivered; (iv) fraud on behalf of the financiasirution; (v) incompetence to supply the
product in the expected standard; (vi) misundedstanof the type of product or of its risk
attributes by the consumer; and (vii) behavioralimations which offset rational decision
making by consumers

As mentioned before, financial markets are higlidsnplex and are prone to
asymmetric information, externalities, and agenusts. Those problems are intertwined with
high transaction costs which make contracting ioeffit to the point at which it is

30D, Llewellyn,supran. 26, p. 10.

31D, Heremans & A. M. Paccesypran. 25, p. 11.
32 Seesupran. 15.

%D. Llewellyn,supran. 26, pp. 37-38.

3 D. Llewellyn,supran. 26, pp. 37-38.
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uneconomic For these reasons contracts are not enough toeeasuell-functioning

market, and regulatory intervention is needed.

2.2.3 Summing up

As previously described there are several ratianadédind financial regulation. In the
following subchapters these rationales are disclissgreater detail. For the sake of clarity
the rationales have been divided roughly betweendtionales for prudential regulation and
the rationales for conduct of business regulatdthough some rationales fit both categories

to a certain extent.

% R.H. Coase, ‘The Problem of Social Cost’, (1960p8rnal of Law and Economic, 1-44, O. Hart & J.
Moore, ‘Incomplete contracts and renegotiationdg8) Econometrica: Journal of the Econometris5s, 755-
785.
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2.3  Therationales for prudential regulation

Prudential regulation can be further subdivided:imicro prudential regulation
which concerns itself with the stability of the imdual institutions; and macro prudential
regulation which is concerned with the stabilitytioé financial system as a whdfe.

Micro-supervision concerns itself with risk monitay and risk control and can be
described as a process which includes four stegesiding (the key to enter into business);
supervision; sanctioning in cases of non-compliamitie the regulation; and crisis
management which includes deposit insurance amtbiesf last resort’ Macro-supervision
concerns itself with the linkages between and anfimagncial institutions and financial
markets®

In general the rationale for prudential regulatstems from addressing the following

major points:

2.3.1 Reducing externalities

Unlike the "perfect” market described in the ecomoliterature, financial markets do,
when unsupervised, allow for externalities. Thimainly due to the presence of what is
known as "external diseconomies from the activityisk taking">° meaning that a financial
firm takes into consideration solely its own riskhwut taking into account the risks that
society might suffer as a whole from its malfunotio

The results of such externalities became evidenbhguhe 2007-2009 Financial
Crisis and the large "bail-out” schemes which felad. Most financial institutions avoided
taking responsibility for the risks they undertoakd society as a whole had to pay the price
in order to avoid an even larger turmoil.

Moreover, as some countries lacked some or all@bail-out money, they had to
increase their national debt. This is likely togwoe negative effects on the economies of
these countries in the future, such as inflatitugtéiation of currency, or reduction of their

ability to borrow more money if needéd.

% M. Brunnermeier, A. Crocket, C. Goodhart, M. HétiwA. D. Persaud & H. Shisupran. 22, p. ii.

3" R.M. Lastrajnfra n. 359, p. 1193.

#3uch concerns lead to discussions with regardedperation between different regulators which tl
discussed in greater detail in the following chegptd this research.

%'R. Dodd, ‘Special Policy Report 12: The Economati®nale for Financial Market Regulation’, (2002)
Derivatives Study Center Washington,1C6.

40 C.M. Reinhart & K.S. RogoffThis time is different, Eight Centuries of Finaridially, Princeton University
Press, New Jersey 2009 , see chapter 10 in gearatad. 142 in particular. The scholars found thaing the
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The excessive risk-taking on the US market spreabarly all markets around the
world, affecting them and bringing down firms whjet first glance, did not have anything
to do with the excessive risk-taking in the US neark

The problem with systemic risk unfolding in finaalciirms is that even if the risk of
collapse is small, its consequences may be deiragtat

Even with capital restrictions on some financiatitutions such as banksthey may
still produce some externalities. Capital requirataenay limit their amount of direct
exposure to default, but indirect exposure is ptidivalent.

As Randall Dodd rightly points out:

"Firms do not hold capital based on the risk-takagivities of firms or individuals
whose assets they do not own, i.e. who are nottdiinterparties; nor do they hold

capital based on conditions in the broader markethe overall economy” (p.7¥.

If capital requirements cannot prevent all extatiesl, could government guarantees
such as deposit insurance reduce concerns withdegarisk-related externalities?
The idea behind government guarantees is that coersushould not be forced to face

the consequences of actions that were not undierctretrol 2

However, in order for deposit
insurance to protect against a run on the finamegitution, the coverage of the insurance
has to be one hundred percent. This is not thesusituation in most countriés.

The problem with the idea of granting insuranceecage for deposits is that it

induces moral hazard problems. If the banks knawtthe depositors will be compensated by

modern era real government debt increases on aéra86 percent during the 3 years following a lragk
crisis. Furthermore, their research shows thas#ime is true for advanced and emerging market etieso

*1 S.G. Cecchetti, ‘The Future of Financial Interiaéidn and Regulation: An Overview’, in ‘Why and o

Do We Regulate?’, (1999)urent issues in economics and finanEederal Reserve Bank of New York, 1, 1-5,
J.M. Hendricksonsupran. 19, pp. 21-42: Capital restrictions come to miae the chance for externalities
resulting from the fact that the money being useohéke the loans is that of the depositors anafibte bank
itself. This, in turn, creates the potential forralchazard problems. This problem had already lemtified
during the antebellum era (1781-1863) by the bragklators in the U.S who decided to limit the tgféoans
that banks could extend to creditors (Virginia s first state to enact reserve requirements)L8BvV the state
demanded that banks maintain 20 percent of theé@sna circulation as cash reserves.

*2R. Dodd,supran. 39, p. 7.

*3 Deposit insurance is the classic example for ptiblierest regulation. The idea of deposit insueareme up
in discussions at state level in the U.S in 183D atrthe national level in 1893 when William JemysiBryan
proposed a national deposit insurance bill to dregeess. The idea was to protect the helpless depofom
losing their money due to bad bank management@ebanomy. See J.M. Hendrickssapran. 19, p. 96.

4 The deposit insurance in the U.S, for exampleem®deposits in a sum of up to one hundred thalisan
dollars (see Table 8 in the Appendix of this reskparthe idea is that the insurance is meant tteptdhe small
helpless customers and not the sophisticated cessowho are able to diversify their portfolios dakle all

risks into account.
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the deposit insurance company they will take l@ss o controlling against risk, due to the
fact that if the risk materializes, the insuranompany will be the one to bear it — banks
might thus be tempted to take on more risks arapavate with less capita.

Depositors on the other hand might seek banks akean more risk as they can
receive higher interest rates as long as the tsms&lvent, and still be compensated if the
bank goes bankrupt.

But if the deposit insurance is anything short@% the incentive for a run on the
bank in specific circumstances remaifighe situation can therefore be viewed as a trédeof
between preventing bank runs and preventing m@azduta problems.

As deposit insurance removes the incentives ofiiipbolders in the financial
institution to oversee the financial institutiotisgre is need for regulatory intervention which
guarantees that the behavior of the insured inistits is not irresponsibf¥.

In a way, financial regulation is expected to brangure to the liability holders’
inherent moral hazard probleth.

Externalities are also present with regards tamqgiof some securities, such as
derivatives, OTC's (Over The Counter) and otheustees which are based on an underlying
asset. It is thought that the price of securitefkects the risk levels inherent to the underlying
asset. A more "risky" security, i.e. the one whyatlds more variance, will have a lower

price*

> For definition of Moral Hazard please see: D.Gir@&aR.H. Gertner & R.C. PickeGame Theory and the
Law, Harvard University Press, Cambridge Massaditsi4898, p. 309., Indeed history has proven this
assumption to be true; at the early stages ofdnrtion of deposit insurance in the U.S, befoleitame a
federal requirement, New York chartered banksweae covered by the NY insurance system had aréaite
of 11.1 percent as opposed to chartered banks wiech not covered by the NY insurance system addzbeo
failure rate. Similarly insured banks in Vermontramstrated a much higher failure rate than unirsbenks
(J.M. Hendricksonsupran. 19, p. 44).

“6D. Llewellyn, supran. 26, p. 17.

Such was the case of the run on the United Kingsidfotthern Bank. The British government provided fo
partial insurance, yet panicked depositors fornoad Iqueues in front of the bank in September 20@i¢hw
eventually forced the government to take over tekkand provide for a full backup of its liabilgiéC.M.
Reinhart & K.S. Rogoffsupran. 40, Preamble pp. x| - xli)

" From the early stages of deposit insurance ifUtiSeit was clear that financial supervision is rssagy to
reduce moral hazard problems. Indiana, lowa, and €dtablished a mutual guarantee system which was
designed to reduce moral hazard problems by subjelotinks to special assessments. In additionetontitual
guarantee provisions the Indiana Fund created ergispry board, comprised of individual member tsmnk
which had the authority to examine member bankh secmonths to make sure they were adhering taatap
requirements which were set by the supervisorydaddnat board also had the authority to shut dovemirer
banks which were decided to be "unhealthy". Ashib@rd was comprised of the member banks themselves
there was great incentive to ensure that all bapksate within an acceptable risk range (J.M. Hekson,
supran. 19, p. 44).

“8S.G. Cecchettsupran. 41, pp. 3-4.

“9R. Dodd,supran. 39, pp. 7-10.

17



However that is only true for direct ownership loé tsecurity. The risk associated
with risky securities extends beyond direct ownigrsFhat extra risk is not priced nor
calculated within the price of such securitiés.

What is special to the type of externalities infihancial market is that they cannot
be solved by self-regulation even if the finanamstitutions agreed to it, as any single
financial institution alone is not aware of the migde of the risk involved in its activities.
This is due to the recurring fact that financiatitutions only take into account the risks
which will affect them, and are unable to take iat@ount the risks which might be caused to

the entire system due to their failure.

2.3.2 Controlling herding

Prudential regulation is also needed in order &wv@nt and limit unwanted herding
directions. It is thought that investors influemtber investors and this influence has a first
order effect!

Herding is a concept which is hard to define, yeewwe refer to herding in the
financial sector context we refer to it as decisimaking by entire populations which can lead
to systemic erroneous, or sub-optimal choices. iAgnd the power behind bubbles, bank
runs, noise trading, and other unwanted phenonretteeifinancial markets which lead to
distraction of wealth?

Bankers and other financial employees can als@strtfm herding when comparing
their actions to the actions of other financial égpes in their sector, and so mimicking
them. Thus in time of crisis there can be unwabgthviors on behalf of financial
employees, such as shortage of credit in the mddeto the fact that one bank decides to
cut down on its loans and all other banks reactfalholv.

Herding does not require coordination, but simpiyaility to collect information
about what others are doing in the market. Thexdvao views with regards to herding; the
first claims that investors/financial employees aoé rational and simply behave like cattle
in a herd, blindly following the lead of others.eltecond views investors/financial

*YR. Dodd,supran. 39, pp. 7-10.

L A. Devenow & I. Welch, ‘Rational Herding in FindatEconomics’, (1996) 4&uropean Economic Review
603, 603-615.

%2 A. Devenow & I. Welchsupran. 51, pp. 603-615.

18



employees as rational players and puts its focusxternalities; the distortion of optimal
decision making is explained away by lack of infation or sub optimal incentivés.

Either way, one of the goals of financial regulatisrto reduce unwanted herding to a
minimum and to redirect the power of herding tovganegalth-maximization by: providing
reliable information to the market; monitoring irder to try and prevent the unwanted
effects of bubbles which are created due to hertfiagd solving credit crunches once they

have already formed.

2.3.3 Efficient allocation of financial resources and strengthening investors’

confidence

Prudential regulation is also necessary in ordatltzate financial resources
efficiently. The financial market and the instituts operating in this market are essential for
economic growth> Banks, insurance companies, the stock exchangethedfinancial
institutions allow for the concentration of savireged for the efficient allocation of these
resources to investment projects that generateoetiergrowth®®

Financial regulators play a crucial role in redgcinformation asymmetries with
regards to products, and providing a satisfactevell of probity for the financial institutions
and for the financial stability of the country ithish these institutions operate.

>3 A. Devenow & I. Welchsupran. 51, pp. 603-615.

** One of the most famous babbles was what is nowhras "The South Sea" bubble. The South Sea
Company was a British company that traded in Séutierica during the 18th century. As part of a tyeat
during the war of the Spanish Succession, thedBritompany was granted a monopoly to trade in pla@iSh
colonies in South America. In exchange, the compaal on the national debt England had incurrednduthe
war. The South Sea Bubble which occurred in 1729 ceaused due to speculation in the stock of thepaom
and led, upon its explosion, to a large financiais.

Another famous bubble which occurred around tlmeeséme was the French Mississippi Company bubhle;
May 1716, the Banque Générale Privée ("GenerabRriBank"), which developed the use of paper maiedy,
prey to a scheme plotted by John Law. It was cuitemplicated scheme, but at the base Law convinced
investors that one of his companies was richer haally was. This led to wild speculation on gteares of
the company in 1719. Law's plan was to have theesscof the Mississippi Company (a company opegatin
the time under his ownership) combine the wealtitsafouisiana prospects into a joint-trading compar he
company's shares were so popular that a demanwifde notes was created. When shares generatets phefi
investors were paid out in paper bank notes. IF01## bank and the company were united and Law was
appointed Controller General of Finances. Law'si@aring note-issuing bank was successful untiFtieach
government was forced to admit that the numberapep notes being issued by the Banque Royale was no
equal to the amount of metal coins it held. Thebtida" burst at the end of 1720. For description disdussion
of these bubbles see: P.M. Garber, ‘Famous Fitbbles’, (1990) 4/2he Journal of Economic Perspectives
35, 35-54.

%5 Seeinfra n. 56, p. 12.

5 H. Geiger and O. Wuensch, ‘The Fight Against Mohayndering — An Economic Analysis of a Cost-
Benefit Paradoxon’, (2007dpurnal of Money Laundering Contrd1, 102.

" The first true international debt crisis is thougghhave its roots in loans provided by rich Halimerchants to
England in the late 3century. During that time, Italy was the develofieeincial center and England was a
country rich with valuable resources such as wibalian loans helped finance wars between Englamd a
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This in turn strengthens investors' confidencealmvs them to invest not only in
the financial institutions, but also in the countsgelf, knowing that in high probability, their

investment will be returned, sometimes with a pprifi

2.3.4 Providing information to the market

A financial regulator plays an important role irpiding information to the market,
mainly through disclosure requirements, which imtaelps the market assign the right price
tag to its products and prevents the problem ofeket for lemons?

A market for lemons relates to the problem of gyaind uncertainty. In such a
market there are good and bad products being soldhe buyers cannot tell the good from
the bad. This leads to buyers being willing to pagum which averages out the value of the
good and bad products. However, the sellers ofittoel products will not be willing to sell
for the average price as they know that their pctglare worth more. In this situation the
sellers with the good quality products will leathie market. Now the buyers know that the
price they are expected to pay is much higher Wiaat the bad products are worth so they
will lower the price of what they are willing to ypacausing sellers with medium quality

France. A series of bank runs hit Florence's ecgnohen Edward the third, king of England at thate;j
defaulted in 1340. Two major Italian banks, theu2er Bank and the Bardi Bank, went bankrupt in 1348
1346 respectfully.

England then went through several sovereign exteefaults before it eventually reached the stafusnon-
defaulter. What helped England abandon its poséma serial defaulter was the start of the Glariou
Revolution in 1688 which led to strengthening arients' power. For the first time, the Bank of Engl, by
providing a delegated bureaucratic monitoring insient to oversee the governments' debt, provided th
ultimate instrument through which the parliamernressed its power. Although meant as a politicall &b
first, the happy consequence of such bureaucratiittoring was moving England away from the serial
defaulter position and enhancing investors' comidge thus contributing to the economic prosperitiingland
of that time (C.M. Reinhart & K.S. RogoBupran. 40, pp. 69-71).

8 When we look at the willingness to pay (rathenttize ability to pay) we see that during th&" 16 18"
centuries it was not at all evident that as anstaweyou would ever see your money again. In tliases France
and Spain borrowed money to fuel their wars anchtaai their armies. As a foreign investor you coladly
expect to collect back your debt by force. During 19" century super powers intervened from time to time
order to enforce debt contracts. Britain oftenivé@ed and even occupied countries which refus@éydack
their debts (Egypt in 1882, Turkey in the beginnifighe 1876 default). The U.S did the same (Depayment
concerns were partly behind the U.S's "gunboabdigky" which began in the mid 1890's in Venezudéiti's
occupation by the U.S as of 1915 was rationalizethb need to secure debt collection) (C.M. Rein&a.S.

Rogoff,supran. 40, pp. 54-55). Today, as most countries boand/lend to one another, the risks are
diversified among countries and reduce the incestf a country to promote a non-repayment of gelity.
*D. Llewellyn,supran. 26, p. 18.

In the U.S for example The Securities Act of 1983npiled at 15 U.S.C 8877 a et. seq. was enacterter to
prevent fraudulent securities offerings and to emsliat adequate information is given to the puliit
regards to the issuer and the nature of the sessutiiat are offered on the market. This act waditht general
federal law to regulate the issuance of securdiesit required certain issuers of securitiesleorggistration
statements with the Federal Trade Commission apdaide a prospectus to investors. In order tar@shat
the act is complied with and that the investorspaotected, the FTC had been given the power t@istop
orders to prevent the sale of an issuer's securitie
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range products to leave the market as well. Aetiekthe market which is left is filled with
very low quality products, also known as lemé&hs.

A recent example of what can happen when finamsékets are wracked by
uncertainty can be taken from the 2007 crisis whegter the crisis, banks were reluctant to
trade with other banks and financial institutione do the uncertainty of their stability; some
banks held a huge amount of toxic assets, moshahmwere residential mortgage-backed
securities (MBS), while others did not.

However, banks could not tell the "intoxicated" kafrom other banks that were
“clean”. In order to release the "frizz" in the ketrthe government had to buy the toxic
assets from the financial institutions thus allayvihe trade to resunfé.

This was a classic example of a market for lembnthis case, as in others,
regulation helped clear the market of lemons.

In some cases regulation sets minimum standargsgdolucts and by doing so it
helps clean the market of lemdfis.

Minimum standards are also needed in order to pteagverse selection, i.e to
prevent "good" or “careful” firms from being drivent of the market’ Adverse selection
refers to a problem of hidden information. Whertiparhold private non-verifiable
information they can in theory impose higher castgheir contracting parties which cannot
tell the reliable service providers from the dagesror more costly ones. The parties which
impose the highest costs will be disproportionali&lsly to enter a contract at a given price
as they know that they can extract more rent. Hawdhe contracting party knows that the
more risky party will be the one drawn to the caotrand will thus raise the price of the
contract, ultimately driving out the “good” partjexss they know that they are not risky and
will not be willing to contract at such a high ¢

%0 G.A. Akerlof, ‘The Market for "Lemons": Quality ertainty and the Market Mechanism’, (1970) Sfifg
Quarterly Journal of Economicg88, 488-500.

1 0. Armantier, C.A. Holt and C.R. Plott, ‘A rever8ection for Toxic Assets’, (201(ocial Science Working
Paper1330.

2D. Llewellyn,supran. 26, p. 26. One example given by Llewellyn is shestantial fall in the purchase of
personal pensions and life insurance in the UKmuti994-1995 due to a series of scandals and sislking
practices.

%3 After the panic of 1907 in the U.S, five statetablished state deposit insurance programs, butemsbership
was not compulsory for all banking institutionsyese adverse selection problems occurred. By 193 the
deposit insurance programs ceased to exist duarto failures and lack of funds (J.M. Hendrickssupran.

19, p. 96).

% D.G. Baird, R.H. Gertner & R.C. Pickeypran. 45, p.300.
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There are some similarities between the situatestidbed above and the tragedy of
the common$? as banks race for higher profits they drive risknagement criteria down - a
situation which may lead to the collapse of thaeys

We could look at risk management criteria as agiocbmmon — when appropriate
risk management criteria are in place, all sidesebefrom it as it protects banks from
collapsing. In theory, all banks should vote fopegpriate risk management criteria.

However, without regulation the dominant straf8@f each bank is not to invest in
appropriate risk management, due to the fact thlatmnanagement is costly as it restrains the
business from acting more aggressively and thezafots down on short term profits. As all
banks do the same, the Nash equilibfilis then set on all banks not investing in appatpri
risk management and eventually collapsing.

Moreover, due to the systemic connections betwaakd) if one bank behaves
irresponsibly and collapses, it may bring down otyenks, including those banks that have
behaved responsibly in managing their risks whing up on the extra profits attainable
from high-risk, high-reward befs.

Financial regulation is needed in order to solve tace to the bottom by setting
common minimum standards and ensuring complianttetive standards. Such standards
will not always differ from the standards that weblilave been set by the industry if each
financial institution could ensure that its compmes would also follow these standafds.

This situation may be referred to as a prisondt&mna game, which describes a
collective action problem. The strategy combinatiwat is in the interests of all competitors,
i.e., set common minimum standards, is not playszhbse each player finds that the strategy

of setting common minimum standards is strictly dwated by the strategy of lowering the

5G. Hardin, ‘The Tragedy of the Commons’, (1968) Safence 1243, 1243-1248.

% A dominant strategy is defined as: “A strategyt ika best choice for a player in a game for epexssible
choice by the other player...” D.G. Baird, R.H. Gert& R.C. Pickersupra n .45, p.306.

7 Nash equilibrium is defined as: “The central siolutconcept in game theory. It is based on thecjpia that
the combination of strategies that players ardylike choose is one in which no player could dddrdby
choosing a different strategy given the ones therstchoose... We establish whether a particulaestya
combination forms a Nash equilibrium by askingither player has an incentive to deviate from itD.G.
Baird, R.H. Gertner & R.C. Pickesupran .45, p.310.

% An example of what might happen when banks acavelll to deal with more "risky" assets may be foimnd
the debt crisis of the 1980's. Bank loans were niastead of bond loans. The thinking at the time tiwat due
to the fact that individual banks took up largensathere would be an incentive for informationkgaing and
monitoring on behalf of those banks. The truth tad Western banks were lured into these loansibyghance
of making huge profits and had readily relaxedrth@nitoring and risk criteria. In August 1983, doesteeply
higher real interest rates together with a collagfsgilobal commodity prices, Mexico defaulted anldans.
Shortly after a large number of emerging marketmtiies defaulted as well. Commaodity prices weredawn
by 70 percent or more from their peak and a fuléglfled global crisis had begun (C.M. Reinhart & K.S
Rogoff,supran. 40, pp. 17 - 18)

%9 D. Llewellyn,supran. 26, pp. 27-28.
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standards. The individual self-interests of eanhritial firm leads to actions which are
harmful for itself and for all other financial fisras well°

In other words, financial regulation is sometimesful in order to coordinate
competitors in situations in which the Nash equilin dictates that each firm defects, even

though it is in their interest to cooperate.

°D.G. Baird, R.H. Gertner & R.C. Pickesypran. 45, p.312.
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2.4 The rationales for conduct of business regulation

Over the years scholars have played with the id@a defficient” financial market,
i.e., a market in which there are no informatiopgar asymmetries, in which the price of
securities accurately reflects the value of tha fiand in which investors have access to all
the relevant and needed information and are atdeatyze it properly® In such a market,
agency costs, externalities, and moral hazard wooldaxist. Therefore, in such a market
there would be no need for regulation, as finan@gulation is costly and therefore should
be avoided whenever possible.

The rationale for financial regulation, as forratjulation, is to correct market failures
and imperfections. Such market imperfections andrés are abundant in the financial
marketg? and include:

- Lack of information or wrong information on behaffthe consumers which then
leads to agency costs deriving from the fact thatfinancial institution is better

informed than its consumers.

- Potential for conflict of interest, both betweer fmancial institution and its

consumers, and between two consumers of the saarecfal institution.

- Inability of consumers to assess the stabilityheffinancial institutiori? the quality
of the service or the product they receiter inequality in their ability to assess the

information given to them.

- "Free riders" problem arising from the fact thatlkeaonsumer tends to assume that
other consumers must have devoted time and measséss the quality of the

service and products supplied by the financiaitinsbn.

"LW.F. Sharpe, ‘Stock Market Price Behavior. A Dision’, (1970) 25/2ournal of Finance418, 418-420.
2D. Llewellyn, supran. 26, pp. 21-22.

3 In extreme cases such inability to assess thdistaif the financial institution (especially whencomes to
banks) might cause a run. If many banks suffer frons at the same time a financial crisis will bggered.
Bank runs have been around since the 16th centiien\iznglish goldsmiths issuing promissory notefesed
severe failures due to bad harvests. The DutclpTodinia which occurred in 1634-1637 and which is
considered to be the first recorded bubble is aratiRample; after the collapse of the bubble ftip toulb
prices Holland suffered from a series of runs erbanks further spiraling it deeper into a largaficial crisis.
See: A. Devenow & |. Welclsupran. 51, pp. 603-615.

™ Such inability to assess the value of the procespigcially when increased by an atmosphere o panight
bring on a fully-fledged financial crisis. Take fexample the financial crisis of 1860 which occdriethe U.S,
the fear of war caused paper, which under regaaditions would have been liquidated by the fugmeds on
which it was based, to become worthless. Thisrin taused banks to cut back on loans and to rédusecept
notes of other banks which were not backed up big ¢ M. Hendricksorsupran. 19, pp. 51-52).
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It is worth mentioning that although these markdtuifes may be behind both
Conduct of Business regulation and Prudential Regud there are still important differences
between the two.

The main difference is that Conduct of Businessila@gn concerns the relationship
between the financial institution and its investamnsl aims at promoting efficient transactions
which might otherwise not take place due to asymmetformation, while Prudential
Regulation concerns individual and systemic stibaf the financial institution. The
rationale for Conduct of Business regulation stéms addressing the above-mentioned

market failures, and is mainly based on the idessribed in the following sub-chapters.

2.4.1 Asymmetric information

The problem of asymmetric information and lack lofity to assess the financial
product are enhanced by the existence of produtitshwnature over a large number of
years. Such products include pension funds, inserpolicies, options with a long duration
date, saving accounts which are closed for a langp@ of time, funds, current accounts, etc.
Moral hazard issues may come into play causingtipplier of the product to behave
differently prior to the purchase of the produdrttpost the purchase.

Moral hazard problems are solvable by contractg whien it is not too costly to
contract’ In the case of financial institutions and theistaumers or investors, the costs of
contraction are too high due to information asymiestand collective action problems.
Consequently there is no way, other than by reguiato prevent moral hazard problems
from occurring between financial institutions ahdit customers or investof%.

For this reason, regulation which enforces disgl®ssiessential. Moreover, such
regulation, if assembled correctly might also emaga competition between financial firms
which, under the assumption that stability is riaisk due to competition, further enhances

consumers' welfar€.

5 B. Holmstromjnfra n.422, pp. 74-91.

5D, Llewellyn,supran. 26, p. 38.

" An example of such competition-enhancing regutatian be found in the ‘Banks fees reform for hookih
consumers’ introduced by the supervisor of banksriel in mid-2008. Prior to the reform, each baould set
its own fee for each type of service it offered $mhold consumers and call it by a different nanfe feform
restricted banks to a given number of fees attathé&dancial products purchased by household cmess,
which now have the same name in each bank, thudiegdousehold consumers to compare the pricegeta
by each bank for the same service. The comparisearmus bank fees is available on the web sitdhefBank
of Israel (the Israeli supervisor of banks).
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But simply providing the consumers with informatismot always enough. The
existence of complex financial products makesfitatilt for unprofessional customers to

monitor the financial institution.

2.4.2 Monitoring

One of the goals of financial regulators is to ni@niinancial enterprises and assist in
monitoring investments and management performanteese firms® Financial regulators
are better equipped to monitor financial produgtstly due to the fact that they develop the
relevant expertise in monitoring over an extendexogl of time.

Monitoring is important in this market as one of tittributes of financial products is
the fact that the contracts attached to the predaret usually long-term contraétsThis in
turn creates several problems, chief among whietPainciple-Agent problems and
monitoring problems.

Another monitoring role of financial regulators @ives reducing information
asymmetries with regards to risk. In recent develents, some bank regulators require banks
to divide their clients into types and advise theitlh regards to the purchasing of financial
products based on the consumer’s level of expeatigeability to understand the advice. This
ensures that the clients themselves invest in mtsduhich they have the ability to monitor.
Under this role the financial regulator assistd@uers in monitoring their own accounts.

Due to the benefits of economies of scale, the éaination of expertise in the
regulatory institutions, and the high cost of monitg for private consumers, it is
economically rational to leave the responsibil@gyronitor financial products partially in the

hands of the financial regulators.

The results of this reform (as taken from The ddfievebsite of the Bank of Israel:
<http://lwww.boi.org.il/he/NewsAndPublications/PrBsteases/Pages/091115h.aspx> accessed 20.05.2013) a
as follows:

- As of the beginning of 2009 there has been a 7% br¢he average cost of holding a credit card.

- Asof 1.7.2008 (the beginning of the reform) thieas been an average drop of 10%-21% in the cost of
fees for basic services in current accounts.

- Most banks now offer new consumers a discount orentiaccount fees and some banks now offer
consumers a fees-free current account.

- Banks are using the data in their commercialsytamd convince consumers to switch a bank.

8 \W. Dobson, ‘International business — Global Lessioom the 2008 Financial Crisis’, iifhe Finance Crisis
and Rescue, What went wrong? Why? What lessonseckrarned(2008) experts’ views from the Rotman
School of Management, 95, 95-106.

D. Llewellyn, supran. 26, pp. 23-25.
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2.4.3 Consumers’ behavioral biases

The first thing that should be considered when alle about consumer contracts is the
existence of huge asymmetries between the padigmtcontract. One such asymmetry is
characterized by the existence of behavioral biasdbe side of the consumer, while the
other side is a sophisticated firm taking advantglese behavioral human flais.

In consumer contracts, sophisticated firms willdnd make use of consumers'
behavioral biases in order to expropriate moreipr@bmpetitive forces push sellers to take
advantage of their consumers, creating a needrfandial regulation to correct for such
bias®!

Due to these behavioral biases, financial regulasaeeded in order to protect
consumers from themselves and from abuse by thadial intermediaries, and to make sure

that the financial firms do not take advantageheke biases.

2.4.4 Consumers’ demand for regulation and low cost dispute settlement

mechanism

Consumers themselves demand regulation in ordsatisfy their need for quality

reassuranc¥ Consumers are aware of the fact that financiaketarare highly complicated

8 0. Bar Gil,infra n. 81, pp. 1-66. An example of such expropriatioours in the credit card market in the
U.S; card issuers deviate from the efficient maafoost pricing while designing the credit card ttact in
order to take advantage of consumers’ under-esomaf their future purchasing behavior. This isatvktands
behind some of the features of the credit cardractd in the U.S such as zero annual and per thosdees,
high interest rates, high fees for over limit delpayment, teaser rates and negative amortizetes.

The first underlying bias identified by Bar Gilttse "imperfect self-control bias"; this is the typibias which
also plays a role when we make a new year's résoltg attend the gym frequently but forget abouthen
February replaces January. See S. DellaVigna & alnmdndier, ‘Overestimating Self-Control: Evidencen
the Health Club Industry’, (200Besearch paper serieResearch Paper No. 1880, Stanford graduate sohool
business.

Under this bias the consumer will end up borrowimgch more on his or her credit card then he oirslially
planned to. This bias also causes people not ® ea@ugh for retirement, even though they plaroteal(O.
Bar Gil,infra n. 81, pp. 2-3).

The second bias which is relevant for this disarsss the "optimism bias"; consumers tend to unsterate
future occasions under which they will need to barmoney (for example: loss of job, illness eitteeoneself
or to his family, injuries which cause medical ilb accumulate etc.), thus they tend to overlbeksections in
the credit card contract that mention high feesaise of over limit or late payment (O. Bar Gifra n. 81, p. 3).
Competition in the credit card market forces issuercompensate for these long-term profits byirogiiown
on short-term profits (which are not subjecteddonsumer bias). That is why below-marginal costs are
sometimes observant in the credit card market vithezmes to short-term, non-contingent elementhief
credit card contract (O. Bar Gihfra n. 81, pp. 3-4).

81.0. Bar Gil, ‘Seduction by Plastic’, (200American Law and Economics Association Annual Megstpaper
12,1, 1-66.

8D. Llewellyn,supran. 26, pp. 30-32.

The issue of consumers as a class which needscfioot is a relatively late phenomenon. Laws pritgc
consumers only began to appear in Europe during368's - 1970's although problems occurred lorigrbe
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and require a degree of expertise; most consumerso aware that they themselves do not
possess such expertise, and so most consumers kkaudth external regulator to monitor
and set standards in the financial industry sottiet know what they are gettifig).

Furthermore, in the absence of a financial superyesach consumer/investor is left
on his or her own to deal with injustices causelino or her by the financial institution. The
existence of a financial regulator provides thestoner/investor with an address to which he
or she can turn in order to complain about unjes$iavior by or on behalf of the financial
institution. This in turn reduces the need to turgourts in order to solve petty dispufés.

Moreover, the existence of a financial regulatat#es all consumers to complain
without distinguishing between them on the basitheir wealth, and provides them with a
low-cost dispute settlement mechanism. This in ndoces the financial institutions to treat
their consumers fairly.

Under this role the financial supervisor prevehtsfinancial institutions from
imposing externalities on their consumers/invesamis prevents some of the principal —

agent problems that exist between financial instiis and their clients.

2.5 Summing up

Over the years a number of positive theories haems lnleveloped in order to explain
how and when government intervention occurs in eiatkand what drives changes in

regulation®

In Italy, for example, the national securities fagor, Consob, was created in 1974 with the airovefrseeing
listed companies only after the growth of the stowkket and the rising level of investments in siies listed
therein had made clear that investors in listedsies needed additional protection from a dedidaharket
authority independent of Government. The scopearfsBb supervisory powers was then strengthened and
extended in the 80's to cover every sale of sdesrib the retail public following cases of issuaand sales of
investment certificates held out as direct owngrghiierests in properties. The failure of manyhef issuers had
prompted fury among investors, who had been chaatedelieving their securities were backed by estiate
assets as a collateral while such securities wamgly granting them a junior claim against the éssd the
issuer on an equal footing with other classes editors (See: G. Ferrarini, ‘Sollecitazione depasmio e
guotazione in borsa’, in vol. 10.2rattato delle societa per azionedited by G.E. Colombo & G.B. Portale,
Turin 1993, p. 12 ff, R. Costil mercato mobiliare 6th ed., Cedam, Turin 2010, p. 27 ff., G.F. Cabgsso,
Diritto Commerciale, 3, Contratti, titoli di credit procedure concorsualitth edition by M. Campobasso,
Turin 2008, p. 242 s).

8Wwhen financial regulation is lacking, consumers (etail investors) tend to avoid using the finahsystem.
For example, studies have shown that private iovesénd to invest less in institutions that werfédted with
corruption. See: J.L. Strachan, D.B. Smith, & WBleedles, ‘The Price Reaction of (Alleged) Corporate
Crime’, (1983),18/2Zrhe Financial Reviewi,21, 121-132.

8 During 2010, for example, 2757 complaints weremefd to the Bank of Israel, the Israeli banksttetgr, 25
percent of which were found just. (<http://www.lgaiv.il/press/heb/110405/110405p.htm> accessed on
04.03.2011)

% R.S, Kroszner, ‘The Economics and Politics of Ritial Modernization’, (2000FfRBNY Economic Policy
Review 25, 26.
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A few different approaches have been used to ghidyssue, one of which relates to
the “public interest"; according to this view regtibn is essential in order to correct market
failures resulting from externalities, and to firetinformation gaps between the industry and
the consumers. From this perspective regulatioreéxied in order to enhance social welfare.

A key challenge to this approach lies in the fhet regulation is not always
optimally designed to enhance social welfare; tlaeeemany cases in which designing the
regulation differently would be more beneficialdi@ social welfare point of view, yet it is
not done. Why? The simple answer would be due $tsco
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2.6 What are the costs associated with financial regulation?

There are many different types of costs which pnéevegulators from reaching
optimal solutions. When we talk about the optimedign of financial regulators it is
important we take these costs into account.

Costs are also related to the test of proportionHliThe principle of proportionality
originated in Prussia in the late nineteenth centline idea behind this concept is that of
private autonomy. Since private autonomy is a valaevould like to promote, state
intervention should always be justifiéd.

State intervention can be justified if it contathe following three stages: (1) the
proposed regulation can solve the problem ideutifig the regulator; (2) if there are several
suitable measures for solving the problem, the oreashosen should be the less harmful to
private autonomy; and (3) the chosen measure simamilbde out of proportions to the end
result we would like to achieV&.

This idea has been largely accepted by modermnsstabeind the globe and has
become part of the culture of the OECD. In ordegriact a new piece of regulation under
any OECD country regime there should be: (i) a jpubterest which the regulation comes to
advance; (ii) a rule of law enabling the reguldatoregulate; and (iii) the regulation should be
proportionate to the goal it is trying to achieve.

Proportionality is also required at an EU leveltiéle 5 (1) of the Consolidated
Version of the Treaty on European Union states thafhe use of Union competences is
governed by the principles of subsidiarity and prtipnality...”® Article 5(4) further
elaborates: “Under the principle of proportiongliiye content and form of Union action shall
not exceed what is necessary to achieve the obgsatif the Treaties. .2

8 R. Nebel, ‘Regulation as a source of systemic fisle need for Economic Impact Analysis’, (2004j2Zbhe
Geneva Papers on Risk and InsurariZé3, 273.

87 ). SchwarzeEuropean Administrative Lavweet & Maxwell, London 1992, p. 685.

8D. Chalmers, G. Davies, & G. MontEuropean Union law: cases and materjaBambridge University Press
2010, p. 362.

8 The Consolidated Version of the Treaty on Europgaion, Official Journal of the European Union QH3,
March 2010, art. 5(1).

% Consolidated version of the Treaty on EuropearobinDfficial Journal of the European Unisupran. 89,

art. 5(4).
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The white paper on European governdhseates that legislative proposals should be
evaluated on the basis of whether: a) Public adciarecessary; b) The EU level is the most
appropriate one to achieve the goal; and, c) Thesores chosen are proportionate to the
goal the statute is trying to achieve.

The principle of proportionality has been well &dighed in EU court casé€éln
order to determine whether a regulation is propaogte or not, countries have to consider the
costs of the proposed regulation compared witlctsts which might be incurred by an
alternative regulation which can be used to achibgesame goal.

Financial regulation is no different; before enagtor amending existing regulation,
regulators and governments must take into condidarthe costs that the new regulation
might inflict on the markets, the financial firmemd the individuals who are engaged with
these firms.

The costs of financial regulation are listed in fbiéowing sections.

2.6.1 Capture of the financial regulator

Regulation has major distributional effects andastly to the regulated firms,
because it restricts them from operating in a whiciwmaximizes their profits and, if
effective, makes them internalize their costs. &fe it is in the interests of the financial
firms to exert influence over the formulation oétregulations they will have to comply with,
and limit what they perceive to be its "damagethiem.

This is also known as the "private interest" themfryegulation, or the economic
theory of regulatior® This theory describes the regulatory processcasrgpetition between
two interest groups, in which the well-organize@|lveoordinated group is able to extract
dividends at the expense of the more dispersesljiésrmed group&! Under this theory, the
strong, organized interest group is able to capgheeegulator and influence its regulation,

91 Commission of 25 July 2001 "European governankavhite paper" ((2001) 428 final - Official Journ@l

287 of 12.10.2001).

92 gee for example: Case C — 331/88 R v. Ministekgriculture, Fisheries and Food, ex parte Fede8aqL
ECR | — 4023, Case C-476/99 Lommers [2002] ECRI12®aragraph 39, Case C-144/04 Werner Mangold v.
Rudiger Helm (2005) ECR | — 9981 and many more.

9 J.W. Stiglersupran, 24, pp. 3-21.

% G.S. Becker, ‘A Theory of Competition Among PrassGroups for Political Influence’, (1983) 98T8e
Quarterly Journal of Economig871, 371-400; and R.S, Krosznsupran.85, p. 26.
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thus promoting the interests of the regulated firfnsaptured regulator will act against its
own mandate, which is to promote the common gdod.

From a welfare perspective a captured regulatohtniggld one of the most serious
costs associated with financial regulation, aspaurad regulator has the capability to heavily

damage the general social welfare in order to pterhis other, sometimes personal, géls.

2.6.2 Cost of mistakes

Mistakes are another potential cost. If the reguletsues regulation based on wrong
perceptions of either a market failure or the apphowhich is needed to be taken in order to
correct it, then such a mistake will be spreadtouhe entire regulated market.

This is sometimes referred to by the literaturé&\dacroeconomics distortions”.

Such distortions could increase existing markeicggfcies and undermine the objectives
intended for the regulation in the first place.

In some cases, mistakes in financial regulation menease the magnitude of a
financial crisis or even cause it.

Strict risk limits, when applied to financial instiions, can lead to forced sales in a
time of a crisis. A regulatory regime that prevemancial institutions from investing in non-
investment-grade bonds could trigger financialabgity on the basis of worries that certain
bond issuers' investment grade might be downgr&ted.

Harsh capital requirements may also lead to a @i@hrisis — in uncertain times
financial regulators tend to increase capital resuents for banks. This in turn leads to a
decrease in loans, due to the fact that banks leaganoney to lend to creditors, which may
lead to the failure of some creditors. If largestsynically important creditors fail, it can

cause turbulence in the market, and even triggelt acale financial crisi§?

% D.C.L. Hardy, ‘Regulatory capture in Banking’, () WP/06/34nternational Monetary Fund Working
Paper, 1, 3.

% Such was the case in the U.S prior to the FrediBgmeriod (which started in 1838); pressure geoup
influenced legislators not to issue new chartefsi¢tvwere needed in order to open a bank in theat/tBat
time) in order to prevent competitors from entering market (J.M. Hendricksorsupran. 19, p. 24).

°”R. Nebelsupran. 86, p. 276.

% R. Nebelsupran. 86, p. 276.

During the antebellum and national banking erabénUS (1781-1912) some banks were required tchpse
federal bonds in order to issue banknotes. Thisthat the bank's revenue was tied to the yield on
government bonds and the bank could not use thigegnto try and gain revenues elsewhere. This type o
regulation changes the cost and revenues oppaesifir banks which in turn contribute to bank atoslity
(J.M. Hendricksonsupran. 19, pp. 70-71).

% R. Nebelsupran. 86, p. 280. A prominent example is the Bankdagital Accord of 1988 which encourages
banks to increase credit expansion in times offire prosperity while requiring them to hold maw@gpital in
times of recession.
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2.6.3 Systemic risk arising from financial regulation

As discussed earlier, one of the major goals @frfaal regulation is to prevent
systemic risk. However, financial regulation mayitsglf cause systemic risk if it is
deficient, and especially if that deficiency spre#ula global level.

Treaties or global regulation are often a politimanpromise between the countries
involved, and thus are not easily adaptable tondezls of a specific market. For example,
what if Basel lll is wrong or not suitable for theeal market®°

If Basel llI's proposed risk management strategy anified risk assessment criteria
for financial institutions worldwide is mistaken does not take into account specific
circumstances of specific markets, the result coeldire for worldwide financial stability,
especially in cases where financial institutionsefthe same economic environment.

Some scholars argue that diversity and competiieiween different legal regimes
fosters a discovery process to find the best apprPa These scholars argue against rigid
global standard setting mechanisms and insteadqieothe idea of ahlgh level principle
based framework with flexible provisidr(p.281):%

Another source of systemic risk resulting from dagjon comes from a regulatory
attitude promoting complex and detailed regulatitims attitude can cause financial
institutions to rely solely on the regulation witliauising common sense to protect against
dangers which were neglected by the regulationnexpected changes in risks. On the other
hand, it can cause consumers, investors, inteuthlcas and financial regulators to feel

overly confident with regards to the stability bétfinancial syster®

190 R. Romano, ‘For diversity in the International REsgion of Financial Institutions: Rethinking tha&l
Architecture’,forthcoming, Yale Law School, NBER and EQ#Z111), 1, 1-109.

191 R. Nebelsupran. 86, p. 281 refers to a collection of articleslihg with the effects of harmonizing
financial systems: G. Wood, ‘Competition, Regulatand Financial Stability’, iThe Regulation of Financial
Markets the Institute of Economic affairs 2003, p. 80BBoth, 'Competition in Financial Regulation’, The
Regulation of Financial Marketshe Institute of Economic Affairs 2003, 121, 1P37; A. Ridley, ‘Priorities
for International Financial Regulation’, The Regulation of Financial Markethe Institute of Economic
Affairs 2003, 138, 138-160.

192R. Nebelsupran. 86, p. 281.

Regulation constrains the opportunities to divgrsin example can be found in the U.S where mosonal
banks were prohibited from extending real estaa@ddor many years and from investing in corpoeapgities.
These restrictions limited the diversification béthanks' asset base and tied banks (especialgat remote
areas) to one or two firms which were receivingh&om these banks. This approach has left thesksb
extremely fragile as, if that one firm would go keupt, the bank would have to declare bankruptcyels
(keep in mind that in the past branching was rlotaadd in the U.S, which meant that these small bamére
not part of a bigger banking group) (J.M. Hendr@ksupran. 19, p. 16).

13 R. Nebelsupran. 86, pp. 281 - 282.
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Given the complexity of reality, the constant chadthreats, and different sources
of risk, even the most experienced and competguiatr cannot regulate against every
threat that might arise or cover for any mistala thight be made by the financial
institutions it regulates. This is why it is impamt to leave room for the common sense of the
employees of the financial institutions, and incgm¢ consumers and investors to check

their accounts for mistakes made by the finanaistitution in which they invest their money.

2.6.4 Distortion of competition

Financial regulation often creates barriers toyerfthe need for a bank license and
capital requirements are two prominent exampiés.

As regulators are concerned with stability and pngéng systemic risks, they can
tend to be "over protective" and put up demandswlaave "large margins" for protection
against a collapse of a financial institution. Erample, regulators may require high capital
requirements from the financial firm, oblige ithave a very large board of directors, keep a
vast compliance department, or ask the owner taigeca personal guarantee to secure some
of the debts of the financial institution. Suchadtitude may prevent or discourage new firms
from entering the market.

Concerns of systemic risks may lead the finaneigllator to keep financial
institutions "alive" even in situations which othese, given a fully competitive market,
would have led to the restructuring or removalhef financial institution from the mark¥&t

Financial regulation may also interfere with conmipet within the market itself by
demanding accelerated disclosure, i.e. very vastaure requirements which have gone
beyond the efficient level of disclosure. If alfonmation is disclosed there is less room left

for competition-°

19411 this aspect regulation shapes the way the rk&s; in the US for example regulation has @dat
market which is consistent of thousands of smaikbgwhen measured by the dollar value of asset& large
number of banks is the result of charting and assttictions, limits on branching and free banKengs which
were born in NY in 1838 and spread to other stathese laws stated that anyone who met certairireegents
was free to enter the banking business, and cameeastion to charter "selling" and pressure gsoup
influencing legislators not to issue new chartarsrder to keep the industry small. Canada is gposite
example; in Canada there were less regulatorydiinits on banks and so Canada ended up with arbarket
structure consisting of a few large banks. The englievidence indicates that the Canadian bankiagket
structure is much more stable than that of the UM.(Hendricksonsupran. 19, pp. 16 - 17).

195f the financial supervisor is also responsibledncouraging competition in the regulated marketright
be faced with contradicting goals, as there mighatradeoff between stability and competition.réfare,
such a regulator might chose to promote stabitithe expense of competition. Such concerns ldd itta
2005/2006 to deprive the Italian central bank dftarst powers regarding banks.

1% R. Nebelsupran. 86, p. 277.
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Moreover, a rigid and detailed regulatory regimesinot leave room for innovation
on behalf of the financial institutions, thus disittg competition in the market. Strict
conduct of business regulation restricts the rarfdmancial products available for
consumers, further limiting the ability of finankiastitutions to compet®’

Capital requirements further effect competitiommarkets in general, extending
beyond the financial markets themselves, as exeesapital demands often create a
shortage in credit and/or insurance supply whidfatieely effects the development of
different markets®

2.6.5 Costs of fragmentation of the regulatory regime

Fragmentation in the context of regulation is ateised in order to describe a
situation in which there is more than one superyisaithority active in the market. In such a
case we would consider the market to be "fragméritech a regulatory point of view, as
there is more than one regulator imposing regwatoticies and demands on the regulated
firms in the market.

The question of whether fragmentation is desirableot is a complex one. It
ultimately depends on a cost-utility analysishs thosen regulatory structure better than the
regulatory structure that was not chosén?

Either way, there is no doubt that fragmentatiarurs costs; as mentioned in the
introduction to this research, the existence oésswegulators acting without coordination
in the market may lead to inefficiencies and caegglatory arbitrage on the part of the
regulated institutions, i.e., if the regulated frecan profit from loopholes in the regulatory
system, then in order to avoid unwanted regulatioey will move their activity so as to be
regulated under the regulations more favorablaémt This in turn implies the formation of
conflict of jurisdiction'® lack of regulation, or overlapping regulatitf All of these
activities are unwanted as they are costly, anduweaith-enhancing.

Moreover, the existence of several regulators amee the risk of incoherent

regulation resulting in uncertainty on the parhwdrket participants.

107 After the Great Depression in the U.S. for exammgulators placed limits on the interest rateskbaould
pay to attract deposits. This altered the competitietween banks and also limited the costs ofibta
deposits (J.M. Hendricksoaupran. 19, p. 17).

18R, Nebelsupran. 86, pp. 277-278.

199 3P, Trachtmarthe Future of International Law: Global Governme@ambridge University Press,
Cambridge 2013, p. 217.

10 A conflict between two different states, eachrolaig to have authority over a particular case.

M1 For further discussion on these issues pleas€lsagter 4 of this study.
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2.6.6 Other

Administrative costs - Regulatory agencies, like any agency, cost monsy. A
financial regulation is a public good, the finamecegulatory agency is financed by the
government using public money. Needless to sayntloisey has an alternative opportunity
cost.

The question is then, how big should the regulatggncy be? More staff for the
regulatory agency means more resources can beatlediito designing and controlling
compliance with the regulation, but it also meamsemresources are needed.

Cost of compliance on behalf of the financial instutions - Regulatory compliance
demands place a heavy financial burden on finamcséitutions, especially on smaller
market participants. The cost of regulation exBikitong economies of scale, sometimes
resulting in smaller financial institutions beingghelized" twice as much as larger
institutions™*2

Innovating around the regulator - A profit-seeking firm will invest great efforts in
order to extract more profit from the market, titusill be willing to invest a lot to find a
way to innovate around regulation. In some case®Mating around the regulation is costly
and does not generate greater social welfare, sidces not provide the market with a new
product or service that is materially differentrfréhe existing products on the market.

In the words of Sir Mervyn King, Governor of thereof England?That is why we
feel so strongly that the culture of regulation de¢o get away from this game in which the
regulators write ever more complex regulations #melbanks and their lawyers write new
products, which are essentially the same as theigus ones but are defined in such a way
as not to be caught by the latest rule and regafatiThis leads to a very expensive and
unnecessarily complex systemt-:>

Moreover, putting harsh regulatory restrictionsregulated financial institutions may
facilitate the growing of shadow bankift§,which will carry with it, as it is not exposed to

regulatory demands, the risks that the regulategjme tries to prevent?

121 Geiger and O. Wuenscéypran. 56, p. 98.

13 M. King, P. Tucker & A. Bailey, ‘Oral Evidence Tak Before the Joint Committee on the Draft Findncia
Services Bill', (2011)House of Lords and House of Commdn<4.

114 shadow Banks are non-bank financial intermedianigish provide their customers with similar sergide
those provided by traditional banks.

15D .w. Diamond and P.H. Dybvig, ‘Banking Theory, Dsji Insurance, and Bank Regulation’, (1986) 59/1
The Journal of BusinesS5, 55-68.
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Moral hazard resulting from a rigid regulatory regi me -A rigid, detailed and
protective regulatory regime can remove the respaitg from the employees of financial
institutions and transfer it to the employees effinancial regulator, thus causing the
employees of the financial institution to behawvektessly.

As financial regulation cannot prevent all finan@ases, nor should it aim to do so;
consumers must take into account the possibildy ttheir financial institution might fail. A
good regulatory regime provides firms with the midées to avoid engaging in excessive
risk-taking activities;*°and provides consumers/investors with tools to siigewhat their
financial institution is doing with their money,uh taking some of the responsibility for the
risk involved in the financial institutions' actiias.

The use of deposit insurance creates a Moral Hgratdem on behalf of financial
institutions - they do not internalize the effeatsheir risk-taking activities. The reason
being that if they take on too much risk and ey know that the insurance will pay the
depositors back a partial amount of their depadiis @mount depends on the regulatory
situation in each jurisdictior).’ Thus, in a competitive market, these financialiingons
tend to take on more risky activities, in companigath the activities they would have
engaged in if there was no deposit insurance,anckeof greater profits.

On the other hand, consumers are attracted togherrisk-taking financial
institutions as they know they will be compensatedase of failure, and will gain a higher
profit so long as the risk does not manife&t.

This can create a race to the bottom in risk mamage criteria. Even though the idea
of deposit insurance was developed to prevent systesk by ensuring the stability and
soundness of the financial system, it is also am@l source of systemic risk as the adverse
incentive structure may undermine the stabilityd amagnify the insolvency risk, of the
financial system as a whot&

Other Moral Hazard issues arise with regards t@tiiey of "too big to fail" in the
banking sector or the "lender of last resort" fumrtof central banks. Protection from failure

by an expected bail-out prevents disastrous comse@s in the short run, but harbors the

During the financial crisis of 2007-2009 huge "stadanks" suffered from similar issues as banks. As
confidence in the investments they made fell, lendefused to roll-over their short term loans,siag them to
sell assets on the market at low prices and inertess. This in turn increased the lack of confaen
Eventually the US government intervened in ordesttp the "free fall" (C.M. Reinhart & K.S. Rogo$ipran.
40, Preamble p. xli)

16 R, Nebelsupran. 86, p. 278.

17See Table 8 in the Appendix.

18D, Llewellyn,supran. 26, p. 17.

19R. Nebelsupran. 86, p. 278.
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seeds of future disasters by sending the wrongagedhat those who fail in running a
business (or a sovereign state for that matteh)noti be held accountable for their actidfs.
If the risk does manifest, and a business (or stalls, a bail-out policy means the people
who took on too much risk will not bear the consames of such a failuré®

120R. Gropp, H. Hakenes & I. Schnabel, ‘Competitiask-shifting, and public bail-out policies’, (20)11
24 Review of Financial Studig2084, 2084 — 2120.
121R. Nebelsupran. 86, pp. 278 - 279.

38



2.7 Summary and Conclusions

As has been discussed above, financial marketsd® $pecial attributes which
require regulatory intervention. They are complearkets which are abundant with
asymmetric information, moral hazard, externaljteesd agency costs. They are markets in
which products mature over a long period of tinreajsing a need for regulatory monitoring
which is exacerbated by consumer demand for regaland economies of scale in
monitoring. Moreover, the financial firms in thasarkets are crucially important from a
systemic point of view to the health of the econamgeneral.

Having said all that, financial regulation is cgstinancial regulators should be
aware of the costs of regulation and of the faat tosts will, in one way or another, be paid
by the consumers.

Regulation in general should only be enacted ifcis of implementing it are lower
than the benefits derived from what it seeks taeaeh That is especially true for the
financial markets, as the health of these markiésta the social welfare of society as a
whole.

Moreover, with regards to financial supervisionsitrucial that the responsibility for
the actions of the financial institutions and fompliance with the laws and regulations
remains in the hands of the financial institutie@msployees and management. The regulator
can never be fully responsible for the actionsheffinancial firms, nor should he or she
attempt to do so as doing so increases moral hgzablems which already exist in the
market.

Furthermore, leaving the responsibility in the rantithe financial institutions
themselves is also important from the aspect ofrmaing regulatory mistakes and systemic
risk caused by regulation. If financial firms ameyided with regulatory guidelines instead of
strict rules, this helps in diversifying the marketthe era of global systemic risk this is
crucially important.

Consumers themselves should be entrusted witle#ponsibility to monitor what
their financial institution is doing with their as. In order to do so financial regulation
should force financial institutions to provide cangers with easy to understand data. The
approach currently taken by financial regulatorgefructing the regulated firms to provide
their consumers with information that is understdid and suited to them, is a positive one

as it does not remove the responsibility for mamiigp from the consumer.
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Regulators should keep in mind the costs of firgreigulation to competition in the
market, the costs of compliance, and the costatiigtit be caused unknowingly by them,
such as the costs of being unknowingly captured.

Regulation is not about quantity but about quallitye "right" kind of regulation
gives the financial institutions the incentivesatd in a way which enhances social welfare
and reduces market failures.

The costs associated with financial regulation suqgervision are largely determined
by the institutional structure of the financial véggors. Not only does each of these various
structures come with its own set of direct andriecti costs, the type of structure chosen also
impacts on the success of regulation in meetingtétitory goalsThus, the structure of the
financial regulators must be taken into accourdrarer to try and reduce costs and maximize
the benefits of financial regulation.

The following chapter lays the foundation for thecdission of the optimal structure
for financial regulators which will follow in chagats 4-6 of this research, by reviewing the
financial regulatory structure in eleven jurisdets around the globe and examining the

changes these structures underwent following tle&-2D09 financial crisis.
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3. FINANCIAL MARKETS AND SUPERVISORY STRUCTURES

3.1 Introduction

It was not long ago that the structure of finansigbervision became relevant. In fact,
up until around fifteen years ago little attentiwas paid to the way in which financial
supervisors were structured. However, the growtiefiinancial markets and the existence
of new financial products have brought with them tieed for tighter and better supervision,
and have focused government attention on the finaregulatory structures themselVés.

The UK opened the trend towards consolidation whadopted the Consolidated
Model (also known as an Integrated Model) in JU@81 A few countries, Germany
included, swiftly followed, and restructured thgupervisory model into a consolidated
one’?®

However, the Consolidated Model did not prove tartmze resilient to the 2007-2009
financial crisis and some of those countries, tKeittluded, are in the process of
restructuring their financial regulatory structyes again.

Other supervisory models, such as the disperse@inmothe USA, did not help
protect from the crisis either. As a consequen@&ar now witnessing many jurisdictions
reviewing and revising their financial supervisstyuctures in the hope of avoiding past
mistakes. Of the jurisdictions studied in this dieapchange has already taken place in
Switzerland, the UK, the USA, and the BY.

These changes suggest that the jurisdictions istwtthange is taking place were not
satisfied with the way their financial supervisstyucture functioned during the 2007-2009
crisis, and are now striving to improve them.

This chapter studies and updates the state ofsffaih regards to the financial
supervisory structures in fifteen jurisdictionsrthermore, it points out common similarities
and common problems which appeared in the finanegllatory structures of different
countries during the 2007-2009 financial crisis.

As this chapter provides the bedrock for the anglysrformed in subsequent
chapters, it relys mainly on a report issued byGineup of 30 in 2008 under the heading

122 Masciandaro & M. Quintyn, ‘Regulating the Redata: The Changing Face of Financial Supervision
Architectures Before and After the Crisis’, (20@%) European Company Lat87, 189.

123D, Masciandaro & M. Quintyrsupran. 122, p. 2-3.

124 For detailed information about the changes in ¢aisdiction please refer to the subchapters isf thapter.
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“The Structure of Financial Supervision: Approachad Challenges in a Global
Marketplace” (the “Report”).

As a consequence, this chapter does not intentbtade the reader with a thorough
and in-depth legal analysis of the different juicidns, but mainly to lay down the
groundwork for the discussion which follows. l@ilso important to mention that this chapter
chooses to focus on a few specific countries, soiméhich were mentioned in the Report
and some not, based on the following criteria:

This chapter makes the choice of focusing on tped¢n OECD jurisdictions by GDP
for the year 2012° on the assumption that the size of their econordepled with shared
patterns in the structure of financial industry angervisory authorities make comparison
less hazardous and thus more meaningful.

Five more countries, Canada, Israel, the NetheslagAdstralia, and Switzerland, were
also added to the review based on different coraiid®s such as: easy access, in terms of
language, to the materials; the way in which sofrtease countries, such as Israel, survived
the last financial crisis; and the fact that thegire some similarities with regards to the
structure of the supervisory authorities with ttigeo jurisdictions studied under this
chapter?®

This chapter is organized as follows: followingstmtroduction, the second part of
the chapter examines the existing literature irfigfld; the third part presents the existing
main supervisory structures in the world today;ftheth part brings factual data and

compares the financial markets of the reviewedglictions; and the fifth part concludes.

1% Data taken from the official website of the OEGDhttp://www.oecd-ilibrary.org/economics/gross-
domestic-product-in-us-dollars_2074384x-table3>eased 19.12.13. The top ten OECD countries by GDP f
2012 are: the USA, the EU, the UK, Japan, Germ&rance, Italy, Mexico, The Republic of Korea, anzhia.
126 For more information please see the specific saigns of this chapter.
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3.2 Literature review

In their 2009 research, Masciandaro and Quitifysurveyed 102 countries over a
period of eleven years. Their research found adwide trend towards consolidation of
financial regulators outside the central bank. @&b#hors also identified a trend towards
specialization — namely, central banks tend to $amumonetary policy, while other
regulatory authorities specialize in financial swmson. In jurisdictions where the financial
supervisory structure is more fragmented, the aatfomnd central banks were more
involved in supervision.

This chapter shows that, at least for the 15 Jatisds studied, this trend continues;
Switzerland has moved to the Consolidated/Intedratedel and the US and Canada have
also begun moving towards consolidation.

Even though this chapter does not focus on barfkqmeance, one could look at the
latest financial crisis as an indication of how Mieé banking system in each country
performed. On this topic, this chapter reaffirmstBat al's findings?® as change in the
financial regulatory structures is visible in caugg with diverse supervisory structures. This
shows that countries with different supervisory sdthe UK and Switzerland for example,
were equally dissatisfied with the functioning loéir banking system and their existing
financial supervisory models, and the way in whiody functioned during the crisis.

A 2009 communication from the EU Commission, eaditiEuropean Financial

Supervision’, backs up these claims and states that

“Current supervisory arrangements proved incapalde preventing, managing and
resolving the crisis. Nationally-based supervisanodels have lagged behind the
integrated and interconnected reality of today'sdpean financial markets, in which
many financial firms operate across borders. Thsisrexposed serious failings in the

cooperation, coordination, consistency and trugtisen national supervisors...”(p. 23

127D, Masciandaro & M. Quintyrsupran. 122, pp. 187-196.

128 3 R. Barth, D.E. Nolle, T. Phumiwasana & G. YadoCross Country Analysis of the Bank Supervisory
Framework and Bank Performance’(2002) 1HERancial Markets, Institutions & Instruments7, 67-120. In
this article Barth et al. have tried to assessripact of the supervisory structures on bank perésrce in 55
countries covering over 2300 banks. The authots #tat their work answers a key question with régao
financial supervision, i.e, how many financial siyory authorities are needed in a country. Thesults show
little support for the claims that consolidatedulegion affects banks’ performance.

129 cOM(2009) 252, ‘European Financial SupervisiofEC$2009) 715-716, Brussels 27.5.2009, p.2.
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Melecky and Podpietd’ studied the development of financial regulatoryctures
since 2002 in 98 countries. One of their findingghiat countries with a higher stage of
economic development tend to consolidate theimftred regulatory systems. In addition,
according to their study, countries which have ugdee a financial crisis will show a trend
towards consolidation.

As this chapter reviews only 15 jurisdictions sitard to make any affirmative claims
with regards to the validity of Melecky and Podpisraforementioned research. Their
research might however explain some of the trerglsee in the 15 jurisdictions examined in
this chapter, such as the trend towards partidlbconsolidation which is taking place in
Switzerland and the US.

130 M. Melecky & A.M. Podpiera, ‘Institutional Struates of Financial Sector Supervision, Their Drivansl
emerging Benchmark Models’, (2013)PRAPaper No. 37059.
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3.3 What types of financial supervisory structures exist in the
world?

In 2012 the world Gross Domestic Product amourdegpproximately 72 trillion
dollars™*! This massive flow of transactions and cash is siged by a number of different
financial regulators. The identity of the regulgtbodies varies from country to country and
from region to region, but in general their resploifiies are divided between bank
supervisory functions, insurance supervisory flondj and market supervisory functions.

On October 6 2008, the Group of Thirty, an inteioral body composed of central
bank governors, private financial sector experns, laading economists, released a report
providing insights into current challenges facihg global financial system, and information
with regards to future expected reforms in thecstme of financial regulators. The Report
compares and analyzes the financial regulatorycgmies of seventeen jurisdictions in order
to illustrate the implications of the four principaodels of supervisory oversight - the
Institutional Approach; the Functional Approache thonsolidated/Integrated Approach; and
the Twin Peaks Approach. These four supervisorysigiet structures were also
acknowledged by Masciandaro and Quintyn in 2889ho grouped the countries in their
study according to a similar classification.

The report rightfully states that: (a) no two jdiions are the same in the way in
which they regulate financial institutions; (b) tim@ “pure” example of any financial
supervisory model may actually exist; and (c) thaturring between the approaches is
prevalent:*?

Even so, it is useful to group the different modets one of the following structures
in order to assess thefi:

(A) The Institutional Approach — This is the traditional approach to supervisidhis
approach assigns a regulator to a firm accordinthéofinancial firm’s legal status

(i.,e. bank, insurance company, etc.). Traditiondle firm’s legal status also

determined the scope of the firm’s business a@witThis situation changed with

time when firms requested and received their reégutapermission to go into new
lines of business, thus causing two different typiesntities to offer similar products.

131 Data taken from IMF panel data on: World Econo®iglook Database <
http://www.imf.org/external/pubs/ft/iweo/2012/02/veata/index.aspx> accessed 17.01.2013.

132p Masciandaro & M. Quintyn, supra n. 122, pp7-1196.

133 Group of 30, 'The Structure of Financial SupemisiApproaches and Challenges in a Global Markegla
Washington 2008, p. 23.

134 Group of 30supran. 133, p. 24.
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It is perhaps the model under the most strain,rgihe changes in financial markets

and players, and the blurring of product lines leemsectors®

According to The Group of Thirty, agencies using timstitutional Approach to
supervision can overcome its shortcomings, (i.einiypacoordination problems
resulting in overlapping regulation), via variousoadination mechanisms such as
information exchange, and supervisory board megtingwvhich delegates from the

different supervisory bodies discuss and coorditied& supervisory work.

This approach is prevalent in Israel and Mexico.

(B) The Functional Approach — According to the Functional Approach to supeovis

the supervisory oversight is determined accordmghe business performed by the
regulated entity without regard to its legal statuader this approach one regulated
entity may be subordinated to a few different ratpris, each regulating a different

part of its activity.

This approach to supervision is quite common andoming to the Report, appears
to work well so long as coordination among agengeachieved and maintained.
However, coordination is not easily achievable ansl because of this that a number
of jurisdictions are moving away from the Functib®gproach toward the Twin

Peaks or Consolidated/Integrated Systems.

This approach is prevalent in France, Italy, andisp

(C) The Consolidated/Integrated Approach- The Report finds some support for the use

of a Consolidated Approach to supervision. Accaydio this approach, one single

regulator oversees the entire financial market.

This approach can be recommended in smaller mankbéexe oversight of the broad
spectrum of financial services can be successtdhducted by one regulator. It has
also been adopted in larger, complex markets witaseviewed as a more flexible

and dynamic approach to regulating.

The Consolidated Approach is advantageous in thafffers a unified focus on
regulation and supervision. It provides no oppdtjufor the development of debates

135 Group of 30supran. 133, p. 13.
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over supervisory powers which can occur under tlmhinstitutional and Functional
Approaches. However, this approach may create itle of a single point of
regulatory failure (i.e. the risk of a regulatorystake which, due to lack of diversity
in regulators, leaves the market unsupervised ferothe wrong regulatory solution
to the identified market failure, thus negativeffeating all financial institutions in

the market).

This Approach is prevalent in Germany, Canada,japaitzerland, The Republic of
Korea and, until recently, the UK.

(D) The Twin Peaks Approach- There is a growing interest in and support fa Twin
Peaks Approach to supervision. The Twin Peaks Aggradivides the regulatory
tasks between two regulators; one of whom is ingdaf supervising systemic risk,
while the other is in charge of conduct of businesgulation and consumer

protectiorf®.

When prudential concerns conflict with consumertgeton issues, the prudential
supervisor in the Twin Peaks Approach takes pretae order to insure financial

stability.

This approach still suffers from the problems @& thtegrated Approach, i.e., there is
risk for a single point regulatory failure with @rgs to consumer protection and
market integrity regulation due to the fact thdt @bB regulation for all market

participants is consolidated into one regulator.
This approach is prevalent in Australia, The Ndtrats and the UK.

The Report describes the current regulatory regmseventeen different jurisdictions
and offers a wide perspective on the current sirugg of financial regulators in these
jurisdictions. The Report also describes how ea&tlttire has its shortcomings and
advantages, some of which derive from the way irtlvthe regulators interact with one

another.

136 Note that this division is different from the omade by the Functional Approach where the regufator
responsibility is divided between the differentuksgors based on the type of financial product.
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Since 2008, when the report was released, sevesabes have occurred in the
regulatory structures of a few countries aroundatbdd, including some of the countries
that were reviewed by the report.

In the following pages, some of the jurisdictioasiewed by the report are revisited,
and examples are presented of the changes theyhdeetaken since the publishing of the
report.

A few additional jurisdictions which were not indied in the Group of 30’s report,
namely Israel and the Republic of Korea, are atseewed below. Israel was added to this
research due to the fact that its financial markatsived the crisis with relative success, and
the Republic of Korea was added due to the fattitimone of the top ten OECD countries
by GDP in 2012.
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3.4 The financial markets of the reviewed jurisdictions

According to the World Bank’s panel d&taof 2011*® large differences exist
between the different jurisdictions reviewed bystbhapter with regards to market
capitalization of listed companies, bank capitah$sets ratios, deposit insurance, and the size
of the financial markets; these differences are pltially responsible for the differences
that can be found in the supervisory structure rnsoideeach country, as discussed in the
following subchapters.

As mentioned in Chapter Two of this research, diéjpesurance has its drawbacks,
the leading of which is its tendency to increaseahloazard problems. However, deposit
insurance is needed in order to increase the liyudd banks in times of financial distress,
prevent bank runs, and protect household consuimoenslosing their life savings if or when
their financial institution goes bankrupt.

The jurisdictions reviewed in this chapter seermae more about the benefits of
deposit insurance than about its costs, as mdkeaf have implemented some sort of
deposit insurance scherhi.

The surveyed countries also shared common probhgthgegards to financial
regulation which affected their ability to reactartimely manner to the financial crisis of
2007-2009. These problems include the following:

Coordination problems — coordination problems between supervisory aitteer
were prevalent during the crisis both on the nati@md international level. The crisis has
proven that modern financial crises cross marketisdictions, and producté® and that in
order to prevent or stop a crisis from occurringréhis a need for a quick and coordinated
regulatory response.

In an attempt to ensure cooperation and effectif@ination exchange, several
countries have formed coordinating bodies. Theskelsaare supposed to bring the different
regulators together on a regular basis in ordexthange information and views.

Macro Prudential supervision— the crisis brought forward the importance of

supervising systemic risk. It is now clear thamféroutside the financial markets could have a

13" Data with regards to the different jurisdictionkigh was obtained through recurring observatiores av
period of time.

138 Data taken from World Bank panel data on: < hidpta.worldbank.org/country> accessed 21.05.2013.
139 As can be seen in table 8 in the Appendix.

140 A financial crisis crosses products due to the tlaat in many cases financial products have acetin, or
are derivatives of, other financial products.
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strong effect on the stability of firms within tieancial markets. Therefore, most countries
are considering ways in which they can increasei@pdove macro prudential supervision.

Independence of regulatory bodies- independence of supervisory authorities has a
direct effect on their ability to make professiodatisions with regards to regulatory
measures. Financial supervisory authorities neée tas independent as possible in order to
make professional decisions with regards to fir@reigulation.

True independence means that they have to be falBnadependent from
government. This is usually achieved by imposirggsfen the regulated bodies in the
industry*

Deposit insurance— Lack of sufficient deposit insurance has a dedrital effect on
bank liquidity in times of distress. Following tpeoblems which occurred during the last
financial crisis, the European Union recently aneehis European deposit insurance
directive in order to enlarge the minimum depassurance requirements from 20,000 Euro
to 100,000 Eurg™?

These common concerns have brought countriesconsider their financial
regulatory frameworks and structures. Changeseairglmade, on the national and
international level, in order to try and mitigalte toroblems listed above.

The following pages offer a review of what has @ehin several jurisdictions
around the world as a result of the last financiais and, where needed, suggestions are
made as to what should further be amended.

141 Examples can be found in France, Italy, Canadamn@ey, The UK, and The USA. For explicit examples s
chapter 3.5 of this research.

142 European Parliament and Council Directive 200T46f 11 March 2009, amending Directive 94/19/EC on
deposit-guarantee schemes as regards the covera@hd the payout delay, Official Journal of Ehgopean
Union, L 68/3, Art. 3.
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3.5 The financial regulatory structures in the reviewed
jurisdictions

3.5.1 The Institutional approach

3.5.1.1 Israel

General data®®

As of 2011 the Israeli financial market was compbgEfifteen local banks, two
mortgage banks and five foreign banks which hetohbihes or representative offices in
Israel’** The market contained twenty four insurance comasand a number of financial
management compani&s.

In 2010, 203 licensed financial advising firms &@00 licensed financial advisors
were active in the Israeli market. The number ¢fvaanutual funds in the Israeli market
amounted in that year to 1,247, which together 8Kl6 Billion NIS. Seven groups issuing
exchange-traded notes (ETN’s) were active in theketaoperating through 32 companies.
The public held 57.7 Billion NIS in ETN’s throughdse companies.

The entire value of financial assets held by tinadls public in April 2012 is
estimated at 2600 Billion NI&®°

The structure of the supervisory authorities

Israel follows the Institutional Approach to finaalcsupervision with some influences
from the Functional Approact! The Israeli market is supervised by three financia
supervisory authorities in addition to the compatitauthority: the Bank of Israel, which
supervises banks; the Israeli Securities Authowtyich supervises the capital market; and

the Capital Markets, Insurance and Savings Depattmihin the Ministry of Finance. The

143 Data in this section is based on panel data téken the web sites of the Israeli financial supsovi/
authorities: The Bank of Israel, the Israeli Setesi Authority and the Department of Financial Matgg
Savings and Insurance in the Treasury.

144 Data taken from the Bank of Israel web site whiah be found at:
<http://www.bankisrael.gov.il/deptdata/pikuah/smifsnifhanh.htm> accessed 21.05.2013.

15 Data taken from the web site of the Israeli Ineagasupervisory authority which can be found at:
<http://ozar.mof.gov.il/hon/2001/insurance/contaetiils.asp> accessed 21.05.2013.

146 Bank of Israel panel data which can be found at:
<http://www.bankisrael.gov.il/deptdata/monetar/dhm/shon_heb.htm> accessed 1.08.2012.

147 A prime example is investment advisory servicesnethough the investment advisors usually sitiwith
banks, which are supervised by the Bank of Isra¢ha banks’ regulator, and the services they gmsre part
of the services offered by banks to their custontees prime responsibility for regulating investrhadvisors
and investment advisory activity lies with the Ei&ecurities Authority based on the fact thaeistiment
advisory services relate more to securities maitkets to regular banking products.
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latter is divided into two sections, one of whishrésponsible for insurance supervision,
while the other undertakes supervision of finangiarkets, which includes responsibility for
the supervision of long term saving products likevitlent Funds (see Figure 1). Due to the
fact that each authority was formed at a diffetané and out of different needs, each
authority emphasizes different supervisory goals.

Only two of the supervisory authorities activelie iarket, the Israeli Securities
Authority and the Bank of Israel, have their gaatslicitly defined by law'*® The Capital
Markets, Insurance and Savings Department witrerMimistry of Finance defines its own
goals in its financial statements, strategic pkms inner memorandums.

As of 2010 there exists a special division of tharts which is dedicated to dealing
solely with financial issue¥'® The judges of this court are experts on securitigscorporate
law, and their judgments are supposed to reduee legertainty and contribute to
improving market conduct in the Israeli financiahmets.

The Bank of Israel in its role as bank supervigzeives its powers from: The Bank
of Israel Law, 2010, The Banking Order of 1941; Bamking Law (Licensing), 1981; The
Banking Law (customer service), 1981; and The La&®lwecks without Cover, 1981.

The Israeli Securities Authority (ISA) receivespiwers from The Securities Law of
1968. Other relevant laws for the operation of EA: Joint Investment Trust Law, 1994;
Regulation of Investment Advice, Investment Mankgtand Investment Portfolio
Management Law, 1995; Companies Law, 1999; FindAssets Agreements Law, 2006;
Credit rating Agencies Law, 2014. Besides thesa lawumber of regulations dealing with
all aspects of market conduct and rules have beacted through the power of these
statutes=>°

The Department of Financial Markets, Savings asdiance receives its powers
from the following laws: The Law for Regulating tmance Business, 1981; the Law of
Insurance Contracts, 1981; the Tax Order and Regnl&ules for approving and managing
funds), 1964, the Law for Promoting Savings (incdmereductions, loan guarantees), 1956;
the Law for Joint Investment Trusts, 1994; The &tes Law, 1968; and the Law of
Government Loans, 1979.

On the 24th of June 2007 the three supervisoryoaitigs signed a MoU for
coordination and exchange of information with relgaio regulating the Israeli financial

148 The Securities Law, 1968 and the Bank of Isra@¥,[2010, sec.3 A.

149 The Law of Courts (amendment 59), 2010.

150 All laws and regulations can be found in their Haband English version on the web site of theelsra
Securities Authority at: <http://www.isa.gov.il/Ceflt.aspx?Site=ENGLISH&ID=1485> accessed 21.05.2013
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market'®! According to Section 2 of the MoU, the heads eftffiree supervisory authorities
form a joint commission which gathers once a mamiti which facilitates the exchange of
information between the different authorities. 8t 3 and 4 of the MoU facilitate
cooperation and coordination between the threelaiggs on regulatory issues which might

have an effect beyond the sectors of the finamsgakets which directly concern them.

What has changed since the last financial crisis?

Israel went through the last financial crisis withlative ease due to a number of

factors*®?

- With a few exceptions, the Israeli banking system conservative one and it is kept
under tight supervision by the Supervisor of BaliRsThis fact contributed to the
stability of the Israeli banking system as mosthaf banks invested in relatively safe
financial products and their exposure to the alsaeked securities in the USA, which

started the crisis, was minimal;

- The mortgage market in Israel is very conservaive is highly supervised; and

- Complex products do not exist in the Israeli finahmarket™>*

For all these reasons the formation of a real @ftabblé> or a leverage probleh?

were prevented’

151 ‘Memorandum of Understanding for cooperation axchange of information between the Supervisor of

Banks, the Israeli Securities Authorities and tlagi@l Markets, Insurance and Savings DepartmgdtJune
2007.

152K Broida, Z. Ardman & M. Shemesh, ‘Israel and @lebal Financial Crisis 2007-2009’, (201B&nk of
Israel, 5, 49.

133 prior to the financial crisis the biggest banksrael at that time, Bank Hapoalim, had investedsiset-
backed securities in the USA through its USA brafddite Supervisor of Banks in Israel conducted an
investigation on exposure to risky assets by theido branches of the banks in Israel. Followirgy th
investigation Bank Hapoalim was instructed to detthe capital requirements needed in order to hold
mortgage-backed securities due to the riskinesisese assets. Due to the financial losses on Hessd-backed
securities and the regulatory demand, Bank Hapoethiose to sell these assets, a move which retrigplgc
saved the bank from great losses during the outlokthe crisis in 2007 (K. Broida, Z. Ardman & M.
Shemeshsupran. 152, pp. 57-58).

%4 Complex products contain more risk which is noilgagiantifiable. Given the complexity of the prausiit
is not easy to regulate and monitor them. Therefigky products pose a threat to the stabilityhef financial
institution which holds them. In a world where firegal institutions have a systemic effect on onetlaer, the
failure of one major bank due to the materializifighe risk has a negative effect on the finansiability of
other financial institutions as well (United Stagsnate Permanent Subcommittee on Investigatidre] ‘
Street and the Financial Crisis: Anatomy of a FaianCollapse’, (2011), p. 17).

1%5When prices of real estate in a certain area fiestland decrease later in proportion to theinfer increase
(B.M Roehner, ‘Spatial analysis of real estategobabbles: Paris, 1984-1993’, (1999)12Rkgional science
and urban economi¢§3, 73-88).
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As part of its conservative approach to bankingilagon, the banks’ supervisor took
steps in order to increase bank stability pricthio crisis. This approach was based on an
understanding that a rapidly growing market magheapoint where growth is slowed
down®®

As part of its steps to increase bank stabilitg, $lupervisor of Banks required banks
to adopt a minimum of 12% capital reserves ungéleéhd of 2009. In addition a three year
plan to implement Basel Il, the second of the Baselords>® dealing with risk assessment
and management, was adopt&l.

When the crisis broke in 2007, the Israeli bankgesvisor focused on examining the
exposure of the Israeli banks to the financialrimsients which were at the heart of the
financial crisis. It was found that the exposureswanimal. The Supervisor of Banks took
steps to ensure banks were not exposed to compkaxcfal products from abroad.

With the Bear Stearns distress in March 2008, sugien of the Israeli banks was
tightened even more. Banks were asked to be extrtéotis, reevaluate risks, strengthen
capital, and prepare a plan for raising capitakiéded®*

For the reasons discussed above, the Israeli magtthrough the financial market
with relative success; no banking institution reitetl and no bailout program was needed.

Even though the Israeli supervisors respondedtaéhe crisis, Israel is also in the
process of re-evaluating its financial supervisstrycture. In a report handed to the Israeli
parliament, the Knesset, the following drawbackssamparison with other countries, were
identified:%*

1. The Structure of the financial supervisory authories —the Israeli supervisory
structure still follows the institutional structurlowever, the market players have
outgrown their traditional roles. This leads to wdesirable phenomenon in which
similar products are being supervised in differealys based solely on the fact that

they are sold by different types of companies.

1% When leverage levels go up they can trigger anfifa crisis, as a fall in the price of the undartyassets
may cause the borrowers to go bankrupt (see: TimEial Crisis Inquiry Commission, ‘The Financialsts
Inquiry Report’, (2011)U.S. Government Printing Offige

157K, Broida, Z. Ardman & M. Shemeshupran. 152, p. 47.

138 K, Broida, Z. Ardman & M. Shemeshupran. 152, p. 57.

139 A set of recommendations on how to regulate bavtlish was issued by the Basel Committee on Banking
Supervision.

180K, Broida, Z. Ardman & M. Shemeshupran. 152, p. 97.

161K, Broida, Z. Ardman & M. Shemeshuypran. 152, pp. 98-106.

162 H.Y. Jabotinsky, ‘The structure of financial swision — a global view and comparison to Isra€lig
Research and Information Center of the Knedsethcoming 2014.
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Moreover, supervisory standards vary from one aitthto another. For example, the
Bachar committee which transferred the providemdfufrom banks to insurance
companies, in order to reduce conflicts of inteiesthe market, did not likewise
transfer the regulation.

As a result, some time later, concerns were broughwith regards to the stability of
provident fund¥® and with regards to the ability of customers tonitw their

investment<®

Another example of distortions that arise from latkharmonization can be found by
looking at the Hodack committee report which camenvestigate the investment
rules in debentures and bonds for institutionaéstars. The result of the committee’s
recommendations is that mutual funds which are wtite supervision of the Israeli
Securities Authority can invest in financial protkiowhich pension funds are
prohibited from investing in. This distinction beten mutual funds and pension funds
is questionable from an economic point of view, asda prominent example of

distortions that can occur from lack of harmonizatof regulation.

Stability concerns call for harmonization of redida where similar products are
involved. Harmonization can be achieved by onéeffollowing ways: consolidation
of the financial regulators; giving the lead toead regulator; or adding a prudential

regulator to the market.

Another major drawback of the structure of the d&rdinancial supervisory
authorities is the fact that the Department of Roxa Markets, Savings and
Insurance is part of the Ministry of Finance. Taiposes the Department to various
conflicts of interest, including, most criticallgetween protecting consumers’ savings
and enhancing the financial markets. SeparatirggQepartment from the Ministry of
Finance and establishing an independent insuraopengsor is therefore long

overdue.

2. Enhancing cooperation between the different supersory authorities — As the

structure of financial supervision in Israel is plissed, increased coordination is

163 A retirement savings mechanism.
184 A, Shwartz, ‘Management fees in provident fundsg pension funds’, (2010jhe Research and Information
Center of the Knesset
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required. The MoU mentioned previously in this dwdqaer is a step in the right
direction, however, the regulators need to makeofiskis tool and develop a culture

of regulatory cooperation.

Financial independence of the regulatory authoritis — with the exception of the
Bank of Israel, all other supervisory authoritiesisrael either receive their money
from the Ministry of Finance, depend on the govezntnto approve their yearly
budget, or botf® This impairs their ability to remain completelydependent and
increases the chance that they will be influencedhe government instead of by

professional standards.

Lack of Deposit Insurance— Out of all countries surveyed in this chapterads is
the only country lacking deposit insurance. As seemost of the reviewed countries
during the last financial crisis, deposit insurangean important tool in order to

increase banks’ liquidity and strengthen depositaust in the banking systeff®

It is true that in the past, such as was the cattetive bankruptcy of the Trade Bank
(HaBank LeMischar), the government and the Banlsi@el acted as deposit insurers
where needed. However, on that occasion they ntaclear that the bailout did not

reflect on their future willingness to insure depms.

Therefore, it is suggested that deposit insurawcesiall deposits should also be

introduced in Israel.

185 The Israeli Securities Authority receives its mpfrem fees paid by the regulated companies. Howetse
budget has to be approved by the Finance Comnaftde Knesset (the Israeli parliament).

186 See Table 8 in the appendix for comparison obdiéinsurance schemes in the countries includekisn
research.
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Figure 1: the Israeli Financial Supervisory structue
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3.5.1.2 Mexico

General data®’

The Mexican financial market accounted for 67%hef country’s GDP in 2008. The
banking sector comprises over 40 banks, and therityapf the financial institutions active
in the market belong to a financial grotffIn addition there are over 100 insurance
companies and pension funds active in the markgbaar 30 regulated non-bank firms

which operate along the same lines as ba?ks.

The structure of the supervisory authorities

Mexico’s financial regulatory structure is an Itstional one. There are seven

regulatory authorities active in the Mexican market

1. The Ministry of Finance and Public Debt (SHCP)asponsible for the design of
the financial sector. The SHCP also acts as a gwirdg authority between the
different financial regulators active in the mark&he president of the SHCP
appoints the presidents of all other financial tatpry authorities, apart from the
Bank of Mexico whose president is appointed by Fmesident of Mexico and
ratified by the Senatt?

2. The Bank of Mexico serves as Mexico’s central banll as lender of last resort.
The Bank of Mexico acquires its own funds and itgldet is not submitted to

congress for approval.

3. The National Banking and Securities Commission (@INBas formed in 1995.
Its main responsibilities are to issue regulatiforsprudential supervision, and to
supervise all financial intermediaries apart fromsurance companies, bond

companies, and pension furtds.

187 Factual data in this section is based on datantfrken Group of 30supran. 133, pp. 76-82.
188 Group of 30supran. 133, p 76.
%9 Group of 30supran. 133, p 76.
10 Group of 30supran. 133, p 79.
1 Group of 30supran. 133, p 79.
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4. The National Insurance and Bond Companies Commnms&IiNSF) serves as the

prudential supervisor for insurance and bond cornesaff

5. The National Commission for the Retirement Savi8gstem (CONSAR) is the
prudential supervisor for pension fund management.

6. The National Commission for the Protection of Fitiah Services Users

(CONDUSEF) is responsible for consumer protectién.

7. The Institute for the Protection of Banking SavindBAB) is in charge of
providing deposit insurance of up to approximatEh®,000 USD. The budget for
IPAB comes from the government and is part of tbeeghment’s annual budget

which is approved by congre’s.

Cooperation between the authorities is achievealtjir the fact that representatives
from each authority sit on the board of all othetharities. In addition, representatives from
the Bank of Mexico, the IPAB, the SHCP, and theeotommissions attend several
committees where regulatory ideas are exchangediraanttial regulatory issues are
discussed and coordinat&d.

There are other ad hoc committees, such as thadtal&tability Committee. This
committee is formulated when a financial institatie “too big to fail” and comprises
representatives from the CNBV, IPAB, the Bank ofide and SHCP. This mechanism
exists although it has never been tested in reality

The Mexican financial market is riddled with redida. The financial regulatory
authorities receive their mandate from the follogvinles and regulations:

The Law of the Bank of Mexico (1993) states in &lgil that the central bank should
enjoy autonomy. Article 2 defines its role in maining systemic stability and deciding on
monetary policy.”’

The National Banking and Securities Commission (2985) '8 establishes the
CNVP as the leading supervisor for banks and firsumastitutions in Mexico. The law

places the authority under the Ministry of Finabaé grants it technical and operational

2 Group of 30supran. 133, p 79.

3 Group of 30supran. 133, p 79.

74 Group of 30supran. 133, p 79.

75 Group of 30supran. 133, p 80.

7% Group of 30supran. 133, p 81.

17| ey del Banco de México — 1993.

178 | ey de la Comisién Nacional Bancaria y de Valq@s§BV) — 1995.
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autonomy. In particular the law grants the CNVPhwiite power for the issuance of
consumer protection regulation including regulatigclosure requirements.

The Payment System Law (2062)aims at ensuring the smooth operation of the
Mexican payment systems. The powers to regulat®&lthecan payment systems are granted
to the Bank of Mexico.

The Credit Institutional Law (1998} is the main banking law in Mexico. The law
covers banking and credit institutions, and is nhéanegulate credit in a way which
prioritizes public protection. The law also inclgd@me anti-money laundering provisions.

The Financial Groups Law (1998) regulates financial conglomerates in Mexico.

The Auxiliary Credit Organizations Law (1988)regulates the activity of foreign
exchange firms and other financial institutions ethibelong to banks and provide credit.

The Law of Banking Savings Protection (1998pstablishes the Institute for the
Protection of Banking Savings (IPAB) in Article Bhe institute is in charge of the federal
deposit insurance scheme and its budget is seddrata that of the state.

The Securities Market Law (2008j regulates all the activities and firms on the
Mexican securities market. This authority is respble for consumer protection and for the
development of the market.

The Mutual Funds Law (200} regulates all mutual funds active on the market.

The Law on Insurance Contracts (198%jegulates the operation and organization of
insurance companies.

The Financial Services and Transparency Law (260@id the Law for the
Protection and Defense of Financial Services U898 concern themselves mainly
with consumer protection.

The Retirement Funds System Law (19862stablishes the authority responsible for
regulating pension funds (the National CommissmrRetirement Savings) and regulates the

mandatory pension funds market.

179 ey de Sistemas de Pagos — 2002.

180 ey de Instituciones de Crédito — 1990.

181 ey para Regular las Agrupaciones Financiera®019

182| ey General de Organizaciones y Actividades Aaxites de Credito — 1985.
183 ey de Proteccion al Ahorro Bancario — 1998.

184 ey del Mercado de Valores — 2005.

185 ey de Sociedades de Inversion — 2001.

18| ey sobre el Contrato del Seguro — 1935.

187 ey para la Transparencia y Ordenamiento de log@&es Financieros — 2007.
188 | ey de Proteccion y Defensa al Usuario de SersiEinancieros — 1999.

189 ey de los Sistemas a'e Ahorro para el Retiro9619
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What has changed since the last financial crisis?

Mexico was hit by the last financial crisis but fireancial system proved to be

resilient. The market recovered by 2010, mainly @uthe work of the financial regulatory

authoritiest®

The banking market remains concentrated and rexgylatork is being done in order

to try and introduce more competition into the neafk*

Figure 2: the Mexican Financial Supervisory structue®?
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190 |nternational Monetary Fund Country Report, ‘Mexi€inancial System Stability Assessment’, No. 52/6

(2012), p. 7.

1 Group of 30supran. 133, p 81.

192 Figure 2 follows diagram in Group of 3@pran. 133, p.80.
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3.5.2 The Functional Approach

3.5.2.1 France

General data®®

The French financial market comprises over 9,008rfcial firms which contribute
approximately 4.6% to the country’s GDP. The asisetise French asset-management
industry amount to over 1.25 trillion Euro.

The French banking sector is a concentrated omsjstong of seven large local and
international banking groups. Between them, thesking groups hold 80% - 90% of the
French banking marké?

The insurance market consists mainly of indepentsotrance groups which hold
approximately 80% of the market. The French bamksat play a major role in the general

insurance market. They do however sell life insoed

The structure of the supervisory authorities

The French supervisory structure belongs to thetfonal approach, although it
exhibits several characteristics of the twin pessroach For example, prudential
supervision of banks and pension funds lies wighBanking Commission which is located
inside the central bank, the Bank of France, amaireti by the Governor of the Bank of
France, whereas responsibility for the conductusiitess is given to the Financial Markets
Authority, which is the French financial marketspervisory authority?®’

The most recent financial supervisory reform ocediin France in 2003 and was
aimed at simplifying and reducing the number o&fioial regulatory authorities. Even so,
France still maintains a large number of intercate@ supervisory authorities relative to
other countries. The structure consists of eleugevisory authorities, each maintaining

separate, but sometimes overlapping, supervisomemo(see figure 3).

193 Factual data in this section is based on datantfrken Group of 30supran. 133, pp. 96-103.

1% Those banks are: BNP Paribas, Société Générateyua-édérative du Crédit Mutuel,, Crédit Agricole,
BPCE, Credit Lyonnais (LCL), and AXA Bank Europe.

19 Group of 30supran. 133, p. 96.

1% Group of 30supran. 133, p. 96.

197 Group of 30supran. 133, pp. 27 — 28.
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The interconnectivity of the authorities is refletttoy the fact that the heads of some
of the supervisory authorities, as well as polltcaffiliated delegates, sit on the board of
other supervisory authoritié&

For example, the Director General of the Treaswhich is part of the Ministry of
Economy, Finance and Industry (MINEFI), the Frebholy responsible for the issuance and
approval of new financial regulation, is also a rbemof the governing boards of the
prudential supervisor (the CB), the authority whiglentrusted with licensing banks and
insurance companies (CECEI), and the insurancegspgy authority (CEA). A
commissioner is also provided by the governmewtrder to sit on the boards of the
insurance systemic supervisory authority (the ACAMYl the authority which supervises and
regulates the public’s savings (AMF).

The governing board of the prudential supervisatharity, the Banking
Commission (CB), comprises the head of the cebtarak, the finance minister, the head of
the ACAM, and four members who are appointed bytrbasury.

The governing board of the committee of Credititusbns and Investment firms
(CECEI), which is responsible for licensing crgalibviders, comprises the head of the
central bank, a Ministry of Finance commissionkee, head of the securities authority (AMF),
the head of the deposit guarantee authority (F@DJ,eight other members appointed by the
Treasury.

The commissioner of the central bank (BDF) alse @it the board of the Insurance
and Mutual Societies Supervisory Authority (ACAMMieh is the main French insurance
supervisor.

Coordination between the authorities is maintaimadhly through the Board of
Financial Sector Authorities (CACESF) which is lsadly a committee of supervisors
consisting of the heads of the Bank of France (BEi#® Financial Markets Authority
(AMF), and the Insurance and Mutual Societies Stipery Authority (ACAM)**°

From an economic point of view, this structureugstionable as it removes the
independence of the regulatory authorities and sigk&m more vulnerable to political
interference due to the fact that politicians sitlee board of directors of most supervisory
authorities. In addition, having several regulataggncies active in the same market with the
same mandates for supervision is highly likelytodoice overlapping regulation which is
costly to the regulated industry. Such a strucéilse assists corruption.

1% The examples which follow are taken from: GrougB@fsupran. 133, pp. 98-100.
199 Group of 30supran. 133, pp. 98-100.
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On the other hand, several regulators acting irsémee field allow for diversity
which is beneficial for information-flow which isesessary in order to prevent a financial
crisis?®

The balance between having too many regulatordianithg too few is a delicate one.
However, it is clear that a complicated, bureaucigttucture can impair information-flow
and put a heavy burden on the industry. This isadribe reasons why, after going through a
financial crisis, a trend towards consolidationiible in most countrie®"

In contrast with the other countries reviewed kg tthapter, France has yet to show a
trend towards consolidation. Its financial supeswssystem remains fragmented and

dispersed. Such a trend might be something womkidering.

20 Thijs issue will be discussed in detail in Chagtand 5 of this research.
201 M. Melecky & A.M. Podpierasupran. 130, p.3.
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Figure 3: French Financial Supervisory structuré®?
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202 Figure 3 follows diagram in Group of 3&ypran. 133, p.101.
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3.5.2.2 Italy

General date®

The Italian financial system consists of differgrgtitutions and is primarily
dominated by banks, which are important playealifields of the market. Since 2007, the
five major banking groups have been Unicredit,dat8anpaolo, Monte dei Paschi, Banco
Popolare, and UBI, which together hold 52% of thtaltdomestic banking assets. Non-bank
financial firms play an important role in the marked have increased in number over the
past few years. However, the consumer credit maskstll maintained mainly by banks!

The Italian asset management industry is basedventiaal integration between
distributing financial companies (banks and insaeacompanies) and asset management
companies which are owned by banks.

The Italian insurance sector includes some big geao firms such as: Generali and
Fondiaria SAI. In total, over 170 firms have beieemsed to act in the Italian insurance

market?°®

The structure of the supervisory authorities

The Italian financial supervisory structure is teesult of the post-Great Depression
reshape of the 1930’s, and the reforms of 198048i@wwere driven by European
integration and financial innovation.

Until 2012 the structure consisted of four regutatoodies:

1. The Bank of Italy, the Italian central bank, whose powers to sugerthe financial
stability and sound management of banks, asset ges)aand other financial
intermediaries are mainly established in the Cadat#d Law on Bankirfg® and the

Consolidated Law on Finané&*

2. CONSOB, the securities market regulator, whose poweengure securities market
transparency and orderly functioning as well asgtor protection are based on the

Consolidated Law on Finance cited above;

203 Factual data in this section is based on datantitken Group of 30supran. 133, pp. 106-112.

294 Group of 30supran. 133, p. 106.

295 Group of 30supran. 133, p. 106.

208 egislative Decree No. 385 of 1 September 1993samdequent amendments (“"Consolidated Law on
Banking"), published in the Official Gazette on 8€ptember, 1993, No. 230.

207 egislative Decree No. 58 of 24 February 1998 suttsequent amendments (“Consolidated law on fimhnci
intermediation”) published in the official Gazette 26 March, 1998, No. 71.

66



3. ISVAP, the insurance industry regulatory authority, weh@®wers to supervise the
financial stability, sound management, and markdialior of insurance firms are set

out in the Law on Insuranc&® and

4, COVIP, the pension fund supervisory authority, whose grewo supervise private

pension funds are set forth in the Law on Privatesion Fund$®®

The supervisory structure is based on a combinatidhe Functional and
Institutional Approaches. Coordination betweendlfferent supervisory authorities is
ensured by a mandatory exchange of informationsutetion, and cooperation on all
subjects that fall within the competence of momntbne authorit*°

In addition, several Memorandums of Understandiigtdetween the authorities
themselves such as a memorandum between the paldeiptervisor of banks (the Bank of
Italy) and the securities regulator (CONSOB) deifiniheir tasks, responsibilities and
procedures for the exchange of information.

Another memorandum which targets the preventiomagament, and resolution of
financial crises was signed in 2008 between thaditynof the Economy and Finance, the
Bank of Italy, CONSOB and ISVAP. The agencies @édhe Financial Stability Committee
(FSC) whose main task is to enable the smoothfeanginformation between the
authorities in order to prevent and mitigate arfatiinancial crisis. Each of the authorities
established a unit which is tasked with supportirgwork of the FSC if and when
required®**

As the FSC has only been established recentlysityeaito be tested during a crisis.

Moreover, as it is an initiative of the Italian dincial authorities, it has no legal stattfs.
What has changed since the last financial crisis?
During 2007 the Italian government brought forwarproposal to change the Italian

supervisory structure into a Twin Peaks structomech like the restructuring in the UK.

According to the proposal the responsibility fopstvision and the prevention of systemic

208 egislative Decree No. 209 of 7 September 2005samdequent amendments (“Code of Private Insurjnce”
published in the Official Gazette on 13 OctobelQ2No. 239.

299 egislative Decree No. 252 of 5 December 2005, aafsequent amendments, (“Code of Private Pension
Funds “) published in the Official Gazette on13 Bmber 2005, No. 289.

#0g5ee for instance Art. 4 to the Legislative Dedvee 58 of 24 February 1998 and subsequent amendment
("Consolidated law on financial intermediation”)tistes 8 and 21 of Law no. 52 of 6 February 1996.

21 Group of 30supran. 133, p. 111.

%2 Group of 30supran. 133, p. 111.
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risks would be given to the Italian central bankjle/the responsibility for consumer
protection, transparency and market conduct woalthanaged under CONSOB. The
proposal further suggested that ISVAP and COVIPIldibe eliminated.

The proposal was brought before the Italian pamiaintout did not pass due to the
untimely dissolution of the parliament in early 80@ less ambitious and yet significant
change to the structure of Italian financial supggon was ultimately brought by the
Legislative Decree 6 July 2012, no. 95, conventd Legislative Decree No. 135 of 7
August 2012, which suppressed ISVAP as from 1 Jgf@l3, and replaced it with a new
Authority namedVASS - Istituto per la Vigilanza sulle Assicurazioni, whimherited all its
powers, functions, and competences (see figure 4).

What distinguishes this latter Authority from tlegrher one is its dependence on the
Bank of Italy. Although it is ostensibly autonomaarsd independent from any other power or
authority, and exercises its functions under thedtion of a Board of Directors appointed by
the Government, the chairman and legal represeatatilVASS is by statute the Managing
Director of the Bank of Italy. Furthermore, the Exve Committee of the Bank of Italy, to
this end comprising two members of the Board okBtors, is the one charged with
supervising and coordinating the activity of IVASS.

The reasons behind this structural change appdsr tmt so much related to the
financial crisis as to the problem of cutting l&alipublic spending by reducing the number of
staff employed in market authorities. Neverthel#dss official aim of the restructuring is that
of integrating the supervision of the insuranceustdy into the supervision of the banking
system, on the assumption that insurance compadikiesfianks, may be important to the
stability of financial markets, given that they atiy pose systemic threats. A closer
coordination between the oversight of the bankiygiesn and that of the insurance market

was well received by the European Central BAnk.

213 See Opinion of the European Central Bank of 39 2012 on the reform of supervision of insurance a
retirement provision (CON/2012/61).
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Figure 4: Italian Financial Supervisory Structure®**
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24 Figure follows figure in Group of 38upran. 133, p. 110.
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3.5.2.3 Spain

General datg®®

The Spanish financial system consists mainly afetkinds of institutions: banks;
insurance companies and pension funds; and sesunitarket institutions. As of 2008 the
dominant share of the market belonged to bankshwinetd 70 percent of all assets in the
market. Insurance companies held 10 percent ahtré&et and the rest was held by other
financial institutions®

The market supports an abundance of credit institsit(over 360) who serve as
financial intermediaries and retail banks. Theusidies market comprises over 6000 firms,
which includes money market funds, mutual funds, @imer securities companies. During
the period of 1991-2006 the financial market greswf 13 percent of GDP to 44 percétit.

The insurance companies in the Spanish marketeaiesd by a Public Insurance

Consortium which is placed under the Ministry obBomy and Financ&?®

The structure of the supervisory authorities

Spain is in the process of transforming its curfamctional supervisory model into a
Twin Peaks modét'® Currently there are three main supervisory autiesractive in the
market: the Bank of Spain (BDE) which superviseskireg product$?° the National
Securities and Exchange Commission (CNMV) whichesuiges securities market
products’? and the General Directorate of Insurance and Berginds (DGSFP) which

supervises insurance and pension prodiféts.

25 Factual data in this section is based on datantitken Group of 30supran. 133, pp. 116-122.

2% Group of 30supran. 133, p. 116.

27 Group of 30supran. 133, p. 116.

28 Group of 30supran. 133, p. 116.

219 Group of 30supran. 133, p. 116.

220The objectives, functions and powers of the BDEdafned in Law 13/1994 of Autonomy of the Banco de
Espafia (see the following link: <http://www.bdefetbbde/COM/funciones/ficheros/en/leyautone.pdf>
accessed 09.11.2013) and in Law 26/1988 of Dismpdind Intervention of Credit Institutions (see the
following link:<http://www.bde.es/flwebbde/SJU/naativa/eng/ficheros/en/I2688.pdf.> accessed 09.1BR0
2L The two basic laws that form and set the objestiee the CNMV are: Law 24/1988 of Securities Maske
(Ley 24/1988 del Mercado de Valores) and Law 3582600Collective Investment Institutions (Ley de
Instituciones de Inversién Colectiva).

222 The regulation guiding the formation and operatibthe DGSFP and the supervision of the Spanish
insurance market in general consists of the fahovpieces of regulation: Law 50/1980 of Privateurance
Contract, the Insurance Supervising Law (Texto Réido de la Ley de Ordenacion y Supervision de los
Seguros Privados, RDL 6/2004), the Insurance Irgdiation Activity Law (Ley de Mediacién de Segusos
Reaseguros Privados, 26/2006) and the PensiorsHiuavd (Texto Refundido de la Ley de Regulacién de
Planes y Fondos de Pensiones,RDL1/2002).
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In addition to these three national supervisordRbgional Governments
(Comunidades Autonomas) have limited regulatorygroover the financial firms active in
their jurisdiction.

While the Bank of Spain and the Securities and Brgle Commission are
independent regulators, the General Directoratasafrance and Pension Funds falls under
the Ministry of Economy and Finance (MEHY.As part of the MEH, the DGSFP does not
issue regulation but rather recommendations fanlegign which are then issued by the
MEH.

The MEH also has a coordinating role, and its imgoient in the financial markets is
meant to ensure consistency of the regulation bisswged by all three regulatory authorities.
Up until recently the MEH was also responsiblei$suing bank and insurance licenses
following a recommendation from the BDE or the CNKf¥Last, decisions taken by the
BDE and the CNMV can be appealed before the MEH.

Coordination between the financial supervisory arities in the Spanish market is
achieved through a series of MoU’s which includevsions for the sharing of confidential
supervisory information. Cooperation is increagedugh cross-membership of the boards of
the BDE and the CNMV?°

Coordination and cooperation with regards to systeisk is also achieved by a
selection of senior officials from the supervisathorities who compose the Committee for
Financial Stability (CESFI), which was formed in0BF*°

What has changed since the last financial crisis?

As was already mentioned, Spain is in the procegsuasforming its financial system
into a Twin Peaks orfé! The last financial crisis exposed the shortcomifghe existing
Spanish financial regulatory system and, followtinig crisis, several steps have been made
in order to strengthen the BDE and provide it vgitater supervisory powers

23 Group of 30supran. 133, p. 118.

224 ately the power to issue a banking license wassimitted to the BDE (International Monetary Fund
Country Report, ‘Spain: Financial Sector Reformc@®l Progress Report’, No. 13/54 (2013), p. 4).

225 Group of 30supran. 133, p. 120.

226 Group of 30supran. 133, p. 120-121.

227 Group of 30supran. 133, p. 116.

228 |nternational Monetary Fund Country Report, sepran.224, p. 24.
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The power to issue banking licenses was transntiti¢ioe BDE as part of the
reform??° however the MEH remained the forum of appeal ajaianctions issued by the
BDE.?*

Figure 5: Spanish Financial Supervisory Structuré®!
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229 International Monetary Fund Country Report, sepran.224, p. 4.

20 |nternational Monetary Fund Country Report, ‘Sp&imancial Sector Reform: First Progress Repdit,
12/318 (2012), p. 29.

L Eigure follows figure in Group of 38upran. 133, p. 120.
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3.5.3 The Consolidated /Integrated Approach

3.5.3.1 Canada

General date*?

As of 2007 the Canadian banking sector consistegppfoximately 70 banks,
including local banks, international banking grougrsd representative counters. The market
is valued at approximately 2.5 trillion CanadianllBxs in asset§®®

The Canadian banking industry represents aboutf3%&awmada’s GDP and employs
approximately 1.5% of all employees in the Canadianket. The main share of the banking
sector is split between six banks: The Royal Bankanada, the Canadian Imperial Bank of
Commerce, the TD Bank Financial Group, the BanK@fa Scotia, the National Bank of
Canada, and the Bank of Montré4l.

In 2007 the Canadian mutual funds sector amouwt&0@ billion Canadian Dollars
in managed assets, and its insurance sector, tiagsi$ over 195 insurance companies, to
413 billion Canadian Dollars in administered asé&ts

The Canadian securities market is dominated by-oamed securities firms which
are held by the six big Canadian banks and whigattaer account for over 70% of the

revenues in the Canadian securities market.

The structure of the supervisory authorities

The structure of the Canadian financial supervisathorities is a combination of the
Functional and the Consolidated/Integrated appresamnd is the result of reforms made in
the 1980’s**® The Consolidated/Integrated approach is appatehedederal level; the
Financial Institutions Supervisory Committee is thain supervisory body responsible for
supervising financial institutions. However at firevincial level, the financial supervisory
system does have some aspects of the functionebagip For example, securities products,

investment advisors, and dealers are all superuieddr the provincial securities regulators,

232 Factual data in this section is based on datantitken Group of 30supran. 133, pp. 126-134.
233 Group of 30supran. 133, p. 126.
24 Group of 30supran. 133, p. 126.
235 Group of 30supran. 133, p. 126.
2% Group of 30supran. 133, p. 126.

73



whereas only some aspects of insurance productsdes the supervision of the provincial
regulator®®’

As Canada is a federal state, there is a differbat@een federal supervision and the
supervision provided by each province and territ&ank supervision is performed entirely
at a federal level while securities supervisiolefsin the hands of the 13 provinces and
territories®®

Collaboration on matters pertaining to securitseeadghieved through a supervisory
body, the Canadian Securities Administrators (C34)pse goal is to create a harmonized
set of rules and regulations while maintaining itiélity in each province or territor§*

The legal framework that governs financial supeovisn Canada includes the
following laws?*° The Bank Act (187%f* which was reformed in 2007 is the main statute
for regulating banks; the Insurance Companies 2891Y* regulates insurance companies
to insure consumer protection; the Trusts and Léani§1991%** which outlines the
guidelines for trusts and loans; the Canada Deprmmirance Corporation Act (196%)
which aims to protect consumers and promote stghilie Cooperative Credit Association
Act (1970%*° governing financial cooperative credit associatjahe Canadian Payments Act
(1980¥*° which was updated in 2001 and which establishd=lafines all matters regarding
the clearing and settlement of financial transastjd he Financial Consumer Agency of
Canada Act (200%§” forms an agency (FCAC) which is entrusted withigeting consumers
in the financial markets; and The Office of the &uiptendent of Financial Institutions Act
(OSFI) (1987§*® which created a single authority responsible fioiederally charted
financial institutions.

The Canadian authorities are coordinated througliFthancial Institution
Supervisory Committee which acts as a college giiledors and enables regulators to
exchange information especially with regards tdesysc risks and stability concerns of the

financial firms which are active in the Canadiarrkess.

%37 3 K. Jackson, ‘Financial Market Supervision: CaxisdPerspective’, (2013RS Report for Congressp.
12-16.

28 Group of 30supran. 133, p. 126.

29 Group of 30supran. 133, p. 127.

240 Data about relevant Canadian legislation takemf@roup of 30supran. 133, pp. 126 — 134.
241 Bank Act 1871 (S.C. 1991, c. 46)

242 |nsurance Companies Act ( S.C. 1991, c. 47).

23 Tryst and Loan Companies Act (S.C. 1991, c. 45).

244 canada Deposit Insurance Corporation Act (R.9.985, c. C-3).

245 Cooperative Credit Associations Act (S.C. 19948).

24® canadian Payments Act (R.S.C. , 1985, c. C-21).

247Financial Consumer Agency of Canada Act (S.C. 2609).

248 Office of the Superintendent of Financial Insiitas Act (R.S.C. , 1985, c. 18 (3rd Supp.)).
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A second coordination committee is the Senior AolyisCommittee which deals with
issues relating to the Canadian market as a whole.

The last coordination forum is the Joint Forum widacial Market Regulators which
was founded in 1990 and enables insurance, seagyrand pension regulators to cooperate in

order to harmonize their regulation.

What has changed since the last financial crisis?

The calls for a single securities regulatory alitiidrave long existed in Canad®,
but have been accelerated by the 2007 financisikcri

In 2009 an expert panel on Canadian securitiedagga was formed in order to
issue recommendations. One of the panel's majemewendations was to form one Federal

securities regulatory authority:

“The structure would consolidate all policymakingnca rulemaking activities for
Canada into the Canadian Securities Commissions Mmuld provide for more
cohesive and responsive securities regulation... Regl entities... would only be
subject to a single fee and comply with a singleaeules and regulations. This
would reduce compliance burden and allow resoutcebe put to more productive
uses. The enforcement of securities law would ngdo be fragmented across 13
different jurisdictions... This would facilitate thetter use of enforcement resources
and concentrate expertise. It would provide forform enforcement priorities and
investor protection across Canada. Enforcement didod improved by advancing a
more principles-based approach and building on tis&-based approach currently

employed in Canada.” (p.47f

In 2010 the Canadian federal government made ampttat changing the law in
order to form a unified securities regulatory auttyovhich was supposed to be established
under the Securities Act.

However, the Canadian Supreme Court ruled thaCtdreadian government did not

have the power to issue a unified securities atameng to all provinces and jurisdictions, as

29 gee for example: The Wise Person Report CommittaeTime: Committee to Review the Structure of
Securities Regulation in Canada’ (2003).
20 Expert Panel on Securities Regulation Report, $200. 47.
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these issues pertain to property and civil rigivtsich fall under the provinces’ authority. The

suggested law has been scrapped.

Figure 6: The Canadian Financial Supervisory strucare?
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%1 sypreme Court of Canada: In matter of a referéyafe Governor in Council concerning the proposed
Canadian Securities Act, as set out in Order infcdiP.C. 2010-667, dated May 26, 2010, Reference
re Securities Act 2011 SCC 66, File No.: 33718.120April 13, 14; 2011: December 22.

%2 Figure 6 follows diagram in Group of 3@ypran. 133, p. 132.
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3.5.3.2 Germany

General date>®

The German financial market consists of over 208tkb, around 720 financial
services institutions, approximately 650 insurac@@panies and pension funds, around 80
investment companies, and about 6000 investmedsfih

The supervised banks are categorized accordingg@bthe following groups:
lending banks; saving banks; cooperative banksspedial purpose banks such as mortgage
banks, securities banks etc. The German bankirtgmyis the least concentrated of all

European banking systerfis.

The structure of the supervisory authorities

In 2002 Germany moved away from the Institutionppfoach and now follows more
or less the Consolidated/Integrated Approach tanfomal supervision. The entire German
financial market is supervised by a sole regulater,BaFin.

The exception is the banking system which is supedvboth by the BaFin and by the
Bundesbank, and in this sense banking supervisi@ermany resembles the Twin Peaks
Approach to supervisiofr®

In Germany, banking supervision is regulated adogrtb The Banking A&’ which
authorizes the bank supervisors (the BaFin an@timelesbank) to set the regulatory
framework for banks without intervening directlythreir transactions.

The BaFin is composed of different departments sigiag banks, insurance, and
securities. These departments coordinate with anthar through cross-sectoral departments
that are separated organizationally from the supeiry departments.

The legal framework for the work of the German ficial regulator consists mainly

of: The Banking Act>® which is the main piece of legislation with regatd bank

3 Factual data in this section is based on datantteen Group of 30supran. 133, pp. 138-144.

%4 Group of 30supran. 133, p. 138.

25 Group of 30supran. 133, p. 138.

28 |nformation taken from the official website of tBendesbank :
<http://www.bundesbank.de/Redaktion/EN/StandarkialftCore_business_areas/Banking_supervision/banking
_supervision.html> accessed 23.05.2013.

%7 The Banking Act, Gesetz (iber das Kreditwesen -difmesengesetz — KWG, Kreditwesengesetz in der
Fassung der Bekanntmachung vom 9. September 199BI(BS. 2776), das zuletzt durch Artikel 2 des
Gesetzes vom 7. Mai 2013 (BGBI. | S. 1162) geandertlen ist.

Z8gypran. 257.
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supervision and oversight; the Mortgage Bonds?Atthe Securities Deposit A6t the
Building and Loan Associations A&t and the Savings Banks Acts of the Federal States.

Securities are regulated through: the Securitiesling Act;263 the Securities
Acquisition and Takeover Aéf* the Securities Prospectus A&tithe Third Financial
Market Promotion Act of 199&° and the Fourth Financial Market Promotion Act of
2002%°7

The central bank (The Deutsche Bundesbank) cogsevath BaFin in all matters
regarding supervision of banks as required by sedtiof the German Banking AT

In 2008 BaFin and the German Central Bank signeagag@ement of understanding
which clearly defines each of their roles with nefgato the supervision of banks in Germany.
The agreement provides the central bank with dedagomonitoring and supervisory powers
over banks, leaving other issues - such as sofsioglems which can put the safety of the
assets held by banks at risk, harm the normal airafuhe banking business, or adversely

affect the German economy as a whole - in the hahBsFin?®°

%9 The Mortgage Bond Act, Pfandbriefgesetz (PfandBfandbriefgesetz vom 22. Mai 2005 (BGBI. | S. 1373)
das zuletzt durch Artikel 10 Absatz 3 des Gesetpes 13. Februar 2013 (BGBI. | S. 174) geéndert woridt).
%0 The Securities Deposit Act, Gesetz iiber die Verwad und Anschaffung von Wertpapieren (Depotgesetz
DepotG) Depotgesetz in der Fassung der Bekanntmgolam 11. Januar 1995 (BGBI. | S. 34), das zuletzt
durch Artikel 5 des Gesetzes vom 31. Juli 2009 (BGB. 2512) geandert worden ist.

#1The Building and Loan Associations Act, Gesetz iBausparkassen — BauSparkG, Gesetz (iber
Bausparkassen in der Fassung der Bekanntmachund ~oRebruar 1991 (BGBI. | S. 454), das zuletztHur
Artikel 3 des Gesetzes vom 29. Juli 2008 (BGBI. 1509) geandert worden ist.

%2 The Savings Banks Acts of the Federal States k8psengesetz — SpkGhis is not one law, but 15. Each
Land, except Hamburg, has its own because the sas@hgs bank is actually a publicly traded compgk®),
usually called Sparkassengesetz (SpG or SpkG).

23 The Securities Trading Act, Gesetz iiber den Wpigphandel/ Wertpapierhandelsgesetz — WpHG,
Wertpapierhandelsgesetz in der Fassung der Bekachtmg vom 9. September 1998 (BGBI. | S. 2708), das
zuletzt durch Artikel 3 des Gesetzes vom 7. Mai2(BGBI. | S. 1162) gedndert worden ist.

%4 The Securities Acquisition and Takeover Act, Wapigrerwerbs- und Ubernahmegesetz (WpUG),
"Wertpapiererwerbs- und Ubernahmegesetz vom 20eiber 2001 (BGBI. | S. 3822), das zuletzt durch
Artikel 2c des Gesetzes vom 28. November 2012 (BG8I 2369) geandert worden ist".

2% The Securities Prospectus Act, Gesetz uber dielinsg, Billigung und Veréffentlichung des Prosgslder
beim 6ffentlichen Angebot von Wertpapieren oderd®i Zulassung von Wertpapieren zum Handel an einem
organisierten Markt zu veroffentlichen ist (Wertfmaprospektgesetz - WpPG), "Wertpapierprospektgessn
22. Juni 2005 (BGBI. | S. 1698), das zuletzt dukctikel 1 des Gesetzes vom 26. Juni 2012 (BGBL 1%&5)
geandert worden ist" Implements 2003/71/EC.

%% The Third Financial Market Promotion Act of 1998 FFG, Drittes Finanzmarktférderungsgesetz, Gesetz
zur weiteren Fortentwicklung des Finanzplates Dzhisand.

%7 The Fourth Financial Market Promotion Act of 20@G2setzzur weiteren Fortentwicklung des Finanzptatz
Deutschland (Viertes FinanzmarktférderungsgesetzF&).

28 gypran. 257, section 7.

9 The official website of the Bundesbank:

<http://www.bundesbank.de/Redaktion/EN/StandarkielitCore _business_areas/Banking_supervision/banking
_supervision.html> accessed 23.05.2013.
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The BaFin, the Deutsche Bundesbank, and the Feldanatry of Finance hold
regular meetings through a forum for Financial MaskSupervision aimed at coordinating
their supervisory and regulatory approaches antanging informatiori’°

In addition Germany has formed the Domestic Stap@roup for Financial Market
Stability, which developed a framework for crisiamagement which has not been
published*’*

What has changed since the last financial crisis?

The German financial system is more conservatiaa the USA or the UK, and so
was less exposed to the toxic assets which wehe dtase of the 2007-2009 financial crisis.
Even so, Germany’s economy has been severely affégt the financial crisis of 2007.
However, the German market has improved in thettestyears and Germany made a
complete recover§/?

Given the drastic shock to the German economyvatig the crisis, there has been
severe criticism of the BaFin for not foreseeing areventing the crisis in Germany. In 2010
it was resolved that the German central bank, tinedBsbank, would be responsible for
macro prudential supervision, i.e. it would mitigalstemic risk, while BaFin preserved its
micro-prudential supervisory powers, i.e. it remesponsibility for the well-being of
individual financial institutions. Germany has agptehat further clarity is needed with
regards to the cooperation between the BaFin, thmel&sbank, and the European
Supervisory Authorities, and with regards to th&idction between micro and macro

prudential supervisioff

20 Group of 30supran. 133, pp. 143-144.

271 Group of 30supran. 133, p. 144.

272 |nternational Monetary Fund, “Germany - Staff Reifor the 2011 Article IV Consultation”, June 2011
273 |nternational Monetary Fundupran. 272.
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Figure 7: The German Financial Supervisory structue®’*
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27 Figure 7 (with relevant adjustments) follows damgrin Group of 30supran. 133, p. 143.
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3.5.3.3 Switzerland

General datd”

The financial market is one of the largest markethe Swiss economy; banks,
insurance companies, investment firms, and othentiial mediators contribute
approximately 12% of the Swiss GDP. These finartwalies employ about 6% of the
country’s employees and account for around 10%etax revenues paid to the stdfe.

The market is dominated by two large banks - UBSah@ Credit Swiss Group,
which together compose about one third of the foredrmarket. In fact these two banking
groups are such important players in the Swiss@ogrthat the financial regulatory
authority, FINMA, dedicated a unit solely to sugeevthem. In addition to these two large
banks, a few dozens of small canton banks, heltygar the government, are active in the

277

market:"" Generally speaking the Swiss banks are univeesdtdwhich provide services in
the fields of banking, insurance and securities.

The structure of the supervisory authorities

Up until 2009, Switzerland followed the Function@lpproach to financial
supervision. In 2009 the country adopted the Cadatdd/Integrated Approach and formed
the Federal Financial Markets Supervisory AuthorfINMA) as a sole supervisory
authority?’® The formation of FINMA meant consolidating the SsviFederal Banking
Commission (SFBC), the Federal Office of Privateurance (FOPI), and the Anti-Money
Laundering Control Authority into one authority. &leconsolidation was done according to
the Federal Act on the Swiss Financial Markets 8tpery Authority’’® which established
FINMA as a single federal financial regulator.

275 Factual data in this section is based on datantitken Group of 30supran. 133, pp. 170-173.

278 Group of 30supran. 133, p. 170.

2’7 Group of 30supran. 133, p. 170.

278 Group of 30supran. 133, p. 170.

29 Federal Act on the Swiss Financial Market Superyig\uthority (Financial Market Supervision Act,
FINMASA) of 22 June 2007 (Status as of 1 Januaf§920
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Figure 8: The Swiss Financial Supervisory structuré®
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20 Figure 8 follows the diagram on the FINMA web siéttp://www.finma.ch/e/Pages/default.aspx> aceess
05.10.2012.
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3.5.3.4 Japan

General date®!

Japan’s financial market consists of over 600 far@ninstitutions which are insured
by deposit insurance. Over 140 of these institstiane banks. Four main baf%shold
together around 35% of the total assets held bkd$adon-bank financial institutions are
abundant, some of which also lend money to theip&®! Securities companies in Japan
operate mainly as dealers and less as investmeketsa The insurance market consists of

over 40 life insurance companies and over 20 ptg@@rd casualty insurance companies.
The structure of the supervisory authorities

Japan’s financial supervisory system is a Constdlintegrated one. Following the
deflation of the economic boom during the late 18&Md the stagflation which followed it
during the 1990’s, Japan undertook the Financiatey Reform in the late 1990°¢' The
reform shifted the regulatory approach from ex aatpilation which limited the entry into
the financial market to ex post regulation — basri® entry were lifted and transparency
demands were strengthened. In addition investdeption rules were put in place.

Until the late 1990’s, inspection, supervision, &ndncial planning were all in the
hands of the Ministry of Finance (MOB. The Financial System Reform resulted in the
formation of the Financial Supervisory Agency (F$A11998, which was given the role of
inspection and supervision of banks. The Bank padawhich is Japan’s central bank,
retained some of its banking supervisory functiaasprivate contracts it had with
institutions which maintained deposits with the k&t Even though the Bank of Japan does
have a few banking supervisory functions, the systeconsidered to be a consolidated one
and the FSA1 has the lead with regards to all sugay matters of the financial market in

Japan.

21 Factual data in this section is based on datantitken Group of 30supran. 133, pp. 146-152.

%82 Mizuho Bank, Mizuho Corporate Bank, Sumitomo MitBanking Corporation, and Bank of Tokyo —
Mitsubishi UFJ.

83|10 2006 over 9000 of these companies were registeith the Financial Service Agency (Group of 30,
supran. 133, p. 146).

24 Group of 30supran. 133, p. 147.

25K Ueda, ‘The Structure of Japan’s Financial Ratiah and Supervision and the Role Played by thekBé
Japan’, (2009CARF-F-200 Center for Advanced Research in Finance, p.2.

2% Group of 30supran. 133, p. 148.
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The Financial Crisis Management Board is respoesini coordination between the
government, the FSA1L, and the Bank of Japan ahdaded by the Prime Minister of Japan.
The Prime Minister of Japan is responsible for @ming the meetings of the Financial Crisis
Management Board whenever a financial body is taeisolvency risk or liquidity issues.
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Figure 9: The Japanese Financial Supervisory struate
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27 Figure 9 follows the diagram on the FSA1 web sitéttp://www.fsa.go.jp/en/about/about01_menu.html>

accessed 02.11.2013 and figure in Group o&8fran. 133, p. 150.
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3.5.3.5 The Republic of Korea

General date®®

By the end of 2011 the Korean banking market coedisf 7 nationwide banks, 6
regional ones and over 30 foreign banks. Bank ssssabunted to KRW1,969.3 trillion in
2011, an increase of 6.9% compared with the prewear’®® The number of mutual saving
banks amounted to 93, even though their asset &ihby 30% due to the slump in the real
estate market® There were 62 securities companies active in theet by the end of 2011
and over 80 registered asset-management fithithe number of insurance companies in the
market reached 53 and their asset management gri€lRW566.0 trillion, an increase of

11.5% compared with the previous yé&r.

The structure of the supervisory authorities

In 1999 Korea changed from the Institutional Apgto&o financial regulation it had
been following to the Consolidated/Integrated Aato The Act on the Establishment of
Financial Supervisory Organizations brought togettlesupervisory authorities previously
active on the Korean market to form the Financig&visory Service (FS$SY The FSS is
responsible for regulating the Korean financial keaand for examining the financial firms
active on the markét*

The FSS is guided by the Financial Supervisory Cateen(FSC) which consists of
nine commissioners. The FSS itself is headed bgwaefdor and consists of up to four Senior
Deputy Governors, nine Deputy Governors, and afGhiecutive Audito’>® The budget for
the supervisory activities of the FSS comes mdmnagn fees levied on the supervised
financial institutions and market participaAts.

28 Factual data in this section is based on datantfiken Financial Supervisory Service, ‘Financiap8wvisory
Service’, 2012.

289 Financial Supervisory Servicsypran.288, p. 5.

29 Financial Supervisory Servicgypran.288, pp. 6-7.

291 Financial Supervisory Servicgypran.288, pp. 8-9.

292 Financial Supervisory Servicgypran.288, p. 10.

293 The official website of the Financial Supervis@grvice: < http://english.fss.or.kr/fss/en/eabidisitjsp>
accessed 23.11.2013.

29 Financial Supervisory Servicgypran.288, p. 24.

2% Financial Supervisory Servicsypran.288, pp. 22-25.

2% Financial Supervisory Servicsypran.288, p. 25.
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What has changed since the last financial crisis?

In light of the last financial crisis, Korea tookfew measures to increase global
cooperation, On March 2009 Korea joined the Basgh@ittee on Banking Supervision as a
new member, and on October 2009 Korea became a enevhlthe Financial Action Task
Force, the international body for combating moreayndering. In addition a few reforms to

increase prudential supervision and consumer piotewere introduced to the marlkef.

Figure 10: The Korean Financial Supervisory structue?®

Chief Executive
Auditor Governor
First Senior Deputy Senior Deputy Governor Senior Deputy Governof
Governor Coordination and Banking and Non-Banking Capital Markets
Insurance
. Financial
Planning and Banki qN Investment
Management anking and Non- Supervision
Banking
Supervision
Financial
Coordination Investment
Examination
Banking and
Non-Banking
Examination .
Insurance Accounting
Chief of Financial
Consumer Protection
Bureau

27 The official website of the Financial Supervis@grvice:
<http://lenglish.fss.or.kr/fss/en/eabu/his/historysfp> accessed 23.11.2013.
298 Figure 10 with relevant changes follows diagranttenofficial website of the Financial Supervis@srvice:

<http://english.fss.or.kr/fss/en/eabul/int/org.jsreessed 23.11.2013.
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3.5.4 The Twin Peaks Approach

3.5.4.1 The UK

General date®®

The British financial sector comprises over 25,0@terent financial firms, most of
them licensed by the Financial Services Authotitye FSA), though others are licensed by
different European supervisory authorities withurdpe.

During 2006 the British financial market accountedabout 10% of the country’s
GDP, with 3.5 Trillion pounds worth of managed as$e 2005.

According to the Report, as of 2008, the Britistaficial market was responsible for
34% of the global foreign exchange turnover, amdiad 43% of the global Over the Counter

transactions turnovefr®

The structure of the supervisory authorities

During the 1990’s, the nature of financial congloates which grew beyond their
traditional borders as banks, insurance compaetes,motivated the UK to consolidate its
fragmented financial supervisory structure and attop Consolidated/Integrated Approach
to financial supervision. The move away from thgtilational Approach began in October
1997 and ended in 2001, after the formation offimancial Services Authority under the
Financial Services and Markets Act 2000 (FSM#&).

After the formation of the FSA the Bank of Englgftite BOE) maintained both its
role as a lender of last resort, and its respaiitgifor financial stability through oversight
powers over payment systems and market liquidity.

The FSA was constructed from three supervisory iieygets (see figure 11) and had
four objectives: maintaining investors trust in fimancial markets; promoting public
awareness about financial issues; protecting coasjrand combating money laundering

and other financial crimes.

What has changed since the last financial crisis?

29 Factual data in this section is based on datantteen Group of 30supran. 133, pp. 176-182.
30 Group of 30supran. 133, p. 176.
%1 The Financial Services and Markets Act 2000 (FSMAR).
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After the 2008 financial crisis the UK decided tompletely change its financial

regulatory architecture, and has now transferrenh fthe Consolidated/Integrated model to

the Twin Peaks model. The reform was completediBAsee figure 12).

Under the new model the UK'’s financial supervissirycture consists of the

following:3%?

Prudential Regulatory Authority (PRA) — This ingtibn is a subsidiary of the Bank
of England and is supposed to replace it in ite wfl protecting financial stability.
The PRA is responsible for maintaining stabilitytee market while allowing for

“unhealthy” firms to leave the market.

Financial Conduct Authority (FCA) — This institutiosupervises all firms and/or
activities which are not supervised by the PRA,hsas cross-sector products. In
addition, the FCA is charged with consumer protecticompetition enhancement,
and fair trade. The FCA’s strategic goal is torggtben investors’ confidence in the

financial markets.

Financial Policy Committee (FPC) — This institutim placed within the Bank of
England and is in charge of the tasks of macrofsigien and systemic stability,
focusing on risks that arise from the financial ke#s as a whole, as opposed to risks
that arise from specific firms. The Financial Pglitommittee advises the Financial
Conduct Authority and the Prudential Regulatory bty on regulatory issues

dealing with systemic stability.

392 |nternational Monetary Fund Country Report, 'Uditéingdom: The Future of Regulation and Supervision
Technical Note’, (2011).
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Figure 11: The pre-2013 UK Financial Supervisory sticture **
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Figure 12: The current UK Financial Supervisory stucture®®
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303 Figure 11 (with relevant adjustments) follows damg in Group of 30supran. 133, p. 179.

304 Figure 12 (with relevant adjustments) follows d&mg in: HM Treasury, ‘A new approach to financial
regulation: the blueprint for reform’, (2011), p. 8
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3.5.4.2 Australia

General data®®

In 2007 the Australian financial sector compos&¥«of the country’s GDF*°
Australian banking services are provided by Authedli Deposit-Taking Institutions (ADI)
which include, apart from banks, building societ@sl credit unions. The Australian banking
sector comprises over 50 national and internatibaaks and, is primarily dominated by four
banks: The Australia and New Zealand Banking Glaopted; Commonwealth Bank of
Australia; the National Australia Bank Limited; awestpac Banking Corporation, which
control 67% of the Australian banking sector betwdem. Foreign banks control 11% of
domestic credit. The remaining part of the ADI n&ris dominated by building societies and
credit unions’®’

The Australian insurance market is composed of@pprately 90 billion AUD in

asset$%

The structure of the supervisory authorities

Following a number of reforms which took placehe tate 1990’s, Australia now
follows the Twin Peaks Approach to supervisionjdaiing the supervisory tasks between two
authorities: the Prudential Regulation AuthorityR@, responsible for stability and
prevention of systemic risk; and the Australian@gies and Investments Commission
(ASIC), responsible for market conduct (see FidiBe

The Reserve Bank of Australia is responsible fonetary policy, stability issues, and
payment system&?

The authorities coordinate their activities throtigé Council of Financial Regulators
which is chaired by the Reserve Bank of Austrdlisis board comprises delegates from the
Reserve Bank of Australia, the Australian Prudéiiiegulation Authority (APRA), the
Australian Securities and Investments Commissidal(®, and the Australian Treasury, and

provides a forum to discuss policy issues and sendhe financial markets.

3% Factual data in this section is based on datantitken Group of 30supran. 133, pp. 188-196.
3% Group of 30supran. 133, p. 188.
307 Group of 30supran. 133, p. 188.
308 Group of 30supran. 133, p. 188.
309 Group of 30supran. 133, p. 189.
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The Council is an informal forum which facilitatéee exchange of ideas and
information, provides the ability to divide labohere authorities overlap and, in the event of
a financial crisis, facilitates coordination aimegdstopping the crisis?

The authorities also coordinate through a seriddevhoranda of Understanding
which clearly divides the responsibilities amongrthin case of overlapping authority.

The authorities’ powers are anchored in the folloystatutes: the Australian
Prudential Regulation Authority Act 1998 the Australian Securities and Investments
Commission Act 2003**the Reserve Bank Act 1954 the Banking Act 1958 and the
Financial Sector (Collection of Data) Act 208%.

What has changed since the last financial crisis?

Australia did not make structural changes to ifgesuisory structure, but rather
focused on strengthening the coordination betwkemtithorities and strengthening the
stability of the financial market.

As part of the efforts to increase cooperation eatdination between the
authorities, the Council of Financial Regulatolgased a Memorandum of Understanding on
Financial Distress Management in September 2008hdudetailing the allocation of
responsibilities for detecting and solving finamcistress in the Australian financial

market>'’

319 Group of 30supran. 133, p. 194.

31The Memorandum of Understanding between the Resamé of Australia and the Australian Prudential
Regulation Authority, 12 Oct. 1998, The Memorandofinderstanding between the Australian Securéies
Investments Commission and the Reserve Bank ofralisst20 March 2002 and the Memorandum of
Understanding on Financial Distress Managementdmatvthe members of the Council of Financial Regegat
18 Sep. 2008.

312 The Australian Prudential Regulation Authority A&98 (Act No. 50 of 1998).

33 The Australian Securities and Investments Commmisaict 2001 (Act No. 51 of 2001 as amended).

314 Reserve Bank Act 1959 (Act No. 4 of 1959 as amdnde

315 The Banking Act 1959 (Act No. 6 of 1959 as amended

%1% Financial Sector (Collection of Data) Act 2001 {Ap. 104 of 2001 as amended).

3" The Council of Financial Regulators, ‘Memoranduituaderstanding on Financial Distress Management’,
18 Sep. 2008.

92



Figure 13: The Australian Financial Supervisory stucture®?®

Council of Federal Regulators

(CFR)
Reserve Bank of Australia Australia Commonwealth
Australia (RBA) Prudential Securities and Treasury
Supervises: stability Regulatory Investment
of the financial Authority (APRA) Commission
systen. Supervises: (ASIC)
prudential Supervises:
regulation for conduct of
banks, insurance business for
companies, banks,
securities and insurance
pension funds. companies,
securities and
pension funds.

Note: black lines indicate a cooperative relatigmsh

318 Figure 13 (with relevant adjustments) follows damg in Group of 30supran. 133, p. 193.
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3.5.4.3 The Netherlands

General data™®

The Dutch financial market consists of approximafieBOO licensed financial firms
which hold around 5 trillion Euro worth of assdtsrecent decades the Dutch market has
undergone a consolidation process, shrinking tmelau of firms operating in the market.

The market is currently dominated by a few largekivag groups which provide a
range of financial products from banking to inswerrhe Dutch pension market went
through a similar process where the small firmsenaken over by a few large oréS.

The structure of the supervisory authorities

The Netherland is currently following the Twin Pealpproach to financial

supervision, having two main supervisory authasi{gee Figure 14):

1. De Nederlandsche Bank (DNB) — the Dutch centrakh@erforms a dual role; it is a
member of the European System of Central Banks B3%€ a central bank, and it is
also an independent supervisory authority resptaséils prudential supervision. The
Financial Stability Division is part of the DNB and responsible for assessing
financial regulation which aims at promoting stapiin the market. Among its roles,
the division checks the degree to which the finaingystem can absorb a shock. This

involves checking for risks, vulnerabilities andeedary risks?*

2. The Netherlands Authority for Financial Markets (AF — this authority is
responsible for market conduct and for enforcenoémihe requirements for provision

of information by firms active in the financial nkat.

The goals of this authority include orderly andhparent market conduct, increasing
investors’ confidence, and protecting consumerseséhgoals translate into the
following: promoting market access; ensuring fafficient and orderly operation of
the financial market; and promoting confidence hie market. This authority is a

319 Factual data in this section is based on datantteen Group of 30supran. 133, pp. 198-202.
320 Group of 30supran. 133, p. 198.
321 Group of 30supran. 133, p. 200.
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subsidiary of the Ministry of Finance. The Ministy Finance authorizes its budget

and appoints its directoré?
The statutory framework

The 1948 Banking A¢t® defines the objectives of the DNB. Banking supsiori is
regulated in the Act on the Supervision of the @rBgistem of 1953%* The Act on Financial
Supervision (WFT}?° enacted in January 2007, helped complete themefdrich
transformed the Dutch financial supervisory struetiuiom the institutional structure into the
twin peaks structure.

In addition to the WFT there are several statuteishvstill relate to specific segments
of the financial system; the Pension Act (Ff¥nd the Obligatory Occupational Pension
Schemes Aét’ regulate the Dutch pension market. The Act orSheervision of Trust
Offices®**® and the Money Transaction Offices ACprovide the DNB with the ability to
supervise the integrity of Trust offices and Moffe@gnsaction Offices.

The AMF supervises audit firms and traded firmgtgh the Audit Firms
Supervision Act’ and the Act on the Supervision of Financial Répgrt** Money
laundering is combated through the Act on the Rree of Money Laundering and

Financing of Terrorism of 2008

What has changed since the last financial crisis?

The Dutch financial market, like most financial kets in the west, suffered heavily
from the 2008 crisid®* The IMF country report of 2010 found that the fagurs in the
Netherlands were taking the right steps to helmthaeket recover by acting to increase
prudential supervision in the market. The DNB wasscized for not using its powers to

perform strong prudential supervision.

322 Group of 30supran. 133, p. 201.

323 Bank Act of 1948.

324 Act on the Supervision of the Credit System of 295

325 Act on Financial Supervision (Wft), 2007.

3% pension Act (PW), 2007.

327 The Obligatory Occupational Pension Schemes Act.

328 Act on the Supervision of Trust Offices, 2004.

329 The Money Transaction Offices Act, 2003.

330 Audit Firms Supervision Act, 2006.

31 The Act on the Supervision of Financial Reportid@06.

332 The Act on the Prevention of Money Laundering &irhncing of Terrorism, 2008.

333 |nternational Monetary Fund Country Report, ‘Kilga of the Netherlands-The Netherlands: Financial
Sector Assessment, Preliminary Conclusions by thff &f the International Monetary Fund’, (2010).
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Following the IMF’s initial findings, the DNB issdewo reports - “DNB Supervisory
Strategy 2010-2014" and “From Analysis to Actionf/kich indicate a change in culture
towards more proactive prudential supervistth.

Currently there are no predictable changes t®titeh financial supervisory

structure.

Figure 14: The Dutch Financial Supervisory structue®®®
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34 |nternational Monetary Fund Country Repatipran. 333.
332 Figure 14 (with relevant adjustments) follows d&mg in Group of 30supran. 133, p. 201.
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3.5.5 The special cases of the USA and the EU

3.5.5.1 United States of America

General data®*®

The USA financial market contributed 8% of the coyis GDP in 2008, and is one
of the largest financial markets in the world. Timarket contains over 31,000 regulated
bodies which provide a wide range of financial gs¥ in the fields of banking, insurance,
securities, and investment management. Around 9¢®GBese regulated entities are banks

and around 7,600 of them are insurance compétiies.
The structure of the supervisory authorities*®

The structure of financial supervision in the USAhe greatest exception to the
models of financial supervision presented at thggriveng of this chapter. So much so that it
is hard to place the USA in any structure in patic The structure is complex due to the
federal system, the regulatory changes that oat@sea result of past financial crises
(especially the most recent crisis), and the attdmpdapt the regulatory structure to modern
times* The USA financial supervisory structure can bestescribed as a mixture between
the Functional Approach and the Consolidated/Iratisgk Approach (see Figure 15).

The complexity in the US financial supervision liscea consequence of the different
regulatory approaches taken with regards to diffiesabsectors within the financial market
itself. For example, banks and securities are stuget on the state as well as on the federal
level. Insurance, however, was supervised onljhemational level prior to the 2010 Dodd-
Frank Wall Street Reform and Consumer Protectiot®ZRAnother example would be the
choice of chartering; banks have a choice of whetheharter themselves on a state or
federal level.

Moreover, the regulatory structure varies fromestatstate, and often the same state

contains several regulatory authorities with ovygplag responsibilities. Such overlapping

336 Factual data in this section is based on datantitken Group of 30supran. 133, pp. 208-225.

337 Group of 30supran. 133, p. 208.

338 See subsection with regards to changes madetladtéast financial crisis.

339 See subsection with regards to changes madetfadtéast financial crisis.

340 Reform, Dodd-Frank Wall Street. ‘Consumer Protet#ct of 2010’ HR 4173: 111. For a detailed
description of the Act, please see the followiagagraphs.
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responsibilities also exist at the federal level.tBe other side of the spectrum, some
financial institutions are not supervised at*afl.

Another complication in the American financial sonpsory structure results from the
existence of private regulatory bodies which sdustry standards. These bodies, consisting
of representatives from the financial industrylftsset standards that are regarded as self-
regulation. Such standards include: ISDA standauish set the standards for SWAP and
derivative transactions; and FASB which sets actingrstandards, et¢? This adds to the
complication of the system, as parts of the maaketsupervised by state or federal
regulators, while other parts are self-supervisgethbk industry itself. Thus, regulation might

become incoherent.

What has changed since the last financial crisis?

Following the 2007-2009 crisis, the July 2010 Ddéadnk Wall Street Reform and
Consumer Protection Act (the A&jwas enacted. The Act aims at strengthening sugienvi
over all financial institutions active in the Ameasin market. One of its main goals is to
extend supervision to institutions which were ngiexvised prior to the crisis. Other goals
include: protecting consumers and investors; reifogrthe institutional framework of the
financial supervisors; and strengthening prudestiglervision over financial institutions.
The Act was signed by the President of the USADbdwly 2010 but the implementing
measures which result from the Act are still basagied out in the American financial
market.

The Act contains 243 pieces of regulation whichhhigffect the work of the
supervisory authorities in the USA. Among othenys, the Act formed the Financial
Stability Oversight Council (FSOC) which has théhauity to advise the financial regulators
on both the state and federal levels. FSOC alsoheagower to review all firms active in the
US market, no matter what their business may be&hwould have systemic effects on the
financial system.

The main changes to the USA'’s financial supervisbrnyctures, after the last

financial crisis and the enactment of the Act, asdollows>**

%1 n light of the 2008 financial crisis and afteetenactment of the July 2010 Dodd-Frank Wall StReform
and Consumer Protection Act, the number of unsugeivirms is expected to decline over the years.

342 Group of 30supran. 133, p. 213.

343 Seesupran. 340.

344 Seesupran. 340. Changes were also summarized in the fallgweport: Deutsche Bank Research, ‘US
financial market reform, the economics of the Déddnk Act’, (2010).
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The formation of the Financial Stability Oversigbbuncil (FSOC) as part of the

efforts to strengthen prudential supervision;

As part of an effort to address the problems wiladke when a firm is “Too Big to

Fail’, the Act formed the new Orderly Liquidationuthority, an authority which is

meant to provide a framework for orderly liquidation order to protect consumers
and investors and to minimize the chances of abailThe authority, together with
the Fed, decides when a company is financially reBsed. Following these
recommendations, a receiver is appointed by thashry.

Reforming the Federal Reserve and giving it mongestisory powers than before.
For example, under title number Il “Enhancing Fio@l Institution Safety and
Soundness Act of 2010”, the Fed is given superyigmwers over certain holding
companies which were previously under the supemissf the Office of Thrift

Supervision (which was abolished by the Act).

Bank prudential regulation — also referred to as ‘tMolcker” rules — preventing
banks from dealing in business transactions andnéial instruments which are
considered too risky for banks such as proprietiaagting, investing in hedge funds,
and private equity management. The Act also imposesentration limits on bank

mergers and acquisitions.

General prudential regulation — enhanced -capitguirements and risk-based
standards for non-bank institutions which are aber®d systemically important.

Initiating supervision for hedge funds, credit mgticompanies, and other financial

firms which were left unsupervised prior to the Act

Providing comprehensive regulatory measures forivaives; swaps, including

credit default swaps and foreign exchange, seearlinsed swaps; and mixed swaps;

Cancellation of the Office of Thrift Supervision TS), as part of the attempt to

reduce overlapping supervisory powers;

The formation of the Federal Insurance Office, whgformed inside the Ministry of

Finance and reports to the government;
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- The formation of the new consumer protection agernicg Bureau of Consumer
Financial Protection within the Fed, which supeggisnarket participants offering or

providing consumers with financial products andfervices; and
- New consumer protection rules especially in the afenortgages.

While some of these steps are necessary in ordempimve regulatory measures in
the US financial markets, and are the reactiohéddck of regulation found in specific parts
of those markets before the crisis (such as shé@dmking etc.), the formation of more
regulatory bodies whose areas of authority ovenldip existing ones, may prove to be

counterproductive to the market for reasons desdrib Chapter 4 of this research.
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Figure 15: The USA’s new Financial Supervisory strature3#°
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34> Figure 15 (with relevant adjustments) follows damg inDeutsche Bank Researcupran. 344, p. 4.
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3.5.5.2 The European Union

General data

The EU currently contains 27 member states, andtiés GDP now exceeds that of
the USA, amounting to approximately 12,270,000,000,Euro in 2018 The EU contains
7% of the world’s population and is responsibleZ0%6 of global trade. The unemployment

rate in the EU has increased since the 2007-20@@dial crisis and is now fixed on 7.5%4.

The crisis management mechanisms in the EU

Following the introduction of the Euro in 1999, tBY’s policy makers have realized
that crisis-management mechanisms are essentidgdddunctioning of the European market.
As the local financial markets of the EU membetestdoecame more and more
interconnected, it became obvious that adversetsftan easily spread between these
different local markets. Thus coordination and ficial crisis management mechanisms

became essential, and were put in place at an &l [Ehey include3*®

* As part of the EU’s Financial Service Action Plavotdirectives were adopted: the
Capital Requirements Directive (CRD), which assigm®ordinating powers to
national authorities supervising banking groups @nconsolidated basis, and
strengthens information-sharing procedures betweabffierent national bank
supervisors; and the Financial Conglomerate Dwec{FCD) which mandates the

flow of information between different regulatorguéating conglomerates.

* Four memorandums of understandings were adoptedfifi one from 2001, relates
to the transmission of information in cases ofililify or solvency problems of banks.
The second, from 2003, sets rules and procedunesnformation transmission
between EU banking supervisors and central banksdar to ensure early detection
of financial crisis. The third from 2005, was adaptby EU banking supervisors,
central banks, and finance ministries, and death wooperation and information-

sharing once a crisis has already occurred. The ddspted on June 2008, extends

34 Data taken from the official European Union wetk:sk http://europa.eu/index_en.htm> accessed
05.02.2011.

%7 Data taken from the official European Union wetk:sk http://europa.eu/index_en.htm> accessed
05.02.2011.

348 Group of 30supran. 133, p. 230.

102



the memorandum from 2005 and deals with cross-boraled cross-sector

coordination.

* The European Central Bank (ECB) has a formal nolerisis management. Its role
was defined in the Treaty of Rome, and includedrdmuting to financial stability,
ensuring the smooth functioning of payment systeand,conducting monetary policy

operations*

* Representatives of the member countries’ natioaatral banks sit on the board of
the European Central Bank. National central bankaintain their role and

responsibilities as lenders of last resort.

* Several EU committees interlink the various finahsupervisors in different member

states.
What has changed since the last financial crisis?

Prior to the 2007-2009 financial crisis, finanaiedulation in the EU was based on
the assumption that making financial institutioaesat the micro-prudential supervisory
level would ensure that the system as a whole af&s $hus the emphasis was put on micro-
prudential supervision while macro-prudential sugon regarding systemic risks was by
and large neglected.

After the 2007-2009 financial crisis, the issuesydtemic stability received priority
importance and a general framework for Europe’sroxacudential regulation was
introduced (See Figure 165°

It was recognized that risk identification and asseent within the European Union
and the establishment of mechanisms for earlywestings, were essential for crisis
prevention and mitigation. The main recommendaitioDe Larosiere Report was to form a

European systemic risk regulafot.

349The Treaty of Rome, March 1957, art. 3(j), Titledxt. 129-130. Given the weaknesses of the ECB as a
banking supervisor which were exposed during tkeflaancial crisis, Europe is now undergoing angjea
towards a Banking Union and a Single Supervisorghaaism — for further information please see the
discussion in the following pages of this reseavbiich relate to what has changed since the laahial crisis.
30 Seesupran. 349.

%1 3ee: The High-Level Group on Financial Supervisiothe E.U, ‘De Larosiére Report’, (2009).
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In May 2009 the European commission released timer@mication on Financial
Supervision which formed two new regulatory bod®she European Systemic Risk Board
(ESRB) which was designed to function as a Euroggatemic risk regulator, advising on
macro-prudential issues; and the European Systdfmahcial Supervisors (ESFS), formed
from national financial supervisors, which was ntted to function as a European micro-
prudential supervisor and to work closely with ERRSB.

The European Systemic Risk Board was finally eithbtl in December 2031% and
the European System of Financial Supervisors inegaper 2010.

The European System of Financial Supervisors repl#ttiree existing Committees of
Supervisors with three new Authorities: the EurapBanking Authority (EBA)** the
European Insurance and Occupational Pensions AttfiEBtOPA):*>> and a European
Securities and Markets Authority (ESMAY

These regulators are coordinated mainly throughdiet Committee established by
Articles 54 to 57 of the European Supervisory Auities >°’ The committee’s declared goal
is consistency. It aims to reach joint position®agithe different regulatory authorities on
how to regulate financial conglomerates and othessssectoral issué® The effectiveness
and efficiency of these institutions is furtheralissed in Chapter 5 of this research.

Another major issue which arose in the EU afted#@iséfinancial crisis relates to the
need to form a unified Banking Union in Europe. Flogereign debt crisis which developed
in Europe as of May 2010 resulted, among otheg)ifrom an inconsistency between a

strong monetary pillar and a weak supervisory amhemic pillar, as well as from a

352 Commission of the European Communities, Commuiciodtom the Commission, ‘European Financial
Supervision’, Brussels, 27.5.2009, COM(2009) 252lfi

353 Established by Regulation (EU) No 1092/2010 offflneopean Parliament and of the Council of 24
November 2010 on European Union macro-prudentiaisight of the financial system and establishing a
European Systemic Risk Board.

34 Established by: regulation (EU) No 1093/2010 ef Buropean Parliament and of the Council of 24
November 2010 establishing a European Supervisathidkity (European Banking Authority (EBA)),
amending Decision No 716/2009/EC and repealing Cission Decision 2009/78/EC.

35 Established by: regulation (EU) No 1094/2010 ef Buropean Parliament and of the Council of 24
November 2010 establishing a European Supervisathidiity (the European Insurance and Occupational
Pensions Authority (IOPA)), amending Decision N&/2D09/EC, and repealing Commission Decision
2009/79/EC.

35 Established by: regulation (EU) No 1095/2010 ef Buropean Parliament and of the Council of 24
November 2010 establishing a European Supervisatiigkity (European Securities and Markets Authority
(ESMA)), amending Decision No 716/2009/EC, and a¢ipg Commission Decision 2009/77/EC.

%7 The regulation is commonly referred to as “thedperan Supervisory Authority (ESA) Regulations” and
consists of the pieces of regulation mentiosegran. 353- 356.

%8 |nformation taken from the ESMA web site: <httww.esma.europa.eu/page/European-Supervisory-
Framework> accessed 27.05.2013.
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weakness in the inter-linkage between those twarpil>® Following the realization of this
gap, several reforms have been suggested in ar@eldress the weakness of the supervisory

350 All of these suggestions revolve around the cpnoéa banking uniof®*

pillar

The European Banking Union is supposed to unifylegry standards and
monitoring across all member states. The first éations of the Banking Union have already
been laid by EU regulation which created a cordusiles and regulations with regard to the
operation of banks in the European Economic Area EEA”).3%

This first layer of regulation proved to be incoetgl in the last financial crisis due to
lack of appropriate rules dealing with insolvenog @ross-border coordination, and has led
the EU to the realization that stronger consolaabf regulation is required at an EU
level 3% External intervention by fiscal authorities durithg crisis also sharpened the need to
form some sort of fiscal uniofi? This union was expected to encompass micro sugeryi
crisis management, lender of last resort, and maerdential supervisiorf>

As a first step towards the formation of the EuaypBanking Union, the EU adopted
two new pieces of regulation: the European Bankinthority (EBA) regulatiof”® and the
Single Supervisory Mechanism (SSM) regulatidh.

The SSM regulation is based on four principles theare suggested by the ECH:
independence, separation between supervision andtary policy, accountability, and

recourse to national authorities. The regulatioasgoeyond the De Larosiere repdtand

¥9R.M. Lastra, ‘Banking Union and Single Market: @t or Companionship’, (2013) 3Bordham
International Law Journal1190, 1192-1193.

30R M. Lastrasupran. 359, p. 1192.

%1 R.M. Lastrasupran. 359, p. 1192.

32 As of The Treaty of Rome, March 1957, art. 3(j}l€TV art. 129-130.and onwards.

33R.M. Lastrasupran. 359, p. 1192.

%4R.M. Lastrasupran. 359, p. 1193.

35R.M. Lastrasupran. 359, p. 1192.

3% The EBA regulation was lately amended by RegutagieU) No 1022/2013 of The European Parliament and
of The Council of 22 October 2013 amending Regaite(EU) No 1093/2010 establishing a European
Supervisory Authority (European Banking Authorig regards the conferral of specific tasks on th®jean
Central Bank pursuant to Council Regulation (EU)1024/2013.

37 SSM regulation is based on article 127(6) of thealy of Lisbon (Consolidated version of the Treatythe
Functioning of the European Union, C 83/47, Marbh@® and assigns the supervision of major EU bawoks
the European Central Bank (Council Regulation (Ed)1024/2013 of 15 October 2013, conferring specifi
tasks on the European Central Bank concerningipslielating to the prudential supervision of dred
institutions (OJL 287, 29.10.2013) ).

%8 European Central Bank, Opinion on a proposahf@OUNCIL REGULATION conferring specific tasks on
the European Central Bank concerning policiesirejab the prudential supervision of credit indiibns see <
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do2CELEX:52012PC0511:EN:NOT> accessed 25.02.2014
and European Central Bank, A proposal for a reguiaf the European Parliament and of the Council
amending regulation (EU) No 1093/2010 establislaiteuropean Supervisory Authority (EBA), 2012 O.J.C
30/6 see < http://eur-lex.europa.eu/LexUriServ/Lagdrv.do?uri=0J:C:2013:030:0006:0006:EN:PDF>
accessed 25.02.2014.

39 Seesupran. 351.
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the establishment of the European Supervisory Aiites, as it transfers the supervisory
tasks of the Euro area banks to the European C&arek.

In addition, the SSM regulation sets out the supery mandate of the ECB to
regulate credit institutions as part of the BanWihrgon, and clarifies its supervisory,
regulatory and enforcement powers. The regulatism describes the role of the national
supervisory authorities in the countries which bglto the Banking Uniof’°

The SSM regulation was enacted on the basis oflarti27(6) of the Treaty on the
Functioning of the European Union (TFEU)which states the following:

“The Council, acting by means of regulations in adaace with a special legislative
procedure, may unanimously, and after consultireg European Parliament and the
European Central Bank, confer specific tasks upo@a European Central Bank
concerning policies relating to the prudential sapsion of credit institutions and

other financial institutions with the exceptionimgurance undertakings

However, the decision to base the SSM regulatiothe M FEU was criticized by
some on the basis that it reduced the decisionmmygdowers of the European Parliament to a
merely advisory rolé’?

370 Seesupran. 367.
371 Consolidated version of the Treaty on the Funatigrof the European Uniosupran. 367, Art. 127(6)..
372R.M. Lastrasupran. 359, p. 1198.
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Figure 16: The EU’s new Financial Supervisory struture®’®
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3.6 Summary

The 2007-2009 financial crisis definitely put firegal regulatory structures under the
spotlight in all jurisdictions. As described inghghapter, a number of countries changed their
financial regulatory architecture after the finadarisis of 2007-2009. From this we deduce
that the countries which changed their supervistmycture were not happy with the
functioning of their previous structure, and coesatl that a change was necessary.

This chapter explored the different financial regaty structures which exist in
fifteen jurisdictions around the globe, and exardittee changes which they undertook
following the last financial crisis. As presentadie introduction to this chapter, ten of these
jurisdictions belong to the top ten OECD counthgsGDP for the year 2012 and thus
represent strong and large economies, and the fotkdrave specific attributes which made
them interesting and led to their inclusion in ttispter.

Some of the countries reviewed in this chapterrgefaurely to one of the four
approaches to the structure of financial supermigibich were presented at the beginning of
this chapter, i.e., the Institutional Approach Igaled in its pure form by Mexico), the
Functional Approach (followed in its pure form bg&n which is now transferring into the
Twin Peaks Approach) , the Consolidated/ Integrégepiroach (followed in its pure form by
Switzerland and the Republic of Korea), or the TReaks Approach (followed in its pure
form by the UK, Australia and the Netherlands).

However, an important finding of this chapter iattbver a third of the reviewed
jurisdictions cannot be assigned to one of the &mproaches to the structure of financial
supervision. Rather they follow a different apptoadich can be referred to as a Hybrid
Approach.

In essence the Hybrid Approach means that jurisshistgenerally follow one of the
four approaches to financial supervisory structuoes are influenced by other approaches as
well. This Hybrid Approach is not homogeneous. Samentries mix the Institutional
Approach with the Functional Approach (Israel atadly), or the Functional Approach with
the Twin Peaks Approach (France), or the Consaalaitegrated Approach with the
Functional Approach (Canada, the USA), while we &lao find examples of a mix between
the Consolidated/Integrated Approach and the TweiakB Approach (Germany), and
between the Consolidated/Integrated Approach amdhstitutional Approach (Japan).
Meanwhile, the EU with its banking union and thfieancial regulatory authorities can be
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seen to be following a Hybrid Approach combining thstitutional Approach and the Twin
Peaks Approach.

Even in the small sample of jurisdictions revievilgdthis chapter, we cannot point to
one dominant Hybrid Approach, but rather a spectoficombinations. These combinations
are formed through the influence of other approadmethe financial supervisory structure,
and come into play in areas where legal, politicgbractical reasons demand deviation from
a jurisdiction’s original approach.

A prominent example is the Canadian case preseatdi@r. In this case an expert
panel was formed in order to express an opinioh vagards to Canadian securities
regulation. Following the recommendations of thipeat panel an attempt was made to
change the law in order to consolidate Canadiaurgess regulation under a single authority.
This attempt failed due to a ruling of the Canadsaipreme Court which found that the new
law was opposed to the right of the different pnoeis to deal with issues pertaining to
property and civil rights.

This case illustrates the fact that, even thougdoime cases a country might face a
strong tendency to deviate from its existing sticetthere may also be barriers which
prevent it from doing so. In the Canadian exanmiplese barriers were of a legal and
constitutional nature, linked to the tension bemve®e provinces and the federal state. It
seems that the debate around the regulatory stewstas taken hostage by the battle for the
provinces’ powers and competences.

Another finding which comes out of this chapteates to the type of issues countries
are concerned with after the last financial crigishough the sample of countries reviewed
by this chapter is too small to make an empiritaiesnent, we generally see that countries
which were less damaged by the crisis and hadt adesvery from it (like Mexico for
example) are increasing competition in their finahmarkets, while other jurisdictions
which were damaged severely by the last financialscare more in search of stability. In the
latter cases we can generally see that greateragigpivas, and still is, put on macro-
prudential supervision and on systemic risk.

All'in all, we do not see countries converging tosgone type of financial regulatory
structure. The UK, for example, is moving from anSalidated/Integrated structure to the
Twin Peaks structure while Switzerland has changelde Consolidated/Integrated structure.
Similar evolutions can also be observed in othenates. For some of the countries
reviewed under this chapter, this is not the firae in the past decade they have changed

their financial regulatory structure. The UK is tiest obvious example; it has moved from
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the Institutional Approach to the Consolidated/gneged Approach and is now in the process
of changing to the Twin Peaks Approach.

Nevertheless, although we do not see countriesergimg towards one regulatory
structure, we do see that countries care aboutiowiron and cooperation mechanisms.
Most jurisdictions reviewed in this chapter payation to such mechanisms, and put effort
into enhancing cooperation between different autiesrboth on the national and
international levels. These efforts have produ@desvisible results, including: a greater
number of MoU'’s signed between different financegulators; the formation of
coordinating bodies containing representatives fdiffierent financial regulators, for the
purpose of increasing cooperation and informatimerisg; and boards of financial regulators
which include representatives from other regulatarghorities to better facilitate
coordination. The crisis has shown that modermitired crises are not restricted to a specific
territory. Thus the need for cooperation and cowtion during the crisis has definitely
shaped the way in which countries perceive thegira of their financial regulatory
authorities.

In this context, of non-convergence and of a ddsireooperation, the question
should then be asked: why don’t countries convargeone type of financial regulatory
structure? Is one structure preferable to otheh&?fdllowing chapters attempt to answer

these questions.
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4. THE STRUCTURE OF FINANCIAL SUPERVISION: CONSOLIDATION OR
FRAGMENTATION FOR FINANCIAL REGULATORS? A GAME THEORETIC
APPROACH

4.1 Introduction

“Financial institutions are global in life but naial in death®’* The recent financial
crisis has exposed this truth in its full meaning &as impelled countries to look for a
perfect regulatory architectural design. Thus,gtestions regarding the optimal structure for
financial regulators, i.e. consolidated as oppdsdtagmented, have resurfaced.

The issue of consolidation v. fragmentation offthancial regulators is not restricted
to the national markets, but is also relevantlierglobal market. The financial crisis of
2007-2009 has provided us with an opportunity eswhow market players respond to global
regulatory competitiod’° This semi-natural experiment provides us withdhportunity to
make an affirmative claim with regard to the neadcooperation between states in order to
solve systemic problents®

Moreover, in a study performed by Masciandaro anghtyn on a sample of 102
countries, the authors found that over a periogl@fen years, 69% of the countries sampled
by them have reformed their financial supervisdrycture at least onéd’ However,
countries don’t seem to converge towards one typeodlel and the question is: why?

This chapter aims to assess the existing structfr@sancial supervision using game
theory insights. The main finding of the analysisgented in this chapter is that there is no
"one solution fits all” model for financial supeswn. Different models of supervision tend to
do better or worse in different states of the wailkel in different political climates. Each
model has its merits and shortcomings, and undetistg those can help us improve the

existing supervisory structures.

37T, Huertas, ‘The rationale for and limits of baspervision’, speech given at tA8A London Financial
Regulation Seminasn 19 January 2009, transcripts available at:
<http://www.fsa.gov.uk/pages/Library/Communicati®péeches/2009/0119_th.shtml> accessed 27.05.2013.
375 Regulatory competition can be generally definedampetition between two regulators in order teeatt
business or market participants to their jurisdittiThe following behavior of regulators may indec¢hat
regulatory competition is taking place: deregulatifailure to regulate, and regulatory subsidiese(S.P,
Trachtman, “International Regulatory Competitiomfdtnalization and Jurisdiction”, (1993) 34#hrvard
International Law Journal47, 52).

378 3.P. Trachtman, ‘The International Law of Finah€lsis: Spillovers, Subsidiarity, Fragmentatiarda
Cooperation’, (2010) 13/3ournal of International Economic La#l9, 719-742.

377D, Masciandaro & M. Quintyrsupran. 122, p. 4.
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This also helps to explain why we see countriefisj in what seems like a random
move, from one supervisory structure to anothee dianges in the financial structure are
due to the fact that countries assume they gotahg. They assume they got it wrong
because, while a financial regulatory structure whayery well in dealing with a certain set
of problems, it will at the same time neglect oemxereate a different set of problems. The
discussion of some of these problems, namely, problrelating to the financial regulators’
incentives, are at the heart of this chapter.

A key assumption throughout this chapter is thgtik@ors are self-interested. The
“self-interest approach” to regulation assumes tbgtilators are driven by their own
personal interests when deciding upon regulating.

These interests vary from a desire to increase peesonal powers, their reputation,
or their future potential career opportunities witthe regulated industry. These interests are
accompanied by the desire to reduce legal riskiakdo their reputation’®

Thus, regulation may end in a sub-optimal resoltnfia social welfare point of view,
as it is affected by the self-interest of the ratpis themselve¥? As pointed out by Boyer
and Ponce, if supervisors were benevolent, as @gptsself-interested, then the allocation
of supervisory powers would not make a differeffCe.

As a result of the self-interest assumption whestdiing the way in which
regulators interact, a non-cooperative game caasbemed® Self-interested regulators will
view their own utility function irrespective of ttgher regulators utility function or that of
the public. As cooperation is costly and difficidtachieve the regulators will cooperate only
when they are given the right incentives to dovgdhout the right kind of incentives each
authority will seek to preserve its independenad atonomy’>?

Another assumption at the base of this chaptérasdf a dynamic game. At T1, at
the beginning of the game, each regulator deciolekifmself whether to regulate or refrain
from regulating and at T2, after regulation hagtaglace, his actions trigger some sort of

feedback from society, politicians, and the regdandustry. The regulators’ expectations of

378 . Enriques & G. Hertig, ‘The Governance of Finah&upervisors: Improving Responsiveness to Market
Developments’, (2010) 17®Buropean Corporate Governance Institute Law Worliager 1, 9.

39 35ee L. Enriques & G. Hertigupran.378, pp. 9-11; and J.M. Hendricks@upran. 19, pp. 3-5.

30p C. Boyer & J. Ponce, ‘Regulatory Capture andkiansupervision reform’, (2012) 8®urnal of

Financial Stability 206, 207.

31 A non-cooperative game looks at the structuréefrtiles in the game environment and derives kiedyli
solution to the game according to what will bestrpote the self interest of each player (the undegly
assumption is that players are rational) (See: B&d, R.H. Gertner & R.C. Pickesupran. 45, p. 311).

32 3.A. Weiss, ‘Pathways to Cooperation among Puidiencies’, (1987) 7/Tournal of Policy Analysis and
Managemento4, 94-117.
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the feedback at T2 will affect their decision tguate or refrain from regulating at T1. This
chapter examines the extreme and clear-cut casesidh the regulators can predict with
certainty what will be the feedback they will receat T2.

The assumption behind the games described inlthister is that the two separate
regulators have identified a market failure and bwih of them have a proper mandate to
regulate in order to solve¥® It is further assumed that regulators resporatesically to
one another.

An additional assumption is that of a world whevertapping regulation or lack of
regulation isnot desirableas it generates unwanted costs to the marketoatte tregulated
firms, costs which do not contribute to stabilitytotal welfare increase.

On the other hand, there are situations in whiarlapping regulation is needed as
the market benefits from diversity in regulatorsckis the case when their existence
contributes to the stability of the marR&tor where lack of regulation is desirable as it
reduces costs to the firms operating in the maskidtout harming their stability. In either
one of these circumstances, the insights propastuds paper can be used to steer the
regulators’ actions in the desirable direction.

This chapter is organized as follows: followingstmtroduction, the second part of
the chapter examines the existing literature irfifld. The third part develops a game theory
matrix describing how two regulators working in gamne field are expected to interact with
one another. Possible market failures and possdilgions are identified. The fourth part
assesses the existing financial supervisory matksgsribed in Chapter Three of this study, in
light of the solutions proposed in part 3 of thigpter. The fifth part includes an application
which is connected to problems related to PublioiGhTheory, namely “the economic
theory of politics™® such as self-interested regulators and capturehaesults in lack of

regulation.

383 The assumption with regards to overlapping marsdathighly correlated with reality and has been
acknowledged by various national governments sgekinew structure for financial supervisors. Onengxle

can be found in the latest UK reform where theipartnt acknowledged the existence of overlappingdates
caused by the transition to the twin peaks mods: S
<http://www.publications.parliament.uk/pa/cm201athselect/cmtreasy/430/43009.htm> accessed 27.056.201
34 For a discussion on this matter see R. Romsuoran. 100.

385 3.M. Buchanan & R.D Tollisorfhe Theory of public choice—-Wniversity of Michigan Press, Michigan
1984, p. 11.
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4.2 Literature review

This section reviews the existing literature whielates to the interaction between
two or more regulators who are given a dual mantategulate a specific field or product.
This phenomenon includes situations which theditae refers to as “Regulatory
Competition”. Such situations occur when two retpriare active in the same field and
compete with one another in order to attract mivnesfor players into their jurisdictior{s
The outcome of such competition may result in aptimal amount of regulation vis-a-vis
the amount of regulation achieved by a single r&gulin the field.

In their article discussing the interaction of tregulators, Parisi, Schulz and Klick
come to the conclusion that when two regulatorsrafgpendently, they will tend to exercise
their power to a greater or lesser extent thapismal from the point of view of regulators
who have a sole mandate to regulate a specifit. 1l

This chapter reflects the same results for tworfoia regulators and explains the
reason behind them using the private interest agbhrto regulation. Furthermore, this
chapter attempts to predict in which states ofwbdd financial regulators will exercise their
powers to a greater or lesser extent than opfiffial.

Klick and Parisi approach the issue of consolidatio competition for tax authorities
through a model of tax authorities which seek taiméze revenué®® The tax authorities in
their model can choose whether or not to regulakewise, this chapter assumes that
financial regulators can choose whether to reguateot.

Their results show that when operating separatedyreon-cooperatively, tax
authorities tend to over-regulate. This chaptemghthat for financial regulation this result
could be valid or not depending on how the regutateew the expected political reaction
and public opinion to their proposed regulation.

Espinosa-Vega, Kahn, Matta and Sole assume théaithee of a financial institution

is politically costly to the financial regulatorprvising it**° This chapter uses their insight

386 3 P, Trachtmarsupran. 375, p. 52.

37F, Parisi, N. Schulz & J. Klick, ‘Two Dimension$ Regulatory Competition’, (2006) 2@ternational
Review of Law and Economjcéb, 55-66.

3% please note that when this chapter speaks ofgtintal” level of regulation it refers to it in a gjitative way
and is not aspiring to provide a quantitative asialpf what is the “optimal” amount of regulatidn.other
words, it assumes that the optimal is known antghg deviation from the optimal is not a desiratiécome.
389 7. Klick & F. Parisi, ‘Intra-Jurisdictional Tax @petition’, (2005) 16/4onstitutional Political Economy
387, 387-395.

399 M. Espinosa-Vega, C. Kahn, R. Matta & J. Sole s®ic Risk and Optimal Regulatory Architecture’,
(2011)IMF Working Paper1, 15-16.
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to further explain how political considerationseddf the financial regulator’s decision-
making when they have to consider whether or no¢gaolate. Moreover, this chapter also
uses the private interest approach to regulationeasumes that regulators promote their
private objective functions.

The private interest approach is also used by:Aigyr in his paper regarding
competition between bank regulators in the U8y Enriques and Hertig in their paper
regarding mechanisms for improvement of governanee financial regulators? and by
Boot and Thakor who show that the quest of supersi® be seen as capable might lead to
excessive perseverance in their approach to reguifit

Espinosa-Vega, Kahn, Matta and Sole’s findings sti@t/a unified approach to
supervision could reduce systemic risk relativehfragmented regulatory structdPé This
chapter shows their findings to be true in a spes#tting.

However, it also shows that the unified model isthe only way to solve the
problem of systemic risk. Providing regulators witbar sole mandates for supervising a
product or a firm should work in the same way aalp meduce systemic risks.

Similar to Masciandaro’s paper from 2089, this chapter points out that there is no
“one solution fits all” for a supervisory oversigéttucture and that in the end it is a political
choice. Masciandaro claims that there is no sttbegretical argument in favor of one
supervisory structure over anothiét This chapter takes these findings a step furthértaes
to explain, using game theory concepts, what typgeablems the different structures of
financial supervisory oversight models try to adgdrand what solutions they propose to such
problems.

Finally, much like Enriques and Hertig, this chasteggests an application in public
choice which is aimed to incentivize regulatorsnake the right regulatory choice and take

391, Agur, ‘Regulatory competition and banks' rigiking’, (2009) Discussion Paper No. 7524, CEPR/EABC
No. 48/2009Centre for Economic Policy Research

392 5ee L. Enriques & G. Hertigupran. 378.

393 AW Boot & A.V. Thakor, ‘Self-interested bank rdgtion’, (1993) 83/2The American Economic Review
206, 206-212.

394 M. Espinosa-Vega, C. Kahn, R. Matta & J. Selgyran. 390, pp. 15-16.

39 p. Masciandaro, ‘Politicians and financial supsien unification outside the central bank: Why deyt do
it?’, (2009) 5Journal of Financial Stability 124, 124-146 which also refers to: R.K. Abra8n§l.W. Taylor,
‘Assessing the Case for Unified Sector Supervisi@002) FMG Special Papers No. 18#ancial Markets
Group, LSE London; M. Cihak and R. Podpiera, ‘Experiencehittegrated Supervisors: Governance and
Quality of Supervision’, ilDesigning Financial Supervision Institutions: In@eglence, Accountability and
GovernanceEdward Elgar, Cheltenham 2007, pp. 309-341; an€idak and R. Podpiera, ‘Does more
integrated Supervision mean Better Supervisio200Q7)Finlawmetrics, Bocconi Universitiimeo.

39D, Masciandarosupran. 395, p. 125.
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action where needéd’ It follows their lead by seeking the solution retcorporate
governance mechanism used in the corporate wolnkel stiggestion raised by this chapter is
an extension to Enriques and Hertig's argumentggsing another way in which financial
regulators can be governed.

The arguments discussed in the present study boitle ideas discussed above,
particularly that regulators are self-interested da take into consideration the political
opinion of the time and are in need of the riginidkof incentives in order to align their
interests with that of their agents, namely, thiliou

This chapter adds to the literature available anthpic by its novel approach of
using insights from the interaction between twautatprs to assess the strengths and
weaknesses of the existing financial supervisorgel® Such an assessment is yet to be
discussed in the literature regarding regulatanycstires.

397 See L. Enriques & G. Hertigupran. 378.
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4.3 Applying game theory concepts to describe two regulators

acting on a market failure

As mentioned in earlier in this research, reguatdgten follow their own interests,
which might differ in some cases from what soclatlieves to be socially optimal with
regards to the level of regulation required. Inesrb understand how we can align the
interests of the regulators to fit the needs ofetgcwe must first examine the socially
optimal situation, where the regulators’ incentiaes aligned with the socially optimal
regulatory activity.

For the purposes of the following analysis, sinmgagoff matrices are relied on, with
two symmetric parties (two regulators), i = 1,2af4gies available to both parties, s1 and s2,
are either 0 or 1. The no regulation strategyfisrred to as si = 0, while si = 1 represents the
complete regulation strategy. Private benefits fregulating are denoted by b while the
(positive or negative) effect imposed by the otlegulator’s action is represented by a. It is
assumed that both b and a are non-negative inteyedghat the direct benefits from
regulating are larger in absolute value than thigéct effect of the other regulator’s action,
i.e. |b]>]al.

From society’s point of view, the only thing thaatters is that only one of the two
regulators regulates, regardless which one ofvtioe HHowever, as will be discussed in the
following pages, from the regulators’ point of viegach regulator would prefer to: be the
first to regulate ("Overlapping Regulation" scengrtake no action at all ("Lack of
Regulation" scenario); or wait for the other regoiig action ("Chicken Game" scenario).

The following analysis examines the relationshipween social and private
incentives to regulate, and the effects of thesentives on the way in which financial

regulatory institutions should be structured.

4.3.1 The socially optimal situation

Consider the ideal situation where the regulatatsagcording to what is socially
optimal (Table 1a§*® In other words, this section relies on the readssuming that
regulators internalize not only the effects of thein action, but also the effects of the other
regulator’s action or inaction on their payoffs.ush each regulator's payoff reflects the

socially optimal payoff. From this social welfareerppective symmetric strategies are

3% The first and second entries in each cell of thatrim refer to the payoffs to player 1 and player 2
respectively.
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inefficient since they lead either to overlappiegulation (s= % = 1) or to lack of regulation

(s1=92=0).

Table 1b
Table 1la
$=1 $=0
S=1 $S=0 S;=1| Overlapping | Socially Optimal
S,=1/b/2-a:bl2-a b+a:0 Regulation Regulation
S =0 0. b+a “b-a.-b-h S; =0/ Socially Optimal Lack of
Regulation Regulation

Regarding the payoff matrix in Table 1a, as alrestdyed, the social optimum
requires that only one of the two regulators regslaregardless which of the two, and
whatever the strategy of one regulator may beother should prefer to behave in the exact
opposite way, i.e.; ¥ Si.

In the case of asymmetric strategies{4d ; $s=0o0rg=0; s =1), the active
agent® obtains all the benefits from regulatitbg Moreover, the other agent's inaction has a
positive effect on the active agent's payoff, #son being that overlapping regulation
which is potentially destructive for the economy lh@en avoided. Thus, the payoff for the
active agent ib + a, while the inactive agent gets zero.

In the case in which both regulators regulate prefits are shared among them
(b/2) and the action of the other regulator causegatie effect on the "socially-thinking"
active agent’s payoff. In this situation, each tatar obtaind/2 - a

Assuming that the shared benéfi falls below the negative effect that the other
regulator’s action causes, il#2 < a, the joint regulation leads to negative payofisidoth
regulators.

In the opposite situation of joint inactivity, badigents lose the possibility of gaining
benefits from regulating. The other agent’s inattauses a negative effect on the payoff of
each agent since the joint inactivity leads tock laf regulation which is potentially
detrimental for the financial system and the ecopom

Table 1b provides a summary of the scenarios engudiaabove.

To sum up, when the interests of the regulatognadiith those of society, both

overlapping and lack of regulation leads to negapayoffsp/ 2 -a <0 ;- b - a<0), while

39 The regulator who decides to regulate is denosetie“active agent”. Similarly, the regulator wiecides
to stay inactive is called “inactive agent”.
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asymmetric behaviors produce positive (active ggamd null (inactive agent) payoffs. The
social optimum requires that only one party engagesgulation, with asymmetric dominant
strategies, i.e; ¥ S;.

Real-life cases of regulators’ behaviour rarely\fathin the above-described
situation of socially-thinking regulators; eachtldém is a self-interested agent who follows
his own private incentives. In the most pessimistise, a profit-seeking regulator does not
pay suitable attention or does not care about tissiple negative consequences of his
choices on social welfare. Thus the question of heyulators' private interests can be
aligned to social welfare objectives takes on asigsificance.

Following is an analysis of the different scenafiosn the regulator’s individual
perspective, assuming they are self-interestedatggs who take into account solely their
own private incentives. The analysis is followedpmgsible solutions to the problems

identified in this chapter.

4.3.2 The “Overlapping Regulation” game, in cases where the regulators would

benefit from regulating

In December 2010 the Israeli Law, Information amtfAnology Authority, which is
established under the State of Israel Ministryusitite, published a position paper with
regards to principles and rules regulating theectibn and use of information
about minors under the Protection of Privacy La@81l (hereinafter “the position paper”).
The position paper did not exclude the Israeli Isainkm the application of its rules.

Following the position paper, in February 2011, Association of Banks in Israel
published a response, in the name of banks opgrnatilsrael, which explained that the new
rules and principles mentioned in the position papatradicted the Israeli Supervisor of
Banks’ instruction number 416.

According to the response issued by the Associatidanks in Israel an example of
such contradiction may be found in clause 52 ofgibstion paper which instructs that when
it comes to minors between the ages of 14-18, palreonsent must be granted in order to
collect “sensitive information” about such minors.

However, according to clause number 7 of the IsRx@facy Protection Law 1981,
the definition of “sensitive information” also inmes information regarding the “financial

situation” of a person.
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As during the process of opening a minor’s accaush personal financial
information is obtained by the bank, it follows thader the instructions mentioned in the
position paper, parental consent would be requirentder to open and run a bank account
for minors under the age of 18.

However, the Supervisor of Banks’ instruction wigélgards to minors’ accounts
(number 416) states that a bank is allowed, uneleaio limitations, to open an account for a
minor older than 16 without parental consent. Iditoh, a bank is allowed to open an
account for a minor between the ages of 15-16 witparental consent provided that the
minor is at least 15 and receives a steady incontigei form of a salary.

This is an anecdotal example of overlapping regaiafFrom reading the explanatory
introduction to both pieces of regulation it isari¢hat both regulators, the Supervisor of
Banks and the Israeli Law, Information and Techggl8uthority, had the minors’ wellbeing
in mind when issuing their instructions. Undoubyedbioth regulators also have a mandate
under Israeli law to issue such regulation.

Moreover it is highly likely that both regulatorould have calculated that issuing
these instructions would be viewed positively by Eraeli public, for the protection of
minors is generally viewed in a positive way.

However, such dual and contradicting regulatiomtae confusion on behalf of the
regulated bodies and costs the industry a grediodl@ane and money in settling the
discrepancy, while just one piece of regulatioarisugh to regulate the issue.

In economic terms, issuing both pieces of regutatiithout excluding banks from
the later piece of regulation, which relates tdralhsactions taking place in the market in
general, is inefficient as it is a waste of researahich does not generate any kind of
additional surplus for society, and which shouleréfore best be avoided. Moreover, from
the government’s point of view this is an ineffiti@llocation of regulatory resources.

The problem of overlapping regulation is not reséd to Israel, as “US financial
institutions complain of higher compliance costd arconsistent regulation and enforcement
by competing regulators®

These examples illustrate the “overlapping regafétgame which will now be

discussed in detail.

40 5ee E.J. Pan, ‘Structural Reform of Financial Ratipn in Canada’, (2009) 250ardozo Studies Legal
Research Papep. 6.
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From the requlators’ point of view

For this discussion, we must assume a scenaridichviwo regulators can identify a
market failure and have the regulatory tools tatfixVe can further assume that regulating is
beneficial for each of them as by regulating thaymgersonal power and prestige, for
example the ability to ask for an increase in theiiget from politicians.

One further assumption is that this is a two stape at T1 each regulator decides
whether to regulate or refrain from regulating. T2 the results of the regulator’s actions
bring him positive, negative or no feedback fromisty, politicians, and the industry.

At T1, the regulators in the overlapping regulatimme expect with one hundred
percent likelihood that the end feedback at T2 ballpositive.

The worst case scenario for both of the regulasots leave the market unregulated
as this puts their careers or reputation at risk.

We can further assume that each of them wouldttikee the only one to regulate
because, as pointed out before, regulating bringstige and power (they want to have
something to show in order to convince politiciam$urther their interests). However if they
both regulate they will not gals muchprestige and power, as the glory will be shared
between them.

Moreover, if they both regulate they could wellfsutdamage to their reputation
because the regulated firms might complain abaubtrerlapping regulation, or because the
market will be less efficient under their term.

If we further assume that all the relevant paramsatéthe game are common
knowledge and that the regulators decide on theitegies independently and non-
cooperatively, the game may be characterized aswdtaneous-move game with perfect
information. Accordingly, the solution of this garsieould be a Nash equilibriufff: From
the regulators’ perspective this game, referreaktthe Overlapping Regulation” game, is
represented in Table 2.

Unlike socially-thinking regulators, self-interedtregulators gain positive payoffs
from overlapping regulation, although these payaftsslightly lower compared with the

payoffs they could get with the situation of aleeregulation.

“01D.G. Baird, R.H. Gertner & R.C. Pickewypran. 45, p.310 describe the Nash Equilibrium afed: “...It
is based on the principle that the combinationtiaitegies that players are likely to choose isionghich no
player could do better by choosing a differenttetyg given the ones the others choose. A pairafegies will
form a Nash Equilibrium if each strategy is one ttemnot be improved upon given the other stratédsy.
establish whether a particular strategy combindioms a Nash Equilibrium by asking if either playas an
incentive to deviate from it".
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Table 2

S$S=1 $=0
S =1 b/2 : bl2 b:0
S]_:O O,b -b,'b

If regulator 1 regulates while regulator 2 does tia¢n regulator 1 receives all the
benefits from regulating. In this case, regulatta2 no benefits and no costs, thus his payoff
is null. The opposite holds true when regulatoe@uiates (s2 = 1), while regulator 1 is
inactive (s1 = 0). When both regulators reguldte, lienefits from regulating are shared
between them. In the opposite case of joint inggtitoth regulators stand to lose since the
market will go unregulated. In this case, theirgfés/are negative as they will be blamed by
society and politicians for leaving the market wulated.

In this scenario, whatever the strategy of oneyp#ne other prefers to regulate: si =
1. Both parties will decide to regulate, and thertapping regulation outcome remains in
equilibrium, implying a definite worsening with pect to the socially optimal equilibrium
established by a single active requldfbr.

Proposition 1: The strictly dominant strate®fy/ for both regulators, and the only pure

Nash equilibrium in this game, is to regul&té.

Possible solutions

How can we solve this game in a way which will Iéadhe optimal level of

regulation? This problem can be solved by changimgyof two things:

1. Changing the game — eliminating one of the playr®ugh the mandate for
regulation — if only one regulator receives the dea to regulate a certain product,

regulatory competition over this product will bé@hated.

2. Changing the payoffs — consolidating regulators plading them as departments in a
consolidated regulatory body changes the payoffisadigns incentives to regulate as
much as possible, since negotiations for budgdt telde place in the name of the

92 please note that the analysis of the payoffsitngame (and other games which will follow) is nwant to
be used quantitatively but rather to illustrateltatively how regulators will react to the straieg of the other
regulators in the game.

“%3D.G. Baird, R.H. Gertner & R.C. Pickewypran. 45, p.306 defined a dominant strategy as falloW
strategy that is a best choice for a player inragyéor every possible choice by the other playemeWone
strategy is no better than another strategy, ante8mes worse, it is dominated by that strategyeWbne
strategy is always worse than another, it is $griddminated...A player will choose a strictly dommatrategy
whenever possible and will not choose any strateglis strictly dominated by another...”

%4 There are no mixed strategies to this game.
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consolidated regulator as a whole, and as theigeest cases of “good” regulation
will be shared between them. Furthermore as baghlaeors now work under the

same boss, they will be prevented from producirgylapping regulation.

If we change the payoffs and consolidate the twgolegors into one, the new game
from theregulators’ point of view is:

Table 3
S=1 $=0
S =1 NA ; NA b+a:0
S =0 O;b+a -b;-b

It can readily be seen that, in the present casesoigle mandate for regulation, the
regulators' equilibrium strategies coincide with Hocial optimum. Consolidating the
regulators solves the overlapping regulation dilemallowing parties to undertake socially
optimal strategies in equilibrium.

In this scenario the regulators are now departmardse consolidated regulatory
authority. As they are now subject to the same ldbssprobability for overlapping
regulation is nonexistent.

Proposition 2: The two pure Nash equilibria of this game are seton either one
of the regulators regulatirf®

From awelfare perspectivewe are now left with two options: an optimal ambaoh

regulation; or, in cases of a regulatory mista&ek lof regulation.

%> There are no mixed strategies to this game.
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4.3.3 The “Lack of Regulation Game” and the “Chicken Game”, in cases where the

regulators could lose from regulating

“The IMF blames inadequate regulation, rather thgfobal imbalances, for the
financial crisis...it argues, in new papers released Friday March 6th, thathe “main
culprit” was deficient regulation of the financiabystem, together with a failure of market
discipline...” (The Economist, March 6, 2009)

Assuming that the IMF is correct in its observatibat deficient regulation did lead
to the last financial crisis, the question remaimsy was there deficient regulation? Why
didn’t the regulators stop the bubble from blowingto such a large scale? Surely they must
have seen it coming.

Indeed the Financial Crisis Inquiry Report from 2@Gtates quite clearly that the
regulators knew that there were market failuresctvimeeded to be addressed in the

American financial markets but chose to ignore tH#&m

“...Yet we do not accept the view that regulatorskéat the power to protect the
financial system. They had ample power in manyasemd they chose not to use it. To give
just three examples: the Securities and Exchangarission could have required more
capital and halted risky practices at the big inwesnt banks. It did not. The Federal Reserve
Bank of New York and other regulators could haaengled down on Citigroup’s excesses in
the run-up to the crisis. They did not. Policy nrakand regulators could have stopped the
runaway mortgage securitization train. They did.riotcase after case after case, regulators
continued to rate the institutions they oversavsa® and sound even in the face of mounting
troubles, often downgrading them just before thmilapse. And where regulators lacked
authority, they could have sought it. Too ofteeytlacked the political will — in a political
and ideological environment that constrained it s well as the fortitude to critically

challenge the institutions and the entire systesy there entrusted to oversee (P’ xviii)

One of the reasons for such regulatory behavior lieayith the ‘Lack of
regulation” or “Chicken” games, which are detailed below.

This discussion is relevant to a different scenfiom that described in the previous
game. In the current scenario two regulators lla@enandate to regulate and they both

identify a market failure, but they stand to lostihey regulate first, either because they will

% The Financial Crisis Inquiry Commissicsupran. 156 , p. xviii.
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have to take the blame if they make a mistakegunleting, or because the public and
political opinion of the time is against regulatidrhis situation arises during the formation of
bubbles; if the regulator tries to stop the bubltien forming when the market is going up he
might be subjected to negative public opinion angdlitical pressure.

Again we can assume that this is a two step gatmikl aach regulator decides
whether to regulate or refrain from regulating. T& the results of his actions bring him
positive, negative or no feedback from societyjtipens and the industry. The regulators in
this game expect with one hundred percent likelhibhat the end feedback will be negative
if they choose to regulate.

Similar to the “Overlapping Regulation” game, wa& @ssume that all the relevant
parameters of the game are common knowledge ahththeegulators decide on their
strategies independently and non-cooperativelysTthe game may be characterized as a
simultaneous-move game with perfect informationca@xdingly, the solution of this game
should be a Nash equilibrium.

From the regulator’s point of view the game, referred to later as thactk of

Regulation” game, can now be described as one of the follgwemes:

Table 4
S=1 S=0
-b;-b -b:;0
0;-b 0:;0

W8
nin
o|r

If one regulator regulates while the other does than the active regulator will be
sanctioned by the public and political opinion (thare no potential benefits from regulation
in this case but rather potential sanctions). Bugilator who refrained from regulating, on
the other hand, will not gain or lose anythinghe present. Such a regulator might benefit
later from the possible prevention of catastropisueed by the regulation, but he will never
be aware of this as he does not know what migh¢ hayppened if the market had not been
regulated.

If both regulate then both will be exposed to pulblnd political criticism and stand to
lose (attributing - b to both of them, since eatthem will be fully punished). In the
opposite case of joint inactivity, they do not gamything and they do not stand to lose
during the time the decision is made.

To sum up, in this scenario, whatever the stratdgyne party, the other party prefers

to refrain from regulating; s 0. Parties will both decide to refrain from regulatengd the
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inefficient lack of regulation outcome obtains gudibrium, yielding to a definite worsening
compared to the socially optimal equilibrium esisti#d by a single regulator.

Proposition 3: The dominant strategy for both regulators, amdathly pure Nash
equilibrium in this game, is to not requl&té.

Alternatively the regulators might view the situation as a “Chicken Game*°®

The assumption behind the Chicken Game differla from the one behind the
Lack of Regulation Game; at T1 each regulator decighether to regulate or refrain from
regulating. At T2 the results of his actions bringn positive, negative or no feedback from
society, politicians, and the industry. The retpisiin this game know with certainty that the
market should be regulated and that leaving th&kebamregulated will bring a financial
catastrophe and will subject them to being scrzgidiby politicians, society, and the industry
at T2. However, they are also very well aware effdct that if they regulate while the
market is going up in order to stop a bubble fromming, then at T2 they will be scrutinized
for “putting the brakes” on the market. Therefoaete of them will wait for the other to take
on the task of regulating the market.

These assumptions are backed by anecdotal evidéfioancial regulators’
behavior. See for example the words of Alan Greansihe USA Federal Reserve chairman

during the two decades leading up to the last tir@rmrisis of 2007-2009:

“History tells us [regulators] cannot identify theming of a crisis, or anticipate

exactly where it will be located or how large tlesdes and spillovers will bgp.3).
409

The interaction can be described as follows:

Table 5
$=1 $=0
S =1 -b/2;-bl2 -b;0
S =0 0;-b -b-a;-b-a

‘7 There are no mixed strategies to this game.

“%D.G. Baird, R.H. Gertner & R.C. Pickewypran. 45, p.303 defined the chicken game as folloivs$iio by
two normal form game that captures the followingiaction: Two teenagers drive cars headlong dt etier.
A driver gains stature when that driver drives heag and the other swerves. Both drivers die, hangf
neither swerves. Each player’s highest payoff cowlgan that player drives head on and the othenssei he
second highest payoff comes when that player sweamd the other player swerves as well. The thghdst
comes when that player swerves and the other direslowest payoff is when both drive. This isaarg of
multiple Nash equilibria...the pure strategy equililkaire ones in which each player adopts a diffesetion
(that is one swerves and one drives).”

% The Financial Crisis Inquiry Commission, suprd 56, p.3.
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As can be seen, the worst situation from the reégrdapoint of view occurs when
both agents decide not to regulate. If both reffi@m regulating each of them will lose - b —
a, because when the bubble explodes at T2 theypevitleavily judged for not acting in time.
If one agent regulates and the other does nogdtiee agent will lose - b for regulating
against the public opinion of the time, while thadtive agent will lose nothing. If both of
them choose to regulate, they will each lose - le& if compared to the case of joint
inactivity.

Proposition 4: Under the Chicken Game there are two pure andrixed strategy

Nash equilibrig®

The meaning of this is that with some probabiiitg regulators might
find themselves in a situation where neither onthem regulates, even though it is clear that
this situation is the worst case scenario for ldttihem.

NE1: Regulator A regulates and Regulator B does not.

NE2: Regulator B regulates and Regulator A does not.

NE3: The mixed strategy equilibrium in which both reaols regulate solely with a
positive probability, and there is a positive proitity that both regulators will refrain from
regulating.

In this game we are concerned with NE3. Even thdlig8 is not a stable

equilibrium®* the potential damage it may cause to societycisrineivable.

Possible solutions

How can we solve this game in a way which will efiate the lack of regulation
problem?

In order to solve this game we should first chatigepayoffs in order to get back to
the “Overlapping Regulation Game”, which we camtbelve as discussed earlier. In order
to do so we should provide regulators with somé @&ammunity for regulatory mistakes
and somehow insure that their future will not bented if they make a “brave” choice and go
against public opinion. One could think of earltirement mechanisms for regulators or
some other sort of post-employment mechanisms.i$si is discussed in detail in Section
4.5.

*10D.G. Baird, R.H. Gertner & R.C. Pickewypran. 45, p.313 defined pure and mixed strategy #xujitim as
follows:"Pure strategy equilibrium. A Nash equiiilom in which each player adopts a particular sthatsith
certainty. In a mixed strategy equilibrium, onenwre of the players adopts a strategy that randgsr@mong a
number of pure strategies.”

“11 A stable equilibrium is an equilibrium in whichme of the players can improve their situation étithoose
to pursue different strategies than those whichuaesl to form the equilibrium. All other equilibdae unstable.
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4.4 An analysis of the existing supervisory structures using game-

theory concepts

4.4.1 Introduction

As discussed in Chapter Three of this researcfipalhcial regulatory structures in
the world could basically be divided between fowimmapproaches to financial supervision:
the Institutional Approach, the Functional Approgaitte Consolidated/Integrated Approach,
and the Twin Peaks Approach. This section now mowve® assess the existing financial
supervisory models described in chapter 3 in lajlthe solutions to the different games

which were described in part 4.3.

4.4.2 An assessment of the existing supervisory structures

The Institutional Approach: This approach tries to use the first solutiorhi t
“Overlapping Regulation Game” described above bydiig the market into clear regulatory
segments leaving each regulator responsible fertain type of financial institution. The
problem with this approach is that markets havestigped beyond the simple models of
distinct financial institutions. The elimination thfe traditional separation between specific
types of firms and the vast number of products wihiave been developed in the financial
markets over the years make it difficult to regellah a functional basis, since the traditional
functional approach is not compatible any more whthvariety of products and the structure
of the financial firms. Continuing to use the Ihgtional Approach without adjustments to the
changes in the market might bring us to a laclegtitation regime, as the responsible
supervisor might not have the relevant expertisutgervise all of the financial products sold
by the financial institutions which are supervisgchim.

The Functional Approach: The Functional Approach to supervision also ukes t
first solution to the “Overlapping Regulation Gandg'scribed above by dividing the market
into products. In a perfect market this might be diptimal approach to regulation. However,
the problem with this approach in the real worlthat it is very difficult to cover all the
possible products in the financial markets; theeefbere is always the risk of having
unregulated “gray zones” in which no regulator Aasandate to regulate.

The Consolidated/Integrated Approach:The Consolidated/Integrated Approach to

regulation tries to use the second solution td‘@eerlapping Regulation Game” described
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above by consolidating the regulators and chantjiagpayoffs, so that the regulators become
departments who share the same boss. Therefooptioa of overlapping regulation is
eliminated. The difficulties with this regulatorirgcture is that not only does it fail to

prevent lack of regulation, but it might even irase the problem, as under this regulatory
model the blame for regulating (in cases wheredigelator regulates against public or
political opinion), will always fall on the shouldeof one regulator, so that there is no
prospect of sharing the burden with another reguyauthority.

The Twin Peaks Approach:Under this approach financial regulation is didide
between a consumer protection regulatory authantyan authority which is responsible for
the soundness of the financial institutions andofewventing systemic risk. This approach
tries to combine the second solution to the “Oymriag Regulation Game” by consolidating
regulators under the same roof with the first sofuto the “Overlapping Regulation Game”
by granting the mandate for prudential regulatma single regulator. This is an interesting

idea, but it still suffers from the flaws of the i&mlidated/Integrated Approach.

129



4.5 Solving a problem related to Public Choice Theory

During times of crisis, regulatory work is closelgserved by the public and the
press, usually resulting in demands for more reguiaDuring normal times however, public
attention is less focused on regulatory work, am$gure groups are able to thrive and affect
the regulatory results. This creates a Public Ghpiobleni*? which is reflected by the fact
that regulation is often lacking or missing.

As discussed in the game theory models and thgssabove, we can establish that
different supervisory structures try to solve thertapping regulation or lack of regulation
problems using different solutions. These soluti@pgear to be effective for solving some of
the problems discussed in this chapter. Howevest wicthe structures of the financial
supervisors offer only partial solutions to thelgems which have been pointed out in this
chapter; therefore some improvements to the egisgégulatory structures can be made.

One such essential improvement would be providegmilators with the right
incentives to regulate when they believe it is 8saey to do so in order to stop a bubble from
forming. In other words, the state should giverdggulators some sort of protection from
political pressure and public opinion by protectihgir personal financial future.

Given that this is a known problem, different jdictions have tried to offer different
solution to this problem by using different legadtruments. Such tools include:

Financial independence of the financial regulatorypodies —in some countries
around the globe the financial regulatory bodieginge their budgets from taxes which are
imposed on the regulated industry or from profiesde by the financial regulatory authority
from running its own assets. Examples include tiseiance and Mutual Societies
Supervisory Authority in France, The Bank of Italye Italian Insurance Industry Regulatory
Authority, the Canada Deposit Insurance Corporatioe German Financial Supervisory
Authority (BaFin), the former British Financial S&res Authority (FSA), the American
Office of Comptroller of the Currency (OCC), Fedddaposit Insurance Corporation
(FDIC), National Credit Union Administration, arfuet Securities and Exchange Commission
(SEC)#3

By separating the financial regulatory authorifreen government budgets, the

financial regulatory authority remains financialhglependent and less prone to government

412 3 M. Buchanan & R.D Tollisorsupran.385, p. 19.
“13 This information is taken from: Group of 3pran. 133.
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influence. Separating the budgets eliminates coitigrebetween regulators for resources, as
the regulatory agencies’ resources no longer depargbvernment discretion.

Nomination procedures -Some countries, such as Italy for example, haed to
solve the problem through nomination proceduresn®lg, the government surrenders its
responsibility for the nomination and/or terminatiof the heads of the financial regulatory
authorities. By eliminating the ability of governnido influence the nomination procedure,
the amount of impact that future political pressaight have on the head of the financial
regulatory body is decreased.

Collegiality — In some countries the final decisions with regdaodsnacting a piece of
financial regulation are not taken by the headefregulatory authority alone but by a board
consisting of several members. This is a way toestiee responsibility for regulation among
several members. One example can be found in Frainese the AMF, the French securities
regulator, is run by a board consisting of sixteembers who have the power to make most
of the regulatory decisiorfs?

On the one hand, having shared responsibility redyce the pressure and the fear of
risk to reputation from wrong or unpopular reguatiand allow regulators to regulate
according to what they believe is right. On theeothand however, it creates a different set
of problems among board members which includericeeg and moral hazard. As the
responsibility is shared, personal accountabifitdecreased.

Mandatory coordination by law — In an attempt to change the game into a
cooperative one, some countries have enacted ldeh wblige the regulators to cooperate
and exchange information. One such example magunedfin the Italian Legislative Decree
No. 58 of 1998 which mandates cooperation undeti®@ed. Clause 1 in Section 4 of the
said decree states as follows:

“The Bank of Italy, Consob, the Commissione diasgia sui fondi pensioni, Isvap
and the Ufficio Italiano Cambi shall cooperate byckanging information and
otherwise for the purpose of facilitating their pestive functions. Said authorities

may not invoke professional secrecy in their mutektions. **°

Clause 2 — 2 to the Legislative Decree No. 58 &L®andates cooperation between

the Italian financial supervisory authorities ahd European ones. These mechanisms are a

14 Code Monétaire et Financier, Art. L. 621-2 (Momgtand Financial Code).
415 egislative Decree No. S8upran. 210, Section 4: Cooperation between authoréiesprofessional secrecy,
Clause 1.
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way to change the game from a non-cooperative garaeooperative one, aligning the work
of the different regulatory bodies active in theaincial market of a country or region.

Long, stable office terms, and immunity against edy termination — In some
countries the head of the regulatory authority gnjlong, stable term in office and
immunity against early termination. This is theecasseveral countries such as: Italy, where
appointment periods vary from 4 to 5 years withghbssibility for a single elongation of the
appointment period; France, where appointment genange from 3 to 5 years; and Canada,
where appointment periods may be as high as 7 ,y@hrsh is the designated term for the
head of the Office of the Superintendent of Finahicistitutions*'°

The idea behind these long office terms is to gtexdome sort of short-term
immunity for the financial regulator, since he canbe removed midterm even if he
regulates against the public and the political mpirof the time. The problem with this tool is
that it does have a limited time range after whiahregulator might be subject to a vengeful
termination by politicians.

In some sectors additional solutions exist. Thaskide:

Deposit Insurance— Deposit insurance exists in several jurisdiciaround the
world, including France, Italy, Canada, Germanyijt&vland, the UK, Australia, The
Netherlands, Mexico, Spain, Japan, Republic of Kaned the USA” and helps protect
these countries’ economies from systemic risks.

The existence of deposit insurance mitigates thblpms which might result from
lack of regulation or regulatory mistakes, by pding an external buffer, other than state
resources, against the danger of a bank going bahkn case the regulator makes a mistake
and a bank goes bankrupt, household depositorefareded.

This mechanism removes some of the pressure frermdtties involved, i.e., the
regulators, the politicians, and the public, asvtleest case scenario becomes more
manageable.

Basellll — risk management, capital adequacy, and liquidityules — Baselll is a
set of reform measures which contains a comprehessi of rules and regulations with
regards to banks. These rules transfer part afetsgonsibility for banks’ supervision from
the national level to the international level. Ry so it also provides a solution to the
problem of lack of regulation discussed in thisptkeain the following way - it is more

1% Information with regards to appointment periodshia different countries is taken from the RepGitoup of
30,supran. 133).
“17 See Table 8 in the Appendix.
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difficult for local public opinion and political pssure in each jurisdiction to influence the
Basel Committee on Banking Supervision and impaateigulatory actions than it is to
influence local regulators. The reason for thithat local politicians want to get reelected
and therefore are more attuned to local publicuresthan the experts sitting on the Basel
Committee, who are appointed professionally. Thitylo capture the regulators becomes
more complex. In this way, unifying regulation oglabal scale might be one way to deal
with the problems of incentivizing local regulatéostake action, as liquidity requirements
and risk management are now dictated from an exftsource. However, moving the
responsibility to the Basel Committee on Banking&uwision also has its flaws. As has been
mentioned previously; lack of diversity in bank uégion between jurisdictions suggests that
regulatory errors may lead to a global financiatittion failure*®

Another solution for mitigation of the problemss®d in this chapter, i.e overlapping
regulation or lack of regulation, is to transfemsoof the regulatory responsibility to the
market itself. Some markets contamarket-based alternativesfor regulation. An example
is the USA’s market where several private regulabmdies exist. These bodies set industry
standards which are meant to replace governmeediragulation. Examples of such
standards are the International Swaps and Derest#ssociation standards which set the
standards for SWAP and derivative transactions,th@drinancial Accounting Standards
Board which sets accounting standards.

Having market-based solutions helps ease the probfdack of regulation as it
transfers some of the mandate for supervisiondarttiustry itself. By doing so it narrows
down the mandate for supervision which is givefirtancial regulators, thereby reducing the
possibility of the regulator making a mistake draming from regulating.

The obvious problem with market-based solutiorthas the industry which sets these
standards is the regulated industry itself. Thiy tead to the adoption of loose standards at
the expense of externalities, and the creatiolystesnic risks.

As can be seen, countries do try to reduce thalpligsfor lack of needed
regulation. However, even though all these instmiexist and did exist at the time of the
latest financial crisis, we still saw that regulatbesitated to intervene when the market was
going up, therefore perhaps there is room to censid additional incentive tool which will

stimulate the regulators to act.

“18 R. Romanosupran. 100.
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What countries are trying to achieve is for theutatpr to take on more personal risk.
In order to achieve this we need to look for leg@lutions which incentivize agents to take
on more risk in favor of their principals in siticats where there is a principal-agent problem.
In this respect the discussion can draw from tieedture regarding managers’ remuneration
schemes in the corporate environment. It has begred in the corporate literature that
compensation arrangements granted to managersaasel in order to mitigate agency
costs by encouraging risk-taking behaviors andigiog incentives to optimize the long-
term performance of the firfit? The optimal contracting view acknowledges the faat
managers do not automatically seek to maximizeesiwdder value and therefore need to be
incentivized to do s&° Such incentives usually take the form of compéosaiackages and
early retirement mechanisms.

The golden parachute is used in the corporate worntovide the executives with
insurance against being fired due to poor perfoceaft In case of termination, the
executive being terminated receives a large congtiemsbonus or an early retirement
scheme to compensate him for the loss of his jabhegpersonal financial future. Such
compensation packages assure that executivesleaonaisks in order to increase
shareholders’ value without fear for their persdnaire.

In an analogy to the financial regulatory sphamegrder to incentivize regulators to
take action and regulate in cases where they deeetéssary, even when the regulation goes
against the public and political opinion of the éinit is important to provide them with a
safety net which will guarantee that even if theg/ fred by the politicians due to their
unpopular regulation, they will be compensated wag which secures their financial future.

This tool may also prove valuable against regujat@pture as it decreases the
dependence of the financial regulators on the e¢gdlindustry with regards to their future
career path.

Granting regulators post-employment arrangemenis tgrmination which is caused
due to their regulatory decisions, might induce ahbazard problems on behalf of the
regulators and cause them to regulate recklessiyeier, it has long been known that the

solution to moral hazard problems in a principadgelationship is observabilf? and

*93 R. Gray & A.A. Cannella, ‘The Role of Risk in@utive Compensation’, (1997) 23Jdurnal of
Management, 517, 517-518.

420__A. Bebchuk & J.M. Fried., ‘Executive Compensati&s an Agency Problem’, (2003) NO. wog\ational
Bureau of Economic Research Working Paperl.

“21|_A. Bebchuk & J.M. Fried.supran. 420, pp. 11 - 12.

422 B, Holmstrom, ‘Moral Hazard and observability’9@9) 10/1The Bell Journal of Economicpp. 74-91.
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observability can be mandated through regulatidrerdfore, the solution to the moral hazard
problem which arises due to the proposed post-ei@at arrangements is to form some
sort of monitoring over the regulators’ work. Sunbnitoring can be provided by a mandated
peer review.

By providing such a “safety net” to regulators wdl @liminate the situation of lack
of regulation which is caused by the regulatorsatf’ that if they regulate they will lose their
jobs. Adopting this proposition changes the inaa#tiof the financial regulators and should
induce them to take action and stop bubbles frammiftg, as in doing so they will have

nothing to lose and a lot to gain.
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4.6 Conclusion

As discussed above, the complexity of the finanmiatkets does not allow for a “one
solution fits all” regulatory structure. Differestrategic interactions between regulators in the
financial market call for different solutions, adiiferent regulatory structures produce
different mechanisms which can generally offer qudytial solutions for the scenarios
characterized by overlapping regulation or lackegfulation.

This also helps us understand why countries keapgihg their financial regulatory
structure. As there is no one structure which l&rirggmedies to all the problems discussed in
this chapter, countries keep switching structurEsvever, every time they switch to a new
structure they inherit the set of problems inheterthat structure.

The strategic interactions between the financiglile&ors as presented above occur
both on the national level and on the internatidenatl, and might help shed some light on
the qualities and shortcomings of each of the sy models.

Given the grave results of lack of regulationsitmportant to understand the
incentives which can prevent regulators from retudgwhen they identify a market failure
and have the mandate to stop it. If the assumjmicnrrect, and regulators abstain from
regulating due to fear of public and political dpim, it would be wise to grant them some
sort of safety net which will convince them to talaion and do what they think is right for
the market without being concerned about losing fbbs.

Such safety nets can be mimicked from the solutt@wveloped by the corporate
world to incentivize managers to take on risk idesrto benefit their shareholders.

The solution to the Moral Hazard problems thatlsaraused by the suggested safety
nets is to introduce monitoring of the regulataverk. It is suggested that such monitoring
could be done by peer review.

Given that looking at regulators’ incentives does provide a clear answer as to
which supervisory model is preferable, using défertools to assess the strengths and
weaknesses of the supervisory structures is chiled

The following chapter attempts to analyze the dquali the financial supervisory
structures from a different angle. Given that oh#he most important things in order to
prevent or stop a financial crisis once it has o@xlis information, the next chapter will use
analytical tools from the study of institutionalsitgn in order to determine whether there is
an advantageous structure with regards to infoométow.
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The results might improve the ability of decisioakars to decide which financial

regulatory structure they would like to adopt ieithrespective jurisdictions.
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5. CONSOLIDATION OR FRAGMENTATION FOR FINANCIAL
REGULATORS? A STORY OF INFORMATION-FLOW

5.1 Introduction

This chapter is aimed at assessing the differgrastyf supervisory models that exist
in the world using analytical tools from the fieg@linstitutional design.

The ongoing economic and legal discussions abeutdle of the financial regulators
in crisis prevention and mitigation, and aboutéffeciency of consolidating them versus
leaving them fragmented, concern themselves wbsitive analysis of the type of
regulation needed. However these discussions teigthbre operational problems.

For economists working in the field of financiagtgation, the question regarding the
optimal structure of financial supervision is usyainalyzed from the public choice angle,
which implies dealing with different types of iniefencies, such as agency costs, capture of
the financial regulator, problems in monitoringdaself-interested regulatot&®

All this is true and worthy of discussion, but la¢ tsame time there is also a public
administration problem, namely the problem of infation-flow in and between the financial
regulatory authorities, which is currently neglekie this dialog.

Moreover, the public administration problem mayéaevere effects on the intensity
of the problems raised by the public choice thégrisnagine an opportunistic agent who
exploits wrong or lacking information. In certaitusitions, the harm that can be caused by
this agent is increased, which can have severeteftm the efficiency and credibility of the
financial markets which rely on the monitoring akills of the financial regulators to
mitigate the abundance of market failures in tbistar.

As discussed in previous chapters to this reseéinancial regulators are expected to
provide a cure for the agency and monitoring pnoisievhich exist in the financial markets.
They are also expected to address issues sucmsisnger bias, and control the herding
phenomenon which may lead to the creation of bubtteuns on banks. In order to perform
these tasks they are heavily reliant on informa#ind on the information-flow inside the

regulatory body itself*

23 An example of such discussions may be found itk of: J.M. Hendricksorsupran. 19; P.C. Boyer &
J. Poncesupran.380; M. Espinosa-Vega, C. Kahn, R. Matta &dleSsupran. 390; and many more.

424 See S.L. Pan, G. Pan & D.E. Leidner, ‘Crisis Raspdnformation Networks’ (2012) 13)burnal of the
Assaociation for Information SysteB1], 31-56 about the need for information in crisisponse.
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A recent example may be found in the latest fin@nmiisis. This crisis has proven the
need for fast flow of relevant information. Manyuoiries undertook drastic measures to try
and stop the financial crisis. These measures hased on information derived from the
real-time advancement of the financial crisis. &halysis of this information was transferred
to the decision makers, who took decisions baseti@information they receivéd®

Information is also needed on a day-to-day bastsder to perform the ongoing
regulatory task itself. Take for example the reipgrtequirements from financial institutions.
Some of these requirements are technical, i.e.réayire financial institutions to report a
number of things on a quarterly or yearly basislevbthers are material, i.e. they require
financial institutions to report when a certain mviakes place. The logic behind all of these
requirements is to provide the regulator with advainderstanding of what is going on inside
the financial institution which it regulates. Hagia better understanding implies being able
to tailor the regulators’ response to foreseenlprab prior to their occurrence.

As information is such an essential part of reguiatvork, it seems that without
addressing the organizational issues concernimgrrdtion-flow, the discussion surrounding
the economic analyses of the optimal structurdif@ancial regulators may be missing a
crucial factor.

A prime example would be the Central Bank. In meoyntries the role of bank
supervision is consolidated with the role of deterng monetary policy, and both roles are
held by the central bank. By combining these twacfions into one regulator the central
bank is provided with a wider spectrum of tool®rder to design and control economic
policy.

Moreover, studies have shown that confidentialnmiation collected through
supervision of banks helps improve the conduct ofietary policy*?® This is especially true
during times of financial crisis when the fast flofvthe relevant information is crucial in
order to block the crisis. It is precisely for tiheson that a discussion of the optimal
structure in order to facilitate information-flow $0 important.

The problem is not merely academic, since many tt@shhave changed their
financial supervisory architecture over the pdsdin year¥’. Masciandaro and Quintyn

claim that some of the reforms in the financialeswpsory structures in the countries

%5 A.D. Singer, ‘Uncertain Leadership: The US Regulaf@esponse to the Global Financial Crisis’ in E.
Helleiner, S. Pagliari & H. Zimmerman@Jobal finance in crisis: the politics of internatial regulatory
change Routledge, Abingdon 2010, pp. 93-120.

4263, Peek, E.S. Rosengren & G.M.B. Tootalipran. 13.

427D, Masciandaro & M. Quintyrsupran. 122, pp. 187-190.
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surveyed by them were made based on economic @afythe markets in each counffy.
But if those economic analyses did not refer tdofgms of information-flow, they might
have left out a vital variable which could havemipad the end result.

The importance of information has not escaped rekees studying how legal
institution structure effects public decision makifhese researchers emphasise the
importance of “institutional competence”, includiagcess to information, in the allocation
of authority among different potential decision reek*

However, these researchers pay little attentiagheéayuestion of how information is
transmitted inside the institution. They seem tgleet the question of information-flow and
assume that certain decision makers must havieeaihformation they need in order to make
the decision, simply because they are better sitiatthe organization. The question of
information-flow is left outside the borders ofgldiscussion.

The novelty of this chapter is in approaching gsie of the optimal structure for
financial regulators from the standpoiitorganizational design and information—flow, and
in bridging the gap between the literatures deahrth organizational design, public policy,
and financial regulation. It aims at pointing du toperational side of information-flow
which needs to be taken into account when a coulgcides to change its financial
supervisory structure.

Looking at the question of consolidation verstegmentation for financial regulators
through the lens of information-flow provides ugwan intuition as to which type of
structure would work best in facilitating informati-flow.

As will be discussed by this chapter, it seems di@tto the importance of diversity
in collecting information, and due to the fact thaemoves at least one layer of supervisor —
subordinate relationship, and thus contributeslesa rigid structure and less dilution of
information, it is advisable from an informatiorm¥ perspective to adopt the fragmented
regulatory model. At the same time it is importemmake sure that all the regulatory
institutions share the same physical compoundtlaaidnformal interactions between
workers from different regulatory institutions atbejpartments are enhanced to the maximum.
The reasons for these recommendations will be gészlin detail in this chapter.

Basically, this chapter lays down the theoreticaifework for evaluating and testing

the efficiency of the existing supervisory modeldransferring information. However, this

428D, Masciandaro & M. Quintyrsupran. 122, pp. 187-190.
429 M.C. Stephenson, ‘Information Acquisition and Ingtonal Design’, (2011) 12#arvard Law Review
1422, 1422 — 1482.
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chapter does not test the suggested framework ealpir Room for empiric research is still
left using the general framework proposed by thespter.

Another issue which is left outside the scope of tihhapter is the issue of
information-gathering. This chapter refers to thelyem of information-flow assuming the
right kind of information was gathered and procdsse

This chapter is organized as follows: followingstimtroduction, section two
describes the link between organizational strucaumekinformation-flow as presented in the
literature pertaining to information—flow, and lagswn the theoretical framework which will
be used in the following sections to analyze tharitial regulatory structures. Due to the fact
that financial regulators are public sector ergjtgection three examines the differences
between public sector institutions and other firassthese differences have an effect on
information-flow and organizational design. Sectioar describes how information flows
inside organizations. This section is divided iatdiscussion of how information flows
within a consolidated pyramid structured entity &oev information flows between
fragmented entities. The last section of this obiagkamines the existing financial regulatory
structure in the EU, compares it to the structofdbe financial regulators in Israel, the UK
and Switzerland, and offers suggestions for impmoseat of that structure based on the

previous sections.
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5.2 The link between organizational structure and information-

flow

Several scholars have acknowledged the effectseobitganizational structure on
information-gathering and flo/*° As decisions are based on information, the linkveen
structure and flow has a direct effect on the decisaking process.

Moreover, past research has argued that as mugBLa®f organizational knowledge
is contained within people’s heads, 16% is kepirestructured data and 4% is organized,
structured and storéd” If that is indeed the case, the need for an orgdioinal structure for
financial regulators which will provide good infoaton-flow and knowledge-sharing is
imperative as this information cannot be obtaimedny other way than by interpersonal
communication.

This sub-chapter aims to provide an overview of s@inthe existing literature on
organizational structure and its impact on infoiioraflow. By doing so it will also create a
framework through which the different structuredinéncial regulators can be analyzed and
evaluated.

In his 2005 article, Rudalevige refers to the infation which is needed by the
president of the USA in order to make decisions. ¢¢inclusions are that a functionally
based structure will provide the president with enaseful information than a policy-specific
structure. Meaning, a structure which suppliespifesident with expert opinion on technical
issues (such as “legislative policy formulatiéii) is more valuable for the decision making
process than a structure which separates polioy §pecialization (such as “foreign or
domestic**3). Furthermore, multiple sources of competing infation will give a wider
view than a single source of informatidf.

These findings also seem to be applicable to theudsion of information-flow in the
different structures of financial regulators. Chiagsa structure for financial regulators which
ties together policy and specialization, for exasmgpregulatory department which specializes
in disclosure rules and also has the power to géhaatelevant regulation with regards to

430 5ee for example: A. Rudalevigafra n. 432, R. Duncarinfra n. 435 and S. Belinfra n. 431.

4313, Bell,Lean Enterprise Systems: using IT for continuoysavementvol. 33, Wiley-Interscience, New
Jersey 2005.

32 A. Rudalevige, ‘The Structure of Leadership: Rtests, Hierarchies, and Information Flow’, (2005}
Presidential Studies Quarterl$33, 335.

33 A, Rudalevigesupran. 432, p. 335.

434 A. Rudalevigesupran. 432, pp. 335-336.
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disclosure, is more beneficial than a regulatonyadgnent with specialization in disclosure
rules which provides the information to the ledisia department in the financial regulator.
Choosing a structure which ties policy and spezadilon is beneficial for taking the right
regulatory decision and minimizing information gaps

Furthermore, a structure which allows multiple segrof competing information to
reach the hands of the decision maker in the filmhnegulatory body is preferable to a
structure which does not.

Duncan approached the issue of organizational désagn a different angle. In his
article he analyses different types of organizati@tructures in order to decide which of
them is best suited to different environments. Heiges us with tools in order to try and
adjust the structure to the environmé&htDerived from Duncan'’s findings? a less rigid
regulatory structure, (one in which employees fadhtevels of the organization take a
greater part in the decision making process), woeltieneficial over a rigid one (where
management keeps tight control and does not delegaignments which involve discretion
to other employees), in a regulatory sphere charaed by a high degree of uncertainty, i.e.
where the demand for information is great.

Furthermore, a structure which enables and encesrempperation between different
regulatory departments and between different reégujanstitutions is beneficial to a
structure which inhibits cooperatidt.

In her 1987 article, Weiss used a study conductetth® schooling system in the US
to try to answer the question - what pushes goventrauthorities to cooperate? She found
that cooperation is mainly induced by an extermahdnd for cooperation, such as a law
demanding cooperation or public opinion which pssihe authorities to cooperdf& Weiss
did not discuss the issue of distinct categoricstfiiutional structures and did not suggest that
one structure is preferable to others. She was owreerned with the question of what
makes authorities cooperate. Even so, as informdiioev is highly dependent on
information-sharing and cooperation, her findings point in the direction of increased
cooperation, i.e., a structure which best fac#satooperation will also facilitate information-

sharing.

% R. Duncan, ‘What is the right Organization StruefiDecision tree analysis provides the answe98Q)
7/3 Organizational Dynamicss9, 59-80.

“3®R. Duncansupran. 435, p. 60.

3’ R. Duncansupran. 435, p. 60.

38 J.A. Weisssupran. 382.
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Information-sharing within organizations dependsaarumber of factors which
include employee motivation, organizational culfisteucture, and how power is divided
between employeds’

Individuals may contribute or share knowledge witan organization in one of four
ways** feeding the knowledge into a database; formagetury interactions dedicated to
sharing knowledge; informal interactions which leéagharing knowledge; and sharing
knowledge within designated forums created in otdeshare and disperse information, such
as creating social forums within the organizatidnolk are not obligatory, for example a
forum for environmental protection which employeas choose whether to attend or not.

Out of the four ways which have been identifie@, ¢gineatest amount of information
is usually transmitted during informal gathering®mployees, even though great efforts and
resources are invested in order to facilitate fdnveys for information-transfer in and
between organizatiorf§®

Social networks further increase the capabilitiesmoployees to share knowledge, i.e.
employees who belong to the same social netwotkeosame voluntary forums will tend to
exchange more work-related information between e#oér, relative to the amount of
information they exchange with people who do ndbihg to the same social network or
forum *42

Moreover, Kim et al. have found that knowledge-siwars a dynamic learning
process which occurs between employees, custoarassuppliers, and which is positively
correlated to clear organizational go#fs.

From that we can deduce that an organizationattstrel which increases informal
interactions between employees and which sets olganizational goals should be preferred
over any other structure.

When we talk about financial regulation, given taet that the collected information
is collected and processed with coordination ie livith the organizational goals of the
financial regulator, it is important to define theal of the organization and to make it as
clear as possible for the employees of the reguyldtody.

“39D.A. White, ‘Information Use and Needs in Manufa@ig Organizations: Organizational Factors in
Information Behavior’, (1986) Gternational Journal of Managemerit57 ,157.

40K .M. Bartol &A. Srivastava, ‘Encouraging Knowled@aring: The Role of Organizational Reward
System’, (2002) 9/Journal of Leadership and Organizational Studiégl, 64.

*LW.R. Truran, ‘Pathway for knowledge: How compariiearn through People’, (1998) 1®hgineering
Management Journal,5, 17.

4425 Kim & H. Lee, ‘The Impact of Organizational Cert and Information Technology on Employee
Knowledge- Sharing Capabilities’, (200Bublic Administration Reviev870, 373.

433, Kim & H. Lee supran. 442, p. 373.
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A recent example may be taken from the Israeliraébink; the Israeli government
has realized the importance of defining clear gémishe regulatory work of its central bank,
which is also responsible for supervising bankisiael, and has enacted a new law, The
Bank of Israel Law of 2010, replacing the formeedrom 1954.

Section 3 of the new law defines the goals of #r@ral bank as follows: maintaining
price stability; supporting economic policies oé thovernment such as growth, employment
and the narrowing of social gaps, and; insuringstaility and accountability of the
financial system as a wholé&

Defining the organizational goals helps determireetype of information which will
be collected and processed by the employees aéth#atory body and so helps focus the
regulatory work and cuts down on irrelevant infotiom.

Another important point for information-flow considations is the physical layout of
the office. Studies have proven that the physepgdlit, also known as the “microgeography”
of the office, matters. Scholars from Capféwo Hall and Tolbeff® stress that in order to
increase information-sharing in and between orgdiugs, the physical distance between
employees should be brought down to a minimum afatmal interactions should be
increased’’

From this we can conclude that a structure whitdwal more face-to-face interaction
between employees should be preferred to onedblates them from one another.

Last, another aspect of information which is digedinked to information-flow is
information-gathering. It is the source of the mhation that flows, and without the
collection of the right kind of information, theris no information—flow to discuss.
Stephenson referred to this issue and pointechatieigents’ incentives to collect and analyze
data depends on the institutional design and enwemt. He further states that information
may help reach better decisions, but it is codtlgosts the information-collecting agent time,
resources, and effort to collect*{f That is why the collection of information shoulé b
encouraged through incentives.

Following Stigler, Stephenson stresses that frornotal welfare point of view,
research should be conducted until the point whtiezemarginal benefits from acquiring the

information is equal to the marginal costs of fmglit. However, the problem is that these

44 The Bank of Israel Law — 2010, Sec.3 A.

45T Caplow,How to run an organizatigrHolt, Rinehart and Winston, New York 1976.

“4®R.H. Hall & P.S. TolbertDrganizations: Structures, processes and outcotth ed., Pearson NJ, Prentice-
Hall, New Jersey 2009.

7 As early as: T. Caplovgupran. 445 followed also by R.H. Hall & P.S. Tolbestipran. 446.

448 M.C. Stephensorsupran. 429, pp. 1430-1431.
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social marginal benefits and costs do not alwayeetate with the personal marginal benefits
and costs of the information-collecting agents.sThiill lead to a‘socially suboptimal
investment in informatior(p. 1431)**°

He further points out that, although theoreticaipye could imagine that an
information-collector would over collect informatipthere are a few very good reasons to
think that in most cases he will under-collect mfiation. A major reason is that most of the
costs are borne by the information collector, wkhle benefits are shared among society as a
whole. This reduces the incentives to collect infation and might create problems in cases
where society prefers the decision maker to masleghtly better decision, but it comes with
a great personal cost of information search. Anotkason might be a collective action
problem which may develop when a number of differagents are responsible for
information-gathering®

As mentioned in the introduction to this chapthis thapter refers to the problem of
information-flow assuming the right kind of inforti@n was gathered and processed. It does
however make use of Stephenson’s analysis withrdegéo how agents think when
encountering a strategic situation which relatesfiarmation. While Stephenson is occupied
with information collection incentives, this chapfecuses on information-sharing problems
inside financial regulators which are governmestitations.

To sum up the points brought up by the above meeatiditerature, when choosing
between two different types of organizational dwues for financial regulators, and if the
main consideration is to increase information-flothe following framework is the
recommended one:

- Where possible, vote for a structure which tiesgyahnd specialization together, for
example, a structure in which a supervisory depamtnaonsists of specialists such as
economists, lawyers etc. which also has the alititgnact regulation, rather than a
structure in which specialists perform research aeds the research on to a

department which has the power to determine p@aliey enact regulation.

- Where possible, allow multiple sources of competirfgrmation to reach the hands

of the decision maker. This point stresses the that a diversified regulatory

*9M.C. Stephensorsupran. 429, p. 1431. See also articles referringiéo“search theory” as early as: G.J.
Stigler, ‘Information in the Labor Market’, (1962P/5Journal of Political Economy94, 94-105.
“*OM.C. Stephensorsupran. 429, p. 1432.
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structure is preferable to a consolidated structasea diversified model contains

more competing sources of information than the clidated one.

- Aless rigid and hierarchical regulatory structwauld be beneficial over a rigid one.
As discussed in this chapter, a fragmented finAmegulatory structure is beneficial
to a consolidated one, as it removes at least ager|of manager—-employee

relationship - the last one before the top - thaking the structure less rigid.

- A structure which enables and encourages cooperrasianore beneficial than a
structure which inhibits cooperation. In the comtek financial regulation, having
more joint meetings, forums and social networksaimd between the different
regulators, and forming platforms such as jointeagrents for cooperation and
Memorandums Of Understanding between differentniing regulatory authorities, is

beneficial for information-flow and should be encaged.

- An organizational structure which increases infalrinteractions between employees
and which sets clear organizational goals shouldrbterred over any other structure.
For information-flow purposes, it is beneficial tmve the goals of the financial
regulatory body described in the authorizing 14Ws.

- An organizational structure which allows more fagdace interaction between

employees should be preferred to one that isothsgs from one another.

Based on the recommended framework, an analysighef existing financial
supervisory structures can be made. However, poigrerforming such analysis we should
find out whether the fact that financial regulatare governmental institutions impacts our
analysis.

There is reason to believe that information-shamgide government organizations
will differ from information-sharing within privatesector organization. Private sector
organizations differ from public ones in a numbéragpects which affect problems of
information-flow. Basically, these differences makenore difficult for information to flow
within and between public sector organizations@sosed to private ones.

These differences further highlight the increaseeedn for coordination and

cooperation inside and between the different firdnoegulators and further stress the

1 See the example of the Bank of Israel mentioneveb
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importance of choosing the right structure for impng information-flow. These differences

will now be discussed in greater detalil.

148



5.3 The differences between public institutions and private sector

firms

The distinction between the private and public @echas often been discussed in the
academic literature on public administratf8hHowever, most articles in this field refer to
public utilities while only a minority of article®uch on public sector institutions providing
other types of services, such as regulators orstmies*>* Financial regulators belong to the
latter group; they are service-granting publicitntibns which do not provide society with
public utility services.

Given the scarcity of articles referring to thefeliénces between private sector firms
and regulatory institutions, some insights can taavd from the literature comparing private
sector firms to firms supplying public utilitiesh&se insights will be adjusted, where needed,
to fit financial regulatory institutions and enalasldetter assessment of the existing financial
supervisory models.

Unless stateatherwise, the differences between public institugi and private sector
firms highlighted in the following pages are alsppkcable to financial regulatory
institutions.

Scholars agree that the main difference betweehcpuistitutions and private sector
firms relates to ownership; public sector instiing8 are held by the government as opposed
to private sector firms which are held by sharebdr entrepreneufs*

This difference yields two immediate results - wey the firms are financed, and the
way in which the firms are controllé®® Private firms and publicly traded firms are finadc
through revenues paid by their consumers, by ceeklith they borrow from banks, and by
stocks they issue on the stock market whereas @ungiitutions are funded mainly from tax
payers’ money>® The second factor, the control, refers to the faat private sector firms

are controlled by market forces, i.e. supply anchaed, as opposed to public institutions

%2 See: R. Andrews, G.A. Boyne & R.M. Walker, ‘Diménss of Publicness and Organizational Performance:
A Review of the Evidence’, (2011) 21(supplX®urnal of Public Administration Research and

Theory i301, i301-i319, S. Kim & H. Leesupran. 442, G.A. Boyne, ‘Public and Private Managem#®ftat's
the difference?’, (2002) 39ournal of Management Studjés, 97-122.

“53 Articles addressing institutional issues relatimgon-public utilities companies include: A. Rusldbe,
supran. 432, pp. 335-336 and M.C. Stephensoipran. 429, p. 1432. .

*5%H. Rainey, R. Backoff & C. Levine, ‘Comparing pubkind private organizations’, (1976) 3&@blic
Administration Review233, 233-244.

%5 See: G.A. Boynesupran. 452, p. 98, R. Andrews, G.A. Boyne & R.M. Wallsupran. 452, pp. i301-i319.
4% As early as: G. Walmsley & M. Zald@he Political Economy of Public Organizatidrexington Books,
Lexington, Massachusetts 1973, followed also hyARdrews, G.A. Boyne & R.M. Walkesupran. 452, p.
i302 and G.A. Boynesupran. 452, p. 98.
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which are controlled by political powers and presstr’ That is especially true when the
public institutions are not financially independé&mm government, i.e. when their budgets
depend on government decisions, which is the casenfny financial regulatory bodies
around the world>® In such cases, the public institutions may beeship political pressure
which might undermine their professional judgmemd &ad to suboptimal decision-making.

These three main differences, i.e. the identityhef controller, the way in which the
legal entity is financed, and the way in which st ¢ontrolled, have an effect on the
organizational behavior of the entfty’.

This goes back to the theory of the firm and toemitves to monitor; dispersed
ownership, in this context - being owned by theegoment, leads to lower efficiency in the

public sectof°

The reason behind this phenomenon is an incengik@dem; in contrast to
private sector firms which are supposed to maxirtieer shareholders’ profits, in the public
sector no individual voter will directly gain from more efficient organizational design for
public institutions. This causes a difference ie #imount of monitoring in each type of
entity; in a private sector firm the shareholdeesiacentivized to monitor the managers and
provide them with incentive schemes which will mase shareholders’ profits. This in turn
provides a drive for innovation and efficiency &g tmanager’s salary is often tied to the
company’s performance either through shares orugiroremuneration programs and
bonuses. In contrast, when it comes to public tutsbins, managers do not usually get an
increase in their salary if they opt for a bettegamizational desigff* As monitoring, or lack
of, does not directly influence any particular widual, it becomes a ‘public good’ — very
few people are induced to take part in the momitpof a public agency as their efforts will
very likely exceed their gairf§?

Even though financial regulatory agencies don’'tdpice tangible assets, problems
can and do exist in monitoring financial regulatoFsrst, as mentioned in the second chapter

to this research, monitoring financial products ascomplicated task which requires

457 G.A. Boyne supran. 452, p. 98 followed by R. Andrews, G.A. BoyndR&M. Walker,supran. 452, p. i302.
8 Information on how different regulators are fundedifferent countries may be found at the follagi
report: Group of 30supran. 133 and in chapter 3 to this research.

59 G.A. Boynesupran. 452, p.98, S. Kim & H. Lesupran. 442, pp. 370-385, B. Bozemahi| organizations
are Public,Jossey — Bass, London 1987.

%0 5ee already: K. Clarkson, ‘Some implications afgerty rights in hospital management’, (1972) 15/2
Journal of Law and Economic363, 363-384 followed also by: R. Andrews, G.AyBe & R.M. Walker,
supran. 452, pp. i301-i319 and K Zabalza & J. Mateyraggic Management Development from the State-
owned Company to the Private Company’, (2011)Jédlrnal of Modern Accounting and Auditirgg, 48-58.
1 G.A. Boynesupran. 452, p. 99.

42 G.A. Boynesupran. 452, p. 99.
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expertis€’® Derived from that, monitoring of financial regutat requires expertise and

understanding both of the problems and of the mwistsuggested by the regulator. Very few
people have the expertise and knowledge to assesgdulatory work. Second, very much
like the consumers serviced by a public utilityrfjreach individual consumer of the financial
regulatory services gains nothindirectly from a more efficient design for financial

regulators, and so does not have the right incestio push for a better designed regulator.

Problems with monitoring in the public sector migti$o induce the problem of a
captured agent. Where monitoring is lacking itasier for the public official to consider his
own utility function and be tempted by lucrativeggastions from the industry in exchange
for helping with favors in the area he is in chaofeA captured public official will act for
the benefit of the group which has captured hirthemathan in accordance with the good of
the public in generdf® This might include keeping information to himself spreading
partial information in order to tilt the end deoisiin the direction which is beneficial to the
regulated firms.

Another problem which is related to political agpoped to economic control is that
of multiple sources of authorif§f> Multiple sources of authority become a problem mhe
those who have the authority contradict each othés.very likely that in order to mitigate
this problem, public institutions will develop colap bureaucratic mechanisms to make sure
that all those who have the authority are satisfiBlois of course has a direct effect on
information-flow as information-flow is made moreraplex.

Take for example the financial regulatory structimeFrance; France has many
interconnected regulatory bodies, sometimes witherlapping responsibilities. The
interconnectivity of the French regulatory bodmbjch is reflected by the fact that the heads
of a regulatory body can and do sit on the boarotloér regulatory bodies, might be partially
explained by the need to satisfy all those who lheeauthority and political pow&?®

According to Boyne, the three distinctions betwgeiblic institutions and private
sector firms are not just conceptual but also eiegdirThe empirical evidence on this issue
suggests that they are not perfect proxies for edtedr. This implies that all three differences
- ownership, funding, and control - should be tak#n account when evaluating the effects

of being a public institutiofi®’

53D, Llewellyn,supran. 26, pp. 23-25.

64 J.W. Stiglersupran.24, pp. 3-21, S. Peltzmasypran. 24, pp. 211 - 240.
4> B, Bozemansupran. 459, S. Kim & H. Leesupran. 442, p. 327.

¢ See chapter 3.5.2.1 to this research.

%7 G.A. Boyne supran. 452, p. 98.
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5.3.1 The impacts of being a public institution

The literature on differences between public seetod private sector managers
identifies four main theoretical effects of beinguablic institution: the connection between
being a public institution and organizational eaomiments, organizational goals,

organizational structures, and the values of masdgfe
5.3.2 Differences in organizational environments

There are several aspects in which public instingidiffer from private sector firms.
The organizational differences have been summdaupe literature as follow®?

Complexity: Public institutions are generally more compleart private sector firms
as their managers are facing different stakeholétrscontradicting demands. Furthermore,
public institutions tend to be more bureaucratie ttua number of reasons which have little
to do with efficiency, such as, their multiple soes of authority, and pressure to provide jobs
for people who are close to politicians. See foamegle the French case which was
mentioned earlier in chapter 3.5.2.1 of this redear

Intrusion: Public institutions are easily influenced by ewtd pressures and

events'’©

This is especially true when the budget of thelipulmstitution depends on
government decisions such as the case with theeNatius Authority for Financial Markets
(AFM), the Dutch authority responsible for markethduct and enforcement of the provision
for information, or with the Israeli Securities Aarity*"*

Instability : Due to external political pressure, public ingiins tend to change their
strategies more frequently than private sector dirfihis can be viewed in the frequent
changes to the financial regulatory structures ttalen by countries across the woH@.

Lack of competition: public institutionsusually do not compete with other public
institutions in order to provide their servicesisltusually the case that the state will want to

minimize the public resources invested in the pmulbtistitutions and so, in the name of

%8 G.A. Boynesupran. 452, p. 99.

*9g5ee: G.A. Boynesupran. 452, p. 100, S. Kim & H. Lesupran. 442, p. 372, R. Andrews, G.A. Boyne &
R.M. Walker,supran. 452, pp. i304-i307.

40See also: R.A. Posner, ‘Theories of EconomicsuReign’, (1974) SBell Journal of Economic835, 335-
358 and J.W. Stiglesupran.24, pp.3-21. Regulation is supplied in respdogaessure from political interest
groups.

"1 See chapter 3.5.1.1 and 3.5.4.3 to this research.

472 ps has been identified by D. Masciandaro & M. @, supran. 122, p. 4.
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efficiency, will try not to form two public institions which have overlapping responsibility.
If the state succeeds in doing so, it means thaswoers have no choice other thin
engage with one specific public institution, no teahow bad its services are. In addition, as
public institutions do not receive their revenuesnt the people to whom their service is
granted, their willingness to be responsive to aorers’ demands drops. The consumers can
not influence the quality of the service they ree&t

This makes it difficult to create incentives forcieasing efficiency in public
institutions. Moreover, it creates differences e nature, purpose, and scope of structural
reform; in the private sector viable organizatioreforms are selected by the markets. We
therefore assume that such organizational refommgfficient, or else they would not occur.
A public institution reform, on the other hand, da®t occur as a result of market power and
competition but rather as a result of the politia@mhosphere of the time. It is therefore much
harder to detect the reason behind such reforneaaldiate whether it is efficient or not. This
is one of the reasons why some scholars suggestréigalatory competition between
different regulatory bodies might be beneficial.h@t disagree as they claim that such
competition undermines the goals behind the regulahat these entities are supposed to
produce, and encouragesnwanted behavior by the regulated firms, such @sini

shopping®’® The answer is not conclusive and this questiatilisopen for debaté’

5.3.3 Differences in goals

While private sector firms have one major goal,clhis to maximize profits, public
institutions have many different goals, such asagiteg the different stake-holders, and
promoting values such as justice, equality, anchésis'’® Even though financial regulatory
authorities are mainly concerned with efficiencyngiderations, they too have many other
goals such as consumer protection, promoting catigggetand promoting values of justice

and fairness.

3 See as early as: W.A. Niskan@ureaucracy and representative governmédine-Atherton, Chicago
1971 but also: R. Andrews, G.A. Boyne & R.M. Wallarpran. 452, p.i304.

474D.B. Schwarcz. ‘Regulation Insurance Sales orif8elhsurance Regulation: Against Regulatory
Competition in Insurance’, (2010) $innesota Law Reviewt 707, 1710-1712.

47S\W. Kerber, ‘The Theory of Regulatory CompetitiardaCompetition Law’, in K.M. Meessen, M.
Bungenberg & A. PuttleEconomic Law as an Economic Good, Its Rule Fundtiaghe Competition of
SystemsSellier European Law Publishers, Munich 2009.

4*G.A. Boyne supran. 452, pp. 98-122.
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Take for example the consolidated Swiss financigdesvisory authority, FINMA,
whose goals are defined in Article 5 of the FinahbMarket Supervisory Act (FINMASA) -
2007 as follows:

“In accordance with the financial market acts, fi@al market supervision has the
objectives of protecting creditors, investors, goalicy holders as well as ensuring the
smooth functioning of the financial markets. Itgtaontributes to sustaining the reputation
and competitiveness of Switzerland’s financial eht’’

Another example containing a whole spectrum of goahy be found in Section 2 to
the American Securities Exchange Act — 1934 whiefings the goals of the Securities
Exchange Commission as follows:

“For the reasons hereinafter enumerated, transattian securities as commonly
conducted upon securities exchanges and over-taetep markets are effected with a
national public interest which makes it necessaryptovide for regulation and control of
such transactions and of practices and mattersteelahereto, including transactions by
officers, directors, and principal security holdete require appropriate reports, to remove
impediments to and perfect the mechanisms of amadtimarket system for securities and a
national system for the clearance and settlementseturities transactions and the
safeguarding of securities and funds related therahd to impose requirements necessary to
make such regulation and control reasonably comepbatd effective, in order to protect
interstate commerce, the national credit, the Fatleaxing power, to protect and make more
effective the national banking system and FederaseR/e System, and to insure the
maintenance of fair and honest markets in suchsaations...*"®

This difference between public institutions andvate sector firms results in a
different type of managerial regime; managers dflipuinstitutions must be aware of the
different, sometimes contradicting goals they asked to achieve, and must navigate a
golden linebetween them.

According to Boyne public institutions, as opposegrivate sector firms, are also
vaguer with regards to their goals, since theiaaizational policies are dictated by
politicians rather than by professional managét3his is especially true when the
independence of the financial regulatory authagtyeaker, such as the case where its

budget is dependent on a political decision.

" Federal Act on the Swiss Financial Market Superyig\uthority (Financial Market Supervision Act,
FINMASA) of 22 June 2007, Article 5.

78 Securities Exchange Act of 1934, (15 USC § 78aorSitle).

4 G.A. Boyne supran. 452, p. 101.
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This creates a difference in the need for clantygrder to get policies adopted
politicians need to gain a wide support for thengfeafrom many diverse groups. In these
surroundings lack of clarity is an asset as it @gerdifficult to object to a less clear
change’®°

These political pressures hamper the work of pubtitutions, as performance
targets and measurements are inherently uncleimanagement according to objectives is

discouraged®

5.3.4 Differences in organizational structures

The organizational structures of public institus@and private sector firms reflect
some of the same arguments that were already bropghthen discussing the differences in
goals. As a result of having many sources of aitthand the consequent need for political
compromise, public institutions tend to be moreghucratic. The complex and bureaucratic
structure of public institutions is also causegant by demands set by monitoring bodies
which are abundant in the public sector, and byireqents of accountabilif{/” As a result
of the bureaucracy in public organizations, stagnaand formalization cause delays and
inefficiencies which are referred to as red tapthanliterature'’®

Last, managers of public institutions have lessm@utny than their colleagues in
private sector firms, especially when it comestiad, hiring and promoting employees. This
is due to the rigid rules of government employnamnttracts and due to the fact that they are
in the public eye, and are thus subject to criticisy the public®*

This of course makes it harder for managers inipufistitutions to control their
employees, as there are no substantial “rewardimispment” tools. Moreover, and with
regards to the need for information-sharing, puinlgtitutions have ambiguous performance
measurements which make it hard to convince empkotleat sharing knowledge will be

worth their while?®®

80 G.A. Boynesupran. 452, p. 101.

81 G.A. Boynesupran. 452, p. 101.

“82G.A. Boynesupran. 452, pp. 109-112.

“83B. Bozeman, P. Reed & P. Scott, ‘Red tape anddalkys in public and private organizations’ (1922)3
Administration and Societ90, 290-322.

84 See: G.A. Boynesupran. 452, pp. 101-102; and S. Kim & H. Leeipran. 442, pp. 370-385.

4853, Kim & H. Lee,supran. 442, pp. 370-385.
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5.3.5 Differences in employees’ commitment and values

The last difference between public and privatéaeentities has been identified in
the literature as a difference in the values of leyees and managet® However, the
literature seems to disagree on the direction iithvthese differences d8’ While part of
the literature considers managers in public ingtiis as manipulative agents who try to
abuse the system in order to escape accountadmldyget around the monitoring systems put
in place to control their actiof&® a different stream of the literature views thesmagers as
less materialistic agents concerned with serviegotliblic and promoting the public good
with which they are entrusté®®

The truth lies somewhere in the middle. In theseaach Mayer et al. analyzed the
ethical behavior patterns of 904 employees andi&dagers in 195 departments. Their
findings back up findings from the social learnangd social exchange theories and suggest
that ethical behavior is transmitted top down frome managerial layer to the one beneath
it.490

These findings suggest that managers of publidutisins will behave, on average, in
accordance with the ethics and norms dictatedemtfiom the tof®*

Putting this debate aside, scholars tend to apagdtie differences in pay,
remuneration, and goals of public institutionsaattremployees of a different type to the ones
who choose to work for private sector firfi1s.

As public institutions, financial regulatory authis are entrusted with promoting a
public good, and they tend to have missions ofdeoacope and greater impact than those of
private sector firmé?® Thus, employees who choose to work for the pudgittor are thought
to be more altruistic and less concerned with fa@iremuneration in comparison with their

colleagues in the private secfdf This has been found true in a number of empistaties

8¢ See G.A. Boynesupran. 452, p.102; and B.E. Wright, ‘Public Service aniotivation: Does Mission
Matter?’, (2007) 67/Public Administration Review54, 54-64.

87 D.R. Reiss, ‘Account me in: Agencies in Quest atduntability’, (2009) 1Brookline Journal of Law and
Policy 611, 614.

88D R. Reisssupran. 487, p. 642.

89 See: D.R. Reissupran. 487, p. 642; and G.A. Boyrsypran. 452, p. 102.

490D M. Mayer, M. Kuenzi,, R. Greenbaum, M. Bardef®R&Salvador, ‘How low does ethical leadership flow?
Test of a trickle-down model’, (2009) 1080kganizational Behavior and Human Decision Procesiel.
“91D.M. Mayer, M. Kuenzi,, R. Greenbaum, M. BardefR&Salvadorsupran. 490, p.11.

492 B E. Wright,supran. 486, pp. 54-55.

493 B.E. Wright,supran. 486, pp. 54-55.

494 B.E. Wright,supran. 486, pp. 54-64.
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which tested the value employees attach to helpihgrs as opposed to the value or utility
they derive from financial reward®>

These differences between public and private secttities dictate a need for a
different type of management in public vergus/ate sector entities. It also has implications
with regards to information-flow and organizatiosaucture; running an administrative
body, such as a financial regulator, is not onlgutsolving agency costs and giving the right
kind of incentives to employees. It is also abdeniifying and solving the knowledge
problems which may occur in such organizations, lztdieen one organization and another.
Even if the public officials working for the finaiat regulatory body are fully motivated to
do their work, they need to receive the right kiridhformation in order to perform and bring
results. The differences, to the extent that thestebetween public and private sector
entities also call for a slightly different evaligett of problems relating to organizational
design and structure.

Knowledge-sharing is important both in the pubhc @he private sector. Researchers
have found that organizations which transfer kndgé&eefficiently are more productive than
ones which do ndt®

For private sector firms, information-flow is essahin order to meet consumer
demands and remain competitive. Even though puisittutions are not subject to
competitive market forces, knowledge-sharing isongmnt for them as well. In the public
sector there is a growing focus on result-oriesgices and performance. These require
greater information and knowledge-sharing capadsift’

Employee turnover makes it essential to colle@serve, and share knowledge within
the organization. Moreover, as the world becomegermomplex, cooperation between
different government institutions is needed. Inesrih do so, government institutions need to

share their knowledge with one anotf&.

495 B.E. Wright, ‘Public Sector Work Motivation: Revieof Current Literature and a Revised Conceptual
Model’, (2001) 11/4Journal of Public Administration Research and The&59, 559-586; and G.A. Boyne,
supran. 452, p. 102.

49’3, Kim & H. Lee,supran. 442, pp. 370-385.

4973, Kim & H. Lee,supran. 442, pp. 370-385.

“98 Organization for Economic Co-operation and Develept (OECD), ‘The Learning Government:
Introduction and Draft Results of the Survey of Mtedge Management Practices in
Ministries/Departments/Agencies of Central Governth€2003) paper presented to the 27th SectidAudiflic
Management Committee, Paris.
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As Nonaka noted, it is the individuals within thrg@nization who are collectively
responsible for the creation and management ohizgtonal knowledge and know-hd\i?
Therefore it is important to identify the optimalveronment for enhancing employee
knowledge-sharing capabilities.

Capabilities of knowledge-sharing with other inditns are also significant as they
are often essential for the work of the instituioHence the importance of the discussion
regarding the optimal structure for facilitatingamrmation—flow. These issues are at the heart

of this chapter and are the focus of discussidherfollowing pages.

99| Nonaka, ‘A Dynamic Theory of Organizational Kmedge Creation’, (1994) 5/10rganization Scienge
14, 14-37.
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5.4 The story of information-flow

Decisions are made based on information sourced émployees. In order to
understand the work of an organization it is caiti® understand what kind of information
reaches the person or persons in charge of makéndecisions®

Institutions are important for decision making lasyt help provide a set of rules for
the interaction of employees, and by doing so gl®them with an idea of the behavior they
should expect from one another. This helps to @iéighe uncertainty inherent in strategic
interactions, and provides the employees with ssoneof commitment mechanisms which
helps reduce information search co8tdnstitutions might also have a slight superiovitgh
regards to maintaining and storing of information.

The organizational structure affects the type tdnmation that flows to the top and
on which decisions are made. Therefore a priorsitmtimust be made about how to structure
the organization so that the right kind of inforroatreaches those who have the power to
make a decisior’?

When we talk about information-flow and about pbksproblems with information—
flow, we refer mainly to information which is anagd and brought in an analyzed form to
the decision maker, i.e., more complex informatibimere are other types of information such
as statistics and data which are less vulneralibeitty changed while traversing the different
levels of management in the organization whiclbéaeath the decision maker.

When we think of information-flow inside financiadgulators it is crucial that the
right kind of information will reach the decisioraker in the shortest time possible.

There are a few attributes which separate infolwnat general from “the right kind
of information”. Such attributes include the follmg: (a) the information is useful in the
sense that it fits with real world problems; (blsicomprehensive, meaning that it includes
all plausible options and an estimation of the plolity of their occurrence and; (c) it is
diverse, i.e., different types of information whietay lead to different end results reach the
decision maker and enable him to see the wholengiend take a decision while being
aware of all options®®

0 A, Rudalevigesupran. 432, p. 336.
%01 A Rudalevigesupran. 432, p. 338.
02 A Rudalevigesupran. 432, p. 338.
03 A, Rudalevigesupran. 432, p. 346.
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The literature suggests two ways of obtaining tbktkind of information: choosing
the right kind of employees, i.e., choosing agevite share the same views, values, and
beliefs on the world as the principal in order timimize the agency problem in collecting
information®®* and choosing the right kind of structure. Thisptkeafocuses on the latter, the
reason being that financial regulators are pubkstitutions.

As discussed earlier, in public institutions idifficult to change the employees. It is
also difficult to change the personal attributeshef existing employees in order to make
them more adept at information-gathering and shattnis much easier to change the
organizational structure to a structure which featiés better information—flow’>

The current financial regulatory structures thasex the world can broadly be
divided into two types of organizational desigmyaamid hierarchal structure, or a
fragmented one.

In order to understand how to structure an orgaioizatwo things need to be taken
into account: what does the person at the top teekdow; and, derivedrom that, how
should the organization be structured?

It is important to keep in mind that there is reofless structure; all structures might
fail at some point. The trick is to try and redtice costs and the frequenofsuch
failures>%

When we talk of financial regulators, it is clehat both structures, the consolidated
and the fragmented one, have their pros and coes Witomes to information-flow.
However, based on the organizational design likeezénd on the propositions mentioned
earlier in this chapter, there seems to be reasbelieve that the fragmented structure is
better suited to information-flow than the consatetl one. The reason for believing so will
now be discussed in detail.

*R.W. Waterman & K J. Meier, ‘Principal-Agent Modefsn Expansion’, (1998) 8/2ournal of Public
Administration Research and Thepfy’3, 198-199.

*0°B. Bozemansupran. 459, see in general chapter 2, pp. 14-28.

0% A Rudalevigesupran. 432, p. 339.
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5.4.1 The consolidated financial regulator

When we think of a consolidated financial regulasarch as the English Financial
Service Authority in its pre-2007 Financial Cristsucture, or the current structure of
FINMA, the Swiss financial regulator, we think opgramid shaped hierarchical structure.

Such hierarchical structure has its merits; it elates the option for overlapping
regulation, it resolves the problem of gray zomesl it enables smoother and more frequent
communication and interaction between the diffedmagartments of the financial regulator,
as it increases the encounters between employebSavent departments.

As Bozeman at el put itPhysical layout is important because communication
declines rapidly with the distance between peofe393)>°" Therefore, it is suggested that
physical interaction between employees increasestiaring of information and should be
encouraged.

Having said that, the hierarchical pyramid struetallso has its down-side when it
comes to information-flow; the problem with thisustture is that information gets diluted as
it flows upwards.

Each level of employees takes out what seems tmbecessary information, and this
selective processing of the information changesrtftgmation as it moves up the ladder. By
the time it reaches the top the individuals attipemight not have enough relevant
information to take an informed decision in timésincertainty>®

The information which will reach the top dependsagty on what information has
been passed up in each level. In the words of Rud (p.338), The sea of information at
the bottom of any hierarchical pyramid is reducedtpuddle at the top®®

That is why having more subordinates participatin@decision making process may
generate the right kind of information to deal witiicertainty as there are less screens on the
way.51°

The notion of staff serving as screens of infororais indeed one of the biggest
problems with the consolidated model; disagreemamisng staff are hushed before they

7B, Bozeman, K. Roering & A.E. Slusher, ‘Social stures and the flow of scientific information inkpic
agencies: an ideal design’, (1978) 7 Researchyr@i#, 393.

%A Rudalevigesupran. 432, p. 341.

9 A Rudalevigesupran. 432, p. 338.

1R, Duncansupran. 435, pp. 59-80.

161



reach the top. In addition, staff may choose totamdrmation either because they deem it
irrelevant or because it might make them look Had.

This is not to say that screening information haly aegative consequences. On the
contrary, the phenomenon of diluted informatiorodlsngs with it a positive effect; the
consolidated model provides a wide potential féorimation-gathering and processing and
extraneous data is eliminated during the procesthédend the information that reaches the
top is easier to digest?

As a consequence, in some cases, the pyramidwgteuotikes a lot of sense.
However, as there are no guarantees that the iataymwhich flows up contains all the
important facts in order to reach an informed denisusing this type of structure might be
problematic in the area of financial regulation @rhis heavily dependent on information for
crisis prevention and for a well-functioning market

One of the tasks of the organizational structuréoi$acilitate the information-flow
inside the organization in order to allow for bettkecision making processes. When an
organizational structure is formalized and certsdi information-flow becomes restricted.
When this happens the organization is not ablepe evell with uncertainty*>

In one of the studies performed on information-fiovmdifferent types of companies,
some of the companies had what can be describedtegp pyramid or a consolidated
structure based on defined divisions with cleapoesibility and a high degree of managerial
control from the top>* These types of companies displayed the needdaramounts of
information which was required by senior managenreontder to control the company.
However, it was found that top down information wasy scarce. This created a problem for
middle level managers who reported that they Fedtrieed to receive more information from
higher management. Access to the high level inftiomavas denied to theff®

These findings are backed up by a later sttfdyhich concludedhat the hierarchal
structure of government organizations limits infatran-sharing, and hinders the
information-flow between employees and between eygas and their managers. In the area

of financial regulation these findings are alarming

1L A, Rudalevigesupran. 432, p. 356.

12 A Rudalevigesupran. 432, p. 340.

*3R. Duncansupran. 435, p. 60.

>4 D A. White,supran. 439, pp. 157-170.

*15D A. White,supran. 439, p. 169.

1D W.E. Creed & R.E. Miles, ‘Trust in Organizatioss Conceptual Framework Linking Organizational
Forms, Managerial Philosophies and the Opportu®dagts of Control’, inTrust in Organizations: Frontiers of
Theory andResearch, R.M. Kramer & T.R. Tyler (Eds.), Thous&aks, Sage Publications, California 1996,
pp. 16-38.
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When we think of a financial regulator which is paped, to the best of its abilities,
to predict and stop a financial crisis before & bacurred, and to mitigate it once it has
already started@'’ the lack of sufficient information in the middieviel of management could
create a serious problem.

It is not easy to obtain and digest the informatidrich helps to predict a financial
crisis, as the ability to predict a crisis depeadseeing the broad picture and putting the
puzzle together correctly. There is a wide potémidget it wrong”,”*® and it is necessary
that as many employees and mid-level managersssily® are exposed to the relevant
information in order to minimize the chances oftatkes. According to White’s findings, the
hierarchical structure does not enable that fordheidevel management?

Managers in organizations with flatter pyramidsorephat they are happy with the
information they receive. As they have direct peed@ontact with senior management, they
feel they have access to all forms of internalrimfation®?° Such access is important as
access to strategic information and operationa dagibles managers to respond quickly to
any situation.

Here an analogy can be drawn from a completelgdfit field- Biology. In nature
there are certain types of insects which are censdlto be “social insects” such as bees,
ants, etc. These insects organize their colonyrdoupto a clear division of labor. However,
when external conditions change, a transformaitiatiie division of labor inside the colony
is visible. This indicates that some sort of infatran has been transmitted among members
of the colony which causes them to react and chérgjeroles inside the colorny*

Division of labor inside social insect colonieoise of the most studied aspects of
colony behavioP?? Such studies try to trace the connection betwieerindividual worker
behavior and the colony’s organization of laborm8mf these studies suggest that there is a
stimulus which pushes the individual to work orpadfic task. Each worker performs his

job when the stimulus crosses its internal thresfGIThis means that the chemical

*17See S.L. Pan, G. Pan & D. E. Leidreupran. 424, pp. 31-56 about the need for informatioarisis
response.

*8gee S.L. Pan, G. Pan & D. E. Leidrarpran. 424, pp. 31-56 about the need for informatiorirdy crisis
response.

*19D A. White,supran. 439, p. 169.

20D A. White,supran. 439, p. 169.

213 N. Beshers & J.H. Fewell, ‘Models of divisionlabor in social insects’, (2001) 48¥nnual Review of
Entomology 413, 416-17.

%225 N. Beshers & J.H. Fewedlupran. 521, p. 418.

*23.N. Beshers & J.H. Fewedlupran. 521, p. 418.
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information must reach a certain level in ordecaase a change in the behavior of the
workers of the colony.

Much like these insects, the financial regulatarages to act and regulate based on
accumulated information. The information must reaaertain level of validity or concern in
order to trigger the regulator to act. The morersesi of information point at a certain
direction, the higher the probability for regulat@ction.

Moreover, the larger the number of information sesrpointing at the same
direction, the higher the chance foc@rect regulatory action, i.e. providing the right
regulatory “medicine” which solves the market fa@un the most efficient way.

As a result,exposing middle and lower level management toitjie kind of
information is crucial. It seems it is hard to @&t such exposure in the consolidated
structure, as that structure is based on tightrobwntich is reflected in the lack of sufficient
information flowing from the top down.

However, this is not the only problem with informeai-flow inside the consolidated
model.

It has been found that low formalization, whichusually found in less hierarchal
structures, induces innovation and encourages dewasi>* Derived from that, a hierarchal
consolidated structure is likely to block regulgtonnovation®® In the area of financial
regulation where the industry is constantly comung with new ideas to bypass the
regulation, there is a high need for the regulaideep up with the industry and be at least as
innovative. If the consolidated regulatory modebdiis innovation, it might jeopardize the
efficiency of the regulation.

Moreover, the organizational structure also affettie amount of knowledge-
exchange between departments and between one zatiani and another. Centralization
reduces the initiatives for knowledge-exchange wither units in the organizatioff
whereas an organizational design which promotesbileéy also encourages information-

sharing within and between the organization andertbrganizationd?” A centralized

24 See generally: F. Damanpour, ‘Organizational irmtion: A Meta-Analysis of Effects of Determinaiatsd
Moderators’, (1991) 34/Bcademy of Management Journab5, 555-590.

*%gee as early as: E.J. Kane, ‘Interaction of Firsranid Regulatory Innovation’, (1988) 7&Be American
Economic Reviens28, 328-334.

>\, Tsai, ‘Social Structure of “Coopetition” witha Multiunit Organization: Coordination, Competiticand
Interorganizational Knowledge Sharing’, (2002) 1@#ganizational Sciengel79, 189.

%27C. O'Dell & J.C. Grayson, ‘If only we knew what weow: Identification and Transfer of Internal Best
Practices’, (1998) 40/@alifornia Management RevieW54, 154-174.
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organizational structure which emphasizes ruleguletions, and strict monitoring, may
create barriers to knowledge-sharing within theanigation>?

These insights bring us to another point relatmmtormation-flow inside the
consolidated regulator - the definition of the amithich construct it. The definition of units
changes the type of information which will flowttte top. There is a difference between
receiving information from units that are respotesior different products and receiving
information from units that are responsible forfe@iént types of institutions.

As the person at the top will learn mainly abowat disagreements between the units,
and as these will depend on the way in which eadhisidefined, changing the categories
around which choices are made impacts future detis?’

For example, the consolidated financial regulatondel usually contains
departments which have certain regulatory respditigb which are divided among them
according to specific segments. If those departmard organized according to a product-
base type of model, i.e., different departmentsiliggg different types of financial products,
the head of the regulatory authority will receiméormation regarding a certain set of
problems and issues. This set will be very diffefesm the one which would be obtained if
those departments are organized according to alf&rsed model, i.e., each department
regulates a specific type of financial firm. Th&elent nature of problems which reach the
top have an effect on the end decision.

It could be argued that both structures shouldteredormation-flow to the top, and this
would be true to some extent.

However, glancing at reality it seems fair to aseuhat when departments are
organized according to the firm-based regulatorgehamore arguments will come up and so
more information will float up and reach the heé&dhe authority.

This assumption is based on the fact that finarficias have moved past the clear
boundaries of banking, insurance, and securitiessfiand are now selling products which
cross the boundaries originally set for a spetyfoe of firm. By doing so, it is no longer
clear which regulator has the mandate to supethiesse financial conglomerates and their
activities.

We know from current behavior of financial regulato the fragmented regulatory

models that each of them strives to enlarge hieomandate for supervision. Therefore we

*8g L. Jarvenpaa & S.D. Staples, ‘The Use of Coliatiee Electronic Media for Information Sharing: An
Exploratory Study of Determinants’, (2000) 9/2furnal of Strategic Information Syster29, 130.
2 A Rudalevigesupran. 432, p. 344.
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have no reason to believe that supervisors wilbttwerwise if they become heads of a
department in a consolidated regulatory body.

Thus, due to the fact that the supervisory bouedanf the firm-based model are
vaguer than those of the product-based model, wassume that more arguments with
regards to which mandate belongs to who will figato the top if we opt for the firm-based
model.

Indeed the current structures of consolidated eggrd which exist in the world today
are constructed from different departments eadharge of regulating a specific type of
financial firm, and are usually divided between ksgnnsurance companies, and securities
market regulatiori>°

Much like the president in Rudalevige’s 2005 exatipl the head of the regulatory
authority will only learn about what crosses thpatément'’s jurisdictions as those border
lines are likely to ignite a dispute and these alisp are what flows to the top. As

Rudalevige puts it*?

‘When the very same people, with the very samenemdes, are shifted from a
functional to a product line-based decision-makstrgicture, different outcomes
occur...’(p. 342).

Essentially, based on everything said so far, wecoaclude that information is
important and the more information that flows updgathe better. However, forcing large
amounts of information up the tube and into thedsasf the decision maker who maintains
full control over the decisions also has its dowasit may lead to a bottle-neck. The
decision maker will need to invest a great amoditinge in screening the information and
managing it

There is a fine line between encouraging informmaflow and overflowing the
system. Basically, different positions within aig@nization are faced with different
problems which in turn depend on different typegé&drmation for solution. In general,

%30 gee for example the Swiss supervisory model amdCanadian supervisory model described in chap$es 3
to this research.

31 A Rudalevigesupran. 432, p. 342.

32 A Rudalevigesupran. 432, p. 342.

33 A. Rudalevigesupran. 432, p. 340.
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problem-solving is a combination of the right kiofinformation and personal skills and
capabilities>>*

The problem related to information in organizatieasually not with regards to
gathering the information but with regards to pssteg it. The ability to process large
amounts of information goes down the further yowenop the hierarchical structure of the
organizatiorr>

One of the ways to deal with the problem of oveviltg the system with knowledge
is by picking the right kind of employees. The imf@tion which makes it to the top depends
on the employees at the bottom. Their judgmentrsolat they report to the top; this
phenomenon may also be referred to as bias omission

In order to solve this problem, regulatory insiitas need to try and select smart
people who are also highly motivated about théi’j8 The idea being that if employees
serve as screens, the better the screen the thettguality of information which will reach
the decision maker’s hands.

Therefore we can conclude that the way to incredsemation-search by
government officials is by selecting smarter peaplpeople who care greatly about the
public outcome of their decision¥’ Picking employees who hold similar views to thade
of the regulatory authority on the world and onlpem-solving, is key to solving the
problem of “colored” informatior:®

This is also true for financial regulators; the lifyaof the financial regulatory body’s
work depends on the quality of its employees. Thathy recruiting the right kind of
employees is essential, especially given the problef firing employees of public
institutions that were discussed earlier in thigpter. However, the means to recruiting the
right kind of employees are beyond the scope sf¢hapter.

A separate issue concerns the possibility of coeifig the system with redundant
information. Even though scholars acknowledge tioblpm of a possible overflow of
information, they seem to be more concerned wighldlck of information than with overflow
of information. They seem to agree that the goatlkhbe to push diversity of opinions up

34 See generally: D.A. Whitsupran. 439, pp. 157-170.

% See generally: H.A. Simon, ‘Applying Informatid@echnology to Organization Design’, (1973) 3Bi3blic
Administration Review?268, 268-278 and R.L. Daft & R.H. Lengel, ‘Infaation Richness. A New Approach to
Managerial Behavior and Organization Design’, ()98Research in Organizational Behavjd91, 191-233.
3% M.C. Stephensorsupran. 429, p. 1434.

%37 M.C. Stephensorsupran. 429, p. 1434.

38 A, Rudalevigesupran. 432, p. 340.
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the hierarchical structure and into the hands efdiécision makers, as diversity of opinions is
essential in order to make a well informed decisidn

One way of doing so is indeed to find the rightisture for the different departments
in the consolidated financial regulator. An altdives and perhaps better, way is “parallel
processing” of information*®

Parallel processing means encouraging multiplecesunf information. This is indeed
the plus side of the fragmented regulatory modetkwill now be discussed.

9 See generally: A. Rudalevigeypran. 432, pp. 333-360, M.C. Stephenssupran. 429 and A. Ericson, J.
Holmqvist, C. Johanson & J. Wenngren, 'A questkioowledge’, (2011) research report, Functional Bobd
Development, Division of Innovation and Desifpajea University of Technology

*0A. Rudalevigesupran. 432, p. 346.
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5.4.2 The fragmented financial regulatory structure

When speaking of “parallel processing” of inforneatin financial regulatory
institutions in its pure form, the fragmented regaty model comes to mind, i.e., a model
containing more than one financial regulator. Senddels include the institutional model
(regulating according to the type of institutiotije functional model (regulating according to
the type of product), and the twin-peaks model (@geilator is responsible for consumer
protection and the other is responsible for miningzsystemic risks). These three types of
regulatory structures are prevalent in most pdrte®world>** The reason these financial
regulatory models allow for parallel processingndbrmation is due to the fact that some
overlapping of regulatory mandates occtits

The big plus of the fragmented model is diversity.previously mentioned, if a CEO
wishes to be well-informed, then the categoriesvbith the firm is structured should cut
across the different categories influencing therenvironment*® Fragmenting the
financial regulators achieves this outcome basettheriact that in reality financial regulators
do have overlapping mandates for supervising dutise financial conglomerates’ activities
or products. Such overlapping mandates cut aciiffesest categories of the firm’s activities
and so the chances that information is “lost” cattended to are minimized.

As discussed before, when it comes to the setmatture, organizational pyramids
should be flattened.

‘One of the best ways to increase horizontal comeation is to increase the number
of peer relationships while decreasing the numidesubordinate-supervisor
relationships *** (p. 402)

From the point of view of decreasing subordinatpesuisor relationships, structuring
financial regulators in a fragmented way, i.e.fetdnt regulatory bodies responsible for
different supervisory tasks, is better than stmiictuthem in a consolidated pyramid shaped
regulator; it removes at least one layer of sulmar@i-supervisor relationship - the last one

before the top of the pyramid.

41 See Chapter 3 to this research.

42 For real world examples see Section 4.3.1 tor#fsearch.

*3T, Hammond, ‘Structure, Strategy and the AgendaefFirm’, in R.P. Rumelt & D.J. Teedeyndamental
issues in strategy: A research agenHarvard Business Press., Massachusetts 1994,00p.102.

44B. Bozeman, K. Roering & A.E. Slusheypran. 507, p. 402.
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But this is not the only advantage of the fragmeémégyulatory model. Nowadays
scholars have moved past the notion that the soltdi regulatory failures is to transform the
financial regulators into a single consolidatechatity. Instead they put emphasis on the
advantages of having seveedents collecting information rather than one.

The benefits of having several agents collectingj@ocessing information have
already been highlighted by the Marquis de Condarchkis Jury Theorem, proving that a
group of lay jurors deciding by majority rule caach the correct result more often than one
expert deciding alon®?

It is thought that multiple agents act as a somsfirance — if one agent misses an
important piece of information there is greateelikood that another agent will spot it. Much
like in nature, diversity is a natural way to matig risks.

However, several scholars have pointed out thahvelgents have a correlated bias,
vote strategically, or where there is no consepsughat is the right answer, the Jury
Theorem may no longer hoté®

The downside for having several agents, as hasdemonstrated in chapter 4 to this
research, includes greater costs associated wlcdtion, and socially unproductive battles
over power and prestige caused by overlapping mesda

Increasing the number of agents involved in infdraregathering and processing
reduces the incentives each agent has to collegptess the information. This is a form of
a collective action problem. As the number of aggutes up, so do their incentives to free-
ride. This is also known as the “rational ignordneféect. Increasing the number of agents
increases the quantity of the signals receivethe® are more agents collecting and
processing the information, but reduces the quafithese signal%!’

This does not hold true if the pieces of informatamllected by those agents
complement each other. In such cases collectinga f information increases the marginal
value of other pieces of information collected. iBirg information-gathering tasks among
several agents may prove beneficial in these c48es.

When the policy decision is based on aggregatentimdtion which streams from
different agents, the timing of the agents’ inmhsuld be taken into account. The main issue

here is whether the inputs are simultaneous oresg@ll. This makes a difference as it

%5 See M. De Condorcet, ‘An Essay On the ApplicatifrMathematics to the Theory of Decision Making’,
(1785), reprinted in K.M. Bake€ondorcet: Selected WritingEl976) 33. These insights have been brought up
and strengthened by Stephenson: M.C. Stepheraspran. 429, pp. 1462-1463.

4% M.C. Stephensorsupran. 429, p. 1464.

*7M.C. Stephensorsupran. 429, pp. 1464 - 1465.

48 M.C. Stephensorsupran. 429, pp. 1467.
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determines whether agents can observe other agepiiss before taking the decision on
how to act*®

On the one hand, sequential information systemsisgil as each agent can build on
past knowledge and develop it instead of startiagnfscratch. On the other hand, sequential
decision-making systems suffer from the phenomeridherding”, decision makers rely on
past information which shapes their beliefs abeatity and shapes the way in which they
collect future information. In a sense it robs dem makers of their ability to make their
own unbiased judgment of the reafiy.

If the information is complicated the problem beesnmore complex. If the agent has
new and better information he will use it, buthétinformation is complicated, as is very
often the case with information relating to finaaldéssues, the agent may simlyoose to
rely on the existing information and decisions éast of investing time to research and study
the new pieces of information®

The major problem with the fragmented financialulagpry model from an
information-flow point of view relates to coordimat, communication, and cooperation
between the different regulators acting in therftial markets.

A decentralized organizational structure is effexiivhen the tasks of the
organization are self-contained. The decentralaednization is usually used when the
organization is designed around different produatsuch a structure, managers worry only
about the products or services for which they asponsibl&>?

This is useful when the environment is complext aggments the environment into
products and allows for specialization. Howeveeg, phoblems begin when these products
affect each other, as happens with financial prtedacfirms which have a systemic

influence on each other and on the entire market.

*9p_ Aghion & J. Tirole, ‘Formal and Real Authority Organizations’, (1997) 10¥urnal of Political
Economy1, 6-7, A.Vermeule & J.H. Watson, ‘Many-Mindsgments in Legal Theory’, (2009) Liburnal
of Legal Analysisl, 33-35.

0 A.V. Banerjee, 'A Simple Model of Herd Behaviof1,992) 107/3The Quarterly Journal of Economicg97,
798, S. Bikhchandani, D. Hirshleifer & 1. Welch, “Pheory of Fads, Fashion, Custom, and Cultural Geas
informational Cascades”, (1992) 106urnal of political Economy992, 1001, R.J. Shiller, ‘Conversation,
Information, and Herd Behavior’, (1995) 85/he American Economic Reviet81, 181, A.F. Daughety & J.F.
Reinganum, ‘Stampede to Judgment: Persuasive hfeuand Herding Behavior by Courts’, (1999) 1/1
American Law and Economics Revjeli8, 180-182 and A. Vermeule & J.H. Watssupran. 549, pp. 33—
35.

SLA Vermeule & J.H Watsorsupran. 549, pp. 33—35.

®2R. Duncansupran. 435, p. 65.
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One of the biggest problems is that each managsrady his own product or
geographic area, and knows that his innovationsaatidns are restricted to his area of
specialization. The autonomy of each division makesry difficult to coordinate the whole.

Coordination is essential in times of crisis andartainty. Decentralized
organizations have no formal way to coordinate facditate information-flow.

This is exactly the problem of the fragmented ficiahregulatory model; it faces a
coordination problem.

In order to achieve coordination, an understandintye obstacles in the way to
cooperation is needed. The main obstacle is tiwdt @athority seeks to maintain its
independence. Other than that there are intergah@zational procedures and cultures
which are not easily synchronized. Moreover différ@rganizations have different goals. As
Van de Ven put it>®

‘From an agency'’s point of view, to become invoiveah inter-agency relationship
implies (a) that is loses some of its freedom taratependently, when it would prefer
to maintain control over its domain and affairs gdafi) that it must invest scarce
resources and energy to develop and maintain @hstiips with other organizations,

when the potential returns on this investment dtenounclear or intangiblg(p. 28).

It is evident that cooperation only begins whereecpived problem is shared across
agencies. Moreover, the agencies have to framisshe as something that can be solved
through cooperation. Unless cooperation is grasggetie solution to the problem,
cooperation will not move forward. Once cooperai®nonsidered to be the solution, the
process is ignitedf?

The second step is to determine whether thereramggh resources to handle the
problem jointly. A recruitment of staff might beeded, money should be raised upfront, and
budgets need to be allocat&d.

The third thing that needs to exist in order foeages to cooperate is a capacity in
each agency to accept cooperation. This dependaanagency’s routines, infrastructure,

etc. Another issue that seemed to matter is thaitggnd legitimacy of the cooperatioff.

3 AH. Van de Ven, ‘On the Nature, Formation, andminance of Relations among Organizations’, (1976)
1/4 The Academy of Management Revyi2dy 28.

4 J.A. Weisssupran. 382, p. 111.

%% J.A. Weisssupran. 382, p. 111: This research found that if resesiexisted and were channeled towards
cooperation, then the process moved forward.
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If agencies have all of these preliminary requiretagcooperation can be achieved.
Cooperation is greatly induced when there is edlestemand for cooperation, be it

public pressure or an explicit legal demand.

‘Problems, by themselves, did not trigger the sefochew solutions. Nor did
performance demands by themselves lead to cooperatProblems coupled with
demands for improved performance in the domaih@fproblem did launch districts

on the path to participation in cooperatiori (p. 112)

Without demand for cooperation, it is likely thatcé financial regulatory authority
would take measures to preserve its independertgehw turn would result in keeping
information to itself.

As each player in the information-transferring gamimterested in increasing his
marginal benefits from information-sharing, eacyer would ask himself what is his
expected utility from sharing the information wéh external authority. Meaning, each one
will ask himself; “If | do not share the informatipwhat will the final decision be, and what
is my expected utility from the expected decisiomen he will ask himself the opposite
guestion, i.e.; “What will happen if the informatits shared, and what is the personal
expected utility that will come from sharing théammation?”

The player’'s marginal benefit from sharing one maeze of information is the
difference between the two questiohdi.e. the difference between his expected utifithé
information is shared versus his expected utifithe information is not shared. This leads to
the conclusion that in order to induce informatgharing, there is a need to increase the
incentives for people to share the information thelg.

This goal can be achieved by doing one of two ity to incentivizeagents in the
right direction by enlarging their marginal infortita-sharing benefits; or threaten them
with punishment in order to enlarge their costsfor sharing informatioft® Either way we
are in need of legal mechanisms which will indudermation-sharing between agencies.

In the absence dd legal coordination mechanism to facilitate infation-exchange

between the two regulatory authorities, we areimglpn the personal assessments of the

%6 J A. Weisssupran. 382, p. 111.

7 J.A. Weisssupran. 382, p. 112.

%8 Thjs discussion is similar to the discussion psgubby Stephenson with regards to the question of
information gathering, see M.C. Stephensupran. 429, p. 1430 and onward.

*9This discussion is similar to the discussion prepiosy Stephenson with regards to the question of
information gathering, see M.C. Stephensupran. 429, p. 1430 and onward.
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regulators as to the personal or organizationa¢fisrthey might incur if they do share the
information. Often the result of this assessmefitrwit equal the efficient level of
information-sharing considered sufficieinbm a total welfare point of view. That is why an
external legal demand for information-sharing iseesial.

Indeed when we talk about cooperation betweenrdiitefinancial regulatory
authorities, we find that each country or jurisgiothas embraced legal mechanisms which
demand or enable such cooperation.

An example of an obligatory legal demand for exdjeaaof information may be taken
from lItaly; Article 4 to the Consolidated Law omBhce mandates the exchange of
information, consultation, and cooperation betweidierent authorities on subjects which
fall under their overlapping mandates and compet&fic

Another example may be found in the USA where $a@# of the Securities
Exchange Act of 1934 which was later amended and expended by the DoatokFVall
Street Reform and Consumer Protection Act — 204The act dictates coordination between
authorities including the exchange of informatiéfter such demand for cooperation exists
there are a few ways in which cooperation may lgameed; lateral relations can be used to
form joint forums where managers interact and shdoemation, or by nominating liaisons
to connect between two separate departments. Wiede\el of coordination has to go up,
an integrator may be used.

In extreme cases where cooperation is essentialdequate and stable functioning of
the regulatory body and the markets, consolidasaequired. This is the case of the central
bank and the banks’ supervisory function. As coafien between these two bodies is vital,
and as the well functioning of the market as a wh®heavily dependent on the said
cooperation, many countries have decided to bhegisk of lack of cooperation to a
minimum and merge these two functions into onelegguy body. It is a clear case in which
society refuses to accept the risk of lack of cowtion as the expected results of lack of
coordination are too dire.

Having said that, we should keep in mind that cbdabton sits on the extreme
spectrum of the possible solutions for making fmahregulatory authorities cooperate with

one another.

%0 Article 4 to the legislative decree no. 58pran. 210.
%1 Securities Exchange Act of 193pran. 478.
*2Dodd-Frank Wall Street Reform and Consumer Ptiote@ct — 2010supran. 340.

174



Another softer cooperation enhancing tool is hawiffgrent authorities signing
agreements for cooperation, also known as Memorahdaderstanding (MOUS). These
MOUs define the interaction between the authorgied the ways for cooperation and
information-exchange.

An example of a softer legal mechanism for infoiioraexchange may be taken from
Australia where a number of MOUs have been sigryetthd different financial regulatory
authorities*®® for example: Article 5-10 to the Memorandum of éretanding between the
Reserve Bank of Australia and the Australian PrtideRegulation Authority facilitates the
sharing of information between the two authorif®s.

Joint forums or committees, such as the EU’s Joorhmittee, which was formed by
Articles 54 to 57 of the European Supervisory Auities > are also very helpful to induce
information-flow between organizations as they wqdnysical interactions between people
from different authorities.

When we discuss cooperation, we should also conidephysical interactions
between employees. Even the physical structurkeobtfice matters; the office should be
designed in such a way that people who need t@ shimrmation interact with one another
frequently>®® Having people use the same space for coffee barakeals further increases
the chance for information transmitting between leyges based on informal conversations.

The reason that the physical distance affects nmftion-sharing has to do with the
costs of collecting information. The greater th&taince between employees, the higher the
efforts and the costs they have to invest in cotigacertain types of information. The type of
information which is difficult to obtain from afés described in the literature as “soft”
information®®’ Such information may include, for example, facdace impressions of the
decision-makers gained from talking to the emplsyafethe regulatory body, or inferences
with regards to the regulated firms which cannotrbesmitted accurately from far away.
The greater the importance of soft informationh® tegulatory process, the more severe are

the consequences of keeping a long distance wiatkarship>®®

°%3 See section 3.5.4.2 to this research.

**Article 5 — Article 10 to the Memorandum of Undersding between the Reserve Bank of Australia aed th
Australian Prudential Regulation Authorigypran. 311.

% The regulations are commonly referred to as “theogean Supervisory Authority (ESA) Regulationstian
consist of the following pieces of regulation mengdsupran. 353- 356.

%6 See generally: B. Bozeman, K. Roering & A.E. Skrsbupran. 507, pp. 384-405.

" M.A. Petersen, “Information: Hard and Soft.” (208orking PaperNorthwestern University

%87 S. Alam, M.A. Chen, C.S. Ciccotello & H.E. Ryainfra n. 583, p. 2.

%97 S. Alam, M.A. Chen, C.S. Ciccotello & H.E. Ryainfra n. 583, p. 2.
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The literature has long recognized the value gfeititeams” - teams which dedicate
their efforts to solving specific problems whiletrmlaying the project as a whole - to
information-flow?>"°

These “teams” could be a partial answer to thelprolof cooperation between
different authorities especially if team membess rquired to meet regularly and have
multiple close encounters with one another.

As informal communication networks are the best@®@wof scientific knowledge for
managers, and as organizations which are morefeefacilitate information gathering and
sharing>’* forming “tiger teams” could be useful in enhancinfprmation-sharing and flow.

What we sometimes see in reality is that the omgditinal structure of the regulatory
body begins with a forming law of the authority wiidoes not say much about how the
authority should be structured, i.e. it does ngtreach about the different departments
which the authority should have. What we then fsdrganizational charts which, even
though not dictated by law, soon rule with the autly of law, since the law is silent on this
issue>’?

These organizational charts coupled with orgaroraii routines and procedures have
an influence on the information-flow inside the amgzation. This is where tiger teams come
in, even though in most cases the formation of tigams is not dictated by law they can be
used to facilitate cooperation and information-floetween different regulatory bodies.

In general it is safe to say that the physicalagise between different people who
have to work together and exchange information khioe brought to a minimum. This
understanding should affect the regulatory str@stum place today in several jurisdictions
around the world including the EU’s newly found@thhcial regulatory institutions. This
structure is discussed below as a test case regaitk revision needed in order to facilitate
information-flow. It is compared to the structurfetliree other jurisdictions, representing
three out of the four regulatory structures whigtsein the world today: the UK which
follows the Twin Peaks Approach; Israel which falthe Institutional Approach; and
Switzerland which follows the Consolidated/IntegchApproach. The fourth approach, the
Functional Approach, is very similar to the Indiibmal Approach with regards to the
physical design of the financial regulators andtlfas reason, in order to avoid duplication, it

is left outside this comparison.

>0 See as early as: T.J. Housel, C.J. Morris & C.1lafed, ‘Business process reengineering at Paciit,B
(1993) 21/3Strategy & Leadershi®28, 28 — 33.

1B, Bozeman, K. Roering & A.E. Slusheypran. 507, pp. 384-405.

"2 See chapter 3 of this research for examples afrizgtional charts.
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5.5 The EU’s financial regulatory structure and information-flow

This subchapter seeks to analyze the existing Bahtiial supervisory models in light
of all that has been said throughout this chaptteeeks to point out the strengths and
weaknesses of the existing EU financial regulastryctures and to offer a remedy for the
structural weaknesses which are indentified.

It is therefore important to briefly remind the dea of the regulatory institutions
which are active in the EU market.

Since January 2011, regulation of financial sew@eross Europe has been done by
three European supervisory authorities: the EunoBzaking Authority’”> the European
Securities and Markets Authority and the European Insurance and Occupational Rensio
Authority.>™

An additional institution, the European SystemiskBoard (ESRBJ’® was formed
in order to function as a European systemic rigkilaor, supervising macro-prudential
issues.

These supervisory authorities play a role in sgttiown common guidelines for local
European supervisors in each state. They haveatlvergo investigate, and if needed, to
issue suggestions for action to the local Europsegrervisors in each member stifte.

As for their physical presence, the European BapRinthority (EBA) is based in
London, the European Securities Market Authorit$§E\) is based in Paris and the
European Insurance and Occupational Pensions AtitliBIOPA) is based in Frankfurt.

These regulators are coordinated mainly throughdiet Committee established by
Articles 54 to 57 of the European Supervisory Auities >’

The committee targets consistency between seatoraians to reach joint positions
on how to regulate financial conglomerates andrathess-sectoral issué§.

>3 For the establishing law seapran. 354.

" For the establishing law seapran. 356.

"> For the establishing law seapran. 355.

>"® For the establishing law seapran. 353.

"7 As of 2012, the European Central Bank has receaivex powers with the formation of the Banking Unio
and the creation of the Single Supervisory Mechmanigvhich was formed based on article 127(6) toTtreaty
on the Functioning of the European Union, and witighsfers micro-prudential supervisory tasks ofldsa
which belong to the Euro area to the European @eBank (see: Consolidated Version of the Treatyhen
Functioning of the European Union Article 127(6)08 O.J. C 83/47, at 57, and also R.M. Lastugran. 359,
pp. 1194 — 1196).

>’ The regulation is commonly referred to as “thedperan Supervisory Authority (ESA) Regulations” and
consists of the following pieces of regulation ni@mtdsupran. 353- 356.
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Given the findings presented in this chapter, éinse that dividing the financial
regulatory tasks among several European supervaghorities each specializing in a
specific market segment is essential in order ¢cemse information-flow.

As the division of supervision according to theunatof the supervised firm is likely
to produce arguments over mandates for supervisiore information will flow upwards in
each regulatory institution, eventually reaching tlecision makers and the Joint Committee.
Such information may come from the lower levelgwiployees in each regulatory body, but
it might also come from the industry.

Overlapping regulation creates hardship for thellegd firms. In turn regulated
firms will bring the issue of overlapping contraiicy regulation to the attention of the
regulators who issued the regulation. This is likelignite a discussion between the
regulators and the regulated firms in order to sidjine regulation and make it coherent.
Creating a dialog between different regulatoryitngbns is very good for information-flow.

In addition, having a few regulatory bodies witmrsavhat overlapping
responsibilities minimizes the chances that a mddierre can be overlooked. As discussed
before, due to the fact that regulation of finahmarkets is a complicated task, and given the
fact that sometimes the prediction and preventfamfoancial crisis lies in the small details,
it is beneficial to have a few regulatory bodieamining the market and offering different
solutions for supervision. Diversity in this casaiwanted phenomenon.

The fact that the establishing laws of the EU’sfiaial regulatory authorities have
clearly defined their goal® is another plus for the new EU financial regulgtstructure, as
each authority can adjust its information-gatheeffgrts to fit its goals.

There is however a problem with the current stnectf the European financial
supervisory institutions; the problem of inadequafermation-flow in the current structure
might come from lack of sufficient cooperationisiinot at all clear that having a Joint
Committee is sufficient to ensure information-flow.

Committees usually do not meet on a day-to-daysbasid small coordination issues
may not even reach the committee but rather beedalme way or another on the spot.
Having a committee in order to solve major coortdoraproblems is essential, but there is a

need to solve information-flow and everyday cooation problems in order to allow for

> |nformation taken from the ESMA web site: <httpWw.esma.europa.eu/page/European-Supervisory-
Framework> accessed 27.05.2013.

*80 gection 11-13 to Regulation (EU) No 1093/2010hef European Parliament and of the Courscipran.

354; Section 10-11 to Regulation (EU) No 1094/26f.the European Parliament and of the Council of 24
November 201Gupran. 355; and Section 11-12 to Regulation (EU) N85/R010 of the European Parliament
and of the Council of 24 November 204@pran. 356.
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better information to reach decision makers. Asused before, having a full picture of the
situation in all financial markets is essentialeThiggest weakness of the current European
financial supervisory structure is the physicatatge between the different regulators.

As previously stated, close physical presence pontant in order to increase
information-flow. In fact informal gatherings of @hoyees are the greatest enhancement tool
for the transmission of informatiofi*

Several studies have shown that the amount of canwaiion between employees in
organizations and the ease of communication aféstt performance as well as personal
satisfaction in the work placé? Several others have acknowledged the importantieeof
physical space in which the work place is organiddekse scholars have studied the effects
of physical dispersion on the organization’s paerfance and have made recommendations as
to the “microgeography” of the offic&> All of these studies point in one major direction;
order to increase information-flow within and beémeorganizations, you must minimize the
physical distance between the employees and aliem to interact formally and informally
with one another. The current physical presendaetifferent European financial
regulators, each situated in a different countogsdnot allow these interactions between
employees to occur. Therefore it clearly harmsrimation-flow between the different
regulators.

It is understandable that there might be internialpBlitical reasons for distributing
the regulators among different member states, lsotution may be found in rotating the
authorities between the different states while kagthem together in the same physical
space. In such a way the political balance betvmeember states will not be harmed and
information flow will improve.

Obviously this solution depends on the costs d@tion and should only be used if the
benefits from such rotation outweigh its costs.

In addition, in order to increase information-fland allow for innovative regulatory
ideas to sprout, more opportunities for employéeraction must be created. Based on the
solutions to the cooperation problems discussddeedt might be advisable to encourage

LW R. Truransupran. 441, p. 17.

82 3ee as early as: W.H. Form, ‘Technology and S@shlavior of Workers in four countries: A sociotaital
perspective’, (1972) 37/merican Sociological Review27, 727-738, and E.M. Eisenberg, P.R. Monge &
K.1. Miller, ‘Involvement in communication networkss a predictor of organizational commitment’, (380
Human Communication Researdv9, 179-201.

%83 As early as: T. Caplovgupran. 447 followed also by R.H. Hall & P.S. Tolbestipran. 447, see also: Z.S.
Alam, M.A. Chen, C.S. Ciccotello & H.E. Ryan. "Daib& location of directors matter? Information asdion
and board decisionstérthcoming(2014),Journal of Financial and Quantitative Analysis.
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the establishment of “tiger teams”, mission-speaifiented teams, which are constructed
from members of different regulatory entities.

The advantage of forming such teams does not etidinformation flow. As one of
the obstacles for cooperation is lack of capacitgach agency to cooperate, depending also
on each authority’s infrastructure and organizati@ulture>®* having several “tiger teams”
containing employees from several different autiesihelps bridge the organizational
culture gaps between the different supervisoryaitibs, enabling them to work better in the
future and increase cooperation.

When comparing the EU’s financial regulatory stanetto that of the Israeli structure

the UK’s structure and the Swiss structure fromgbimt of view of information-flow, the

following similarities and differences are apparent

Table 6

The European
Union

The United
Kingdom

Israel

Switzerland

Number and

3: the European

2: the Financial

3: The Bank of

1: the Swiss Financial

nature of main Banking Authority | Conduct Authority | Israel, the Market Supervisory
supervisory (EBA), the (FCA) and the Israeli Authority (FINMA).
authorities active | European Prudential Securities
in the financial Securities Market | Regulation Authority
markets Authority (ESMA) | Authority (PRA). | (ISA) and the

and the European Capital

Insurance and Markets,

Occupational

Insurance and

Pensions Authority Savings

(EIOPA). Department
within the
Ministry of
Finance.

Type of structure | The Institutional The Twin Peaks | The The

Approach. Approach. Institutional Consolidated/Integrated

Approach. Approach.

84 J.A. Weisssupran. 382, p. 111.
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The European The United Israel Switzerland
Union Kingdom
Coordination The Joint No coordination A joint TheFinancial Market
mechanisms Committee formed| mechanisms in committee Supervision Act
by Articles 54 to 57 place. formed by a (FINMASA)
of the European Memorandum establishes a Board of
Supervisory of Directors as a strategic
Authorities. Understanding management body
from the 24 composed of seven to
of June 2007 nine independent
signed by the experts which issue
heads of the organizational
three financial regulations regarding
supervisory also to coordination
authorities” between the different
departments of the
authority>®
Room for Room for Room for Room for None existing.
overlapping overlapping overlapping overlapping
supervisory mandates is mandates is mandates is
mandates present. present. present.
/diversity in
regulation
Clear Defined in the Defined in the Defined for Defined clearly by the
organizational forming laws>®’ forming law?>%® the Israeli governing law and by
goals Securities the Board of Directors
Authority’® | which submits the
and for the strategic goals of the

%8 MoU for Cooperation and Exchange of Informaticzesupran. 151.
%8¢ Federal Act on the Swiss Financial Market Superyig\uthority (Financial Market Supervision Act,
FINMASA) of 22 June 2007 (Status as of 1 July 20@3)apter 2, Section 1, Art. 9(1)(i).

%87 Seesupran. 353- 356.
% The Financial Services Bill of 2012, Part 2 - Amdarents of Financial Services and Markets Act 2000.
*% Defined in The Securities Law of 1968
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Bank of
Israel®® Not
defined by law
for the Capital
Markets,
Insurance and
Savings
Department
within the
Ministry of

Finance’™

authority to the Federal

Court for approvai’”

The European
Union

The United
Kingdom

Israel

Switzerland

Physical presence

The authorities are
distributed betweer
three different
countries and
cities: London,
Paris and
Frankfurt.

Both authorities sit
1in London, but not
in the same

compound.

All authorities
sitin
Jerusalem in
the same area
and all have
branches in
Tel Aviv
which are a
short walking
distance from

each other.

All of the departments
of the authority sit in
Bern in the same

confounded area.

Comparing the EU to the UK, Switzerland and Israel] considering all that has

been said in this subchapter, highlights the foltmaresults:

The EU, Israel, and the UK divided the respongibibr financial regulation among

several authorities and in all of these three glictsons the authorities maintain somewhat

overlapping responsibilities for regulating the kets. From an information-flow point of

9 Defined in Section 3 A to the Bank of Israel La@610
91 See chapter 3.5.1.1 for details.
92 See the Federal Act on the Swiss Financial MaBkgtervisory Authority (Financial Market Supervision
Act, FINMASA) of 22 June 2007 (Status as of 1 2 3), Chapter 2, Section 3, Article 21 (2).
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view, this is superior to the consolidated struetiollowed by Switzerland which decreases
the amount of parallel processing of informatiohe EU and Israeli structures are more
fragmented than the structure of the UK and thasapected to be more beneficial for
information-flow.

In most cases the authorities in the four jurisditt reviewed above have their goals
and objectives defined by law, which is benefiftalinformation-flow. The only exception
is the Israeli Capital Markets, Insurance and SgviDepartment within the Ministry of
Finance which defines its goals in its financialtsments, strategic plans and inner
memorandum3s?®

The EU, Switzerland, and Israel have coordinatimgimanisms in place in order to
facilitate cooperation and exchange of informatiwhile such mechanisms have not been
found for the UK.

In addition, there are differences in the physprakence of the regulatory authorities
in each jurisdiction which, as has been discusséki$ chapter, impact the amount and speed
of information-flow; according to the theoreticeuinework discussed in this chapter, when
looking at the physical presence of the regulabmgies we would expect to find that
information-flow in the Israeli system and in theiSs system is better than in the UK, and
all three are superior to information-flow betweka EU regulatory bodies.

These results are even stronger when we rate tiseligtions according to the
framework which is presented at the beginning o thapter. The intuitions from this
framework can be put into a comparative table, kepm mind that the following analysis is
based on the intuitions in this chapter and natmpirical data.

For the purpose of the next table, a plus sigressgrts a positive relationship to the
suggested framework, where two pluses represeevemstronger relationship, and a minus

sign represents a negative relationship to theestgd framework.

%3 See chapter 3.5.1.1 to this research.
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Table 7

Compatibility with the
framework presented at
the beginning of this
chapter

The
European

Union

The United
Kingdom

Israel

Switzerland

Where possible, vote for
structure which ties policy
and specialization

together.

A,

Where possible, allow
multiple sources of
competing information to
reach the hands of the

decision maker.

++

++

A less rigid and
hierarchical regulatory
structure would be
beneficial over a rigid

one.

++

++

A structure which will
enable and encourage
cooperation will be
beneficial to a structure
which will inhibit
cooperation.

++

An organizational
structure which increases
informal interactions
between employees
should be preferred over

any other structure.
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Compatibility with the The The United | Israel Switzerland

framework presented at European Kingdom

the beginning of this Union

chapter

An organizational + 4 + +

structure which sets clear
organizational goals
should be preferred over

any other structure.

An organizational structure
which allows more face-to-
face interaction between
employees should be
preferred to one that isolatgs

them from one another.

The above comparison between the different juriszhis strengthens the intuition
that the main problem with the EU’s new regulatstrycture is the fact that the authorities
are dispersed between different cities and couwmntrie

No empirical research has been conducted in tlabysis, but in future empirical
work one can expect to find faster and more sigaift information-flow in the Israeli
structure as compared to that of the UK, Switzet|amd the EU.

To sum things up, through the analysis of the Eeaopstructure and by comparison
with three other jurisdictions, the pros of thegireented structure are emphasized; its main
benefits relate to diversity, less dilution of infation and a less rigid structure resulting
from the fact that the supervisory relationshipsraduced by at least one layer. As discussed
in this chapter all these are beneficial for batiésrmation-flow and help increase the
chances that the right kind of information will cbathe hands of the decision makers.

On the other side, the cons and weaknesses ofulseckrrent financial regulatory
structure with regards to information-flow are aésgposed, especially with regards to
problems of cooperation and coordination betweéehaaities.

In the current EU structure, problems of coordimmatre expected to be even more

severe than usual as the physical distance betthedU regulatory bodies makes it much
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harder to exchange informal and “soft” informatighich is very much needed in the
ongoing regulatory work.

This is why, as suggested earlier, it is recommenbat the different regulatory
institutions be concentrated in one country anone physical compound. If political
concerns make this solution unfeasible, then mtathould be considered, depending on its

costs.
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5.6 Conclusions

This chapter set out to investigate different typlesrganizational structures in order
to find the one which best facilitates informatibow within and between different financial
regulatory institutions.

The pros and cons of the consolidated structure segards to information-flow were
reviewed and compared with those of the fragmesitiettture, to reveal that in the field of
financial regulation, the option of a fragmentegul@tory structure is better equipped to
facilitate the kind of information-flow needed inder to prevent or stop a financial crisis
once it has occurred.

This conclusion results from two major attributéshe fragmented versus the
consolidated model. First, having diversity of regory bodies minimizes the chances that
market failures will go unnoticed; and second,gtracture itself is less hierarchical by at
least one layer as compared with the consoliddtedtare, and thus helps reduce dilution of
information and rigidity. As discussed in this cteapthe flatter the organization’s pyramid,
the easier the flow of information.

The problem of cooperation between several differegulatory authorities was
brought up in this chapter as a shortcoming ofrigmented structure. However, several
solutions to reduce this problem have been madkiding signing agreements between the
different regulatory bodies, legal demands for @apon, and the formation of “tiger
teams”.

As emphasized by this chapter, the consolidatesttsire is best used in financial
regulation in cases where full cooperation betwtberdifferent authorities is detrimental for
the authorities’ work, such as the consolidatiothef banks’ supervisory function and the
central bank responsible for monetary policy.

Next, this chapter reviewed the structure of the &&J financial regulatory bodies,
compared them to the structure in the UK, Isradl witzerland and to the general
framework suggested by this chapter, and conclthitcalthough having several different
EU financial regulatory institutions is beneficidie fact that they are not situated in the same
country and physical space might be detrimentalifercooperation and information-
exchange which are essential for the preventianfafancial crisis.

It is therefore advisable to locate all authoritdeshe same physical compound.
Depending on costs, rotation of the European firshmegulatory bodies between the
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different member states, while keeping them togeaththe same country and physical space,
might be a reasonable solution.

This suggestion is more applicable in circumstandasre regional coordination
already exists, such as the case of Europe. Howegeamal coordination might not be
enough. The last financial crisis taught us thabgl cooperation and coordination are
needed, due to systemic risks arising from theviaigtof financial conglomerates and the
interconnectivity of global financial markets. Tgeestion then is: how can we coordinate
regulators on a global level? The answer to thestjan is precisely the topic of the last

chapter of this research.
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6. CONSOLIDATION OR FRAGMENTATION FOR FINANCIAL
REGULATORS? INTERNATIONAL COORDINATION AND NETWORK
EFFECTS

6.1 Introduction

In the globalized world of today, financial markets have profound effects on one
another. This means that international coordinadbetween financial regulators of different
jurisdictions becomes more and more important.

Up until now this research has dealt with the goastf the preferred structure for
financial regulators on a national and regionaéleWhen we turn to examine the issue on
the international level, a different set of probteseems to emerge.

Some of the factors which make it difficult for s to cooperate and reach global
financial standards include: differences in langsaglifferences in culture; divergent
perceptions of what might constitute a problem Wwlgould lead to a global financial crisis;
and the sheer variety of deeply-held views abouwatwhthe right regulatory answer to
market phenomena such as bubbles, herding, androtirket failures which require
regulatory intervention.

If a state has to give up some sovereignty by adgrternational standards, the
guestion is then why would it do so? What is it tten help push states to interact with one
another in a way which will cause them to agreeadupt a global financial regulatory
standard? One answer might be: positive netwoedctsf

This chapter examines the question of global coatehn between financial
regulators through the lens of network effééfdn essence the question that this chapter
addresses is: are there network effects whichfyustiernational harmonization of financial
regulation? And if so, what are the obstacles enwlay of achieving such harmonization?

Network effects in the context of financial regudatcome into play in two instances.
The first is when a regulated firm would benefdrfr having some sort of compatibility with
other firms or platforms operating in the globalrkeds so that it can easily interact with
them.

A recent example may be found in the new Intermafié-inancial Reporting
Standards (IFRS) which were designed in order tkencampanies’ accounts understandable

%94 Network effects can be defined as a phenomenonenthe profits of the firm selling the product are
influenced by the number of people or firms usimg $ervice or product (see: O. Simfra n. 603, p. 119-120).
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and comparable across different jurisdictions. Tiigirn enables investors to invest in
companies which have a different domicile than thelres with greater ease, as they can
rely on the common reporting standards when theyecto analyze the firms’ financial
situation®®

The International Swaps and Derivatives Association. (ISDA) which provides a
common standard for the trading of swaps and d&rascan also be used to provide an
example of network effects derived from financianslards. Having a common standard
reduces information asymmetries and search caslisaldows for smoother interaction
between the different market participants.

Another example is the European Union’s single &tk by allowing the free
movement of people, services, goods, and capitelden the different member states, and
by forming a common market, local regulatory basrigre lifted. Traders, workers, and firms
are free to enjoy, along with other benefits whstdm from market integration, the network
effects of belonging to a greater network. In all@se examples, network effects of
regulation in general and of financial regulatiarparticular, be it public or private
regulation, do create economies of sc8pand scal&® among the different participants of
the financial markets. These economies of scopeseale make market participants sensitive
to the actions of other market participants wheridieg how to act.

This phenomenon can have a positive side, sucktalishing common ground for
enabling and enhancing competition in the finaneiatkets. But it can also have negative
consequences in global financial markets, such@asasing the severity of herding, which
can lead to destruction of value.

The reason that the severity of herding may ineeekates to the fact that market
participants influence each other’s decisions, thatlthis influence has a first order effect
which can lead to sub-optimal choices, and ultifyatethe destruction of wealfi® Once
barriers are lifted, the market becomes more iategr, and standards are harmonized,

herding is no longer restricted to a specific jdicgion and can spread to other parts of the

% See: K. Ramanna & E. Sletten, ‘Why do countriespadnternational Financial Reporting Standards?”,
(2009) No 09-102Harvard Business School Working Papers

% See: The Consolidated Version of the Treaty orftemn Unionsupran. 89, article 3, paragraph 3 and the
Consolidated Version of the Treaty on the Functigrof the European Uniosupran. 367, articles 21, title
I, 26, 28,29, title IV, title V, articles 114,115.

9 Economies of scope can be defined as follows:t‘sagings which result from the scope (rather tien
scale) of the enterprise. There are economiesopfeswhere it is less costly to combine two or naneaduct
lines in one firm than to produce them separatgly/C. Panzar & R.D. Willig, ‘Economies of Scop@981)
71/2The American Economic Revie268, 268).

% J.A. Clark,supran. 28, p. 17.

9 A, Devenow & I. Welchsupran. 51, pp. 603-615.
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market. If a herding phenomenon starts in onegigi®n, it no longer stops at the national
border.

The rapid and insidious spread of such phenomekasrtaem prime examples of the
negative side of network effects, and also meas dine of great relevance to discussions
about the optimal structure for financial regulatgks such they are the focus of this chapter.

The second instance where network effects comeplatpis when a financial
regulator enjoys the benefits of belonging to avwoek of regulators. If there is
harmonization of global standards, unwanted ocagasg of forum-shopping on behalf of the
regulated firms can be prevented.

An example of positive network effects for regutatavhich relates to international
enforcement but also has an impact on the comneetsionships between states, can be
taken from the field of anti-money laundering regidn and the recommendation of the
Financial Action Task Force (the FATEY during the early 1990's the FATF released a
number of recommendations aimed at combating mianedering. These recommendations
have been adopted by most states around the wdrldh incorporated them into their local
legislation.

States which have not incorporated the recommesrtiatiave been “black listed” by
the FATF and, as a result, financial institutiortsckh operate in states which do comply with
the recommendations are instructed to refrain fdoing business or interacting with
financial institutions in non-compliant states.

This acts as a sort of “sanctioning” mechanism am-compliant states; other states
which do comply and adopt the FATF’'s recommendatgimply refuse to do business with
them.

Therefore, companies registered in compliant sen@sy the network effects derived
from the fact that their state complies with theammendations of the FATF, and the
financial regulators in those states enjoy the ndtweffects of being able to dictate a high
standard of compliance for the regulated firmswbom forum-shopping becomes more
difficult.

As network effects which stem from belonging toedwork of regulators seem to be
present both on the regulators’ side and on thelaged firms’ side, it is suggested that they
play an important role in the decisions of coustti® adopt or reject a global financial
standard.

8% The current recommendations may be found at: <vatfagafi.org > accessed 03.06.2013.
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Although many issues come to mind when we thinglobal coordination of
financial regulators, such as inter-jurisdictioaaternalities, free riding, and other issues
explored by the literature referring to economialgsis of international lafP* this chapter
chooses to focus on the theory of network effeksssaid above, it seeks to locate the
network effects which might justify global harmoaiion of financial regulatory standards,
and to point out the obstacles which stand in thg @f such harmonization.

This chapter is organized as follows: followingstmtroduction, section two gives a
brief review of the literature dealing with netwagiects and standardization; section three
discusses the pros and cons of regulatory starmaiat in the global financial regulatory
context, namely network effects and congestionj@edour provides an application for

coordination of global financial regulators; andtgen five concludes.

01 See for example: J.L. Dunoff & J.P. Trachtman.cf@mic analysis of international law’, (1999) 2¥/ale
Journal of International Lawl, 1-.59.
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6.2 Literature review

Much like standard contracts or private standaretglation too may produce
network effects on its consumers, i.e. the regdlétens and the markets which the
regulation is meant to monitor and regulate. Initgold it can also have network effects on
the regulators producing it.

The literature with regards to network effects ddiack to the 1990’s and deals
mainly with contracts. More specifically, it dealgth the consumer side of network effects,
assuming that the consumer is an individual orma fiubjected to the externalities of a
network®%?

Shy defines network effects as an externality phesrmon, meaning the number of
people or firms using the service or product hasféect, which might be positive or
negative, on the utility of the consumers or ongiits of the firm selling the produt®

Network effects can be direct, i.e. a consumerctliydenefits or loses from being
able to interact with an additional consumer ofgh&duct or service, or indirect, i.e. a
consumer benefits or loses from having anotherwoes use the service or product without
being able to interact directly with the other aomer®®* Such is the case with credit cards
for example; the more people use a certain bramdeafit card the more businesses will
accept that card, and the more variety the singtswemer will havé®

When studying contracts, Kahan and Klausner idedtiivo sets of benefits which a
firm can incur should it choose to use standardraets: “learning benefits” which arise
when a firm chooses to adopt a contract or a chattech has already been used in the past
by other firms; and “network benefit§

The “learning benefits” appear where a firm had@iae between drafting its own
new contract or term as opposed to using a drafttwhas already been prepared by another
firm, and it opts for the latter. If the firm chassthe option of using a contract term which
was already used in the past by other firms, it exggy the following benefits: it is very

likely that the term has already been tried owtaart; drafting is more efficient as a template

892 5ee M. Klausner, ‘Corporations, corporate law aeivorks of contracts’, (1995) 84irginia Law Review
757, 757-2607 and M. Kahan & M. Klausner, ‘Standzsation and innovation in corporate contracting“fbe
economics of boilerplate”)’, (1997) 8&rginia Law Review713, 713 - 770.

€930, shy, ‘Short Survey of Network Economics’, (2DB8/2Review of Industrial Organizatiori19, 119-
120.

040, Shy,supran. 603, p. 120.

850, Shy,supran. 603, p. 120.

%M. Kahan & M. Klausnersupran. 602, p. 718.
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has already been drafted before; and the induaimyers and relevant parties are probably
already familiar with the terr?f’

The other type of benefit identified by Kahan andusner with regards to the
analysis of contract law, is the network ben®fimetwork benefits of contract terms arise
when the use of a contract term becomes more widadpSuch benefits include: reducing
information costs with regards to the price of ¢batract; developing expertise among
lawyers and accountants; and building up a bodydi€ial precedents which make it easier
to evaluate the validity of the teriff’

Although financial regulation differs in many walyem contract law, and although
the reason we need financial regulation stems ttenfact that contracts are not enough to
solve all the market failures identified earlieitims research, there are some parallels which
can be drawn between the drafting of financial aion and the drafting of a contract.
These parallels are presented in the next subaheiptt@s research.

So far we have discussed the positive side of mitetbects and standardization.
However, in order to make the discussion compieeeshould keep in mind that
standardizing regulation also incurs costs.

Masor?* analyses tax regulation and claims that US statesporate Federal tax
regulation into their local regulation, and by dpso they adopt Federal tax policies which
reflect national, rather than state, politics. Thiscording to Mason, has the potential to
undermine democratic principles, and is an arguragainst standardization of regulation on
a regional and global lev&t?

Romano suggests that adopting global financiatmskagement standards is not
sensitive to the local needs of each country andkehaShe argues that states could be
pushed to adopt a unified standard which causesdial firms to lose their diversity, and
thus causes them all to have the same weakness#serimore, as these standards are a
global political compromise, they may not actudé/high enough for regulating the local
financial market$*?

Both Romano and Mason agree that harmonizatiors lirersification, and as has
been discussed in previous chapters of this stadl,of diversification with regards to

financial regulation may actually cause the neidi€r

7M. Kahan & M. Klausnersupran. 602, pp. 719 — 720.

%M. Kahan & M. Klausnersupran. 602, pp. 718-719.

89M. Kahan & M. Klausnersupran. 602, pp. 726-727.

#19R. Mason, ‘Delegating up: Federal-State Tax Basef@mity’, working paper forthcoming 2013.
11 R. Masonsupran. 610, p. 3.

®12R. Romanosupran. 100.
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Van Alestine draws our attention to the fact that ehange in law or in the legal
system is costly. Legal systems incur switchingsagen having to adjust to a new law or
standard; the greater the change the greater jhstaent cost§8®® This is relevant because
any move to standardize regulation implies thatesoagulatory change will take place.

Ramanna and Sletten discuss the adoption of teentional Financial Reporting
Standards (IFRS) through the prism of network a$fetheir study surveyed 102 non-EU
countries in order to find out what motivates thosantries to adopt the IFR%'

Their findings show that more powerful states tentlto adopt the global standards.
This finding is consistent with the claim that ating a new financial regulatory standard is
costly to the market.

Ramanna and Sletten further find that countriesvaree likely to adopt the IFRS if
other neighboring countries have also adoptedtdredard. This point will be relevant to the
discussion of global coordination and cooperatidictv will be presented later on in this
chapter.

These pros and cons of standardization are disgimdew in greater detail, paying
special attention to network effects and congestion

®3M.P. Van Alstinesupran. 16, pp. 789-870.
#1K. Ramanna & E. Slettesppran. 595.
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6.3 Network effects and congestion in setting new global

regulatory standards

As mentioned in the introduction to this chapténdardization of financial
regulation is becoming more and more visible inglubal financial markets. Committees
such as the Basel 2 and 3 committ&aare dictating mandatory global regulatory stanslard
thereby pushing countries in the direction of hanpation.

Such harmonization is beneficial in many aspeat s1$ “drafting efficiency®° and
“learning benefits” which are derived from usingrefardized terms. Here a parallel analysis
can be drawn between contract terms and finanegallation:

When a financial regulator chooses to issue a méoegulation which already exists
elsewhere in the world, he enjoys “learning bes&fais he can estimate whether or not the
regulation has been successful in achieving itésgoahe country of origin. This reduces
expected costs of error on behalf of national ratgus. Given that the harmonization process
usually leans on the experience of state effortedgalate, the ‘harmonized’ regulation has
probably already been tried out somewhere in thedwwith the likelihood that any
necessary changes have already been made. Wkeadpted worldwide, the costs
associated with errors are potentially avoiffd.

Furthermore, judicial decisions of foreign courtaynbe used to further clarify the
law or regulation and, in some judicial systemshsag the Israeli one, may be brought before

the local courts as a recommendation on the wayhioh the law should be interpreted.

15The Basel committee on Banking Supervision is atjfiirum which deals with issues relating to bagkin
supervision. The objectives of this forum are tghtight major supervisory issues which concernglodal
community and improve the banking supervisory saadsl worldwide.

In order to achieve its objectives, the committeabdes different jurisdictions to exchange inforimatelating
to their local banking supervisory standards. Wiiedeems necessary the committee also develops
recommended regulatory standards which are, frtegal point of view, merely recommendation. Sucthes
case of setting international standards with regésctapital adequacy or the issuance of the Cdatan
cross-border banking supervision (see the offigiglh page of the Bank for International Settlemairts
http://www.bis.org/bcbs/about.htm> accessed 07(K3}.

In addition there exists a Joint Forum which waal@shed in 1996 under the auspices of the BagpirGittee
on Banking Supervision (BCBS), the Internationafj@hization of Securities Commissions (I0SCO), dned t
International Association of Insurance Supervigoh$S). This forum is meant to deal with issuesatilg to
more than one financial product and to deal withutating financial conglomerates (see the offieiab page
of the Bank for International Settlements at: <#itpvw.bis.org/bcbs/jointforum.htm> accessed 072083).
Both of these institutions have gained prestige twe years and their recommendations are genexdtipted
by states worldwide.

M. Kahan & M. Klausnersupran. 602, p. 720.

1" Much like in the case of standard contracts. Fszussion of standard contracts see: M. Kahan & M.
Klausnersupran. 602, p. 720.
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Much like contracts, adopting regulation or cooatiing regulation may also reduce
transaction costs and information asymmetriesawgdrs and professionals do not have to
invest the time and resources to study and adapvoregulation in a different jurisdiction.
This makes it easier for firms to cross bordersfanéhvestors to invest in foreign firms.

Furthermore, as financial regulation is complicaded costly to produce in terms of
the time the regulators need to spend studyingtblelem and coming up with optimal
solutions, a dictated regulatory standard showe s& costs. In other words, there are
economies of scale and scope associated with miyatigulation on a global level.

As with contracts, another major plus of harmonaratomes from its network
effects; it is beneficial for a financial regulatorbelong to a network of regulators which
uses the same standards, as it may save time amelyman example may be taken from the
agreements between different stock exchanges atbenaorld; in many cases one stock
exchange will demand more lax requirements wheimdjsa firm’s securities if they are
already traded on credible stock exchanges elsewkgchanges where the level of
regulation and disclosure requirements seem highgmn essentially the OECBY’

For the second stock exchange, belonging to a mktefaredible stock exchanges
around the world saves time and money, as the itigertce requirements and demands have
already been covered by the primary stock exchangehich the firm issued its stocks.

The firms active on the markets also benefit frbia positive network effect as they
do not have to go to the trouble of disclosing arekting regulatory standards twice.
Furthermore, the more players are active on a stgckange, the greater the chances to
easily find counterparties for trad¥.

Without standardizing regulation, the market becofn@gmented, and the choice of
where to trade is made not only according to whatdarties think is best for their firms, but

also by regulatory barrief4°

®18 See for example the Israeli Securities Act, 1%&&tion 8, Art. 35 (17-18). In the Israeli casedhedible
countries are listed in the Appendix to the Semsgifct.

®19E. cantillon & P.L. Yin, ‘Competition between exafges: a research agenda’, (2011) 2@ national
Journal of Industrial Organizatior329, 331, C. Di Noia, ‘Competition and integrat@mong stock exchanges
in Europe: Network effects, implicit mergers ancthoge access’, (2001) 7Huropean Financial Management
39,39 -72.

620 gee: E. Cantillon & P.L. Yirsupran. 619, pp. 329-336. See also: R. Davies, A. DufB. Scott-Quinn,
‘The MiFID: competition in a new European equitynket regulatory structure’ in G. Ferrarini &

E. Wymeerschinvestor Protection in Europe: Corporate Law Makifidhe MiFID and BeyondOxford
University Press, Oxford 2006, pp. 163-197; and BlsGomber & M. Gsell, ‘Catching up with technojeg
the impact of regulatory changes of ECNs/MTFs dedttading venue landscape in Europe’, (2006) 1/4
Competition and Regulation in Network Industrig37, 537-557.
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Standardizing regulatory demands basically remaMasge amount of the switching
costs, and allows the players to choose the trgalatfprm which they view as right for
them®! This increases competition in the markets ancisrally beneficial for consumers,
as lack of competition in financial products onfs often harms the “weaker” consumers,
such as household customers of banks, who arée'tegitive” by the few financial firms
active in their small market.

From a purely economic point of view, the removidbarriers which create
transaction costs and which decrease competititimimarkets is efficient, and thus should
be encouraged.

Given the fact that there are now more global steshg] such as the IFRS, than ever
before, we can deduce that many countries aret@alsiee the network effect benefits of
joining a global standard and believe that thesefits outweigh the costé? This is
consistent with the assumption that adopting irsttomal standards in the field of financial
regulation can bring with it positive network beitefAn additional benefit from regulatory
harmonization lies in the development of legal etpe which can transcend borders and
minimize transaction costs. Common standards atsease competition among professional
advisors, such as law and accounting firms, brigpgireir prices down and reducing
transaction cost&> This of course is beneficial for the market andtfe firms using these
experts’ service&*

The adoption of new rules can also mean great ateafikknowledge are lost, as
people possessing the “old” knowledge discard favor of a new set of rules, or become
redundant. However, standardized regulation fatd# the specialization of experts, and this
cuts costs due to economies of scale and stope.

One illustration can be taken from the IFRS, whaompletely changed a large part of
the old accounting standards which existed in thddv Thus, accountants, auditors and
other professionals dealing with financial repartivad to adapt to the new standards or

abandon their profession when their accumulateaviedge became void.

2L cantillon & P.L. Yinsupran. 619, p. 332.

622K, Ramanna & E. Slettesppran. 595

62 M. Klausner supran. 602, p. 784.

624K. Ramanna & E. Slettesppran. 595, p. 4: find empirical evidence for bothemd cons of adopting the
IFRS. They found that IFRS was adopted by countrgish have moderate accounting standards. Thiwsho
that these countries think adopting the standabéieficial for them. On the other hand, the fhat the
strongest non-EU countries were hesitant to adwpstandard proves that they believe it is costipem.

2> M. Klausner supran. 602, p. 782.
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It is generally true that any change to regulatiandards involves switching costs,
and it takes time for the market to ad&ftOn this basis, some scholars argued that the old
accounting standards had developed over yearsagidptation to specific market conditions,
and that changing these standards without allotiegnarket to adapt slowly might cause
market shocks which are very costly to the matket.

However, changing regulatory standards may alseebgbeneficial for the market.
The adoption of the IFRS standards allows for giists to give advice across borders. The
marginal costs of giving the advice to each addéla@ustomer declines. Another positive
aspect of adopting common accounting standardgighe efficiency and proficiency of the
experts goes up as more firms use their serfies.

Moreover, these standards allow investors to inmesbmpanies which are far away
from their home countries, as due diligence becdessscostly? The time it takes to
perform due diligence checks is cut down and,wodd of fast moving transactions, this
may be crucial to closing deals or recruiting moeeessary funds®

A reduction in harmful regulatory competition iso#imer major network effect
resulting from standardized regulation on a gldbatl. If standards are equal across the
globe, regulators feel more comfortable to striatignitor firms and make sure that they
comply with the standard. They can act with newafibwigilance, being no longer afraid that
strict regulation will cause some firms to find #mer jurisdiction which will be less strict.
This increases compliance across the globe and hedjuce systemic and other risks.

So far it seems that consolidating regulation oméarnational level might be very
beneficial both to the regulated firms and to tharicial regulators. This might very well be
the case, but in order to complete the analysisshveeild first acknowledge the fact that
consolidation of standards also comes with a cost.

One of these costs relates to the distributioregéilatory mistakes. As discussed in

the previous chapter of this research, when inftondecomes difficult to collect and

626 See: M.P. Van Alstinesupran.16, pp. 789-870.

627 see for example: R. Ball, ‘International Finand®aporting Standards (IFRS): pros and cons forsitors’,
(2006) 36/1Accounting and Business Researshb — 27. See also: R. Ball, A. Robin & J.S. Wheentives
versus standards: properties of accounting inconfieur East Asian countries’, (2003) 36/Je8rnal of
Accounting and Economic235, 235-270.

%8 See: M. Klausnersupran. 602, p. 783. Also see generally: M.E. BaRksearch, standard setting, and
global financial reporting MA: New Publishers, Hanover 2007; and M.E. Bai®ipbal financial reporting:
Implications for U.S. Academics’, (2008) 836e Accounting Review159, 1159-1179.

29 M.E. Barth (2007)supra n. 628 and M.E. Barth (2008ypran. 628, pp. 1159-1179.

830 M. Klausner supran. 602, p. 783.
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analyze, regulatory authorities prefer to rely wioimation already collected by other
authorities., Thus a mistake may be copied actessdoard>*

Another unwanted consequence could be a possithletien in innovative solutions
to regulatory problems; if all countries adopt saene standard and if innovation is deterred,
some great solutions might be lost simply due &of#ict that people are not putting effort
into finding them. In this way the financial regides may become “lazy” thinkers and rely
on others to come up with the solutions for tHém.

Furthermore, due to the fact that harmonized staisdaften reflect political
compromises, they may well be too weak. Weaknegtobfl standards may lead to one of
two possible results: either the different courstmall adopt the weak standards and leave the
local market under-regulated and vulnerable toesyat risk®*® or they will set the global
standards at minimum levels and add more standduttieir own, making the market
differentiated again, and thus defeating the oabpurpose of standardization.

Moreover, global financial regulatory standards raksp be vulnerable to the same
constitutional accusations of undermining democratinciples which were mentioned in
this chapter's literature revief¥* Even though Basel 2 and 3 only produce recommandat
and are different in this way from the US Fedem Taw which is compulsory, some states
around the world are being pressured by othersstatadopt the global standards set by the
Basel committee, and indeed most of them acqui&cadopting international standards or
rules such as Basel 2 and 3, which are intendsthtalardize regulatory demands with
regards to liquidity rules and risk-taking actiggiof banks, states basically choose to give up
sovereignty over these issues, since they endagpporating regulation which is the product
of global political compromise, rather than localifical views and interpretations.

As the real decisions are taken at a global lewvelhéch some countries have more
influence than others, the citizens of the stateshv‘cave in” under the pressure of adopting
the new regulatory standards are subjected to witgsh the majority in their countries
might not approve of.

Another cost which is connected to the adoptioglolbal financial standards is
referred to as ‘switching costs’. As financial région is complicated and requires expertise

in implementation and monitoring, switching frontéd to international standards is very

31 M.C. Stephensorsupran. 429, p. 1432.

632R. Nebelsupran. 86, p. 281 — 282. See also: S.J. Liebowitz&uid Margolis, ‘Network Externality: An
Uncommon Tragedy’, (1994) 8/the Journal of Economic Perspectiy&83, 135.

833 R. Nebelsupran. 86, p. 281.

34R. Mason, supra n. 610, p. 3.
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costly both to the regulators and to the finanireds. It is for this reason that, when a
change is being discussed on the global level, paigdiction commonly prefers the others
to adopt its own standards, and not vice versa.

This also implies that adopting a standard whiatlaser to the standard of a certain
jurisdiction provides that jurisdiction with an ahtage — it is able to extract some rent over
the other jurisdictions which have to comply anguatto a completely new standard or
norm.

Another negative consequence of having a globabsia is that it might lead to
problems of congestion. Congestion may have unwagitie effects, also known as negative
network externalities. For example, if all firmsczhoose to be traded on any stock
exchange they wish, and if there is competitionveen different stock exchanges around the
globe, the result of such competition could leaddogestion of firms into one stock
exchange. The reasons for this are diverse andmbyle: proximity to headquarters;
specialization of courts; better IT which increadesspeed of transactions, etc; or just a
plain herding phenomenon - if everyone is tradedehwe want to be traded there as well.

This can cause problems: first, the stock exchamgehich the firms are congested
may become over-loaded and thus give a slowemtezgtto each firm wanting to register;
and second, other countries may lose a core aflisiness as firms choose to register
elsewhere, creating localized unemployment, etc.

Furthermore, concentrating power in the hands @leeady powerful jurisdiction
gives it the capacity to further dictate globahstards, which makes it even more specialized
and helps it exclude other future possible competitThis might be an additional
explanation, other than political economy, as tywie EU takes care to distribute its
financial regulatory institutions among several rbenstates instead of concentrating them
all in one state.

On the one hand, as has been shown in past chapteis research, distributing,
rather than concentrating, regulatory institutiansong different geographical areas harms
coordination. On the other hand, in the EU it dases local accusations against one state
having all of the regulatory bodies concentratetsiterritory and thus having a larger
amount of power and influence over the regulatdunasion in all other EU states.

When we talk about setting global standards onntegnational level things get even
more complicated, as the differences between sates bigger. History has shown that the
way Americans view a certain problem in the finahanarkets usually differs from the way
in which Chinese or Europeans view the same probldra cultural differences might even
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suggest that what one country considers a proldamotia problem in the eyes of another
country.

Even if different countries agree on the identiiiza of a problem, they may have
very different ideas on how to solve such a probladd to that the political problems and
the old rivalries between states around the glabd,coordination becomes well nigh
impossible.

The following pages contain suggested ways to @eecthese problems, taking into
consideration the fact that different states hafferént goals and different problem-solving

mechanisms.
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6.4 Coordination of global financial regulators: what are the

difficulties and how can we try to overcome them?

The need for global coordination with regards taficial regulation has been
emphasized by the last financial crisis. In theld/of today it is clear that what happens in
one country probably has an effect on other coesitas well. The existence of global
financial conglomerates further increases the @edoordination and cooperation with
regards to financial regulation.

As emphasized earlier in this chapter, coordinateggilatory demands can have a
positive influence on financial markets, as it a#ofor greater network effects which in turn
make the financial markets more efficient.

However, as discussed earlier, financial regulatogrdination on a global level is
very hard to achieve. Coordination between autiesritan only start if there is mutual
identification of a common problem which the patielieve can be solved through
cooperatior?>®

When we look back at global standard settings, siscdnti-money laundering
standards or the ISDA agreements, we see thatresmtill only cooperate if it is in their
own financial interest to cooperate. It seems ti@atast financial crisis brought the issue of
the need to coordinate global regulatory standi@rdse attention of most countries,
including the most influential ones, and therensiaderstanding and a general agreement
about the necessity for such coordination, at leébktregards to financial firms’ risk-
management requirements and liquidity rates. Tisesdas shown that lack of cooperation
between states may lead to an escalation of thes @md put obstacles in the way of a fast
response to the crisis once it begins.

The crisis raised huge political and public presdar international coordination and
cooperation. Such pressure is known to be the dvarmg force behind cooperation and
coordination of authorities, as without such pres&ach authority seeks to preserve its
independence.

Once countries understand that coordination angeradion with regards to financial
regulatory standards is required, the questiormatihis: what is the best way to achieve such

coordination and cooperation?

3% J.A. Weisssupran. 382, p. 111.
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The following paragraphs scan through a few optiomechanisms for cooperation

and coordination between financial regulators &edent states:

6.4.1 Recommendations rather than mandatory standards

When we look at global coordination mechanisms liaae already been used to
achieve successful standardization of regulaticseems that at the first stage, countries find
it easier to accept recommendations rather thagaibly standards. As was presented earlier
in this chapter, these recommendations, if coupligd a “soft” sanction mechanism for
those states which do not adopt the recommenddsoah as refusal by compliant states to
do business with non-compliant states), mightlatex stage turn into law.

Looking back at the adoption of anti-money launagigriegulation teaches us that
setting recommendations at the first stage mighiadly lead to the formation of laws in each
jurisdiction®3® The steps in this process are listed below.

The first stage of the recommendation process Begitih an identification by a
number of states of a common problem and the retogrhat the problem can only be
solved through cooperation.

The second stage is forming an international badgrm in order to discuss
possible solutions to the problem. At this staggggstions are brought up and discussed
within the forum. Once there is an understandinthefproblem, its possible solutions, and
the pros and cons of each prospective solutiorfottuen issues a set of recommendations
which are adopted, or not, by the international cumity.

If the forum manages to receive the support oftlest influential states in the world,
its recommendations then become the norm and golemented in each country in the way
that country sees fit, in light of its own markenditions.

The international forum then needs to develop aitoong department which can
assess the different jurisdictions and issue re@®tto which country or jurisdiction needs to
improve and how®’ These reports are helpful in spreading informatiith regards to
compliance with the recommendations, and with gidire creation of a “soft” sanctioning

mechanism.

83 The fight against money laundering started withisuance of forty recommendations by the FATR Th
current recommendations may be found at: www.faff-grg

837 Take for example the IMF country reports whichesssmarket conditions and failures in differentrzdes
around the globe and issue a set of recommenddtonaprovement where needed.
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There is at least one very big advantage to adgpdoommendations as opposed to
obligatory standards - room for implementatioreifs With each jurisdiction. In this way
some diversification among the different jurisdats is maintained.

If we think that diversification of regulation mighe beneficial, for reasons discussed
in previous chapters of this research, then ugegmmendations allows us to coordinate
states while leaving room for interpretation angedsification. This might be a way to enjoy
both worlds; on the one hand it achieves coordinadind cooperation, and on the other hand
it allows for some diversification between diffetenarkets.

In order to adopt such recommendations, there rneduoks a joint forum where
proposed recommendations can be discussed. Tihidesd what the Basel 2 and Basel 3
committees aim to achieve with regards to risk-ngan@ent and liquidity rules.

When we examine the driving forces behind thersgitif global standards, it is quite
clear that the large influential jurisdictions hareinterest in coordinating financial
regulatory standards on a global scale, as lackaoifdination hurts their economies first. But
what about smaller and less influential countried @risdictions? Do they too have an
interest in complying with global standard settihgs

In practice, smaller countries with smaller markese an interest in making
themselves compatible with larger states or regsueh as the USA and the EU; therefore
they tend to be in favor of adopting global regogtstandards which allow for network
effects, as by doing so they enhance the globapetitiveness of their own markets or
firms 2%

Furthermore, if a country is geographically sitadiaite an area which adopted the
global standards, it will be more likely that tlesuntry will adopt the regulatory standard as
well.?*®* The reason for this lies in the increased netvberkefits enjoyed by all member
countries in the region when new countries joifi‘fh.

In a way this makes things easier as it reducesuh#ber of parties who have to
agree on a given standard. It is reasonable tovesthat if the EU and the USA manage to
agree on a set of recommendations between thersseitreregards to financial regulation,

then other countries are likely to adopt thesedsieas as well.

838 M. Bojanowski & V. Buskens, ‘Coordination in dynansocial networks under heterogeneity’, (2011%35/
Journal of Mathematical Sociolog249, 249-286 show that people also choose gbeial relations based on
their preferred behavior. This can also be truesfates.

839K, Ramanna & E. Slettesppran. 595, p. 3.

640K, Ramanna & E. Slettesppran. 595, pp. 3-4.
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The problem is that even though coordination istedneach jurisdiction would like
to adopt standards or recommendations which asecto its already existing standards or
recommendations, as this gives the companies guthters active in its market an edge;
fewer changes will be required from them in ora@emieet or supervise the new stand&fds.
Countries may well end up playing a sort of a “®kit Game” similar to the one discussed
in Chapter Four of this research; each side willl inis ground and wait for the other side to
give in first.

The solution might be to start with standards wlaoh at the heart of the consensus
and gradually move on to discussing and negotiaimthe standards which are debatable.
As we have seen in Chapter Five of this reseaheetis value in regulators meeting each
other on a regular basis, as this encourages egelannformation.

Through such information—exchange, the partiesccbndl that some of the obstacles
in the way of coordinating and deciding on a retpriastandard are either nonexistent or
easily solvable.

However, the question remains, what can we do thigrstandards which countries do

not agree on?

6.4.2 Consolidation

As discussed in Chapter Five of this researchpatdination is absolutely necessary
then it makes sense to consolidate the regulafais.is also true from an information-flow
point of view.

Indeed, where the political and geographical coowiét allow it, we find that states
sometimes do form new jurisdictions which are caredifrom several smaller jurisdictions,
thus enjoying the network effects of consolidatiothe maximum. This is the case of the
European Union.

The fact that most states which are located in pitave joined the EU provides all
European states with several benefits resulting fioelonging to the EU and to the common
market, benefits which they could not achieve airtbwn, or without the EU’s existence.

These benefits are reflected in the single mankétis four freedoms - the free

movement of people, goods, services, and cafift&lollowing the creation of a single

641 K. Ramanna & E. Slettesppran. 595, pp. 3-4.
%42 The Consolidated Version of the Treaty Establighhe European Community, Dec 2006, Official Jolrna
of the European Union C 321 E/39, Art. 3 (1) C.
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market, it is logical to have some sort of standatibn for financial regulation as it
promotes the idea of the aforementioned four freexlo

The new Banking Union initiatives coupled with thew EU financial regulatory
bodies - the European Banking Authofif§the European Securities and Markets
Authority,*** the European Insurance and Occupational Pensiotroaty °*° and the
European Systemic Risk Board (ESE8) are an example of consolidation of regulation
from the state level up to the regional level. Tieigional consolidation may also yield
positive network effects and advance the ideasifigle markef*’ How so?

The formation of one EU authority responsible f@pervising one type of financial
firm across Europe is supposed to completely renadiiearriers to entry which might have
been created by a country’s financial regulatiomgwingly or unknowingly, with the effect
of deterring the entry of financial firms from otHeU countries.

For example, if one country demands specific regneénts from firms wishing to
receive a banking license, (which is needed inrai@epen and operate a bank in that
country), and if those requirements are very déféthan those which are required by
another financial regulator in a different EU caynthen having a central EU banking
regulatory authority may help standardize the negments. This would remove a barrier to
achieving a single market and allow banks to etij@ynetwork effects created by the fact
that the requirements for receiving a banking lggeare standardized.

Indeed the European Banking Authority itself des$ait has vast competence which

includes:

“...preventing regulatory arbitrage, guaranteeingevél playing field, strengthening
international supervisory coordination, promotingpgrvisory convergence and providing
advice to the EU institutions in the areas of bagkipayments and e-money regulation as

well as on issues related to corporate governanajting and financial reporting®®

643 Established by: Regulation (EU) No 1093/2010 ef Buropean Parliament and of the Council of 24
November 2010supran. 354.

644 Established by: Regulation (EU) No 1095/2010 efuropean Parliament and of the Council of 24
November 2010supran. 356.

645 Established by: Regulation (EU) No 1094/2010 efBuropean Parliament and of the Council of 24
November 2010supran. 355.

64 Established by Regulation (EU) No 1092/2010 offflneopean Parliament and of the Council of 24
November 2010supran. 353.

%47 As established in EU legislation starting from Biagle European Act of 1986.

%48 See the official homepage of the European Bankimtpority at: <http://www.eba.europa.eu/Aboutusasp
accessed 07.06.2013
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If indeed the new authorities are successful inddedizing financial regulation
across Europe, they will open up the possibilitygeater network effects, for reasons
discussed elsewhere in this chapter.

However, there is always the risk that such a regicegulator will miss part of the
picture with regards to the local jurisdictions.eBthough the EU does have a single market,
not all EU states are the same and different staiéer from different problems which need
to be regulated accordingly.

Things get even more complicated at the globalll€eviously complete
consolidation on the global level is very diffictdt achieve due to the differences between
jurisdictions and the different market structutdewever, it may be a good idea to establish
some sort of international organization which w#ék the standards for all jurisdictions in the
form of recommendations, not only for systemic skl stability concerns but also for
consumer protection and competition enhancementhiotask, information exchange is
crucial, and some coordination mechanisms, sugbirstsforums or college of regulators, are

and should be used in order to bridge informatiapsg

6.4.3 Market-based mechanisms

Another interesting solution might be to encourageket-based mechanisms. After
all, adopting a common standard is also in the@steof many of the firms active on the
financial markets. These firms can benefit fromohg a common standard as it may give
them easier access to new markets and consumers.

Furthermore, a common standard makes it easi¢héon to know what legal
demands exist in the market and to obey them. Kestiich knowledge enables them to
reduce the number of compliance employees andawuh @n litigation costs.

All this is especially true for large conglomerasesive in many jurisdictions. These
firms are the greatest “winners” under standardreggilation, as economies of scale come in
to play with regards to the ability to penetratevmearkets and enjoy network
externalities*

Take for example a credit card company, such aa disMasterCard; on the one hand
the more consumers use their card, the more bisgsescept the card; having more

%90, Shy,supran. 603, p. 120.
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businesses accepting the card leads to more conswaating to join the network and use
the cards.

For the consumers this is an indirect network ¢ff@in®>° but for the credit card
companies it is a direct network effect gain; therenbusinesses choose to respect their cards,
the more consumers choose to be their clientbelf thanage, as they do, to go global, they
have an increasing edge over other smaller, arfthperlocal, brands of credit cards.

It is therefore in the interest of large global g@mnies active in the worldwide
financial markets, to agree on common regulatagddards. Furthermore, as they like to
avoid regulatory intervention in standard settihgy know that self-regulation would have
to reach an acceptable level in order to pleasectgators and prevent them from
intervening.

There is evidence in some areas of the financiaketsin which global standard
setting was done voluntarily by the industry. Armeple is the International Swaps and
Derivatives Association (ISDA) which is a voluntdargde organization of participants in the
market for over-the-counter derivatives (OTC’s)isTorganization has successfully managed
to standardize the contracts used in order to traderivatives. Even though OTC
derivatives are also regulated by financial requiit* in order to ensure stability and protect
against systemic risk, the contracts themselves sndardized by the industry as a result
of the industry’s need for standardization. Thiansexample of how the industry itself may
come to realize the network effects hidden withandardization and work towards
achieving it.

Even though market-based mechanisms of regulatimur some costs, such as the
risk for setting the regulatory standard too lownwral hazard on behalf of the regulators
who rely too heavily on the industry to regulagelf, it is important to support such
initiatives. This support is important because latemn agreed upon by market participants is
likely to be more efficient to the market, as la®it solves the market failure which it comes
to regulate, than a solution dictated by an extewgulator.

Going back to the issues discussed in Chapter Twluresearch, regulation is
always costly as it disrupts the market and shoulgl be used when its benefits outweigh its
costs. If there are market-based solutions progidisatisfactory answer to the market

failure, it is advisable to use them over obliggteagulation dictated by financial regulators.

90, Shy,supran. 603, p. 120.
%1 See for example: Regulation (EU) No 648/2012 efflaropean Parliament and of the Council of 4 July
2012 on OTC derivatives, central counterpartiesR€)Cand trade repositories (TRs) (EMIR), 16 AuQst?.
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To sum up, the financial crisis has provided u$ it opportunity to leverage public
and political pressure in order to coordinate fesiahregulatory standards that exceed those
needed to preserve stability and prevent systesk¢and to enjoy the benefits of network
effects in other areas of the financial sector.

However, even though countries understand thatgktindard settings for financial
regulation is important, they still face problenisoordination and cooperation in setting
and maintaining these standards.

As mentioned in this subchapter, the way to movedod and solve these problems
may be through recommendations, consolidation (&zheeded), and market-based

mechanisms where possible.
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6.5 Summary and conclusions

Coordination and cooperation between financial la&gus on a global scale is not
only important due to the obvious need to mitigatd prevent systemic risk and correct
other market inefficiencies and failures, but alse to the positive benefits arising from
network effects. Such network effects are presdm@nwregulatory standards are coordinated
and some of the local regulatory barriers to eateyremoved, as this allows firms to
penetrate new markets with greater ease.

Standardizing financial regulation also makes sieafor professional advisors to
specialize, and reduces the price of their servigpscialization reduces prices as it reduces
the marginal cost of providing advice to a newrdlie

This is beneficial both to the clients seeking ekpdvice, as they now get the advice
they need for less money, and also for the spstsaks their market of potential clients
grows larger with the removal of fragmentation @fglards in the markets.

Even though standardization also incurs costs aaaongestion and loss of
diversification, it can also be very beneficial.igIs especially true for weaker states.

As there is a global understanding of the needhb@mece cooperation and to
coordinate financial regulation on a global scalstfgthe 2007-2009 financial crisis in order
to solve joint problems, it seems advisable tothsemomentum in order to coordinate
regulatory standards not only in the area of liguickquirements and risks, but also in other
areas, in order to reap the network effect bengfasare likely to follow such coordination.

As discussed earlier in this chapter, once the@mftial jurisdictions are able to agree
on an acceptable standard, it is very likely thlabtaer jurisdictions will adhere and adopt
the standard as well.

The way to move forward and advance cooperatiorcanddination goes through
one (or more) of the following stages: recommermhesti consolidation, and market-based
mechanisms.

In order to get the influential jurisdictions toggd a common standard, it is advisable
to form a global forum for discussions. Looking bat successful standardization in the
field of anti-money laundering, it is recommendedttsuch a forum issues recommendations
rather than obligatory standards, coupled with seareof pressure mechanism which is
translated into sanctions for non-compliant stagash as the refusal by compliant states to
trade with non-compliant states.
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Where cooperation is absolutely vital consolidatibmegulators should be considered
as it decreases problems of coordination.

Another road to standardization is the adoptioa gfobal standard based on market-
based solutions. As regulation is costly to thaustgy it is advisable that whenever possible,
and as long as the standards meet a high enouglh\\eleave it to the industry to regulate

itself.
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7. SUMMARY AND CONCLUSIONS

Since the 2007-2009 financial crisis, issues rdaggrfinancial supervision and its
structure have received greater public attentieekig to escape the turmoil which swept
the financial markets, many countries around tledgl including the UK, Germany,
Switzerland, and the USA, have been rethinkinga@rahging the structures of their financial
regulators in an attempt to reach an “optimal” cince.

As was presented in this research, countries chitwegefinancial supervisory
models, but they don’t seem to converge towardstypee of model. This research project
was designed to find reasons for this ongoing deece. It set out to find whether there is an
“optimal” structure for financial regulators, i& structure which minimizes the occurrence of
financial crises, and which functions better wheahsa crisis needs to be mitigated, and if
so, what attributes need to be taken into accotetwvirying to reach such an optimal
structure.

However, as presented in this research, the complebdinancial markets does not
allow for a “one solution fits all” regulatory sttwre. Different markets and different
strategic interactions between the regulatorserfititancial market call for different solutions
with regards to the optimal regulatory structurefiieancial supervisors and lead to different
costs and benefits. This reasoning is also reflieici¢he spectrum of structures which exist in
the world today.

The answer to the question of consolidation vefiagmentation for financial
regulators, which is also the primary research tpe®f this dissertation, depends largely on
political choices with regards to states of thela/¢inat society would like to create or avoid.

In order to answer the primary research questios research first examined the need
for financial regulation, what the supervisory aurtties are meant to achieve, and its related
costs. For this reason Chapter Two of this resegamatides a thorough understanding of the
need for financial regulation and of its costs.

Chapter Three of this research described the typesgulatory structures which exist
in the world. This chapter surveyed the regulasdryctures in 15 jurisdictions around the
globe, comparing them and discussing their strengitid weaknesses (when such
weaknesses were identified). An important findifghes chapter was that over one third of
the reviewed jurisdictions do not follow one of fhée approaches to financial supervision

but rather a Hybrid Approach, which is a combinatxd more than one approach. These
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combinations are formed through the influence beoapproaches on the financial
supervisory structure, and come into play in avelasre legal, political or practical reasons
demand deviation from a pure approach. This chabied light on the processes which
different jurisdictions underwent after the 200@20inancial crisis and served as a platform
for the theoretical discussions in the followingpters of this research.

In an attempt to answer the above-mentioned primegarch question, this research
analyzed the possible regulatory structures usirgetmethodological tools, as further
explained below: (1) game theory concepts, (2)tutginal design, and (3) network effects.

The incentives for regulatory action were examime@hapter Four usingame
theory concepts This chapter predicted how two regulators witertapping supervisory
mandates will behave in two different scenarics (vhere they stand to benefit from
regulating, and where they stand to lose). Notrssingly, when regulators assume they
stand to benefit from regulating, an overlappingutation problem will develop, whereas in
cases where the regulators believe that they stalode from regulating, a ‘lack of
regulation’ problem may occur.

The insights derived from the games describedighdapter were then used to
analyze the different supervisory models that @rishe world, and to analyze their
weaknesses and strengths. This chapter conclydefidring solutions to the problems it
identified using game theory tools.

The problem of information-flow was discussed ira@ter Five of this research using
tools frominstitutional design. The rationale for this lies in the need for thght kind of
information to reach the hands of the decision makéhe shortest time possible in order to
predict or stop a financial crisis from escalating.

This chapter divided the different regulatory stanes that exist in the world into two
main groups - a fragmented structure, which cormeprgeveral financial regulatory
authorities active in the market, versus a totatlgsolidated structure, which comprises a
single financial regulatory authority supervisimg financial market. It then examined the
efficiency of these structures in transferring mfiation within and between different
regulatory authorities.

Network effectsand congestion in the context of financial regataivere discussed
in Chapter Six of this research. The literaturemahg to network effects in general was
applied to highlight the point that consolidatimggincial regulatory standards on a global

level might also yield other positive network etfec
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The results of the analysis which was carried n@hapters Four to Six of this
research are summarized below.

When examining the problem through the prism ofitieentives of financial
supervisors to regulate or refrain from regulatagwas done in Chapter Four of this
research, the conclusion is that the consolidatedeifor financial supervision helps solve
the “overlapping regulation” problem which may arishen two different regulators with
overlapping mandates are active in the same market.

It is safe to assume that, due to the fact thaeutite consolidated model the
regulators are subordinates of the same managepydivability for overlapping regulation
decreases. Therefore, assuming that “overlappiggjagon” is not desirable from a social
welfare point of view, the question became: whatpnts the consolidation of all of the
regulatory authorities in the financial market iotte consolidated authority? The answer to
this question lies in the need for diversity andimization of regulatory mistakes as well as
in the differences in goals of each regulatory ariti.

As mentioned already in the introduction to thise@ch, a regulatory authority is not
foolproof, as a financial regulator can make mistaéind these mistakes can be very costly to
the industry and the financial markets as a wHw®jng a few supervisory authorities with
overlapping responsibilities acts as a sort ofriasoe against mistakes and helps minimize
the chances for unregulated gray zones.

The analysis in Chapter Four also found that whiawaregulators have overlapping
supervisory powers, and each believes or expeatotte of the other regulators will take
care of the market failure, this might lead to pneblem of ‘lack of regulation’ due to their
fear of how the regulation will be perceived in paland how it will affect their private
objectives function. This lack of regulation maytrtbute to the creation of a global
financial crisis.

In order to solve this problem and incentivize latars to regulate, even in cases
where they fear that regulating will be unpopulad anight personally damage them and
their private objectives, Chapter Four of this e@sk concluded by recommending that
regulators be provided with some sort of monetaaféty-net” such as early retirement
mechanisms, while establishing a peer monitoringhaeism to reduce the probability of
Moral Hazard problems.

As was emphasized throughout this research, aretiedly in Chapter Four, under all
supervisory models the independence of the regylatmdy is important. Therefore, it is

equally important to separate the budget of thaletgry institutions from that of the state,
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preferably by levying taxes on the regulated firans] to adopt mechanisms for increased
independence of the financial regulators.

Looking at the issue of consolidation or fragmentator financial regulators from
the point of view of information-flow and using @fmework developed from the field of
institutional design, Chapter Five of this researchcluded that, due to issues of dilution of
information and rigidity of the consolidated stug, it is best, from an information-flow
perspective, to use the fragmented model for firhmegulators, as long as the coordination
problems, which are expected to occur in a fragetentodel, are mitigated.

The comparison made in Chapter Five between thetate of the new European
financial regulatory institutions and those of &drahe UK, and Switzerland, helps illustrate
the pros and cons of the fragmented structure chiog¢he European Union.

One of the findings in Chapter Five of this reshatas that the main flaw of the
current EU financial supervisory structure is ttine different regulatory authorities are based
in different countries, thus diminishing the proltigbfor informal meetings which are likely
to induce information-exchange between employewms filifferent regulatory institutions.

It was therefore recommended that all of the Eiaricial regulatory bodies should
be concentrated in the same physical compoundud ,to political reasons, that cannot be
done on a permanent basis, rotation might be dignltHowever this solution is also
dependent on costs.

Last, examining this issue on a global level, as d@ne in Chapter Six, has shown
that coordination of regulatory standards on a glédvel might have some positive network
effects, such as increasing competition betwedaréift financial firms for the benefit of
consumers, and raising the quality of the regujasteindard due to the fact that forum
shopping can be avoided. This is true as long\axsity is not eliminated from the markets
completely. Therefore it is preferable to use ssads rather than binding laws in order to
coordinate the regulatory actions on a global leaglstandards leave more room for diversity
of regulatory solutions.

A final word with regards to the results derivednr the different chapters of this
research; in general we can conclude that, asd®s $hown in this research, the fragmented
model should be preferable over the consolidatedeiia most cases as it allows for greater
diversity and information-flow. However, in casaeswhich close cooperation between two
authorities is essential, the consolidated modelkshbe used as it cuts down on coordination

problems which occur in the fragmented model.
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Having said that, it should be highlighted thatratidels will probably fail at some
point, and so a reasonable goal should be to nmzeitie number of times such failures
occur, while knowing that complete prevention oflstailures is very rare. The fact that the
fragmented regulatory model has failed a few timdbe past does not mean that it is not the
most efficient model, but rather that, like any red is also vulnerable to unexpected

market failures and the forces of change.
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Appendix

Table 8: Deposit Insurance schemes in the surveyed countries®3?

Country Saving Limit Deposit insurance Private ot Governmental?
organization

Mexico 1,615,134 Institute for the Protection of Governmental
pesos (around  Banking Saving (IPAB)
160,000 USDi
Ttaly 100,000 EUR Fondo Interbancario di Tutela Governmental
dei Depositi (FITD)

Canada 100,000 CAD Canada Deposit Insurance Governmental
Cotporation (CDIC

Switzerland 100,000 CHF Deposit Protection of Swiss Privately operated. Membership is
Banks and Securities Dealers compulsory for all banks and securities
dealers which are supetrvised by FINMA

Republic of Korea 50,000,000 Korea Deposit Insurance Governmental
KRW (Around  Corporation (KDIC)
45,000 USD)

Australia 250,000 AUD  The Australian Government Governmental — deposits are insured by
the government

The United States of America 250,000 USD *  Federal Deposit Insurance Government insures up to 250,000 USD

Cortporation (insures per deposit.
commercial banks) Additional insurance is provided by
e  The National Credit Union private companies for customers of some

Share Insurance Fund banks. In Massachusetts the Depositors

(NCUSIF) insures deposits at Insurance Fund (DIF) insures deposits

credit unions. which exceed 250,000 USD at state-
chartered saving banks.

852 Data taken from the websites of the financial sugery authorities in each country.
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The Savings Banks Acts of the Federal States (8paekgesetz — SpkG).

The Securities Trading Act, Gesetz Uber den Wergphpndel/ Wertpapierhandelsgesetz — WpHG,
Wertpapierhandelsgesetz in der Fassung der Bekachtmg vom 9. September 1998 (BGBI. | S. 2708), das
zuletzt durch Artikel 3 des Gesetzes vom 7. Mai2(BGBI. | S. 1162) gedndert worden ist.

The Securities Acquisition and Takeover Act, Wepipeerwerbs- und Ubernahmegesetz (WpUG),
"Wertpapiererwerbs- und Ubernahmegesetz vom 20eiber 2001 (BGBI. | S. 3822), das zuletzt durch
Artikel 2c des Gesetzes vom 28. November 2012 (BG8I 2369) geandert worden ist".

The Securities Prospectus Act, Gesetz Uber dielinsg, Billigung und Verodffentlichung des Prospelder
beim 6ffentlichen Angebot von Wertpapieren oderd®i Zulassung von Wertpapieren zum Handel an einem
organisierten Markt zu veroffentlichen ist (Wertfmprospektgesetz - WpPG), "Wertpapierprospektgessan
22. Juni 2005 (BGBI. | S. 1698), das zuletzt dukctikel 1 des Gesetzes vom 26. Juni 2012 (BGBL 1%&5)
geandert worden ist". Implements 2003/71/EC.

The Third Financial Market Promotion Act of 1998 F¥-G, Drittes Finanzmarktférderungsgesetz, Gemnatz
weiteren Fortentwicklung des Finanzplates Deutsthla

The Fourth Financial Market Promotion Act of 20@G&setzzur weiteren Fortentwicklung des Finanzptatze
Deutschland (Viertes FinanzmarktférderungsgesetzFG).
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ltaly

Legislative Decree No. 385 of 1 September 1993saidequent amendments ("Consolidated Law on
Banking"), published in the Official Gazette on 8€ptember, 1993, No. 230.

Legislative Decree No. 58 of 24 February 1998 armbsquent amendments ("Consolidated law on finhncia
intermediation”) published in the official Gazette 26 March, 1998, No. 71.

Legislative Decree No. 209 of 7 September 2005sathdequent amendments (“Code of Private Insurance")
published in the Official Gazette on 13 OctobelQ2No. 239.

Legislative Decree No. 252 of 5 December 2005, arimsequent amendments, (“Code of Private Pension
Funds”) published in the Official Gazette on13 Daber 2005, No. 289.

Legislative Decree 6 July 2012, no. 95, conventd Legislative Decree No. 135 of 7 August 2012.

Israel

Bank of Israel Law, 2010.

Companies Law, 1999.

Credit rating Agencies Law, 2014 .

Financial Assets Agreements Law, 2006.

\.Joint Investment Trust Law, 1994.

Regulation of Investment Advice, Investment Mankgtand Investment Portfolio Management Law, 1995.
The Banking Law (customer service), 1981.

The Banking Law (Licensing), 1981.

The Banking Order of 1941.

The Law of Checks without Cover, 1981.

The Law of Courts (amendment 59), 2010.

The Law of Government Loans, 1979.

The Law of insurance contracts, 1981.

The Law for Joint Investment Trusts, 1994,

The Law for regulating insurance business, 1981.

The Law for promoting Savings (income tax redudidoan guarantees), 1956.
The Securities Law, 1968

The Tax Order and Regulation (rules for approving managing funds), 1964.

‘Memorandum of Understanding for cooperation anchexge of information between the Supervisor ofi8an
the Israeli Securities Authorities and the Capilarkets, Insurance and Savings Department’, 24 200&.

Mexico
Ley del Banco de México — 1993.
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Ley de la Comisién Nacional Bancaria y de ValoesBV) — 1995.

Ley de Sistemas de Pagos — 2002.

Ley de Instituciones de Crédito — 1990.

Ley para Regular las Agrupaciones Financieras 6199

Ley General de Organizaciones y Actividades Auxilés de Credito — 1985.
Ley de Proteccion al Ahorro Bancario — 1998.

Ley del Mercado de Valores — 2005.

Ley de Sociedades de Inversion — 2001.

Ley sobre el Contrato del Seguro — 1935.

Ley para la Transparencia y Ordenamiento de log@&es Financieros — 2007.
Ley de Proteccion y Defensa al Usuario de Serviginancieros — 1999.

Ley de los Sistemas a'e Ahorro para el Retiro -6199

Spain

Law 13/1994 of Autonomy of the Banco de Espafia

Law 26/1988 of Discipline and Intervention of Citeldistitutions

Law 24/1988 of Securities Markets (Ley 24/1988Meflcado de Valores)
Law 35/2003 of Collective Investment Institutiomey de Instituciones de Inversion Colectiva)
Law 50/1980 of Private Insurance Contract

The Insurance Supervising Law (Texto Refundidoadiedy de Ordenacion y Supervision de los Seguros
Privados, RDL 6/2004)

The Insurance Intermediation Activity Law (Ley deetilacion de Seguros y Reaseguros Privados, 26/2006)

The Pension Funds Law (Texto Refundido de la LeReégulaciéon de Planes y Fondos de Pensiones,
RDL1/2002).

Switzerland

Federal Act on the Swiss Financial Market Superyigaithority (Financial Market Supervision Act,
FINMASA) of 22 June 2007 (Status as of 1 Janua§920

The Netherlands

Act on Financial Supervision (Wft), 2007.
Act on the Supervision of the Credit System of 1952

Act on the Supervision of Trust Offices, 2004.
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Audit Firms Supervision Act, 2006.

Bank Act of 1948.

Pension Act (PW), 2007.

The Act on the Prevention of Money Laundering améfcing of Terrorism, 2008.
The Act on the Supervision of Financial Reportidg06.

The Money Transaction Offices Act, 2003.

The Obligatory Occupational Pension Schemes Act.
UK

The Financial Services and Markets Act 2000 (FSMARB).
The Financial Services Bill of 2012.

US.A

Reform, Dodd-Frank Wall Street. ‘Consumer Protect@t of 2010’ HR 4173: 111.

The Banking Act of 1933 (The Glass-Steagall AcP) LS.C. § 24 (Seventh) (1982), 12 U.S.C. § 378ja)(
(1982)

The Securities Act of 1933, compiled at 15 U.S.C &8 et. seq.

Securities Exchange Act of 1934, (15 USC § 78aoriStile).

White papers and EU communications

‘European governance - A white paper’ (COM(20018 fifal - Official Journal C 287 of 12.10.2001).
‘European Financial Supervision’ (COM(2009) 252 C3#009) 715-716, Brussels 27.5.2009).

Opinion of the European Central Bank of 30 July20#h the reform of supervision of insurance andleetent
provision (CON/2012/61).

European Central Bank, Opinion on a proposal f6CAJNCIL REGULATION conferring specific tasks on the
European Central Bank concerning policies relatinthe prudential supervision of credit institusee <
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do2CELEX:52012PC0511:EN:NOT> accessed
25.02.2014.

European Central Bank, A proposal for a regulatibthe European Parliament and of the Council armgnd
regulation (EU) No 1093/2010 establishing a Europ@apervisory Authority (EBA), 2012 O. J. C 30/@& se

http://eur-lex.europa.eu/LexUriServ/LexUriServ.do20J:C:2013:030:0006:0006:EN:PDF> accessed
25.02.2014.

Websites

The official website of the European Union at tbkofwing link:
< http://europa.eu/index_en.htm> accessed 05.02.201

The official website of the European Securities Rtadkets Authority (ESMA):
<http://www.esma.europa.eu/page/European-Supewis@mework> accessed 27.05.2013.
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The official website of the Bank of Israel at tlidldwing links:
<http://lwww.boi.org.il/lhe/NewsAndPublications/PrBsteases/Pages/091115h.aspx> accessed 20.05.2013.
<http://lwww.boi.gov.il/press/heb/110405/110405p htatcessed 04.03.2011.
<http://www.bankisrael.gov.il/deptdata/pikuah/smifsnifhanh.htm> accessed 21.05.2013.
<http://www.bankisrael.gov.il/deptdata/monetar/dmk/shon_heb.htm> accessed 1.08.2012.

The official website of the Israeli Insurance swisory authority:
<http://ozar.mof.gov.il/lhon/2001/insurance/contaetlils.asp> accessed 21.05.2013.

The official website of the Israeli Securities Aoitty:
<http://lwww.isa.gov.il/Default.aspx?Site=ENGLISH&HD485> accessed 21.05.2013.

World Bank panel data:
< http://data.worldbank.org/country> accessed 22@E3.

The official website of the Bank of Spain:
<http://www.bde.es/f/lwebbde/COM/funciones/ficheesgleyautone.pdf> accessed 09.11.2013
<http://www.bde.es/flwebbde/SJU/normativa/eng/fiolséen/I2688.pdf.> accessed 09.11.2013.

The official website of the German Bundesbank :
<http://www.bundesbank.de/Redaktion/EN/StandarkialftCore_business_areas/Banking_supervision/banking
_supervision.html> accessed 23.05.2013.

The official website of FINMA:
<http://lwww.finma.ch/e/Pages/default.aspx> acce§5eti0.2012.

The official website of the FSAL:
< http://www.fsa.go.jp/en/about/about01_menu.htadeessed 02.11.2013.

The official website of the Financial Supervisosr@ce (FSS) at the following links:
< http://lenglish.fss.or.kr/fss/en/eabul/int/est.jggeessed 23.11.2013.
<http://english.fss.or.kr/fss/en/eabu/his/historysfp> accessed 23.11.2013.
<http://english.fss.or.kr/fss/en/eabul/int/org.jsweessed 23.11.2013.

The official website of the UK parliament:
<http://www.publications.parliament.uk/pa/cm201Qtselect/cmtreasy/430/43009.htm> accessed 27.0%6.201

The official website of the Financial Action Tas&rEe (FATF):
<www.fatf-gafi.org > accessed 03.06.2013.

The official web page of the Bank for Internatio8attlements at the following links:
< http://www.bis.org/bcbs/about.htm> accessed Q2@E3 .
<http://www.bis.org/bcbs/jointforum.htm> access&d0®.2013.

The official website of the European Banking Auihor
<http://www.eba.europa.eu/Aboutus.aspx> accesgdibR013.

The official website of the OECD:

< http://lwww.oecd-ilibrary.org/economics/gross-datine-product-in-us-dollars_2074384x-table3> accgsse
19.12.13.
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