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Foreword

Foreword
The past 10 years witnessed the rise of a middle class in developing countries
as more and more attained a certain stage of economic growth. With the
growing demand for property ownership, small-scale investment, and saving
for retirement came a growing need for housing finance, contractual savings,
insurance services, pension plans management, and asset management.

The Worlcl Bank Group promotes the development of nonbank financial
institutions (NBFIs) because their growth leads to a virtuous cycle through
which countries benefit from broader access to financial services and a more
competitive, cliversified financial sector that reduces systemic vulnerability.
NBFIs offer individuals and small- and medium-scale enterprises a broader
menu of financial services and tailored financial instruments, thereby improv-
ing access. In turn, the growth of financial services offers a mechanism for cre-
ating jobs, which strengthens the social fabric and heightens social stability.

At the microeconomic level, the growth of NBFIs promotes competition by
introducing new industries that challenge the services and capacity of banks,
and the ensuing competition leads to improved financial services while reduc-
ing systemic vulnerabilities. The Asian financial crisis provides ample evidence
of the risks associated with the absence of a balanced financial sector with mul-
tiple channels of financial intermediation. NBFIs play an important role in a
balanced and cliversified financial sector that is relatively robust and stable.

The work in the NBFI sector exemplifies the synergies resulting from the
complementary activities of three affiliates of the World Bank Group. The
Financial Sector Vice Presidency offers policy analysis and advice. The World
Bank Institute develops the capacity of NBFIs through learning programs,
while the International Finance Corporation has considerable experience in
transactions, technical assistance, and private sector investment. The World
Bank Group is pleased to make this volume available to a wide audience.

Cesare Calari
Vice President, Financial Sector
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Preface

Preface
By distilling the empirical evidence and academic literature, this volume
offers a "bird's eye" roadmap for financial policymakers seeking to promote
and regulate the development of nonbank financial institutions (NBFIs).
The first chapter establishes the importance of NBFIs to the financial system
and the rationale for promoting their development. The second chapter lays
out a framework that differentiates the various types of financial regulation
in the context of regulatory objectives. The subsequent four chapters close-
ly examine, in turn, insurance, contractual savings, securities markets, and
specialized financial institutions. Each chapter points to the potential bene-
fits that may be gained by fostering development of the industry and offers
guidance for accomplishing this. The book concludes by examining the pol-
icy challenges confronting developing countries.

Two caveats are in order. Admittedly, this book cannot offer a compre-
hensive analysis of all NBFIs. Clearly, other NBFLs, such as microfinance
institutions, credit unions, and trust companies, for instance, are equally
important. In other cases, the evidence is only just emerging, as industries
such as real estate investment trusts are beginning to gain acceptance in the
more advanced emerging markets such as Singapore. Future study of the ben-
efits that these industries offer may provide additional policy guidance.

Second, this book's objective is to offer a conceptual framework to think
through the issues of development and regulation. However, reasonable peo-
ple might reach different conclusions with regard to the policy and regulato-
ry measures required. One should always keep in mind that there is no "one
size fits all" in terms of policy and regulatory measures, and appropriate
measures will always depend on unique country conditions. A case in point
is the "prudent man rule" applied in pensions in the United States. This rule
might not be applicable in countries with less developed equity markets.

Finally, we hope this volume proves both in,formative and useful.
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Chapter 1

The FPolicy Framework

Financial institutions perform a wide range of functions in the
economic system. This introductory chapter explores those roles
and the contributions that different types of financial institutions
make to the efficiency and effectiveness of the system.

Financial Systems

The financial system plays a key role in the smooth and efficient function-
irig of the economy. The most fundamental contribution that any financial
system makes is to channel resources from individuals and companies with
surplus resources to those with resource deficits. In doing so, the financial
system not only satisfies the savings needs of the economy but also facili-
tates the accumulation of investment capital that is critical to growth and
development. The overall contribution of the financial system can, howev-
er, extend well beyond these primary roles by also resolving the risk prefer-
ences of individuals and companies.

Financial systems consist of markets and participants. According to the
dictionary, markets are places in which "things are traded." In financial
markets, these "things" are most easily characterized as "promises." Any
financial claim can be viewed as a promise to deliver specified payments at
specified times, under specified circumstances.' The promises traded in
financial markets can be classified into one of three generic types: debt

1. This analysis of financial claims as different types of promises draws heavily on Financial
System Inquiry (1997).
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promises, equity promises, and contingent promises. Of course, many prom-

ises are hybrid combinations of these three generic types.

Debt promises involve promises to pay fixed dollar (that is, cash)

amounts at fixed dates in the future. The payments may be fixed in curren-

cy units or according to a formula (such as a floating-rate note indexed to

three-month London Interbank Offered Rate, LIBOR). Debt promises can

be subclassified further according to their maturity and the risk rating of the

promisor. Debt promises include deposits, government treasury bills, com-

mercial paper, corporate bonds, and mortgages.

Equity promises are claims over the residual earnings of a business. In

most countries, residual earnings claims also carry voting rights over the

operations of the business. Unlike debt promises, they make no specific

promises about either the size of cash payments or their timing. Although

the claim is over the residual value of the business, and therefore subordi-

nated to the interests of holders of any debt promises made by the business,

equity promises also may be subclassified by different priority rankings with

respect to either cash flows or the residual assets of the business in the event

of liquidation. Equity promises include common stock, partly paid shares,

and preference shares.

Contingent promises are promises to make specified payments under

specified circumstances. For example, a property insurance policy promises

to make payments within specified parameters in the event of damage to

the property indicated. Contingent promises specify trigger events to acti-

vate the promise. Typically these are tightly specified and can be independ-

ently verified. Contingent promises include all forms of insurance and war-

ranties and guarantees.
In principle, a fourth group of promises can be distinguished. These are

derivative promises to enter into transactions involving physical commodi-

ties, or debt or equity promises (or even contingent promises), at a future

point in time at prices determined at the time of entering the derivative

contract. In practice, however, these derivative promises mostly fulfill the

definitions of either a debt promise (for example, a futures position is a

commitment to deliver a fixed payment at a predetermined date in the

future in exchange for a commodity or another financial claim) or a con-

tingent promise (for example, an option is a contingent commitment to

enter into such an exchange, provided the holder of the option chooses to

exercise it).

2
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The interesting feature of these generic groups of promises is that each
involves fundamentally different risks. Thus a business can structure its
financing by unbundling the different compcnents of risk in its operations

and selling them to different buyers with different risk preferences. In prac-

tice, there are no limits to the variations of intstruments for combining dif-
ferent components of the generic promises to make hybrid promises.

The primary function of the financial system is to match the needs of

primary issuers of financial promises (the promisors) with the ultimate hold-
ers of the promises (the promisees). Toward this end, the financial system

provides the framework within which these promises are created and

exchanged. In most cases, however, promisees do not hold financial prom-
ises directly (when they do, this is called "direct finance"). As financial sys-
tems have grown in sophistication, specialist financial institutions have
evolved that "intermediate" the promises between issuers and holders. Most
of these financial institutions fundamentally c:hange the nature and risks of
the primary promises. In addition to intermediating financial promises,

financial institutions often provide services (such as conducting trades,
either as principal or as agent, and providing advice).

A financial intermediary interposes its balance sheet between the ulti-
mate suppliers and users of financial resources. Thus, for example, a bank
gathers surplus resources from households and firms and channels them

through to households and firms that need resources. In the process, the
nature of the promise is changed. The bank typically offers its own short-
term promises to depositors and, in turn, accepts longer-term individual

promises from borrowers. This process of inte;rmediation changes not only
the liquidity characteristics of the promise to depositors but also the char-
acteristics of its default risk. In cases such as banking, the nature of the

promise is fundamentally altered. In other cases, such as funds management,
the financial institution simply acts as an efficient vehicle for risk-pooling

or divisibility purposes.

Financial Institutions

Financial institutions can be classified in any number of ways, including by

their risk characteristics, by the maturity of their assets or liabilities, and by

whether or not they transform the underlying promises. For the purposes of

3
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this book, it is most helpful to classify institutions by the particular servic-

es they provide.
The primary function of all financial institutions is to match the prefer-

ences of groups having resource surpluses with those of groups having

resource deficits. They perform this primary function, however, in a wide

variety of ways. In particular, they perform their primary function by pro-

viding services to some or all of the three generic categories of promises and

to some or all of the participants in the financial system. Financial institu-

tions provide core financial services such as payments services, liquidity,

divisibility, maturity transformation, store of value, information economies,

and risk pooling (see Financial System Inquiry 1997):

o A limited range of financial institutions provide payments services-

the capacity to be used in settling transactions. To serve as an effec-

tive means of payments, a claim (or promise) must have a highly sta-

ble and reliable value, must be widely accepted in exchange, and

must be linked to the arrangements for ultimate settlement of value.

o Liquidity is the ease with which an asset's full market value can be

realized once a decision to sell has been made. Liquidity is often con-

fused with, but is quite distinct from, predictability of value. For

example, an equity claim may be quite liquid, even though its value

may be quite unpredictable. Through both specialization and scale,

financial institutions are able to enhance the liquidity of the under-

lying promises.

o Promisors often find it costly and inconvenient to divide their claims

into the full range of denominations desired by promisees.

Divisibility is the extent to which an asset can be purchased or sold

in small denominations. Financial institutions are able both to break

up large-denomination (lumpy) claims and to aggregate small-

denomination claims to meet the preferences of the community.

o Store of value is the extent to which an asset provides a reliable store

of purchasing power over time. The store of value service is funda-

mental to satisfying the savings preferences of the community.

o Information is costly to access and process. Providing economies

of scale in processing and assessing risks is an important role of

financial institutions. The informational advantage of specialized

financial institutions includes their ability to resolve the unwill-

4
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ingness of many promisors to reveal relevant information for com-
petitive reasons.

* Risk pooling is the extent to which an asset spreads the default risk

of the underlying promises by pooling. By pooling the resources of
investors, financial institutions take advantage of diversification to
lower risk to a much greater extent than is normally available to

individual investors.

Since these services are often provided in combination, no unique clas-
sification of institutions by services provided is appropriate to all situations.
The following subsections, which draw heavily on Kumar (1997), classify
institutions by their major services: deposit-taking institutions, risk-pooling
institutions, contractual savings institutions, market makers, specialized

sectoral financiers, and financial service providers.

Deposit-Taking Institutions

Banks and other deposit-taking financial institutions, such as thrifts (also
known as building societies) and credit unions, accept call and fixed-term
deposits and make loans across the breadth of the economy. Many also pro-
vide a range of ancillary services including advice, stockbrokering, and
securities dealing, depending on the laws of th,e counrry involved. For con-
venience of notation, all of these institutions and the services they offer are
referred to here as banks and banking.

Banks provide an attractive bundle of mosit of the core financial servic-
es. By enabling depositors to write checks and other negotiable instruments
on their deposits, banks offer payments services and liquidity equal to that
of currency (hence their inclusion with currency in the payments system of
virtually every country in the world). Deposits also offer exceptionally high
divisibility (at least to the same level as currency and usually with greater
flexibility than currency). The store of value service is similar to that of

other debt promises in that deposits promise repayment at (nominal) face
value plus interest. Banks resolve the information conflict faced by borrow-
ers and generally enjoy substantial economies of scale in processing and

analyzing information. Finally, banks pool risk by placing borrowers' prom-
ises into a single promise by the intermediary itself.

5
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Banks are generally accessible to all participants in the financial system.

Their main limitation is that they do not cater to all three categories of

financial promises. In most countries, banking activity is restricted to debt-

type promises on both the asset and liability sides of the balance sheet.

Risk-Pooling Institutions

Insurance companies specialize in providing contingent promises by under-

writing economic risks associated with death, illness, damage to or loss of

property, and other exposure to loss. Insurance companies issue contingent

liabilities against themselves in the form of insurance policies.

Insurance companies are divided generally into life insurance and gen-

eral insurance (in the United States, general insurance is known as proper-

ty and casualty insurance; in some other countries, it is known simply as

non-life insurance). The distinction between the two lies largely in the

long-term risks that reside in life insurance (until the death of the insured)

compared with the short-term nature of most other insured risks.

Within non-life insurance, a distinction is usually drawn between social

and market insurance. The key feature of social insurance is that private

markets typically do not exist for events such as the loss of labor income and

the basic amenities of life as a result of unemployment, disability and other

medical problems, and natural disasters. Private insurers do not readily pro-

vide this type of coverage for several reasons:

* Losses are difficult, if not impossible, to predict (particularly in the

case of natural disaster).

* Losses, and the events that trigger them, can be difficult to define

precisely (for example, the extent and nature of a disability).

* The insured is often able to withhold information important to the

assessment of risks (for example, known medical conditions or ten-

dencies).
* The existence of insurance can alter the insured's behavior (for

example, unemployment insurance can create the moral hazard

problem whereby the insured is less active in seeking and retaining

employment than would be the case without the insurance).
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For these reasons, governments have long provided social insurance.
Social insurance tends to be more prevalerLt in Westem societies where
family networks and other support groups have broken down in the process

of industrialization.
Insurance provided by private insurers (market insurance) is more com-

mon in areas such as casualty and property, where the problems listed above

are less of a concern. General insurance companies typically take a single
premium in return for the promise to make a specified payment contingent
on the event that is being insured (such as fire, theft, or damage). General
insurance contracts typically refer to a fixed and relatively short time peri-

od. The insurance company invests the funds (premiums) raised from the
issue of the contingent promises in ways that are appropriate to meeting the
financial obligations of the contingencies, should they arise.

The primary contingent promise sold by life insurance companies is
insurance against economic loss arising fromt the premature death of the
insured. The most basic form of life insurance is term insurance, under
which the insurer pays a fixed sum in the event of the death of the insured

during a specified period of time.2 This pure form of life insurance is very
similar in nature to general insurance. Consequently, the policy premiums

from this type of insurance usually are dedicated to underwriting the

assessed risks involved.
Life insurance companies, however, traditionally have extended their

range of offerings beyond term life coverage. Whole life insurance (called
whole of life insurance in some countries) is designed to provide long-term

death benefits against an ongoing stream of fixed premiums. Since the prob-
ability of death increases with age, and since the premiums remain constant

over the term of the policy, the insured tends to overpay for the insurance
in the early years and (for those who survive) to underpay in the later years.
The amount by which the premium exceeds the true cost of insurance dur-

ing the early years contributes to what is known as the cash value of the pol-
icy. The investment of these overpayments by the life insurance company

attaches an embedded investment product to t:he contingent promise.
In recent years, life insurance companies have tended to unbundle these

two components of life insurance and to promote their investment products as

a means of moving into the contractual savings sector of the financial system.

2. The death benefit is usually fixed either in nominal terms or according to a formula (for
example, either increasing or decreasing with age).

7
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Life insurance companies also have become the dominant sellers of

annuities. Whereas life insurance provides financial security in the event of

premature death, annuities provide financial security in the event of pro-

longed life. Annuities pay a regular income to the holders for either a spec-

ified period or, in the case of life annuities, until death. Annuities are thus

another form of contingent promise.

Both the whole life and annuity businesses of life insurance companies

involve long-term liabilities and therefore require corresponding long-term

investments by the companies.

In terms of the core financial services, general insurance companies (and

those that specialize in term life insurance) provide a high level of risk pool-

ing and information efficiency. They also offer a high degree of divisibility.

Life insurance companies also provide store of value services through their

investment and annuities products.

In terms of coverage, insurance generally is available to all sectors of the

community. The primary promise is a contingent promise, although the

store of value services provided by life insurance companies incorporate ele-

ments of both the equity and debt promises (depending on the particular

product involved).

Contractual Savings Institutions

In general, households have three main alternatives for their savings. First,

they can invest directly in debt and equity promises issued by firms and

other individuals. Second, they can hold the liabilities of deposit-taking

institutions or the investment products of life insurance companies. Third,

they can invest in collective investment vehicles (also known as institu-

tional investors), such as mutual funds or private pension plans. The essen-

tial nature of these vehicles is to provide contractual savings services in a

fiduciary rather than a principal role.

Collective investment vehicles invest the pooled resources of individu-

als and firms into a wide range of equity, debt, and derivative promises. The

distinguishing characteristic of these vehicles is that they transform the

underlying promises into an equity promise by the vehicle. That is, the ulti-

mate risk inherent in the underlying investment portfolio is borne by the

shareholder in the vehicle.
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Although there are many variations of collective investment vehicles

around the world, most fall into one of two main types: either open-end or

closed-end mutual funds. An investor in a mutual fund owns a pro rata

share of the assets in the fund's investment portfolio. The pro rata nature of

the claims has led many countries to encourage the establishment of mutu-

al funds as unit trusts. Open-end funds issue new shares to the investing

public to generate new investments. Open-end funds typically stand ready

to buy back or redeem the shares (or units) at their net asset value. Closed-

end funds issue a fixed number of shares onlv. The shareholders in a closed-

end fund access the value of their investments by selling their shares on the

market. Pension funds are simply mutual fuinds that satisfy the legislated

conditions for retirement savings. These conditions typically limit the

owner's ability to access the invested resources before retirement, usually in

return for generous tax concessions.
Mutual lunds usually distinguish themselves by the nature of their

investments. Following is a typical range of mutual funds:

* Income funds that invest in assets offering a reliable stream of income

* Growth funds that focus on high-growth, low-income investments
* Tax-exempt funds that invest in tax-exempt securities

* High-yield funds that specialize in high-risk, high-yield investments

* Sectoral funds such as property trusts and bond trusts
* Hedge funds that generate their income by trading, either for arbi-

trage or for speculation
* Global funds that specialize in cross-border investments.

The contractual savings sector of the financial system has been the

major growth area of most developed financial systems in recent decades. In

terms of services, these institutions provide liquidity, divisibility, store of

value services, and informational efficiencies. Unlike deposit-taking insti-

tutions, collective investment vehicles provide an equity promise rather

than a debt promise on the liability side of the balance sheet, although the

range of promises transformed into these liabilities can be quite wide.

9
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Market Makers

An important group of financial institutions encompasses institutions that

make markets in financial securities such as equities, government and cor-

porate debt, and derivatives. Securities dealers (including investment

banks, stockbrokers, and other financial institutions that stand ready to buy

or sell securities) make markets in new securities by underwriting their issue

and facilitating their distribution to individual and institutional investors.

They make secondary markets in these securities by taking principal posi-

tions as buyers and sellers of existing securities.
Securities dealers range from small firms specializing in single product

lines to large diversified firms offering a broad range of services, including

position-taking, brokering, margin lending to customers, investment bank-

ing services, money management, and research.

Through their dealing positions, securities dealers typically maintain

large inventories of securities. The risks in these positions are substantial,

and securities dealing is consequently highly capital intensive for the fol-

lowing reasons:

* The capital values of their portfolios are exposed to movements in

market prices.

* The timing gap between securities transactions and settlement can

be quite long.
* The dealers often extend credit to their ctustomers to finance their

positions.

To the extent that they add liquidity to otherwise illiquid securities,

market makers can be viewed as specialists in providing liqui'dity services.

At the satne time, by making a market, they reduce the search costs

involved for investors in determining the fair value of particular securities.

Thus they also provide information services.

Specialized Sectoral Financiers

A number of financial institutions provide a limited range of financial serv-

ices to a specialized target group of promisors and promisees. General

finance companies, for example, raise funds via debt promises from the

10
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wholesale finance market and on-lend them to borrowers. Real estate

finance cormpanies specialize in channeling funds to homeownership.

Leasing companies specialize in providing finance for equipment. The dis-

tinguishing characteristic of leasing companies is that they retain ownership

of the leased assets. In this way, they can overcome the effects of weak col-

lateral or enforcement laws. They also can benefit from the preferred tax

treatment that is often conferred on investment equipment.

In each of these cases, financial institutions provide a highly specialized

service that concentrates on informational efficiency (knowing the sector

or product better than more broadly based institutions). To varying extents,

these institutions may offer other combinations of services such as liquidity

and divisibility. Their promises are generally of a debt nature, although

equity components are not uncommon.

Financial Service Providers

The final group of institutions in the financial system consists of the finan-

cial service providers. Unlike the other groups of institutions, service

providers tend not to intermediate between promisors and promisees.

Rather they provide their services (on a fee-for-service basis) in the form of

advice, brokering, and so on. This group includes specialized securities bro-

kers, mortgagre brokers, management consultants, and investment advisers.
In many countries, the same institutions carry out securities (and mortgage)

dealing and brokering.

As with the specialized sectoral financie:rs, service providers primarily

provide informational efficiencies and, in sorne cases, liquidity. In the case

of brokers, there is also a transactions service, similar to (but more limited

than) that of payments services.
Table 1.1 summarizes the relationship between the financial institution

groupings ancl their provision of core financial services.

The Role of Non-Bank Financial Instiitutions

The previous paragraphs outline the main types of non-bank financial insti-

tutions (NBFis) and the roles they play in the financial system. The fact

that they play a wide range of very specialized roles in practice does not,
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Table 1.1. Institutional Groups and Core Financial Services

Deposit Risk Contractual Market Sectoral Service
Core financial services takers poolers savers makers financiers providers

Payments /

Liquidity v V v v V

Divisibility V v V V

Store of value V v V

Information V V V v V V

Risk pooling v V

however, establish the case that NBFIs are critical or even important to the

efficient functioning of the economy. To establish this case, two additional

questions must be addressed. First, do these roles genuinely make a positive

contribution to economic growth and development? Second, if they do,

could banks perform these roles? In other words, is the existence of NBFIs

in developed financial systems a result of natural, efficient imarket forces, or

is it an accident (or perhaps a result of regulatory interference)?

The Relationship between Financial Development and Growth

The relationship between the development of financial sector functions

and economic growth has been studied at the individual firm level as well

as the national level. In a recent paper, Levine, Loayza, and Beck (1999)

address two questions relevant to this subject. First, they ask whether the

level of financial intermediary development exerts a causal influence on

economic growth. Second, they ask whether cross-country differences in

legal and accounting frameworks explain cross-country differences in the

level of financial intermediary development. Their findings add to a grow-

ing literature that supports a positive relationship between financial sector

functions and economic growth.

12
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Levine, Loayza, and Beck measure the clevelopment of financial inter-

mediaries in three ways:

* By the overall size of the intermediary sector

* By the extent to which commercial banks, rather than the central

bank, provide intermediation
* By the extent to which intermediaries channel resources to the pri-

vate sector, rather than to the government sector.

Using data from a sample of 74 developed and developing economies

from 1960 to 1995, they find a substantial and significant impact of finan-

cial intermediary development on economic growth. For example, accord-

ing to their estimates, "If Argentina had enjoyed the level of financial inter-

mediary development of the average developing country during the

1960-95 period, they would have experienced about one percentage point

faster real per capita GDP [gross domestic product] growth per annum over

this period" (Levine, Loayza, and Beck 1999: 5).

They also find that the three individuai[ components of intermediary

development are important. For example, in India, the extent to which

intermediaries channeled resources to private sector uses was low.

According to their estimates, if India had raised its percentage of finance to

the private sector to the average for developing countries, it would have
"accelerated real per capital GDP growth by about 0.6 percentage points per

year" (Levine, Loayza, and Beck 1999: 14).
They also find that cross-country differences in legal systems and

accounting standards help to explain cross-country differences in the devel-

opment of financial intermediaries. These findings on legal origins are

taken up further in chapter 7.
Levine, Loayza, and Beck's study provides strong evidence for the bene-

fits of financial sector development. Its concentration on banking interme-

diation, however, does not necessarily shed much light on the importance

of NBFIs per se. The impact of different financial structures on growth,

including the relative importance of bank and nonbank institutions, is

acldressed by, among others, Demirgui-Kunt alnd Levine (1999).

To analyze the role of financial struc:ture on economic growth,

Demirgui;-Kunt and Levine compare the experiences of countries having

bank-based financial systems with those having broader-based market sys-

13
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Table 1.2. Country Classification of Financial Structure

Financial underdeveloped economies Financially developed economies

Structure Structure
Type of economy Country index Coutntry index

Bank-based economy Bangladesh -0.90 Panama -0.92

Nepal -0.87 Tunisia -0.88

Egypt -0.82 Cyprus -0.77

Costa Rica 0.79 Portugal -0.75

Barbados -0.78 Austriai -0.73

HondLiras -0.75 BelgiuImIn -0.66

Trinidad and Tobago -0.74 Italy -0.57

\4aUritiLs -0.70 Finland -0.53

Kenya -0.69 Norway -0.33

Ecuador -0.56 New Zealand -0.29

Sri Lanka -0.54 Japan -0.19

Indonesia -0.50 France -0.17

Colombia 0 47 Jordan -0.14

Pakistan -0.38 Gclrnan. -0.10

Zimbabwe -0.34 Israel -0.06

Greece -0.34 Spain 0.02

Argentina -0.25 Grolip miean -0.44

Venezuela -0.15

India -0.14

Ireland -0.06

Group m11ean1 -0.54

Market-based economy Denmark 0.15 Netherlands 0.11

Peril 0.16 Thailand 0.39

Chile 0.25 Canada 0.41

Jamaica 0.28 Australia 0.50

BrLzil 0.65 Sotith Africa 0.83

Mexico 0.68 Korea 0.89

Plhilippiines 0.71 Sweden 0.91

TLirkey 1.23 Grear Britain 0.92

Grotip mean 0.52 Singapore 1.18

United States 1.96

Switzerland 2.03
Hong Kong 2.10

Malaysia 2.93

GLoIp niean 1.17

Mean for type of economy' Financial underdeveloped -0.24 Financially developed 0.28
counltries couintries

a. Overall imiean is 0.03.
Source: Demirgiiy-Kunt and Levine (1999).
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tems. They construct a conglomerate index of development based on size,

activity, and efficiency for both the banking sector and the stock market

for each country. Countries in which the ratio of the conglomerate index

for banking clevelopment relative to the conglomerate index for stock mar-

ket development is below the average for the group are classified as bank

based. Those in which the ratio is above the average are classified as mar-

ket based. In general, market-based financial systems tend to have better-

developed N BFIs.
Demirguc,-Kunt and Levine further divide their sample into those with

overall developed financial systems ancl those with underdeveloped finan-

cial systems. The latter are defined as those having below median values for

both their banking and stock market conglomerate indexes of development.

Table 1.2 reproduces their classification.

One of the more interesting features of Dernirguc,-Kunt and Levine's clas-
sification of financial development and structure is the number of emerging

markets that are classified as both market based and financially developed.

The other interesting feature is that, while most emerging financial systems

are bank based, many market-based systems also are in this group.
The main findings are as follows (Demirgub-Kunt and Levine 1999: 4):

* Banks, nonbanks, and stock markets are larger, more active, and
more efficient in richer countries (financial systems are, on average,
better developed in richer countries).

* Stock markets are more active and efficient relative to banks in high-

er-income countries (there is a tendency for financial systems to
become more market oriented as countries grow and become more

economically developed).

Demirguc,-Kunt and Levine stress that their work simply identifies the
correlation between financial structure and growth, not necessarily causali-

ty. Nevertheless, other studies support the proposition that the relationship

is causal (see Levine 1999; Demirgbly-Kunt and Maksimovic 1998).

Are Banks Sufficient for Financial Efficiency?

Th.ere is strong evidence that financial development adds to economic

growth and development. There also is strong evidence that financial depth

and diversity add to economic growth and development. The question
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remaining is whether NBFIs are essential in providing financial diversity or

whether banks, if permitted, could provide all the financial services needed

for growth.
The answer to this question is intuitive rather than empirical. In princi-

ple, there is no reason why a single type of financial intermediary could not

provide all of the financial services: payments, liquidity, divisibility, maturi-

ty transformation, store of value, information economies, and risk pooling.

The reality, however, is that such institutions inevitably would be extreme-

ly inefficient and would, in some areas, face conflicting incentives.

Although it is true that banks, as they currently are structured in most

countries, provide a majority of the core financial services, they do not pro-

vide all services equally efficiently. Their main limitation is that their pro-

vision of payments services and liquidity (their main services) constrains

the way in which they can provide other services. In order to provide cer-

tainty of value for payments, a bank deposit must be low risk. This limits

the range and nature of assets that a bank can reasonably take onto its bal-

ance sheet.
Banks can provide some other financial services without jeopardizing

their payments services. Some countries, for example, permit banks to

offer securities dealer services from their balance sheets. It is no accident,

however, that even where regulations allow banking and insurance to be

carried out within one corporate structure (for example, through sub-

sidiaries or under a nonoperating holding company), these services are

never provided from the same balance sheet. While banks offer a limited

form of risk-pooling services through their ability to diversify, the

advanced risk-pooling services of insurance fundamentally conflict with

the debt promises made by banks. Banks also are fundamentally limited in

their ability to provide store of value services. Consistent with their effi-

cient provision of payments services, banks tend to deal almost exclusive-

ly in debt-type promises on both sides of their balance sheets. Thus finan-

cial systems that are bank-based tend to have a smaller range of equity-

type promises than those with a more broadly based structure, including a

wide range of NBFIs.

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

* Through the enhancement of equity promises (by adding liquidity,

divisibility, informational efficiencies, and risk-pooling services),

NBFIs broaden the spectrum of risks available to investors.
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Box 1.1. The Financial Sectcr in Korea Before the 1997 Crisis

Korea initiated a gradual liberalization of the dome-;- practice a large segment of trust accounts in Korea
tic finance sector in the early 1980s. Commercial were effectively deposits, with both the principal and
banks were privatized and allowed to expand into a predetermined yield guaranteed by the banks. As the
retail banking services. Entry into commercial bank- competition for funds increased during the 1990s and
ing was liberalized, and new commercial banks were banks sought ways to reduce the costs of doing busi-
established. Similarly, entry barriers for nonbank ness, they increasingly turned to trust accounts as a
financial institutions were lowered. By the onset c,f means of increasing banking activity without the asso-
the crisis, the historical commercial bank dominance ciated costs of regulation. By the end of 1997, trust
of the sector had declined to the point where banks accounts accounted for close to 40 percent of total
accounted for just over half of the assets of the finan- commercial bank assets. The result was an undercapi-
cial system; a large and growing number of nonbanlc talized banking sector that was incapable of coping
financial insEitutions shared the rest. with the corporate collapses of the late 1990s. The

With the benefit of hindsight, deregulation of the potential systemic risks and fiscal implications of this
Korean financial system and liberalization of the cap- regulatory evasion were underscored by the Korean
iral market should have been accompanied by government's decision in 1998 to extend the deposit
enhanced supervision and regulation. However, pru- guarantee issued in 1997 to include trust accounts.
dential regulation and supervision were not strength-
ened in parallel with the liberalization process. Merchant Banks
Oversight remaincd fragmented. Commercial banks
were under the direct authority of the Bank of Koreas N
Office of Banking Supervision, and specialized banks approximately 30 percent of financial system assets at

and NBF,s were under the authority of the Ministry the end of 1997 and consisted of three main types ofand NBFls were under the authority of the Ministry
institutions: investment institutions, savings institu-
tions, and insurance companies. Investment institu-

of NBFIs by the MOFE created opportunities for reg.. tions, including merchant banks, investment trust
ulatory arbitrage and spawned an upsurge in riskm companies, and securities companies, were the largest
practices. Th-tree critical problems arose: the use by segp-nent ind s ets Inlarg pare the invest
commercial banks of trust accounts to circumvent- segment in terms of assets. In large part, the invest-- ment institutions were owned by chaebol groups (con-
banking regulations, the rapid expansion of virtually gtomerates); for example, most of the 30 merchant

unregulated merchant banks into areas traditionall. banks in operation in 1997 were owned by chaebols.
dominated by banks, and the poor regulation an° Of these merchant banks, 24 were first established in
practices of inivestment trusts, the 1970s as short-term finance companies and were

Trust Accounts converted into merchant banks during the period from
1994 to 1996. Although, in principle, merchant banks

Commercial banks in Korea had a long history of were supervised by the MOFE, in practice, supervision
operating trust accounts on behalf of clients. In an. was minimal; there were no rules governing asset clas-
administrative sense, these were maintained separate- sifications, capital, or provisioning. Standard practices,
ly from their banking business, although, in practice, such as consolidated accounting and market value
investments were managed as though the bank and its accounting, were also notably absent. During the
trust accounts were a single entity. Trust accounts 1990s, these institutions attracted an increasing share
were not subjected to standard prudential and super- of funds through their offers of cash management
visory practices; for example, there were no exposure accounts, commercial paper, and other instruments.
limits, provisioning rules, or reserve requirements. On the asset side, they invested mainly in short-term
While, in principle, trust accounts were operated on commercial paper and commercial notes. Increasingly,
the client's behalf and therefore were not consolidat- however, they used their competitive advantage in
ed in computing a bank's capital adequacy ratio, in Continued
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Box 1.1 (Continued). The Financial Sector in Korea Before the 1997 Crisis

accessing funds to channel resources to the chaebol raised funds that were funneled to the chaebol. The

groups and to intermediate chaebol notes andl other Korean investment trusts diverged materially from

paper. In this way, they relied on essentially deposit- four cardinal principles governing collective invest-

type funding to obviate the need for the chaebols to ment vehicles: transparency, mark-to-market valua-

raise capital. Not only did this increase the leverage of tion, liquidity, and absence of conflicts of interest.

the corporate sector, but it also reduced both trans- Investments were valued at cost and moved from

parency and the market discipline normally associated fund to fund in order to smooth returns. Many

with raising funds from the public. investments were in illiquid corporate bonds, which
could not be readily sold. Finally, custodians were

Investment Trusts not genuinely independent and did not exercise

Tlie trusLs were established in Lthie early 1970s to supervision, and managers had unresolved conflicts
develop the strw ck and bond marketly Investment of interest with their customers. The laws and regu-

develop tesokndbnmaes. Inetet Iations were credible, but the regulatory body was

trust companies were owned predominantly by secu-
rities companies. Securities companies were mostly Slow to identify and punish abuses. In July 1997 a run

owned by chaebols and acted as underwriters, dealers on investment trusts forced the Korean government
for their own accounts, and brokers. They mostly to bail them out.

* In this way, they encourage investment and savings and improve the

efficiency of investment and savings.

* Through the provision of contingent promises, they foster a risk

management culture by encouraging those who are least able to bear

risk to sell those risks to those better able to manage them.

Thus NBFIs complement banks by providing services that are not well

suited to banks; they fill the gaps in financial services that otherwise occur

in bank-based financial systems. Equally important, NBFIs provide compe-

tition for banks in the provision of financial services. NBFIs unbundle the

services provided by banks and provide the components on a competitive

basis. They specialize in particular sectors and target particular groups. They

overcome legal and tax impediments, and they enjoy informational advan-

tages arising from specialization.

In addition to complementing banks, NBFIs can add to economic

strength to the extent that they enhance the resilience of the financial sys-

tem to economic shocks.

Alan Greenspan put forward this argument at the Financial Markets

Conference of the Federal Reserve Bank of Atlanta (Greenspan 1999a). In

that speech, Greenspan noted that the existence of backup financial insti-

tutions, including NBFls, help economies to recover more quickly from
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financial shocks to one or another part of the financial system. In his words,
"Multiple alternatives to transform an economy's savings into capital
investment act as backup facilities should the primary form of intermedia-
tion fail."

A well-developed and properly regulated NBFI sector is thus an impor-
tant component of a broad, balanced, efficient: financial system that spreads
risks and provides a sound base for economic growth and prosperity.
However, in dieveloping countries that lack a coherent policy framework
and effective regulations, nonbank financial inistitutions, such as insurance,
leasing and finance companies, and collective investment vehicles, can
exacerbate the fragility of the financial system. The fragility is often the
result of a conscious effort to arbitrage and circumvent banking regulations.
The experience of Korea illustrates the pitfalls of an improperly regulated
NBFI sector (see box 1.1 and table 1.3).

Table 1.3. Structure of the Korean Financial Syst1em, June 1997
Financial institution Percentage of total assets

Commercial banks 53.4

Nationwide commercial banksa 22.4

Trust accounts of commercial banksh 21.1

Regional commercial banks 4.3

Foreign bank branches 2.2

Specialized and development banks 16.5

Specialized banks 9.2

Development: institutions 8.1

Nonbank financial institutions 30.1

Investment institutions 13.5

Merchant banks 4.9

Savings institutions 12.0

Life insurance institutions 7.1

Total financial system 100.0

a. Inclides the Korea Housing Bank, which became a commercia,l bank in August 1997.
b. Trust account business is carried out by tie commercial banks but is classified as nonhank financial intermediation.
Source: Balino and Ubide (1999).
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Chapter 2

The Principles of Ftegulation

T he regulatory framework for financiai. institutions has four
main components:

* Regulatory objectives (the reasons why these institutions
require regulation and what the community expects regu-
lation to achieve)

* Regulatory structure (the structure of agencies that carry
the cdelegated regulatory responsibilities of the community)

* Regulatory backing (the political, legal, and
financial backing to enable regulators to carry out
their duties effectively)

* Regulatory implementation (the instruments,
tools, and techniques that regulatory agencies use
to achieve their objectives).

This chapter explores the role of the regulatory framework
through a systematic review of these four components.

Regulatory Objectives

Regulations are fundamentally rules of behavior. Every country establishes
a wide range of behavioral rules as a means cf reconciling the conflicting
rights and interests of its citizens. Many of these rules are designed to gov-
ern how individuals interact socially. For example, most countries establish
rules intended to discourage antisocial behavior such as theft, assault, and
murder. They support these rules with a system of courts and enforcement
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agencies that monitor the observance of the rules and pursue those who vio-

late them. Whenever human nature is involved, such rules are not only

desirable but also necessary. Without rules, human behavior degenerates

into anarchy. Human nature is such that it needs rules-indeed, human

nature demands the order that rules confer.

Financial regulations are rules that govern commercial behavior in the

financial system. In the case of social issues, rules are needed to reconcile

the conflicting interests of members of the social system. In the same way,

commercial rules are needed to reconcile the conflicting interests of partic-

ipants in the commercial system. The financial sector, however, is often sin-

gled out as "special" and subjected to a level and form of regulation that

goes well beyond that applied to other sectors of the commercial system.

The reason for this lies in the fundamental importance of finance to the

efficient working of the economy.

Where there are no rules governing behavior in financial markets, or

where the rules are not enforced, business tends to lack confidence and

trust, contracts become short term and unreliable, corruption becomes

endemic, and the economic system ceases to function efficiently.

Financial regulation attempts to establish a legal and ethical framework

within which commerce can flourish to the mutual benefit of all

involved. Viewed in this way, regulation is fundamentally about the pro-

motion of economic efficiency. According to Merton (1990: 1): "The

core function of the financial system is to facilitate the allocation and

deployment of economic resources, both spatially and across time, in an

uncertain environment."
This very general appreciation of why financial regulation matters, how-

ever, offers little guidance as to exactly what should be regulated or what

precise form that regulation should take. Providing some structure and sub-

stance to this overall objective requires deeper consideration.

Conventional Wisdom

The pragmatic wisdom on this subject recognizes that, while theory may

identify economic efficiency as the overriding objective of financial regula-

tion, in practice regulators usually attempt to achieve multiple objectives,

of which financial efficiency is just one. For example, Herring and

Santomero (1999) identify four broad rationales for financial regulation:
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Table 2.1. Regulatory Measures and Objectives

Systemic Consumer Efficiency Social
Regulatory measures risk prrotection enhancement objectives

Antitrust/competition policy v V v

[)isclosure stand(lards v V v

C'onduct of business rules v v v

Conflict of interest rules V v

C'apital adequacy standards v V

Fit and proper entry tests V V v

Liquidity requirements v v

Reporting requirements v

Restrictions on services v V

Asset restrictions V v

Deposit insurance v v

Reserve requirernents v V

Customer suitability requirements V

Interest rate ceilings

Deposits v V

Loans V

Investment requirements v

Geographic restrictions v

Source: Herring andl Santomero (1999).

* Safeguarding the system against systemic risk
* Protecting consumers against opportunistic behavior by suppliers of

financial services

* Enhancing the efficiency of the financial system
* Achieving a range of social objectives (such as increasing homeown-

ership or channeling resources to particular sectors of the economy
or population).
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Against these four objectives, Herring and Santomero list a range of

measures or tools that regulators use in their efforts to meet their objec-

tives.I Their analysis is summarized in table 2.1.

Although this schema may fit comfortably with the way in which many

regulators think about their objectives and methods, it is not particularly

helpful in identifying the underlying principles of regulation or in serving as

a guide to what and how to regulate. The problem with this schema is that

almost every regulatory measure identified by Herring and Santomero

affects more than one objective and may be applied by multiple regulators.

Indeed, the schema provides little help in thinking about how the measures

might be allocated among different regulators or how the different regula-

tors should try to balance their impact on different objectives.

An Alternative Framework

An alternative framework (used, for example, in Financial System Inquiry

1997) returns to the basic economic goal of regulation as its guiding princi-

ple; namely, that financial regulation should enhance the efficiency of the

financial system. Starting with efficiency as the guiding principle begs the

question, Why is regulation needed at all? If the financial system can function

efficiently on its own, there should be no need for regulatory interference.

A large body of literature argues that financial markets (and indeed

other markets) function most efficiently without regulatory interference.

This literature does not necessarily assume that markets work perfectly. The

reality is that all markets fail, and they fail for a variety of reasons. The issue

involved is one of relative costs.

This line of argument reminds us that the case for regulatory interven-

tion must rest on market failure and the impact of that failure on econom-

ic efficiency. The decision to intervene to alter the natural functioning of a

market should be justified on the grounds that the cost of market failure is

greater than any costs imposed by regulation (either direct resource costs or

losses of efficiency). It also reminds us that regulators should employ the

measures that best address the resolution of the market failures involved.

Finally, it reminds us that the case for regulation should never be regarded

as permanently given-there should be a continual process of reevaluating

the costs and benefits of regulation.

1. This is adapted, in turn, from an earlier framework proposed by Herring and Litan

(1995).
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In broad terms, financial markets fail to produce efficient, competitive

outcomes for one or more of the following reasons:

* Anticompetitive behavior

* Market: misconduct

* Information asymmetry

* Systemic instability.

Anticompetitive Behavior

According to the U.S. Attomey General's National Committee to Study the

Antitrust Laws (1955: 245-46), effective competition is a state in which

no one seller, and no group of sellers acting in concert, has the power

to choose its level of profits by giving less and charging more. Where
there is workable competition, rival sellers, whether existing competi-

tors or new potential entrants into the field, would keep this power in

check by offering or threatening to offer effective inducements.

Govemments generally foster competition in the financial sector because of
the benefits this sector brings to the economy overall. These benefits include
improved access to capital for business, cheaper. credit and housing loans to

consumers, a better match between the financing needs of deficit and surplus
units, cheaper transactions, and a greater ability to manage risks.

Market forces are the main determinant of competition. The role of

competition regulation is to ensure that these forces operate effectively and

are not circumvented by market participants. 'The following key measures

are used in competition policy:2

* Rules designed to deal with the structtire of industries (merger or

antitrust laws)
* Rules designed to prevent anticompetitive behavior (such as collusion)

* Rules designed to ensure that markets remain contestable (by ensur-

ing that there is relatively free entry and exit).

2. The way in which these measures (and the other regulatory measures identified in this
section) are used in implementing regulatory policy is dealt with in more detail in the
section on regulatory implementation.
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Market Misconduct

Financial markets cannot operate efficiently and effectively unless partici-

pants act with integrity and unless there is adequate information on which

to base informed judgments. Because of this fundamental need, all markets

face potential problems associated with the conduct (or misconduct) of

their participants.
The two areas of misconduct that are most common in financial markets

are unfair or fraudulent conduct by market participants and inadequate dis-

closure of information on which to base investment decisions. Regulation

to address these sources of market failure is usually referred to as market

integrity regulation. This form of regulation seeks to protect market partic-

ipants from fraud or unfair market practices. By protecting markets in this

way, market integrity regulation seeks to promote confidence in the effi-

ciency and fairness of markets.
Market integrity regulation typically focuses on the following:

o Disclosure of information

o Conduct of business rules (such as prohibiting insider trading, mar-

ket manipulation, false and misleading advertising, and nondisclo-

sure of commissions)

o Entry restrictions through licensing

o Governance and fiduciary responsibilities (including, but not limit-

ed to, removing conflicts of interest)

o Some conditions of minimal financial strength (capital requirements

where the nature of the financial promises involved warrants them).

Asymmetric Information

The third source of market failure-information asymmetry-arises where

products or services are sufficiently complex that disclosure, by itself, is

insufficient to enable consumers to make informed choices. This arises

where buyers and sellers of particular products or services will never be

equally well informed, regardless of how much information is disclosed.

The issue involves the complexity of the product and the institution

offering it. This problem is common in areas such as drugs and aviation and

is particularly relevant in the area of financial services. The regulatory
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response in these cases is to interpose a regulatory body between the sup-
plier of the service and the consumer, to establish a set of behavioral rules

for the supplier, and to ensure that the promises being made by the suppli-
er have an acceptably high probability of being met.

The form of regulation involved in counteracting asymmetric informa-

tion problems in financial markets is usually referred to as prudential regu-
lation. The range of financial institutions ancl activities covered by pruden-

tial regulation is a matter of judgment. Typically, deposit taking and insur-
ance are included under prudential regulation, although, in some countries,
the prudential net is extended to include persion schemes, securities deal-

ers, and other financial institutions.
Prudential regulation overcomes the asymmetric information market

failure in part by substituting the judgment of a regulator for that of the
regulated financial institutions and their customers. To the extent that the
regulator absorbs risks that otherwise would be borne by financial institu-
tions and their customers, it faces a "moral hazard" problem, whereby the
perceived shifting of risk from the regulated financial institutions to the
regulator may induce the institutions to take greater risks than they other-

wise would.
The incentive problems associated with moral hazard explain the par-

ticular approaches that prudential regulators normally adopt to the various
aspects of pruclential regulation (see box 2.1). It also means that the poten-
tial cost of prudential regulation in terms of economic efficiency can be very
high if the conflicting incentives are not handled carefully. Consequently,
there is an onus on governments both to limit the spread of the prudential
umbrella to those parts of the financial system that genuinely warrant this

form of regulation and to ensure that the regulator adopts regulatory meas-
ures that correct the market failure at minimal cost.

The primary distinction between the methods used by prudential regu-
lators and those used by competition and market integrity regulators is that
the former are largely preventative (that is, they primarily seek to avoid
promises being broken), while the latter are largely responsive (that is, they
primarily involve prosecution of those who break their promises or who dis-

obey the rules).

Prudential, or preventative, regulation involves the imposition of pre-
scriptive rules or standards governing the prudential behavior of financial

institutions making certain types of promises. These rules may be directed

at specific areas of concern or directed more generally toward minimizing
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Box 2.1. Evolution of Supervisory Approaches: What Is Risk-Based Supervision?

Historically, supervisory examinations focused pri- according to the rankings. Risk indexes vary
marily on compliance; that is, on finding contraven- greatly but typically take account of both the
tions of the rules and regulations, regardless of their probability that any given institution will
materiality. To assess the financial condition of regu- encounter financial difficulty and the systemic

lated institutions, examiners relied extensively on implications of such an event. Thus a large,
transactions testing, such as reconciling data, coUllt- well-run bank is likely to require more analysts

ing cash and securities, and undertaking other and more frequent examinations thall a small,

detailed checking. It is now recognized that transac- poorly runl non-life insurance company.

tions testing alone is not sufficient to assess the However, under the risk-based approach, super-

souLidness of financial institutions. Indeed, in many vision will intensify for either institution as the

cases it has done little more rhani du.plicate the exter- measUred prohability of failure increases.

nal audit process. Moreover, it is very resource inten- * Conducting on-site cxaminationis. Preventive

sive (and therefore expensive) and often ineffective. rather than remedial, the risk-based approach

The risk-based approach is less well defined. calls for examination techniques that emphasize

Under its broadest interpretations, it relates to both evaluating the adequacy of the institition's own

policy and implementation. Under its narrower internal risk-management processes.

interpretations, it relates to the methodology adopt- * Assessing the commitment to risk mnanage-

ed increasingly to guide on-site inspections. The fol- ment. The risk-based approach evaluates the

lowing describes the main elements that might be active participation of board members and sen-

expected under the broader definition. ior management in developing the risk manage-

At the policy level, ment framework, including policies and proce-

• .Cpialadeuay.A key element is that reg.- dures. The policies and procedures should be

latory capital requireaeents shold be ninked endorsed and understood at the highest levels,

directly to the risks undertaken by the institk- and any chanlges should require board approval.
dieTly to the risks undertaken by the instito- The framework should include regular reporting

tion. The seeds of this approach were sown in
the 1988 Basle Capital Accord, and risk-b ased to the board and management on risk levels and

C.PLa requirements .re '.creqsingly replacing Oilon the relevance of the risk framework itself
capital requirements are increasingly replacing and the board's recognition of its responsibility

the traditional solvency-based measures of cap-
ital. to keep slareliolders and odier stakeholders

.Risk policies and procedures. Explicit empha- informed about the company's risk profile, to

sis is placed on the responsibility of boards and manage those risks, and to be involved general-

management to manage risk. Instittitionis must ly in risk management.
have documeited and board-approved policies * Acsessing risk management policies, proce-
have docedument .an board-approed dures, and limits. Sound policies, procedures,

and procedures that identify, measure, monitor, and exposure limits designed to control risk are
and manage risk exposures. the foundation of risk management. Risk-based

At the implementation level, inspections assess not only the adequacy and

Allocating resources to on-site and Off-site consistency of these policies and procedures but

monitoring and examination. The risk-based also their relevance to each institution's partic-

approach prioritizes supervisory activities ular circumstances.

according to perceived risks. Ideally, the regula- * Assessing risk monitoring and management
tor ranks all regulated institutions according to information systems. An effective risk manage-

an agreed indlex of risk and devotes personnel to ment framework must include systematic meas-
an agee ine of ris anden devte moersonnel torss.Tceuc

both off-site monitoring and on-site inspections urement and monitoring of risks. These func-

Conitinued
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Box 2.1 (Continued). Evolution of Supervisory Approaches: What Is Risk-Based Supervision?

tions must be supported by effective and reliable quacy of its internal controls. For example, the risk-
management information systems. Risk-based based examination reviews the effectiveness of the
inspections involve assessing the adequacy of internal processes, including the internal audit, loan

these systems. review, and compliance functions. If the examina-
Assessing internal controls. Best-practice risk tion deternines that the internal processes are weak,
management policies and procedures are of lit- transactions testing might follow.

tle use unless they are embraced and rigorously As with banking, the risk-based approach to insur-
applied by all levels of staff. The adequacy of a ance examination focuses on processes rather than
financial institution's internal controls and on compliance. For example, examinations assess the

audit procedures is an important element of its company's processes and systems relating to product
risk management framework. Risk-based exam- design and pricing, underwriting management,
inations focus on the relevance of these con- claims liability management, reinsurance manage-
trols to the institution as well as the extent to ment, security management, credit risk manage-
which they ensure that the institution's risk ment, foreign exchange risk management, capital
management policies and procedures are management, and internal controls.
applied irn practice. The implementation of effective risk management

systems is becoming increasingly complex and tech-
To illustrate the change in focus from compliance- nically demanding. The challenge is no less demand-

based to risk-based examinations, consider the way ng for remators. whichanee to ress temand
in whc eahapoc 'el ihlreepsr ing for regulators, which need to recruit technicallyin which each approach deals with large exposuire sohsitesafan mngmntWiltee

limits~ ~ on ban ledn.Tecmlac-ae sophisticated staff and management. While these

approlch checks the institution's compliance with skills remain in short supply, regulators will be
tawsrand regulathinstrearion clealco winte stretched. The challenge is for industry and regulators
the laws and r-egulations regarding legal or imternaltoeabilacmonasofkwedenars. . ~~~~~~~~~~to establish a common base of knowledge in areas
lending limits.. In contrast, the risk-based approach that offer systemic as well as individual benefits.
examines management's attitude to risk and the ade-

the risk that these institutions may be unable to honor the financial prom-

ises that they have made.
The tools adopted by prudential regulators have altered significantly

over the past decade or two. In particular, there have been both a general
shift away from direct controls on balance sheet structures and price con-
trols and a move toward more risk-based measures such as capital require-
ments. Most modem prudential regulators use the following measures:

* Entry requirements

* Capital requirements
* Balance sheet restrictions (including, but not limited to, reserve

requirements)

* Restrictions on associations among financial institutions

* Liquidity requirements

* Accountability requirements

29



The Development and Regulation of Non-Bank Financial Institutions

o Customer support schemes (such as deposit insurance and industry

guarantee funds).

The measures used by prudential regulators are typically stronger and more

intrusive than the equivalent measures applied by market integrity regulators.

Systemic Instability

The fourth main source of market failure is systemic instability. Parts of the

financial system operate efficiently only to the extent that market partici-

pants have confidence in their ability to perform the roles for which they

were designed.

The more sophisticated is the economy, the greater is its dependence on

financial promises, and the greater is its vulnerability to failure of the finan-

cial system to deliver against its promises. The importance of finance and

the potential for financial failure to lead to systemic instability introduce an

"overarching externality" that warrants regulatory attention.

Systemic instability arises where failure of one institution to honor its

promises leads to a general panic, as individuals fear that similar promis-

es made by other institutions also may be dishonored. A crisis occurs

when contagion of this type leads to the distress or failure of otherwise

sound institutions.
It can be difficult to determine exactly where systemic risks arise or

what the full set of causes might be. Contagion risk is generally regarded as

highest among deposit-taking institutions because of the inherent conflict

involved in their promise to transform illiquid assets into liquid liabilities.

Such a commitment can be met under most circumstances, provided suffi-

cient liquid reserves are available, either on balance sheets or through

credit lines. However, when a sufficiently large proportion of depositors

simultaneously demand convertibility, the promise cannot be honored

without outside assistance. Since all deposit takers suffer from the same

potential weakness, a crisis of confidence in one institution can spread

quickly to others.

Perhaps the greatest vulnerability to systemic crisis is in the payments

system. The integrity of the payments system, in which obligations are set-

tled between financial institutions, lies at the very core of the stability of

modern financial systems. The failure of institutions involved in the pay-
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ments system can disrupt debt settlements and commercial transactions,
thereby disrupting the economy more generally.

Although the potential for systemic instability usually is associated with
payments services and deposit taking, equally disruptive consequences also
can flow from other types of market disturbances such as stock price col-
lapses and even the failure of a single large institution, where that institu-
tion is involved in a complex network of tranmactions, including derivative
commitments. Ultimately, systemic risk is of greatest concern where there
is the greatest potential for damage to the real economy.

The primary defense against systemic instability is the maintenance of a
sustainable macroeconomic environment, with reasonable price stability in
both product and asset markets. This responsibility falls directly to govern-
ment in its formulation of monetary and fiscal policy. Having a prudential-
ly sound system of financial institutions also supports systemic stability.
Thus policies designed to combat market failure arising from asymmetric
information automatically support policies designed to combat market fail-
ure arising from systemic instability.

Beyond these general macroeconomic and prudential measures, the
additional regulatory tools most appropriate for resolving this type of mar-
ket failure are the lender-of-last-resort facility and direct regulation of the
payments system.

The lender-of-last-resort facility provides an external source of liquid
funding to the financial system in the event of a systemic crisis. In many
cases, the simple fact that such a facility is available is sufficient to reduce
the probability of contagion.

Regulation of the payments system is integral to managing systemic risk.
Payments and settlements systems in most countries encompass settlements
among banks, settlements of securities, and settlements of foreign
exchange. The risks in these markets are exceptionally high, and settlement
integrity is of paramount importance. In many cases, exposures are carried
for several days and cross international borders. Numerous techniques are
available for minimizing settlement risk. These include delivery versus pay-
ments systems, real-time gross settlement systems, and netting. Regulation
of the payments system requires the regulator to understand the full range
of technical issues involved and to regulate in such a way that the most
expeditious techniques are used. It also requires that the inherent risks are
both understood and managed as efficiently as possible.
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Features of the Alternative Framework

The first thing to note about this alternative approach to regulation is that

it cuts across the objectives of the conventional approach. For example, in

the conventional approach, consumer protection is identified as a separate

objective. As shown in table 2.1, however, consumer protection is met part-

ly by competition policy, partly by market conduct policy, and partly by

prudential regulation. Under the alternative approach, consumer protec-

tion is a natural consequence of addressing the various sources of market

failure that work to the disadvantage of consumers. Similarly, market effi-

ciency is a consequence of correcting market failure.

The second feature is that the alternative framework minimizes the

overlap between regulatory objectives and measures. By approaching the

question of what to regulate by first establishing whether or not there is a

need to regulate, specific regulatory measures are identified much more

clearly with the goal of correcting specific sources of market failure. The

relationship between regulatory measures and objectives under this alterna-

tive framework is illustrated in table 2.2.

Although table 2.2 implies that there is minimal overlap between the

techniques and tools used to resolve the different forms of financial market

failure, some degree of overlap is inevitable. The most obvious overlap is

between prudential regulation and systemic stability regulation. While pru-

dential regulation is aimed primarily at correcting information asymmetry,

it is highly complementary to correcting systemic instability. The fact that

the two objectives are complementary does not imply that the regulatory

measures need to be duplicated in their application. Provided the measures

listed as appropriate for correcting information asymmetry are applied for

that purpose, they will automatically support systemic stability.

The final feature of this alternative schema is that many of the regula-

tory measures covered under the conventional approach are classified as

redundant under the alternative approach (they are included in the table

but are not shown as contributing to the regulatory objectives). This classi-

fication recognizes that many of the measures listed in table 2.1 either were

discarded by regulators during the 1980s and 1990s or do not contribute

effectively to resolving the market failures that justify financial regulation.
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Table 2.2. Regulatory Measures and Objectives: Alternative Framework

Anticompetitive Market Asymmetric Systemic

Regulatory measures behavior misconduct information instability

Competition regulation

Market structure policy

Anticollus ion rules t

Contestability rules V

Market conduct regulation

Disclosure standards V

Conduct of business rules v

Governance/fiduciary responsibilities V

Prudential regulation

Entry requirements V IV/ V/

Capital requirements V V V

Balance sheet restrictions V V

Associations amrong institutions v V

Liquidity requirements V V

Accountability requirements V V

Insurance/support schemes V V

Systemic stability regulation

Lender of last resort V/

Payments system oversight V

Redundant regulations

Customer suitability requirements

Interest rate ceilings

Deposits

Loans

Investment requirements

Geographic restrictions

Note: Blank cells indicate measuires that either were discarded by regulators in the 1980s and 1990s or do not contribute effec-

tively to resolving the market failures rhat justify financial regulation.
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Using Regulation to Achieve Social Objectives

The only conventional objective that is not captured in the alternative

framework is that of achieving social objectives. Although there is a case for

using regulation for social purposes, international experience with this has

been less than encouraging.
Budget-constrained governments have often looked to the financial sec-

tor (in particular to banks) as a source of off-budget funds for meeting social
initiatives. Governments often have favored the housing sector in two

ways: (a) by granting privileged licenses for institutions that finance hous-
ing, tax concessions for institutions lending for housing, and regulated
interest rate maxima for housing loans or (b) by underwriting risks in mar-

kets that channel funds to housing. Many governments also have subsidized

finance to specific sectors such as exports, agriculture, or the low-income

sector. Finally, many countries have imposed reporting requirements on
financial institutions in an effort to combat money laundering and organ-
ized crime.

Historically, many of these efforts have worked counter to the intention

of the policy. For example, interest rate ceilings on lending to particular sec-
tors have more often than not reduced the volume of lending to those sec-
tors. Politically connected or motivated lending policies can have a nega-
tive impact on both the efficiency and the safety of the financial system (see

Santomero and Herring 1999).
The general consensus on regulation for social purposes is that it should

either be eschewed or funded as a specific community service obligation on
budget. Full funding removes not only the potential distortion but also

much of the incentive to pursue social objectives in this way (which is to

remove them from the budget).

Drawing the Regulatory Boundaries

This alternative framework provides a basis for assessing when regulation is
needed and the form that such regulation should take. The task of deciding

exactly which financial activities warrant all or some of these forms of reg-

ulation nevertheless remains a difficult one. The issue is where to draw the

boundaries between those activities and institutions that warrant competi-
tion regulation, those that warrant market integrity regulation, those that
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warrant prudential regulation (for asymmetric information failure), and

those that warrant regulation for systemic stability purposes.

With one notable exception, drawing these boundaries is relatively

straightforward. First, the boundaries of regulation for systemic stability are

relatively well defined. Since the central bank conducts monetary policy

and is usually the only regulatory agency with the capacity to write checks

on itself, it is the natural agency to undertake systemic regulation. The

extension of lender of last resort is a matter of judgment for the central

bank, but it is often restricted to large banks, although smaller banks and

other deposit takers may be included. Regulatiion of the payments system for

stability purposes similarly would be extended to those institutions involved

in the various levels of the payments system.

Second, all markets in the economy require competition regulation. In

this respect, financial markets and institutions require no additional regula-

tion for competitive purposes over and above that applied to other markets.

Indeed, a case can be mounted for slightly lighter competition regulation of

financial institutions on the grounds that, where information asymmetry is

involved, some restrictions on entry are required for prudential purposes.

Third, all markets in the economy require some form of market integri-

ty regulation. The case for this form of regulation in the financial sector is

somewhat stronger than it is for most other markets. The importance of

information for the price formation process and the scope for exploitation
of information suggest the need for a higher level of market integrity regu-

lation for financial markets and institutions ihan elsewhere in the econo-

my. While all sectors of the financial system require market integrity regu-

lation, there unquestionably will be some vairiations in the intensity and

form of this regulation for different parts of the industry. For example, stock

markets and unit trusts are likely to be regulated more intensively for mar-

ket integrity purposes than the market for small business finance.

It is important to recognize two points:

* Both competition regulation and market integrity regulation apply to

all sectors and institutions in the financial system.

* For many financial institutions and products, these two forms of reg-

ulation will be sufficient to remove most, if not all, of the market fail-

ure involved.
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The "special" group in this framework is the group of institutions that

warrant prudential rcgulation to correct information asymmetries. The basis

for drawing this final boundary rests with the nature of the particular finan-

cial promises being made by any given financial institution.

Not all financial promises are equally intense. Financial promises can be

distinguished according to the following characteristics:

o The inherent difficulty of honoring the promise

o The difficulty faced by the consumer in assessing the creditworthi-

ness of the promisor
o The adversity caused by promissory breach.

Each of these characteristics involves risk. The more difficult the promise is

to keep, the greater is the risk to the consumer and the greater is the impact

of information asymmetry. Some financial promises, such as common equi-

ty claims, are relatively easy to honor in that they contain very general and

flexible obligations. Other financial promises, such as demand deposits (a

promise to pay a fixed nominal amount at the total discretion of the

promisee), are very onerous.

The more complex is the institution making the promise, the more dif-

ficult it is for the promisee to assess its creditworthiness, and therefore the

greater is the risk. Some structures, such as trusts, are relatively transparent,

while others, such as financial conglomerates, are extremely complex.

Finally, the greater are the consequences of promissory failure, the

greater is the risk, not only to the individual but also to the community. The

consequences of the failure of a major insurance company to honor its

insurance claims, for example, would likely generate much greater adversi-

ty within the community than the failure of a nonfinance company to meet

its equity obligations.

Although drawing the boundaries around institutions warranting pru-
dential regulation is a matter for judgment, a useful guiding principle is that

institutions making financial promises warrant prudential regulation only

where their promises are judged to have a sufficiently high intensity in all

three characteristics outlined above. Only in these cases will the potential

cost of the market failure dominate the potential efficiency costs of pnm-

dential regulation. This same principle is usually applied to regulation in

other situations characterized by asymmetric information failure, such as air

safety, drugs, and medical services.
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Most countries have included banking within the net of prudential reg-

ulation. Many also have included both types of insurance. Some have added

to this set of core institutions various combinations of other nonbank

deposit takers, pension funds, and securities dealers. No simple formula

exists for defining the best boundaries for prUdential regulation. Indeed, the

ideal boundaries are likely to differ between different countries and finan-

cial structures and may change for a given country as its financial system

evolves. What is important is that these boundaries are assessed periodical-

ly for their relevance and efficiency against the objectives of regulation.

Regulatory Structure

In principle, there are two fundamentally different models of regulatory

strmcture-one based on institutions and the other based on regulatory

functions. The former involves the establish-ment of separate agencies to

regulate different institutional groups, while che latter involves the estab-

lishment of separate agencies to regulate different sources of market failure.

Although the distinction between institutional and functional regulation

exists in principle, the reality is that most cauntries have strmctures that

combine elements of both.
The traditional approach to regulation has been institutional, assigning

separate agencies to each of the prudentially regulated institutional groups,

such as banks, insurance companies, securities dealers, and, in some cases,

pension funds. In the purest form of this modlel, the institutional regulator

is responsible not only for regulating the prudential behavior of the institu-

tions in its group but also for regulating their market conduct and compet-

itive behavior (and, where relevant, their imlpact on systemic stability). In

most cases, single-function regulators responsible for market conduct, com-

petition regulation, or both exist alongside these multifunction institution-

al regulators.
This traditional model has come under pressure, especially in recent

years, from a range of factors, such as technological innovation, interna-

tionalization, and consumer expectations. The two key drivers of change

have been the growing importance of financial conglomerates and regula-

tory arbitrage.

Financial conglomeration has raised the obvious question of whether or

not the regulatory structure should mirror more closely the evolving struc-

37



The Development and Regulation of Non-Bank Financial Institutions

Box 2.2. Conglomerate Structures and Regulation

One of the driving forces behind regulatory reforms in rower bank models. The reguliatory challenges, how-
recent years has been the convergence among finan- ever, are substantial, especially where nonbanking
cial products offered by banks and NBFIs. In part, this activities change the nature of the bank's risk profile
convergence has resulted from competition as finan- or where the bank carries large exposures to unregu-
cial institutions have encroached increasingly on each lated subsidiaries. To complicate matters further, the
other's territory, and, in part, it has resulted from the appropriate measurement of bank capital becomes
blurring of boundaries between financial products as debatable when the bank can raise lower-tier capital
technological innovations have reshaped the design and invest in subsidiaries.
and delivery of products. The nonoperating holding company structure, pio-

As these boundaries have blurred, the financial neered in the United States and growing in popularity
industry has evolved in two main directions: (a) bou- elsewhere, provides a much cleaner separation of the
tique providers specializing in niche markets and (b) members of a financial conglomerate group. In recog-

conglomerates providing a virtual supermarket of nition of the increasing pressure for financial conglom-

financial products. The international trend toward eration in the industry, the Uniited States passed the

the amalgamation of regulatory agencies across indus- Gramm-Leach-Bliley Act in 1999 to remove long-
try groups has been partly an attempt to match the standing statutory limitations on activities permitted

regulatory structure to the evolving structure of the in banking groups. The act requires financial groups

industry. Even countries that traditionally forced a that wish to engage in both banking and nonbanking
strong separation among providers of different types of activities to organize specified activities in separate

financial services have begun to accommodate finan- subsidiaries of a nonoperating holding company. In

cial supermarkets. particular, investment banking activities and insurance
How best to regulate financial conglomerates is still underwriting can be carried out only in subsidiaries of

a relatively new challenge for many regulators and one the holding company. Some lower-risk activities, such

that will see a range of responses in coming years. A as underwriting municipal securities and insurance

second challenge in this environment-one that has a agency business, are permitted in subsidiaries of either

somewhat longer history-is whether or not to limit the holding company or the bank-subject to certain

the permissible forms of conglomeration. The structur- prudential restrictions. In this way, the banking activi-

al forms of conglomeration found throughout the ties are at least partially quarantined from the risks aris-

world range from the universal banking model, ing from other financial activities.

through various forms of parent and subsidiary arrange- A particular regulatory advantage of this model is
ments, to the nonoperating holding company model. that the profits and losses of the various business lines

Each of these has different regulatory implications. accrue directly to the holding company and not to the
The universal banking model, popular in continen- banking unit. Correspondingly, the liabilities of the

tal Europe, typically permits securities dealing, invest- nonbanking units have no direct claim over the bank-
ment banking, and some other nonbanking activities ing unit. Unlike the universal banking model, the non-

to take place on the balance sheet of a bank. The one operating holding company restricts the benefits of
financial activity that is never permitted on a bank deposit insurance and any associated implicit or explic-

balance sheet is insurance, although countries that it subsidies from the taxpayer to the banking operation.

allow universal banking usually allow insurance prod- There is nonetheless a potential loophole for con-

ucts to be sold through subsidiaries of banks. Universal glomerate groups organized in this way to circumvent

banking is often seen as a more efficient model of fund the segregation of risks by having the bank take on

raising for the conglomerate group, in terms of both large intergroup exposures to its nonbank affiliates. In

the cost of funds and the access to liquidity. It also recognition of this potential, the Federal Reserve

facilitates group risk management and provides access Continued
to a wider range of risk diversification than the nar-
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Box 2.2 (Continued). Conglomerate Structures and Regulation

Board has formulated restrictions under section 23A of extensions of credit and asset purchases. The regula-
the Federal Reserve Act to govern certain transactions tion places quantitative limits (exposure as a percent-
that expose banks to risk from nonbank affiliates. age of capital) and, in some cases, collateral require-
Section 23A is designed to prevent the misuse of a ments on covered transactions between banks and
bank's resources through "non-arm's length" transac- their affiliates.
tions with its affiliates. Covered transactions include

ture of the inclustries that it purports to regulate. Regulatory arbitrage also

has become a major source of concern among emerging market regulators as

profit-driven institutions have sought to exploit regulatory differences

among regulators of similar financial products.

Financial Conglomerates

In some countries, separation of certain financial services by institution is

enshrined in legislation. More commonly, however, the extent to which

institutions combine different financial services and products on one bal-

ance sheet, or in separate balance sheets within the one financial group, is

left to the market. In recent decades, there has been a growing trend
toward financial conglomeration. This trend has been recognized as a nat-

ural response to the potential economies of scale and scope in finance that

arise from the ability of financial institutions to leverage their loyal base of

retail customers in one area by cross-selling to other financial service and

product areas.
The most common conglomerate structure is that in which banks estab-

lish insurance, securities dealers, and other nonbank financial institutions

as subsidiaries (see box 2.2). Less popular, but still relatively common, are

stmictures in which insurance or securities dealers form the parent compa-

ny, with other financial service providers as subsidiaries. In some countries,

the provision of banking, securities dealing, and other noninsurance finan-

cial services is carried out on the same balance sheet. The only financial

service not commonly combined with others on the same balance sheet is

insurance, although insurance activities frequently are carried out within a

conglomerate structure, but in a separate subsidiary. The final conglomerate

forn is the nonoperating holding company structure, in which different
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financial services and products are offered by subsidiaries of a common,

nonoperating holding company.

Regulatory Arbitrage

It is a fundamental requirement for efficient regulation that the regulatory

burden imposed on any institution should be related to the type and extent

of market failures involved rather than to the institutional label that the

company carries; that is, the system should, to the greatest extent possible,
exhibit regulatory neutrality.

Under the institutional regulatory structure, potential non-neutralities

arise, because institutions subject to different regulators can make the same

promises. For example, under the institutional model, bank and nonbank
deposit-takers (such as building societies, credit unions, and, in some coun-

tries, even finance companies and investment trusts) usually have different
regulators, despite the fact that they make essentially the same financial

promises. The potential for conflict is exacerbated in some countries by the

presence of both state and federal regulators. This potential is highlighted

in the United States, which has 50 separate regulators for insurance and two

different federal as well as multiple state regulators for banking. Even the

most assiduous efforts at coordination are unlikely to prevent differences of
application across such a diverse set of regulators, each subject to its own

legislative processes and resource constraints.
Where a financial institution is able to choose among different regula-

tors, either by altering its corporate form, its regulatory jurisdiction, or sim-

ply its institutional label, there is an incentive to arbitrage among the

potential regulators so as to minimize the regulatory burden. This problem

is exacerbated in conglomerate situations where a heavily regulated parent

is able to reduce its regulatory burden by shifting business into an unregu-
lated subsidiary. Regulatory arbitrage of this type was common in a number

of Asian countries and contributed to the depth of the financial crisis in the

late 1990s.
The crux of the problem is that, in the traditional structure, the juris-

dictions of the regulators are defined by the institutional groups to which

they are attached. Thus, for example, a banking regulator is usually restrict-

ed to regulating banks, rather than to regulating banking-type products.
This leaves an arbitrage opportunity for new institutions to offer banking-
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type products under a different banner, thereby remaining outside the juris-

diction of the main regulator. Where the new, unregulated institutions

incur greater risk by avoiding or minimizing regulation, the stability of the

whole financial system may be put at risk. Resolving this conflict requires

either an amalgamation of regulators to a level where regulatory gaps are

minimal or a redefinition of the jurisdictional boundaries by financial prom-

ises rather than by institutional group. Thus, for example, any institution

offering deposit promises could be defined as a bank for regulatory purpos-

es. Similarly, any institution making an insurance-type promise could be

defined as an insurance company for regulatory purposes.

Not only does the institutional structure face potential non-neutralities

between conmpeting prudential regulators, but it also faces a fundamental

source of non-neutrality between the prudential and other functional regu-

lators. For example, a prudential regulator is unlikely to take the same

approach as a market conduct regulator in regulating the market behavior

and disclosure of a bank or insurance company. Further, the prudential reg-

ulator is less likely to have the expertise or to allocate as many of its scarce

resources to issues of market conduct than is a specialized market conduct

regulator. Similarly, because of its natural interest in industry stability and

soundness, a prudential regulator is more inclined to impose high entry bar-

riers and is less concerned with industry concentration than is a specialized

competition regulator. Consequently, countries in which these responsibil-

ities are delegated to prudential regulators for certain industry groups often

face complaints about regulatory non-neutrality.

The situation is complicated further by the fact that few prudential reg-

ulators receive full delegation of market conduct and competition issues.

For example, where the institutions in the industry being prudentially reg-

ulated take a corporate form, their disclosure requirements for raising equi-

ty funds are likely to be governed by the regulator responsible for market

conduct. Similarly, some countries subject mergers of prudentially regulated

institutions to the scrutiny of one or more outside processes.

Responses to the challenges of conglomerates and regulatory arbitrage

have taken three main forms: the lead regulator model, the integrated insti-

tutional regulator model, and the functional regulator model. Although

these models are conceptually distinct, the inevitable reality is that some

countries have built structures that combine features of two or even all

three models.
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The Lead Regulator Model

One of the biggest challenges to the traditional institutional model posed

by financial conglomeration is the potential for individual regulators to fail

to come to grips with the risks embodied in the overall group.
Among the countries that have maintained a largely institutionally

based regulatory structure, many have adopted a lead regulator approach,

whereby one of the institutional regulators takes responsibility for the group

as a whole, as well as for coordinating among the regulators involved-
thereby becoming the de facto conglomerate regulator. While a single reg-
ulator takes the lead in this way, regulation of the individual subsidiary
institutions is delegated to the relevant institutional regulators.

For this model to operate successfully, there must be a high level of coop-
eration among the regulators involved and both a legislative capacity and a
willingness to share information. It also is important for the lead regulator

to have the legal powers necessary to take action against the group in the
event of a problem.

Although the lead regulator model addresses the problem of conglomer-

ates (although few see it as an adequate solution to the problem), it fails to

address the problem of regulatory arbitrage.

The Integrated Regulator Model

The term "integrated regulator" has been used to cover a wide range of reg-
ulatory structures. At the minimal end of the spectrum, the term has been

applied to regulators (such as the Office of the Superintendent of Financial
Institutions in Canada) that combine regulation of both banking and insur-
ance. At the other end of the spectrum, the term includes "super regulators"

(such as the Monetary Authority of Singapore) that combine all prudential
regulation, market conduct regulation, and systemic stability regulation
under one roof.

As noted in Taylor and Fleming (1999), many of the countries that have

opted for some form of integrated regulation have cited the need to regulate

financial conglomerates more effectively and the desire to extract regulato-

ry efficiencies as the main forces driving integration. Although not cited as

often as a motivation for regulatory integration, this model offers a much

sounder base than the institutional model for minimizing regulatory arbi-

trage. Since a single regulator has jurisdiction over a much wider range of
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Table 2.3. Regulatory Structures Around the World, Mid-1999

Regulatory structure Number of countries

Separate institutional agencies 35

Combined securities and insurance 3

Combined banking and securities 9

Combined banking and insurance 13

Single agency

Central bank 3

Other 10

Sotrce: CoLirtis (1999).

institutions, it has the power to ensure that all regulated institutions

observe the same impositions with respect to similar financial promises.

However, since institutions (albeit a much wider range of institutions) still

define the integrated regulators, there still may be the potential for unregu-

lated institutions to compete at the fringes, without bearing the full cost of

regulation. This framework requires supporting legislation that clearly

defines regulated institutions by the products and services they provide.

According to Taylor and Fleming, by mid-I 999, 13 countries had adopt-

ed integration of at least banking and insurance regulation; of these, all but

two have added either securities regulation and some or all of market

integrity regulation to the basic integrated regulator. The number of inte-

grated regulators, however, appears set to increase markedly over the com-

ing few years, with a significant number of countries either in the process of

restructuring along these lines or considering such a move. Table 2.3 shows

an approximate classification of regulatory structures around the world as of

mid- 1999.
The rationale for integrated regulation, at least as applied to prudential

regulation, is relatively straightforward. By aligning the regulatory structure

with the conglomerate structure of industry, the regulator should, in princi-

ple, be better able to regulate the conglomerate group as a whole. Further,

by assembling all prudential regulators under one roof, the regulatory

agency should be able to extract efficiencies in the use of scarce regulatory

resources. By offering a broader career path, wi.thin a larger and presumably
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more prestigious organization, it also should be able to attract better-quali-

ty staff. Finally, its broader scope also should minimize gaps and overlaps,

thereby minimizing regulatory arbitrage.

The main drawback of integrated regulation is the potential for con-

sumers to assume incorrectly that all financial services and products regu-

lated by the same regulator are subject to the same degree of public support.

This potential misperception thus may heighten the moral hazard problem

faced by prudential regulators.
Although the theoretical case for integration is attractive, full integra-

tion of regulatory methodology, which is necessary for true regulatory neu-
trality, is still to be achieved. In some countries, the move to fLll integra-

tion has been hampered by internal structures that have maintained insti-

tutional groupings. In others, it has been hampered by legislative differences

among institutional grouLps. These limitations notwithstanding, experience

with integrated regulation to date appears to have been positive, with most

countries reporting satisfaction with their efforts to build regulatory capac-

ity and to extract efficiencies.
The case for integration across different regulatory functions, such as

prudential and market integrity, is less compelling than that for integration

within regulatory functions. Although it increases the potential for regula-

tory efficiencies, the super regulator variation of this model needs to recon-
cile the different cultures and methods inherent in addressing the different

forms of market failure. Not only does the super regulator version of inte-

grated regulation raise the potential for conflict between the objectives of

the different regulatory functions, but it also exacerbates the moral hazard

problem by extending even further the regulatory net covered by the pru-

dential regulator.

The Functional Regulator Model

The third response has been to structure regulators in strict accordance

with the four soLirces of market failure: one for competition, one for mar-

ket conduct, one for asymmetric information, and one for systemic stabili-

ty. The distinguishing feature of this model is that each regulator regulates

a single function, regardless of the institutions involved. Thus, for exam-

ple, the competition regulator is responsible for competition issues for

banks, insurance companies, and securities dealers, as well as for all other

sectors in the economy.
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Box 2.3. Functional Regulaition: The Australian Experience

During 1996, the Australian government commis- market integrity, including colsumer protection,
sioned a committee to review the Australian experi- in the financial system
ence with financial deregulation, to assess the forces * The Australian Prudential Regulation
for change in the financial system over the coming Authority, which is responsible for ensuring the
decade or so, and to recommend a regulatory struc- prudential soundness of all deposit-taking, gen-
ture for coping with these changes (see Financial eral, and life insurance and private pension
System Inquiry 1996, 1997). schemes

The committee (known informally as the Wallis * The Reserve Bank of Australia (RBA), which is
Committee) reported in March 1997 with 115 rec- responsible for stabilizing the system.
ommendations ranging from the competitive struc-
ture of the financial system to detailed legislative The committee considered a wide range of issues In
changes. At the time of writing, the Australian gov- difficult were whether or not to separate banking
ernment had implemented all but a few of these rec- supervision from monetary policy, where to draw the
ommendations. At the core of these recommenda- boundaries around those institutions and financiat
tions was a proposal to realign the country's hybrid services warrantmg prudential supervision and how
structure of institutionally based prudential regulaters
and more funlctionally based integrity and competij- best to ensure interagency cooperation.

ion Ire int a on solidated dtgru of funcon- The committee recognized that there were signifi-
tionaregulatorslintolayconslidated group of function,cant synergies between banking regulation and mon-
ally based regulators. etary policy. Coupled with the credibility enjoyed by

The primary motivation for the change was an the RBA as a successful banking regulator, there was

quickly becoming the dominant form of financial a strong case to retain banking supervision within the
service providet and th ththe forces for change in tla e RBA. There was, however, an equally powerful argu-
financial System would put intolerable strain on the ment that the growth of financial conglomerates
rIeg l srue, wunles itows bette alig nd win-h requited a more coherent approach to prudential reg-

reglatry trutur, ules itwasbeter lige wi-h ulation than could be provided by different agencies.
the underlying sources of market failure. The corn- While the committee considered adding regulation of
mittee was particularly conscious of the need for reg- nsurance and other deposit takers to the responsibil-
ulatory agencies to focus on correcting market failure tis of te a, ther would have be a der of
and to minimize the potential for impeding innova- dties of the RBA, there would have been a danger of
tion and adding unnecessarily to the cost of providig dlistractling the RBA from its primary role of monetary
financial services. The committee sought to recorri- picy Utimatey, the commttee decided thata new
menid a strutCture that would facilitate new mark et agency dedicated to all forms of prudential regulationmell a trtctur tht wuld aciitae ne maketand a streamlined central bank responsible for sys-
entrants ancl new ways of providing financial servic- temic stabilit t sntrol of monsetar poic
es, and financial innovation generally, without sacri- and the payments system offered a more focused and
ficing financial safety and soundness.flxbesrcu.

In July 1998, based on the committee's recommen- flexible structure.
dations, the government instituted a functional regu- t Drawing the boundaries around prudential regula-
latory structure based on four agencies: tion also was difficult. While the case for including all

deposit-taking institutions and all forms of insurance
* The Australian Competition and Consumer within the prudential net was very strong, the case for

Commission (ACCC), which is responsible for pensions was much less so. The situation was compli-
regulating competition and protecting con- cated by the way in which the Australian pension sys-
sumers throughout the economy tem had evolved since the mid-1980s. To reduce the

* The Australian Securities and Investments burden on a growing unfunded public pension
Commnission, which is responsible for regulating Continuied
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Box 2.3 (Continued). Functional Regulation: The Australian Experience

scheme, successive Australian governments had dential agency with a board that would include ex
encouraged private provision through tax conces- officio representatives from the Australian Securities
sions and a series of compulsory pension contribu- and Investments Commission and the RBA.
tions imposed on employers as an offset to wage The new structure has been in operation since July
claims. The pension owner ultimately bore the mar- 1998 and has functioned effectively and efficiently to
ket risk of such pensions. Although this made a date. In line with the expectations of the Wallis
strong case to treat pensions like any other form of Committee, streamlining the old regulatory structure
investment, the fact that the pension contributions lowered the cost of regulation significantly and facil-
were mandatory and the choice of fund was restrict- itated new entrants to the field, without reducing
ed meant that the government retained at least an safety or soundness. Indeed, the case could be made
implicit responsibility associated with the risk of that safety and soLundness improved as a result of har-
fraud and poor management. For these reasons, the monization of prudential standards not only within
committee recommended including private pensions institutional groups but also among groups. In 1999
within the prudential responsibility of the Australian the Australian Prudential Regulation Authority
Prudential Regulation Authority. helped to form an international group of integrated

Finally, to encourage interagency cooperation, the regulators and is generally regarded as being at the
committee recommended establishing the new pru- frontier of integrated regulatory policy.

The strength of this approach is that it brings together under one roof
all regulators specializing in the same form of regulation, thereby offering
efficiencies, and fosters regulatory neutrality, without creating conflicts
among the regulatory objectives within each agency. Defining regulators by
function also offers them ample scope to minimize regulatory arbitrage, pro-
vided they are willing to harmonize standards fully across all industry groups
that fall within their jurisdiction.

To date, Australia appears to be the only country to adopt this model in
its purest form, although several of the super regulators have effectively
replicated this type of model by establishing functional regulation within
their internal structures (see box 2.3).

Although the functional model is attractive in that it aligns regulatory
agencies with market failures, it is not entirely free of regulatory conflicts.
Indeed, eliminating regulatory overlaps and conflicts completely is virtual-
ly impossible. Some conflicts arise automatically among the objectives of
competition regulation, market conduct regulation, and prudential regula-

tion. Most institutionally based structures attempt to resolve these conflicts
by granting prudential regulators jurisdiction over competition and market
conduct for the institutions involved. This eliminates the conflict for the
institutions but does so at the cost of lack of uniformity in the application
of the other forms of regulation. For example, a prudential regulator may be
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tempted to pursue breaches of disclosure requirements less vigorously for

banks than would a dedicated market conduct regulator, because of the

potential for public punitive action to weaken the prudential standing of

the bank in question.
The functional regulatory structure attempts to resolve the conflict by

dividing each industry's regulation among the various regulators, with each
regulating the component of the institution's behavior that falls within its

jurisdiction. Although this also eliminates the conflict, it does so by sub-

jecting each industry to multiple regulators and creating potential conflicts
between the regulators. For example, a banking regulator seeking an expe-

ditious merger between two large banks to avoid a capital deficiency may
find its plans blocked by the competition regulator.

The super regulator version of integrated regulation seeks to resolve the
regulatory conflict by having one regulatory agency cover most or all areas
of regulation. Again, this resolves the conflict, but at the possible cost of
internal conflicts of style, as the agency attempts to reconcile fundamental-
ly different regulatory approaches (proactive approaches and reactive
approaches). There is also the possibility that interagency conflicts under
the altemative structures simply become interdepartmental conflicts with-

in a super regulator.

Selecting the Appropriate Regulatory Structure

There is no ideal regulatory structure that fits all financial systems. The

ideal structure is a matter of judgment and needs to take into account the
stage of financial development, the legislative environment, and the range

of regulatory skills available.
Where the financial system is largely bank based, the case for integrat-

ed regulation is less likely to be pressing. First, a bank-dominated system is
unlikely to face a major problem of institutional blurring. In such a system,
there may also be benefits from maintaining a closer link between pruden-

tial regulatiorL of banks and systemic stability regulation. With the excep-
tion of Singapore (which has the advantage of a relatively small, central-
ized financial system), countries that have adopted integrated regulation

have established this within a new agency, independent from the central
bank. Although this separation is helpful for maintaining the regulatory

focus of the agency and ensuring that it takes a broad perspective across all

regulated institutions (not just banks), it does so at the cost of separating
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prudential oversight of banks from the systemic responsibilities of the cen-

tral bank. In a bank-dominated financial system, the benefits of keeping

banking regulation within the central bank may outweigh the benefits of

integrated regulation.

Where the government's objective is to foster a strong and competitive
nonbank sector, the case for integrated regulation and its associated bene-
fits of regulatory neutrality and scale efficiencies are likely to be stronger.

Regulatory Backing

Regulatory effectiveness refers to how well and how cost-effectively the reg-

ulator of a particular intermediary group or financial product meets its
objective of counteracting market failure.

The cost aspect is critical and is often overlooked. It is easy for a regula-

tor to think of regulatory effectiveness simply as eliminating market failure

(for example, ensuring that insurance companies meet their promises under

all possible circumstances). True regulatory effectiveness, however, requires
that the cost of eliminating the market failure is not greater than the cost of

the market failure itself.
Effectiveness ultimately comes down to two issues: the backing or sup-

port available to the regulator (the effectiveness of the political, legal, and

financial backing in enabling a regulator to carry out its duties) and regula-

tory implementation (the effectiveness of the tools and techniques

employed by the regulator). This section deals with regulatory backing,

while the next deals with the issue of implementation.
The critical support issues that affect a regulator's capacity to function

effectively include political support, appropriate legislative backing, adequate

funding, appropriate skills, and appropriate review processes. These backing
requirements constitute a set of preconditions for effective regulation.

Political Support

It is fundamentally important that the govermnent and the regulator share the

same philosophy with respect to the particular form of regulation involved.

This means sharing a common view about the roles and objectives of regula-

tion. It also means keeping open the channels of communication so that the
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government is aware of issues facing the regulator as well as an evolution in the
regulator's approach and in the regulated industries. Finally, it mearis having
clear lines of responsibility and accountability between the regulator and the
government. The ideal combination of responsibility and accountability is one
in which the regulator is demonstrably independent in its actions, but fully
accountable to the government for the outcomes of those actions.

It is critical that the government stands willing to support the regulator
in the event that legislative changes are needed, either to correct legislative
deficiencies in the regulator's powers or to adjust the legislation to cope
with evolutio-n in the financial system.

The regulatory structure established by the government is another
important factor influencing the regulator's effectiveness. In particular,
many regulatory structures have multiple regulators with potentially con-
flicting areas of jurisdiction. Regulatory dupliication not only is costly but
also can create uncertainty and inconsistency.

At a broader level, a supportive government also will ensure that the
regulator has functional links with other nonregulatory bodies whose poli-
cies and decisions influence the effectiveness of the regulator. Of relevance
here are industry and government bodies concerned with matters such as
accounting standards and bankruptcy laws.

Legislative Backing

Possibly the most fundamental backing that any regulator needs is the legal
power to carry out its functions effectively. This gives the regulator not only
the power to function but also the ability to protect the government's own
exposure.

The powers required by a regulator to meet: its objectives may vary con-
siderably according to the nature of the market failure involved. For exam-
ple, the legislative backing for a regulator whose primary focus is market
integrity typically includes the power to undertake the following:

* Regulate disclosure for securities and retail investment products
* Regulate market conduct to promote orderly and efficient price dis-

covery, trading, and securities settlement
* Determine the licensing and oversight conditions of financial insti-

tutions and organized exchanges
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* Regulate investment advice and market participants

* Regulate the establishment and compliance of collective investment

schemes
* Regulate the conduct of dealings with consumers and the prevention

of fraud

* Take injunctive action against the operations of suspected fraud

* Seize and dispose of assets acquired by fraud

* Levy fines on inappropriate behavior

* Approve and oversee industry codes of conduct

* Delegate accreditation and disciplinary functions to self-regulatory

bodies where appropriate

* Set benchmarks for the performance of self-regulatory bodies.

The activities of market integrity regulators inevitably involve the prosecu-

tion of those who break the rules. Legislative backing therefore must pro-

vide the market integrity regulator with sufficient powers of enforcement.

This includes the establishment of sufficient clarity of intent in the legisla-

tion as well as sufficiently strong sanctions.

These requirements are far from simple to implement and require strong

support from the coLirts. For example, nmost market integrity regulators are

empowered to prosecute insider trading in stock markets. Yet, in practice,

insider trading is extremely difficult to establish in most courts of law. The

greater is the clarity of the law, the nmore stringent are the penalties, and the

more extensive are the powers of the regulator to access information and

pursue potential miscreants, the more effective is the regulator's role in pre-

venting such abuses.

The legislative backing for a regulator whose primary focus is competi-

tion regulation typically includes the following powers:

* Establish rules dealing with the competitive structure of industries

* Prevent mergers of financial institutions

* Force divestiture where industry concentration becomes uncompetitive

* Prohibit collusion on the price or nature of promises made by finan-

cial institutions.

Prudential regulators are fundamentally different from market integrity

and competition regulators. Although the regulatory approach of the latter
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may include some proactive elements, such as licensing or approval of mar-
kets and mergers, the primary approach is reactive-prosecuting market
participants who break the rules established by the regulator. The reactive
nature of these regulators is a natural consequence of the objective of effi-
ciency-the cost of policing these rules ex ante to prevent transgressions is
typically so high as to dwarf the costs of the rnarket failure. This is not the
case for prudential regulators.

With prudential regulation, the cost of market failure due to asymmetric
information (and the possible systemic risks involved) usually is judged to be
so high that the government interposes a regulator between the promisor and
the promisee to remove, or at least greatly reduce, the need for the promisee
to make judgrnents about risk. This creates an implicit risk transfer from the
individual to the government, since creditors of a failed institution that has
been prudentially regulated have a natural incentive to look to the govern-
ment for restitution. Many governments have attempted to make this liabili-
ty explicit (arid to limit it in the process) by instituting public insurancc or
guarantee schemes for creditors of prudentially regulated institutions.

Because of this implicit liability to the government, prudential regula-
tion tends to be more proactive or preventative than reactive. To prevent
promissory failure in sectors where there is either information asymmetry or
potential systemic instability requires the regulator to have the power to
respond quickly and flexibly to changing circumstances. This includes the
power to merge distressed institutions before their capital has been com-
pletely eroded.

Effective powers of enforcement for a prudential regulator typically
include the following:

* To inspect
* To request information
* To direct (for example, to cease certain activities)
* To remove directors and auditors
* To suspend operations
* To appoint an administrator
* To transfer engagements.

The preventative nature of prudential reCulation has raised a debate
about the ideal legislative backing. Whereas a market integrity or competi-

51



The Development and Regulation of Non-Bank Financial Institutions

tion regulator needs all its powers and rules to be clearly defined in legisla-

tion, a prudential regulator usually seeks to resolve problems before they

become cases for legal action. This places a different set of requirements on

the nature of the rules themselves in the case of prudential regulation.

Prudential regulators around the world currently operate under one of

two models: either the "black letter law" model or the "guidelines" model.

The former (used extensively in regulating insurance companies) puts all

prudential rules into the act governing either the particular financial insti-

tution or its regulations. The latter (adopted more in banking regulation)

usually involves conferring on the regulator a very broad regulatory power

under the act. The regulator then implements this power by promulgating

guidelines or prudential standards. In some countries, the standards have the

same legal status as regulations; in others, they draw their enforceability from

the regulator's ability to impose its will through a regulation, if needed.

From a regulatory standpoint, the most attractive feature of the guide-

lines approach over the black letter law approach is the flexibility that it

affords the regulator. First, the regulator can issue or amend a guideline

quickly, without the need to pass legislation through the Parliament.

Second, there should be no dispute over the interpretation of a guideline. If

there is any ambiguity in the wording of a guideline, the regulator can either

issue an interpretative note to clarify the matter or amend the guideline.

The ultimate jurisdiction for the interpretation lies with the regulator. In

contrast, where the interpretation of a regulation comes into dispute, juris-

diction for the interpretation lies ultimately with the courts. Some of the

world's more spectacular regulatory failures can be traced to the inability of

legal draftsmen to draft legislation tightly enough for effective enforcement.

Funding

A fundamental precondition for regulatory effectiveness is adequate fund-

ing. Without adequate financial resources, the regulator will be unable to

attract staff with the requisite skills, undertake analyses or inspections in

the case of prudential regulators, prosecute market misconduct in the case

of fraud, or force divestiture in the case of monopoly.

There are two main models for funding regulatory agencies throughout

the world. The first allocates resources to the regulator through the gov-
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ernment's budget. The second recovers the cost of regulation from the
industry by levy.

The advantage of the budgetary approach is that it imposes the cost of
regulation on taxpayers, who are the ultimate beneficiaries of regulation.

The drawback of the budgetary approach is that the regulators are forced
to compete with social programs for funding in every budget round. The
budgetary model also contains a potential conflict. In times of financial

stringency, the low public profile of regulation makes it a prime target for
budgetary cuts. Cutting back on regulatory resources during recession
could lead to regulatory failure as the economy recovers and financial
activity increases.

The advantage of the industry-funded model is that it removes the reg-
ulator's funding from the govemment's budgetary process, thereby ensuring
a more consist:ent level of funding over the business cycle. Another advan-
tage is that, since industry bears the cost directly, it plays a natural watch-
dog role over the cost of regulation. The drawback of the industry-funded
model is that the cost of regulation falls not on the beneficiaries, but rather
on the regulated industry itself. This weakness is mitigated partly by the
ability of the industry to pass the cost of regulation on to its customers
(which should occur provided the system is regulatory neutral).

Skill Base

Every regulator is critically dependent on its staff for its effectiveness. An
effective regulator requires a sound regulatory culture among its staff and
an appropriate set of skills to deal with what ciften can be extremely com-
plex issues.

An appropriate staff culture is a concept that is easy to discuss, but very
difficult to achieve. The ideal culture for a regulator is one in which staff
are fully aware of and committed to the regulatory philosophy of the agency
and to achieving its regulatory objectives. The ideal regulatory culture is

one that is driven by a commitment to outputs rather than inputs. In prac-
tice, many regulators around the world are staffed by public servants who
come from a culture that does not often fit the ideal model.

In recognition of this constraint and the disincentive it creates for high-
quality regulation, governments around the world are increasingly allowing
regulatory agencies to break away from their centralized public service
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groupings. Regulators, in turn, are adopting private sector-style industrial

structures that reward excellence and commitment and are attempting to

refocus attention away from inputs (such as time spent on the job) and

toward outputs (such as objectives achieved).

One of the great difficulties facing every regulator is that, even with this

distancing from public sector terms and conditions, salary differentials

between the industry and the regulator remain such that the most highly

skilled staff usually work for the industry rather than the regulator. This

makes it difficult for regulators to keep abreast of frontier developments in

products and techniques in the industry.

Regular Review

The issues discussed above impinge largely on the ability of the regulator to

carry out its duties effectively. Adequate support in each of these areas does

not guarantee that the regulator will carry out its duties efficiently. The two

most important steps that can be taken toward maintaining an appropriate

balance between efficiency and effectiveness are to include efficiency as an

explicit objective in the regulator's charter and to mandate a process of peri-

odic review, possibly including representatives from the regulator, the

industry, and the government.

The following subsections present a set of principles against which such

a review might be conducted.3

Competitive Neutrality

Competitive neutrality requires that the regulatory burden applying to a par-

ticular financial promise should apply equally to all financial institutions that

make promises of that type. This objective requires that there be minimal bar-

riers to entry and exit from markets and products and that institutions not be

subjected to undue restrictions on the products they offer. Where restrictions

are imposed on a particular promise for prudential purposes, they should apply

equally to all market participants making those promises.

3. These principles of efficient regulation arc adapted from Financial System Inquiry (1997).
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Cost-Effectiveness

Cost-effectiveness is a fundamental tension facing every regulator.
Regulations usually can be made completely effective by making the cost of
certain actions prohibitively expensive. For example, banks could be forced
to back their deposit promises 100 percent with government securities.

Alternatively, firms wishing to underwrite insurance risks could be required
to submit a bond to the regulator equal to the value of the securities being
underwritten. Such an approach clearly would be contrary to the objective
of ensuring that the financial system functions efficiently.

A cost-effective regulatory system requires the following:

* A presumption in favor of lighter regulation unless a higher level of
regulation can be justified in cost-benefit terms

* An allocation of regulatory functions among regulatory agencies that
minimizes overlaps, duplications, and conflicts

* A clear distinction between the objectives of financial regulation
and broader social objectives

* The allocation of regulatory costs to those who enjoy the benefits.

Transparency

Transparency of regulation requires that all guarantees be made explicit
and that all purchasers and providers of financial products and services be
made fully aware of their rights and responsibilities. In other words, it is
important that: all parties involved understand the nature and extent of
financial promises.

Flexibility

One of the most pervasive influences over the continuing evolution of the
financial system is technology. Technological innovations have the poten-
tial to reshape financial services and delivery mechanisms in a very short

space of time. T-hese developments and the impact they can have on regu-
lated industries and products mean that regulatory flexibility is critical. The
regulatory framework and the powers of individual regulators must be flex-
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ible enough to cope with changing institutional and product structures as

they occur, without losing their effectiveness.

Accountability

Regulatory agencies should operate independently of sectoral interests.

Each regulatory agency should be accountable to its stakeholders.

Regulatory Implementation

Regulatory effectiveness depends on both the backing available to the reg-

ulator and the methods or tools used by the regulator to implement its reg-

ulatory powers and responsibilities. This section reviews the main tools

available to regulators.

Each tool is considered separately for how it might be applied to vary-

ing intensities of financial promises (in terms of their three characteris-

tics: inherent difficulty of honoring the promise, difficulty faced by the

consumer in assessing the creditworthiness of the promisor, and the

adversity caused by promissory breach). The section breaks these tools

into four main categories: preconditions for entry into the market

(licensing, ownership restrictions, and capital requirements), ongoing

conditions for continued participation in the industry (market structure

requirements, market conduct rules, disclosure, governance and fiduciary

duties, balance sheet restrictions, associations among financial institu-

tions, liquidity requirements, and accountability), surveillance methods

(complaints mechanisms, off-site monitoring, and inspections), and

enforcement practices (prosecution, problem resolution, and support

schemes). The section finishes with some comments on the delegation of

responsibilities and incentives.

Preconditions for Entry

As a general principle, freedom of entry is the basic foundation of competi-

tion policy. Many financial regulators, however, impose some restrictions on

entry as part of either a market integrity regime or a prudential regime.
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Licensing

The most basic form of entry restriction is licensing. Where there is poten-

tial for financial institutions to take advantage of consumers through false

or misleading promises or through manipulation of the institution's activi-

ties, licensing provides a minimum level of assurance to consumers of the

institution's services. Among other safeguards, a license provides a traceable

record of the firm's location, owners, arid management. It also imposes an

implicit sanction, in terms of delicensing, for those institutions that misbe-

have. The focus of licensing on consumer protection has led many countries

to exempt institutions from the need to hold a license where they do not
make financial promises to the public at large.4

The licensing regime can be made more restrictive as the intensity of the

promises made by the institutions involved increases through the following:

* Requiring professional qualifications or accreditation of staff and

management
* Requiring a detailed business plan

* Requiring enforceable undertakings by clirectors with respect to cer-

tain actions or situations
* Requiring the license holder to submit to various forms of ongoing

regulation
* Imposing "fit and proper" tests on directors, management, or staff

* Imposing ownership restrictions, inclucling limiting or prohibiting

the issue of licenses to certain groups
* Imposing minimum size restrictions.

Professional qualifications are commonly required for complex areas,

such as securities dealers, and also where the institution deals with unso-

phisticated consumers, for example in the case of retail investment advisers

or insurance agents.
Fit and proper persons tests can be applied at the board and senior man-

agement level to limit the entry of individuals of questionable integrity into

the world of financial service provision. Among regulators of securities deal-

ers and collective investments, it is common to refuse licenses where the

4. The definition of "public dealing" can vary greatly, from situations excluding only total-
ly private institutions (where ownership is not offered to the public at all) to situations
excluding offerings that are restricted to below a certain number of subscribers.
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applicants have a criminal record involving crimes such as fraud. Prudential

regulators also apply fit and proper tests to specialized staff to ensure that

the institution has the necessary base of skills to manage the risks to which

it is exposed.

Owunership Restrictions

Ownership restrictions are a form of entry requirement and often are

imposed as a means of counteracting (however modestly) the anticom-

petitive effects of the other elements of entry restrictions, particularly in
the case of high-intensity promises. Many countries, for example,

restrict the issue of banking licenses to institutions that do not hold

other financial service licenses. Others prohibit the issue of banking
licenses to nonfinancial corporations, and others prohibit the issue of

licenses to foreign entities.
A second form of ownership restriction involves concentration limits.

It is common among prudential regulators, although it is by no means lim-

ited to prudential regulators, to limit the ownership of a financial institu-

tion by a single investor, or group of related parties of investors, to a max-

imum percentage. This is designed to prevent control of the institution

from falling into the hands of a small group and then being used to bene-

fit that group rather than to perform the general financial functions for

which it was licensed.
For the same reason, and to ensure that conflicts of interest do not arise

between the financial institution and its customers, some regulators limit

or prohibit direct shareholdings by commercial enterprises in certain

financial institutions.

Capital Requirements

Capital requirements typically take one of two forms: minimum size

requirements and variable capital adequacy requirements. The two serve

quite different purposes and typically are employed to address different

market failures.
Market conduct regulators typically employ minimum size restrictions as

a bILunt instrument to ensure that there is some substance behind the prom-

ises made by financial institutions. For example, where the risk of fraud or

market abuse is judged to be particularly high, a market integrity regulator
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may choose to impose a minimum capital requirement as part of its licens-

ing regime. The capital serves as a deterrent to fraud by putting a high cost

on the loss of the license.

Minimum size restrictions should be applied sparingly because they

can inhibit the start-up of new intermediaries, thereby acting as a barrier

to competition.
The imposition of a variable capital adlequacy requirement usually

serves a different purpose. Capital adequacy requirements are intended to

absorb unexpected losses incurred by financial institutions.

Consequently, they usually are scaled to be consistent with the size of the

institution's balance sheet and with the level of risk undertaken by the

institution. In the case of many financial promises, the discipline of the

market and the self-interests of investors are sufficient to ensure that the

financial institution is adequately capilEalized. However, rational

investors will never capitalize an institution to the point where its prob-

ability of failure is zero. Where intense promises are involved, the regu-

lator may need to impose a variable capital adequacy requirement to

reduce the probability of failure to an acceptable level, in view of the

nature of the promises involved.

Capital adequacy has been used widely in banking and other deposit-

taking regulation since the introduction of the Basle Concordat in 1975.
Most insurance regulators implement the same principle by imposing min-

imum solvency requirements on life and general insurance companies.

Some securities regulators also impose capital adequacy requirements con-

sistent with the risks that are incurred by those with exposures to them,

although this is less common.

In the case of prudential regulators, caopital adequacy requirements

establish a trigger level of solvency that provides the regulator with some

breathing space in which to resolve a situation of distress before the insti-

tution involved becomes unable to honor its promises.
Like minimum size restrictions, capital adequacy requirements should be

applied sparingly because they can inhibit the start-up of new intermedi-

aries. They are applied most commonly in areas where the intensity of the

financial promise is extremely high and where prudential regulation is

involved, for example, in deposit taking and insurance.
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Ongoing Regulatory Requirements

In addition to preconditions for participation in many areas of the financial

system, most regulators also impose an array of ongoing requirements.

Typically, these include continuous observance of license conditions,
including any ownership and capital requirements. Additional ongoing reg-

ulatory tools include market structure requirements, anticollusion rules,

market contestability rules, disclosure, market conduct rules, governance
and fiduciary duties, balance sheet restrictions, associations among financial

institutions, liquidity requirements, and accountability requirements.

Market Structure Requirements

The structure of an industry is important, because it can influence the way

in which firms behave in the market. Regulations to deal with industry

structure are primarily the preserve of competition regulation and include
controlling mergers, forcing divestitLire to break up existing institutions,
and granting exemptions from these measures for prudential purposes.

Mergers can be procompetitive, anticompetitive, or neutral. Thus, in

regulating mergers, judgments have to be made based on the facts in each
case. What is important is the outcome for competition and efficiency.

It is important to recognize that entry and market structure policies are

not the only ways in which governments influence competition. To the

extent that market integrity and prudential regulation lead to exemptions

and impositions that weaken the foundations of free entry and a compet-

itive market structure, these regulations can themselves create competi-

tive imbalances.
Many government policies not related to regulation also have unin-

tended side effects on competitiveness, particularly in the financial sector.
In many cases, government legislation or lack of legislation can hinder the

development of a competitive financial system. For example, technology
has been a major driver of change in the global financial system. Not only
has technology shifted the boundaries of traditional financial products and

markets, but it also has changed the delivery mechanisms in many cases. If

legislation does not respond to these changing circumstances, it can impede

the adoption of new technologies and create competitive disadvantages

within the industry as well as internationally. In other cases, the absence of

an appropriate legislative framework can give a competitive advantage to
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institutions that operate outside the regulations, but in direct competition

with regulated institutions.
Taxes are another source of competitive interference. In many countries,

tax rules intro(iuced to foster a particular sector or product can confer unin-
tended competitive advantages on related industries. The following aspects
of the tax system typically influence competition in the financial sector:

* Capital gains tax

* Dividend imputation

* Interest withholding tax

* Tax concessions for particular products or sectors

* Offshore banking unit provisions

* Variations between state and federal tax regimes.

Anticollusion Rules

Anticompetitive behavior-price fixing, predatory pricing, or collusion

among buyers or sellers to set the price or other competitive aspects of a

service or product-is a form of market misconduct, although its regulation
typically falls within the jurisdiction of competition regulation rather than
market integrity regulation.

Anticompetitive behavior usually is addressed by the establishment and

policing of trade practice laws that are motivated by the need to protect

consumers from. exploitative pricing by institutions with excessive market
power. They also are motivated by the desire to harness market forces to
ensure the efficient allocation of financial resources among competing
investment projects, including preventing the underprovision of services

essential to economic growth and welfare.

Contestability Rules

In general, markets remain competitive provided they are contestable. This
requires primarily that there are no significant barriers to entry and exit. In

some cases, barriers are inherent to the industry (for example, where a sub-

stantial capital outlay is needed to meet minimum scale economies), and in

others they are imposed artificially (for example, where the existing mem-

bers of an industry form unofficial "clubs" through industry accreditation or
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common access to infrastructure). In principle, even a market that is high-

ly concentrated can be competitive if alternative providers are able to enter

the market at minimal cost. In general, competition regulators seek to dis-

mantle artificial barriers to entry and also to ensure that industry exits are

not impeded by artificial constraints.

In the finance sector, there is a basic conflict between the objectives of

competition regulators, who prefer full and open entry, and the objectives

of market integrity and prudential regulators, who need to balance the

desire for competition with the need for fairness and safety. The lighter

forms of entry restriction, including basic licensing and licensing with con-

duct restrictions, create only minor tensions with the competition objec-

tive. However, the more intrusive restrictions, including minimum capital

requirements and ownership restrictions, can create significant tensions,

particularly where they result in very high market concentration and fran-

chise values to the license holders.

Disclosure

In the same way that freedom of entry is the foundation of competition reg-

ulation, disclosure of information is the foundation of market integrity reg-

ulation. The underlying market failure in many financial promises can be

resolved simply be ensuring that all parties to the promise are fully informed

about all issues that are relevant to understanding the nature of the prom-

ise, pricing the promise, and assessing the probability of its being honored.

The price formation process is a major focus of market integrity regula-

tors. Financial market prices can be extremely sensitive to information,

which raises the potential for the misuse of information. The role of infor-

mation, however, extends well beyond market abuse. When parties to a

transaction have inadequate information on which to base their decisions,

there may be a loss in efficiency to the extent that the parties price the cost

of uncertainty into their transactions.

Regulation of disclosure is central to consumer protection in financial

markets, because it provides the basis on which to make informed choices.

However, the important factors are the quality and usefulness of informa-

tion, not its quantity. Excessive or complex information can be counterpro-

ductive: it not only confuses consumers but also may discourage them from
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using the disclosure documents. Complex disclosure also can be costly to
the issuer.

Regulation. of disclosure usually takes some or all of the following forms:

* General disclosure, including ongoing disclosure of material infor-
mation, disclosure of fees and commissions, and disclosure of specif-

ic information for investment products
* Rules governing the release of accounting data disclosing the gener-

al financial health of institutions
* Prospectus provisions governing the information required for capi-

tal raisings
* Special reporting to regulatory bodies.

General disclosure of material information is relevant to the efficient
operation of organized markets such as stock exchanges. Disclosure of fees

and commissions is helpful in protecting the rights of consumers when pur-
chasing financial services such as investment advice or insurance.

Rules governing the release of accounting (lata (for example, rules gov-
erning the extent of information required, its frequency, and its timeliness)
vary greatly across different countries and depend heavily for their effec-

tiveness on the quality of the underlying accounting standards.
Rules governing the issuing of prospectuses for capital raisings are impor-

tant for building investor confidence in the market. Most regulators trade
off the value of additional information against the cost that can be incurred

in assembling and verifying prospectus material..
There is a distinction between the information that is required by reg-

ulators of financial institutions and the information that is required for
general disclosure. In many cases, the regulator has specific information
needs that are not necessarily relevant to the public. Where institutions

are prone to systemic instability and where a prudential regulator is
involved, there is a case for exempting the institutions from the rigors of
public reporting in return for the high level of disclosure demanded by
the regulator. 5

5. This case is not universally accepted, and some countries have imposed general disclo-
sure requirements on all prudentially regulated institlr ions.
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Market Conduct Rules

In addition to regulating disclosure of information, market integrity regula-

tion also seeks to ensure that:

* Markets are sound, orderly, and transparent.

* Users of financial markets are treated fairly.

* Markets are free from misleading, manipulative, or abusive conduct.

Regulatory tools to meet these objectives include placing prohibitions on

and prosecuting those who engage in insider trading, market manipulation,

false and misleading advertising, and fraud.

As the financial promises involved become more intense (for example,

in the case of securities dealing, deposit taking, and insurance), the regula-

tor involved may impose more demanding conduct requirements to reduce

the probability of misconduct.

Governance and Fiduciary Duties

Financial institutions operate with a high level of trust from the communi-

ty. Indeed, without that trust, these institutions would not contribute much

at all to the overall efficiency of the financial system. The level of corporate

governance imposed on the corporate sector at large is generally of a lower

level than is consistent with the degree of trust involved in intermediation.

Governance provisions attempt to regulate the intemal structures, con-

trols, and procedures of financial institutions in an effort to ensure pru-

dence, underpin trust, minimize conflicts of interest, and avoid consumer

exploitation. They are particularly important where the institution plays a

fiduciary role in which it acts for the investor or client in a position of trust.

The following regulatory tools are used to encourage good govemance:

* Independent auditors

* Appointment of a minimum percentage or number of directors who

are independent of management

* Appointment of an independent custodian, with clear hypotheca-

tion and segregation of customer/client assets

* Independent valuation of assets
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* Limits on pricing and fees that can be charged for certain services

* Rules to limit other conflicts of interesir, including limits on related-

party transactions.

Although these tools are applied most comrmonly in regulating securities

dealers, pension funds, and collective investments, general governance

rules are being applied increasingly in deposit taking and insurance.

Balance Sheet Restrictions

Balance sheet restrictions interfere with the natural workings of the market

in a major way. As such, they are used mainly where high-intensity promis-

es are involved to quarantine risks by limiting the types of assets and liabil-

ities that can be combined on one balance slheet and by limiting the net

exposure of the total balance sheet.

Regulators use the following balance sheet restrictions:

* Limits on asset/liability mismatches

* Prohibitions on particular classes of assets or liabilities

* Restrictions on the type of assets held

* Mandated maximum or minimum holdings of particular assets.

Risks arising from a maturity mismatch between assets and liabilities are

a particular concern of life insurance regulators. Regulators often seek to

limit mismatch risk by imposing restrictions on the maturity structure of

insurance balance sheets.

Prohibitions also commonly are used to separate the risks in different

types of financial intermediation. For example, many countries prohibit

deposit-takers from investing in equity-type promises or limit the extent of

such investments to shareholders' funds.

Asset restrictions by type or by credit rating are common among regula-

tors of insurance companies and securities dealers. Asset restrictions rarely

are placed on collective investments, although regulators usually attempt to

ensure that investments by these vehicles are consistent with their disclo-

sure statements and trust deeds.

Regulators of deposit-taking institutions usually impose large exposure

limits by borrower and by sector to ensure that these institutions gain the
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benefits of diversification and do not expose their capital unduly to single
sources of risk. Less common at the beginning of the twenty-first century
are restrictions forcing these institutions to invest or lend minimum pro-
portions of their assets in particular industries or to certain sectors of the
community. Although a number of countries still impose reserve require-
ments on banks, these have been made largely redundant by capital ade-
quacy requirements.

Associations among Financial Institutions

In similar fashion to balance sheet restrictions, regulations that limit asso-
ciations among financial institutions interfere with the natural workings of

the market. Again, they are relevant mainly in the case of high-intensity
promises as a way of quarantining exposures. Many countries attempt to seg-
regate the following:

* Deposit taking from insurance
* Deposit taking from securities dealing

* Securities dealing from securities brokering
* Various combinations of these and other segregations.

Some countries allow these various financial activities to take place
through subsidiaries. Others allow different activities to be conducted in
subsidiaries of a nonoperating holding company, provided adequate firewalls
are in place. Firewalls include limitations on the use of common brand
names, requirements for independent directors among the various sub-
sidiaries, and limitations on intercompany exposures.

Liquidity Requirements

Liquidity requirements are designed to ensure that a regulated institution

has the funds available to meet any undertakings it has made concerning
the liquidity of its promises. Promises that do not involve such undertakings
do not need this form of regulation.

Liquidity restrictions are commonly used by regulators of deposit takers
and by open-end mutual funds where the fund undertakes to repurchase
units at market value.

66



The Principles of Regulation

Minimum holdings of highly liquid assets are a sound first line of

defense against the inability of these institutions to meet their promise to

convert illiquid assets into liquid liabilities. Some prudential regulators

also require institutions to have liquidity policies and to operate liquidity

management systems.

Accountability Requirements

Accountability requirements usually take the form of restrictions on the

valuation of assets and liabilities. In most countries, applicable corporate

accounting rules provide considerable scope for institutions to choose

among alternative methods of valuing both assets and liabilities. Where the

institution involved makes particularly onerous promises, such as are

involved with. deposit taking and insurance, and where solvency is funda-

mental to the ability of the institution to meet its promises, the regulator

may choose to restrict the scope of valuation methodologies available to the

institution. Such restrictions are commonly applied by prudential regulators

in the areas of loan-loss provisioning in bank:ing and the measurement of

outstanding cl.aims in insurance.

Surveillance

In addition to establishing rules of behavior regulators need to monitor

industry's compliance with the rules. There are three basic methods for

monitoring compliance. In order of increasing intrusiveness and resource

intensity, these are consumer complaints mechanisms, off-site monitoring,

and on-site inspections.

Complaints Mechanisms

The least intrusive and least costly approach wo surveillance is reliance on

direct complaints by consumers. This approach is most appropriate where

more intrusive forms of surveillance are prohibitively expensive. In many

cases, this approach is sufficient to identify regulatory breaches. Most com-

petition and market conduct regulators, for example, rely heavily on con-

sumer complaints tribunals as a means of uncovering lack of compliance.

Where the social costs of regulatory breaches are higher, regulators usually

are forced to consider more resource-intensive approaches.
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Off-site Monitoring

Off-site monitoring involves statistical and other reviews of data provided

by the regulated institutions. Market integrity regulators often use it to
assess compliance with disclosure requirements. For example, many market
integrity regulators require companies to submit proposed prospectuses for

regulatory review as part of the process of raising funds from the public.
Prudential regulators use it more extensively to preempt regulatory viola-

tions. The general objective of off-site analysis is to detect deterioration in

an institution's financial position by comparing its current position to its
historical experience and to that of its peer group.

Some prudential regulators use statistical techniques, including linear

regression, logit and probit analysis, discriminant analysis, and even artifi-
cial neural networks to detect the probability of financial distress.

Inspections

On-site inspections are a time- and resource-intensive way of testing an

institution's compliance with regulations. These are mostly the preserve of
prudential regulators. Although they are used by some market integrity reg-
ulators, the resource cost involved, the wide range of institutions typically
included under their purview, and the lower intensity of the promises
involved make it difficult for market integrity regulators to justify extensive
use of inspections. In particular, the intrusiveness of inspections can be con-
tentious unless prudential issues are involved.

Inspection methodologies range from the U.S. approach, in which
large teams of inspectors spend long periods of time sifting through a

comprehensive review of most areas of regulatory compliance, through to
the more risk-based British approach, in which small teams spend rela-

tively short periods of time reviewing specific issues identified by off-site
analysis.

On-site inspections can be particularly helpful in identifying areas in
which reported information is inadequate or misleading. They also are help-

ful in testing the extent to which financial institutions implement the gov-

ernance and conduct principles laid down by the regulator.

68



The Principles of Regulation

Enforcement

Techniques available to regulators to resolve problems with regulated insti-

tutions range from prosecution of those who fail to observe the regulations
through to preemptive action to change behavior or force mergers and
industry exits. In the case of prudential regulation, the enforcement process

is designed to be more preemptive, so as to protect the government's implic-
it or explicit obligations. The extent of these obligations often is defined

through explicit industry support schemes.

Prosecution

The threat of prosecution is the main enforcerrnent tool used by most com-
petition and market conduct regulators. Where the financial promises

involved are not especially onerous, the regulator need play no special role
in resolving problems, leaving that to the interested parties and the courts.

Provided the laws governing property rights and liquidation are adequate,
many institutional difficulties can be appropriately resolved in this way.

Self-regulatory bodies can play a useful role in dispute resolution among
financial institutions through arbitration. Arbit:ration is a contractual, non-

judicial methodl for resolving disputes. It can be a fair and low-cost way of
enhancing investor confidence in a market.

However, when the normal processes of the market are inadequate, the
regulator has a clear responsibility to act. These circumstances include sit-

uations where t-here is an unfair imbalance betwveen the financial resources
of the offender and the offended party-for example, in the case of con-

sumer exploitation by a large firm.
Where the problems involve market misconduct, the regulator may be

required to intervene to injunct the firm involved, to revoke a license, to

seize assets, or to levy fines and disgorge ill-gotten gains.
Where the problems involve anticompetitive behavior, the regulator

may be required to prosecute the offender (for example, in the case of col-

lusion), to stop a proposed merger, or to force the breakup of a firm with

undue market power.
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Preemptive Problem Resolution

Where the financial promises are more onerous, as is common in the case

of prudential regulation, the role of the regulator in resolving problems

becomes more demanding.

Provided the regulator has been monitoring its regulated institutions
closely, regulatory breaches should be able to be rectified before the finan-

cial institution becomes unable to honor its promises. In practice, this

process can be complicated by the infrequency and inaccuracy of reported
data. This reliance on reported information reinforces the incentive for reg-
ulators to impose accountability restrictions.

The most demanding level of problem resolution is where the regulator

takes control of the troubled institution. It may do this by installing an admin-
istrator or by forcing windup operations. This is most common in the case of
prudential regulation, where the regulator has a responsibility to intervene
when capital adequacy or statutory solvency falls below the critical level.

Support Schemes

Support schemes such as deposit insurance and statutory guarantee funds for
insurance or securities firms are employed by many regulators to back up the
promises made by regulated institutions in the event that other preventa-
tive measures fail. There are many variations on such support schemes:

* Fully funded guarantees

* Partial guarantees (limited by size of exposure)
* Unfunded schemes (which rely on an industry levy after a problem

occurs)
* Variable premium schemes (in which the institutions pay premiums

consistent with their assessed risks)
* Private insurance schemes.

Although these schemes give the regulator a degree of comfort in the

event of institutional failure, they also have the potential to create incen-

tive problems through moral hazard. Where the scheme is fully or partially
funded, it also can introduce another layer of regulation if the industry

insurance vehicle seeks to protect its own exposure through a degree of reg-

ulatory oversight.
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Delegation of Responsibilities

Self-regulatory organizations exist in many parts of the financial system,

either as formal member-owned institutions or as industry associations. Self-

regulatory bodies such as exchange members and clearinghouses carry out

most of the day-to-day operation and oversight of organized markets, such

as stock markets and derivatives markets.

The existence of some self-regulatory bodies is both inevitable and pos-

itive. In the case of organized markets, it is not possible for them to operate

without a set of operating rules and a body to enforce them. Many of these

rules will be matters of internal interest among the members and will be of

no interest to the regulator. It is in the interests of the members to establish

and enforce rules that ensure a fair and open market.

The interests and incentives of these organizations are closely aligned

with those of official regulators. Consequently, some countries have left

regulation of these markets entirely to these bodies, others have permitted

their official regulators to delegate some of their responsibilities to them,

and others have adopted a co-regulatory approach.

The extent to which regulatory oversight can be delegated to self-regu-

latory bodies depends on the balance of nmarket forces among the members.

The potential for particular members to exercise undue market influence

means that, in practice, self-regulation tends to work best when there are

both low industry concentration and strong official oversight. The scope for

delegation is reduced as the intensity of promises increases, for two reasons:

first, the responsibility of the regulator increases and is therefore more dif-

ficult to delegate, and, second, entry restrictions imposed by market con-

duct or prudential regulators often mean that these industries are more con-

centrated than others. Self-regulatory bodies and industry associations can

play a useful role in market conduct by formulating codes of conduct for

their members.

Incentives

Aligning, to the greatest extent possible, the inc:entive structures of the var-

ious stakeholders in a regulated industry enhances the effectiveness of reg-

ulation (this section draws on Claessens and Klingebiel 1999). Equity hold-

ers in financial institutions have both the ability and the incentive to mon-

itor the actions of their institutions. The potential to lose their investment
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provides a basic incentive to encourage prudent behavior. In practice, how-
ever, this incentive is no greater than that facing other industries, and in
one important respect it may be weaker.

In other industries, the outside market imposes a discipline on owners
and managers by constantly assessing and reassessing the risks involved with
either buying into the company as an owner or doing business with it as a
customer or trade creditor. In the case of large listed financial institutions,
this discipline is still present. In smaller institutions and unlisted institutions,
the presence of a regulator (especially a prudential regulator) can weaken the
incentive for market participants to expend the resources needed to monitor
the institution accurately. This incentive is weakened considerably if the
exposure of market participants and customers is covered totally, or cven in
part, by deposit insurance or an industry guarantee scheme.

In general, the other aspects of regulation (prudential regulation in par-
ticular) operate to more than replace the discipline lost from the market.
Indeed, failure to replace the weakened marker discipline would result in a
failure rate higher than the average for the economy-an outcome that
would be inconsistent with the objectives of regulation.

Although most regulations attempt to create incentives compatible
with reduced risk taking and honest behavior, incentive compatibility can-
not be taken for granted. History is full of examples where inappropriate
regulation has created perverse incentives that have contributed to the
failure of institutions.

Incentives are important not only for the regulated industries but also
for the regulator. Incentives for the regulator to monitor efficiently and to
take appropriate actions based on that monitoring are compatible with the
interests of the community on whose behalf the regulator is acting. The
need for such incentives arises from the potential for regulators to become
"captives" of the industries they regulate and the natural incentive for reg-
ulators to forbear in cases of distress.6

One way to promote better regulation is to offer regulators better incen-
tive payments. Another is to tie the regulator's hands in the event of a prob-
lem. The measure "prompt corrective action and structured early interven-
tion" has now been legislated in the United States and a growing number
of other countries for banking regulators. It calls for the following:

6. It is easier for a regulator to forbear and hope that the problem goes away than to close
an institution down and face the immediate disgrace of having failed in its monitoring.
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* Higher capital

* Structured, prespecified, publicly announced responses by regulators,

triggered automatically by performance criteria (such as a fall in cap-

ital adequacy below a specified level)

* Mandatory resolution of a capital-deficient bank once it reaches a set

capital ratio trigger
* Market value accounting and reporting of capital.

This approach is not universally popular among regulators because it

removes discretion and mechanizes the regulator's role. Equally important,

regulators see this type of incentive measure as reflecting a loss of confi-

dence by the government in the regulator's ability to meet its objectives.
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Chapter 3

Insurance (Risk-Pooling) Companies

This chapter discusses the global insurance market and factors
affecting the growth of insurance in different countries. The chap-
ter explores the variety of ways in which insurance companies
contribute to economic growth: by promoting financial stability
among households and firms, mobilizing savings, relieving pres-
sure on government budgets, fostering trade and commerce, and
assisting the community in mitigating risk. It then focuses on the
application of the regulatory framework to insurance companies
and examines the regulatory tools and techniques required.

The regulatory framework outlined in chapter 2 introduces a number of

guiding principles that can be applied in constructing a regulatory system

for nonbank financial institutions (NBFIs). T-his and the following three

chapters review the main groupings of NBFIs and how the framework can

be applied to them. In doing so, they expand on the brief outlines of the

industry groups introduced in chapter 1 and the ways in which they con-

tribute to economic growth. This chapter draws heavily on Skipper (2000).

The Market for Insurance

Insurance markets vary widely in size and structure around the world. By the

standards of other financial institutions, insurance is a genuinely interna-
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Table 3.1. Penetration of Life and Non-Life Insurance in Select Countries
(premiums as a percentage of gross domestic product)

Country Total Non-life Life

Switzerland 12.84 4.78 8.06

Japan 11.17 2.3 8.87

United Kingdom 13.35 3.05 10.3

OECD 6.48 2.64 3.85

Argentina 2.3 1.5 0.81

Brazil 2.01 1.66 0.35

Chile 3.78 1.13 2.65

Mexico 1.68 0.86 0.82

China 1.63 0.61 1.02

India 1.93 0.53 1.39

Inclonesia 1.42 0.75 0.66

Korea, Republic of 11.28 2.89 8.39

Malaysia 3.88 1.72 2.16

Philippines 1.37 0.61 0.76

Thailand 2.27 0.97 1.3

Czech Republic 3.4 2.32 1.08

Greece 2.07 0.93 1.14

Hungary 2.6 1.55 1.05

Poland 2.94 1.97 0.96

Turkey 1.26 1.03 0.23

Egypt 0.65 0.46 0.18

Israel 6.14 3.25 2.89

Morocco 2.78 2.01 0.77

Nigeria 0.95 0.88 0.07

South Africa 16.54 2.62 13.92

Source: Swiss Re (2000: table IX, p. 33).
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tional market, with a large number of global players with subsidiaries and

branches in many countries.

The most common measure of the size of insurance markets is gross writ-

ten premiums. Globally, gross written premiums totaled more than $2.1 tril-

lion in 1997. Growth of premiums has averaged around 5 percent annually

over the past decade. Premium growth in emerging markets has been par-

ticularly strong and above the world average.

Life insurance accounts for almost 60 percent of world premiums, with

the balance of just over 40 percent due to non-life premiums. This global

average hides considerable regional diversity, with Asia showing the high-

est proportion of life premiums at more than 75 percent, reflecting the high

propensity of Asians to save through life insurance.

The U.S. and Japanese insurance markets, with almost $700 billion and

$500 billion, respectively, of gross premiums written in 1997, account for

almost half of the world's insurance market.' Among the emerging markets,

Korea has the largest insurance market, with a little over $100 billion of

gross premiurns written in 1997. This figure is dominated by life insurance

and reflects favorable tax treatment and the high propensity of Koreans to

save through life insurance companies.

Insurance penetration measures the ratio of yearly premiums written to

gross domestic product (GDP). This measure of the relative importance of

insurance is shown in table 3.1 for select emerging markets. Table 3.1 shows

that, with the exception of Korea, South Africa, and Israel, insurance pene-

tration among the emerging markets is well below the average for countries in

the Organisation for Economic Co-operation and Development (OECD). As

a reference point, the table includes penetration figures for Switzerland, Japan,

and the United Kingdom, which, as of 1999, had the highest penetration

ratios among the developed financial systems; their ratios of 12.8, 11.2, and

13.4 percent, respectively, compare with an OECD average of 6.5 percent.

Factors Affecting the Growth of Insuirance

National insurance markets have evolved to rneet each country's particular

environment. The major characteristics of those environments that influ-

1. As noted by Skipper (2000), the Japanese figures are understated due to the failure to
include premiums written by Kampo (in affiliation with the Japanese Post Office) and
Zenkyoren (agricultural cooperative insurers).
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ence the penetration of insurance are economic factors, demographic fac-
tors, social factors, and political factors.

Economic Factors

Given that life insurance plays a major role in household savings, it is not sur-
prising that the demand for life insurance is strongest in countries with high
savings rates and high per capita income. Indeed, studies of the insurance indus-
try consistently find that the income elasticity of insurance is greater than unity
(that is, insurance premiums grow more quickly than national income).

Apart from income, economic factors such as inflation and market
depth also affect the penetration of insurance. Increases in inflation usual-
ly are associated with increases in general uncertainty within the commu-
nity. In times of high inflation and economic volatility, consumers tend to
seek out shorter-term, more liquid investments. Since life insurance usually
is perceived as a long-term, fixed commitment, high inflation usually is
associated with a reduCtion in demand for insurance. This effect is exacer-
bated further by the perception that inflation erodes the value of nominal-
ly fixed life insurance policies.

Market depth also can influence the demand for insurance. In markets
such as Korea where there are both a high propensity to save and a limited
set of alternative savings vehicles, life insurance penetration can be surpris-
ingly high.

Demographic Factors

Changes in demographics appear to affect insurance consumption. It is
widely recognized that the world's population is aging as a consequence of
decreasing fertility rates and increasing longevity. Increasing life expectan-
cy generally translates into an increase in demand for savings-based life
insurance products and annuity income streams.

Another demographic factor that has influenced the demand for insur-
ance is education. Casual empiricism suggests that a more educated popu-
lation is better able to understand the need for insurance, both life and
non-life.

Another demographic factor that appears to have influenced the
demand for insurance is household structure. Western societies are domi-
nated by nuclear families, consisting of husband, wife, and dependent chil-
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dren. In more agrarian societies and in those cf many emerging markets, the

dominant family structure is the extended family, in which grandparents

and sometimes other relatives live and work together. To the extent that

extended families provide shelter and comfort for the elderly, they reduce

the need for retirement savings and thereby the demand for life insurance.

Finally, urbanization and industrialization lead to specialization within

the workforce. Specialization increases vulnerability to changes in tastes,

changes in technology, and changes in economic circumstances. This

increase in vulnerability to the adverse consequences of lost income,

health, and property tends to increase the dermand for insurance.

Social Factors

Cultural factors can play an important role in determining the level of

insurance penetration. In many countries, especially in Asia, life insurance

products are purchased primarily as savings instruments. Thus countries

with a high propensity to save tend to have a higher insurance penetration.

In some cultures, social standards have influenced insurance penetration.

For example, in Korea, it is considered impolite to refuse an offer from close

friends or relatives. Since insurance is usually sold on a person-to-person

basis, many pcolicies are sold in Korea, only to lapse shortly thereafter.

In other cultures, social standards work againsr the growth of insurance.

For example, in many Muslim countries, especially in Asia, traditional

insurance is considered to be inconsistent with religious beliefs. In some

countries, the products are adjusted to better rneet these beliefs.

Political Factors

The most obvious way in which govemments influence the growth of insurance

is through tax policy. Countries, such as Korea and South Africa, that give sub-

stantial tax concessions to life insurance tend to have better-developed insur-

ance markets. The role of tax concessions and other incentives as a means of

promoting the growth of financial institutions is addressed further in chapter 7.

Governments also can influence the growth of insurance in a variety of

other ways. Of these, the most fundamental is direct government provision

of insurance. As noted in chapter 1, governments have long been providers

of social insurance. In many countries, governments also have become
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actively involved in the provision of market insurance. The motives for pub-

lic provision of market insurance vary from country to country, including

o Nationalism

o Public ownership of economic resources (as is the case in command
economies)

o An intention to extend social insurance by providing affordable

insurance across a wide range of events
o Infant industry situations.

The issue of public involvement in the provision of financial services is
taken up further in chapter 7.

Political stability also can influence the demand for insurance. Since life
insurance involves long time horizons, political and economic stability is

conducive to a strong insurance industry. Unstable political environments
depress the demand for insurance (especially from local insurance compa-
nies) because individuals tend to lose confidence in the ability of insurers
to meet their promises.

Governments also determine the competitive environment in which

the industry works. Possibly the single most important competitive issue
facing governments in the area of insurance is whether to allow foreign
competition into the domestic market. Some view foreign competition as a
positive factor for growth and efficiency, to the extent that it is a source of
both capital and expertise for local markets and a means of diversifying risk
as broadly as possible. Alternatively, some view it as a negative factor for
growth to the extent that financially strong foreign insurers are able to
"cherry pick" the best risks, thereby weakening and even impeding the

growth of the local industry. The case for foreign competition is taken up

further in chapter 7.
Governments also can have an indirect influence over the growth of the

insurance industry through their provision of alternative sources of long-

term savings. A generous public pension scheme can be a disincentive to
the growth of the contractual savings component of life insurance. On the

converse side, it has been argued that one of the reasons that the German

life insurance industry has grown as strongly as it has is the widely held per-

ception that the public pension scheme will be unable to meet its promises.
Finally, the regulatory system that the government institutes can be a

critical factor in developing a safe, but competitive, industry.
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The Contribution of Insurance to Economic Growth

It is argued in chapter 1 that financial development generally is synergistic
with economic development. This section considers in greater detail the
ways in which insurance contributes to this process.

At the most basic level, insurance promotes financial stability among
households and firms. The essence of insurance is that the insured, who is
financially least able to withstand the vicissitudes of fortune, transfers those
risks to an entity better able to withstand risks because of its size and abili-
ty to pool risks. In this way, insurance enables risk to be managed efficient-
ly within the community. Without insurance, individuals and families
would face a greater prospect of becoming financially destitute in the face
of adverse outcomes from particular events. Without insurance, the rate of
business failure would be greater, with consequent losses to other business-
es, employees, and tax revenues. The stability provided by insurance
encourages individuals and firms to speciali2e, to create wealth, and to
absorb only those risks that they can reasonably withstand.

A second important way in which insurance supports economic growth
is through its capacity to mobilize savings. Stuclies have show that, on aver-
age, countries that save more tend to grow quicker. Life insurers are an
effective conduit for mobilizing savings from the household sector and
channeling them to the corporate sector. In the process, insurers provide
divisibility, store of value, and risk-pooling services. The long-term nature
of life insurance liabilities is conducive to capital formation. The fact that
life insurers are typically large and specialized in project, information, and
investment analysis is also conducive to efficient capital formation.

A third way in which a strong insurance intdustry can assist economic
growth is by relieving pressure on the government's budget. This occurs to
the extent that private insurance reduces the reliance on govemment social
security programs. Life insurance, in particular, is a potential substitute for
public pensions. Studies have confirmed that greater private expenditure on
life insurance is associated with a reduction in government expenditure on
social insurance programs. This issue is addressed further in the section on
contractual savings institutions.

A fourth way in which insurance complements economic growth is
through its impact on trade and commerce. Insurance underpins much of
the world's trade, commerce, and entrepreneurial activity. Many goods are
transported great distances between the buyer and seller. Insurance to
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cover the potential for damage during transit acts to facilitate such

exchanges. Insurance is also a precondition for engaging in certain activi-

ties. Loans secured by equipment and property usually are only extended

subject to adequate insurance of the collateral items. Similarly, venture

capitalists often require insurance of the lives of key personnel before they

will undertake risky investments that rely heavily on the ideas or inven-

tions of those individuals.

Finally, insurance companies can assist the community in mitigating

risk. Insurers have an incentive to minimize risks to which they are

exposed. Their scale and exposures mean that they are well positioned to

analyze loss-causing events and to promote risk mitigation activities.

These include programs such as fire prevention education, occupational

health and safety education, industrial loss prevention, theft awareness

programs, and incentives for insured parties to reduce risk through safety

precautions. Society as a whole can benefit from these risk mitigation pro-

grams and activities.

Regulating Insurance Companies

The regulatory framework developed in chapter 2 can be used to assess the

regulatory style and intensity for insurance companies.

The Appropriate Form of Regulation

Like all financial institutions, insurance companies warrant regulation for

market failure associated with competition and market integrity. Life insur-

ance companies, in particular, are often very large international companies

with considerable market power in dealing with retail customers. The scope

for miss-selling insurance products has been an issue for market conduct

regulators in both emerging and developed financial systems.

Beyond these basic regulatory needs, there is a strong case that insurance

companies also face market failure associated with asymmetric information

due to the complexity of insurers and insurance products.

Identifying an asymmetric information problem is a necessary, but not a

sufficient, condition for justifying prudential regulation. The case for pru-
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dential regulation requires that the insurer's promises rank highly on all
three of the following conditions:

* They are onerous for the insurer to honor.
* It is difficult for the insured to assess the likelihood that the insurer

will meet its promises.

* The failure of an insurer to honor its promises will occasion signifi-
cant hardship for retail customers or for society more generally.

There can be little argument that the insurance promise is onerous for
the insurer to honor. A life insurance policy, for example, is a promise to pay
a defined benefit in the event of the death of the insured. Although the
insurance company may be able to make sound estimates of the probability
of death of any individual or group of individuals, it cannot control the
event of death. Similarly, a general insurer is exposed to making defined
payments based on uncertain events over which the insurer has no control.
The tight specification of the triggering events and the fact that the insur-
er is unable to influence the occurrence of the events make insurance prom-
ises among the most onerous of financial promises.

Insurance promises are extremely difficult to assess. The size and com-
plexity of insurance companies, both life and non-life, is such that the aver-
age retail customer cannot reasonably be expected to assess the risks
involved or the ability of the insurer to honor its promises. Insurers (both
lifie and non-life) base their pricing on statistical probabilities of the occur-
rence of particular events. Any number of events can change these proba-
bilities significantly over time, in favor of either the insured or the insurer
(for example, flood, disease, medical breakthroughs, and so on). The diffi-
culty of assessing insurance promises is increased further in the case of long-
tailed risks (such as occur, for example, in life insurance and some liability
insurance). In these cases, the insured may be required to pay premiums for
many years before a claim is made, thus creating a significant timing mis-
match between the cash flows of the two parties.

Finally, failure of an insurer to meet its promises can cause significant
hardship. In the case of general insurance, it can be argued that insurance
promises are special in that, by their very nature, they transfer risk from
those in the community least able to assess it or to bear the consequences
of adverse outcomes to those who are professionally and financially able to
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do so. In the case of life insurance, policies often are motivated by a desire

to insure those, such as spouses and children, who may be left financially

devastated by the death of the main income earner. It is significant that the

insured party pays for all of these risk transfers.

The fact that insurance promises rank highly on all three of the criteria

for prudential regulation explains why most countries include them within

the prudential net. However, the case for prudential regulation of insurance

arises from the risk-pooling function that it performs, not from its role as a

contractual savings institution. Although the contractual savings role is

important, the nature of the promises involved is much weaker than that of

those involved in risk pooling. This point is taken up further in the section

on contractual savings institutions.

Although it is generally agreed that insurance is characterized by market

failures in the areas of competition, market conduct, and asymmetric infor-

mation, few would argue that insurance companies provide a systemic threat.

It certainly is true that the failure of an insurance company could cause some

disruption to markets if it were sufficiently large. This prospect, however, is

probably no worse than that which would occur in the event of the failure

of a very large manufacturer. Although the impact on individual policyhold-

ers could be devastating, the impact should be confined largely to those

affected directly. Insurers are not characterized by the highly liquid liabilities

that confront deposit takers. Even though insurers may rely on new premi-

ums to generate profits, the loss of new premiums in the event of market con-

cerns is unlikely to cause the failure of an otherwise sound insurer. Nor is it

likely to cause the failure of other sound insurers through association. The

normal course of closure for a distressed insurer is either through merging

with another company or through winding its book down over a defined

period of time, commensurate with the life of the policies involved.

As is the case in other areas where prudential regulation is warranted, the

objective of insurance regulation should not be to remove risk completely-

insurance is, after all, fundamentally about managing risk-or to shift risk

inadvertently from the insurer to the govemment. Most prudential regula-

tors work under the principle that the primary responsibility for prudence

rests with the boards and management of the companies involved. The role

of the regulator is to work with the industry to promote sound business prac-

tices and to protect consumers of insurance products from undue risk.
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Regulatory Tools and Techniques

Insurance regulators worldwide have traditionally relied on six main regu-

latory tools:

* Entry requirements
* Solvency (capital requirements)

* Balance sheet restrictions
* Restrictions on associations with other financial institutions

* Accountability requirements

* Governance requirements.

In broad terms, this set of tools is consistent with the framework of chapter
2. The extent to which insurance regulators around the world focus on mar-

ket conduct issues, such as disclosure and selling practices, depends prima-
rily on whether the regulator has delegated responsibility for market con-
duct regulation as part of its prudential responsibilities or whether those

responsibilities lie with a separate market con(Iuct regulator.
International cooperation among insurance regulators was advanced

greatly by the formation, in 1994, of the International Association of

Insurance Supervisors (IAIS). Since its formation, the IAIS has issued a
number of documents aimed at standardizing the international approach to
insurance regulation and to enhancing international cooperation. These

papers include the following:

* Insurance Core Principles

* Insurance Supervisory Principles

* Guidance on Insurance Regulation and Supervision for Emerging

Market Economies
* Insurance Concordat
* Model Memorandum of Understanding

* Supervisory Standard on Licensing
* Supervisory Standard on On-site Inspections

* Supervisory Standard on Derivatives.

Of these, the key document is the first, which updated and replaced the

second. The core principles, which follow in broad style the core principles

of the international banking regulators, reflect an attempt to harmonize reg-
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ulatory approaches and methods around the world. Although the principles

are couched in very general terms at this early stage, they provide some use-

ful guidance as to internationally accepted best practice.

Organization of an Insurance Regulator

The IAIS principles require that the regulator be organized so as to be effec-

tive. This means that it should be independent and accountable, have ade-

quate powers and skilled staff, and be transparent in its operations.

Licensing (Entry Requirements) and Changes of Control

The IAIS principles on entry requirements include the following:

* All companies wishing to underwrite insurance in the domestic mar-

ket should be licensed to do so.

* In granting a license, the regulator should assess the suitability of the

owners, directors, and senior management and the soundness of the

business plan, including its capital plan and projected solvency margins.

* The regulator should review any changes in the control of an insur-

ance company and should establish clear requirements for changes

of control.
* In permitting access to its domestic market, a regulator may choose to

rely on supervisory work carried out by a regulator in another jurisdic-

tion, provided the two regulatory jurisdictions are broadly equivalent.

The regulator should review changes of ownership and control and estab-

lish clear criteria that must be met when changes occur.

Implicit in these conditions (and made explicit elsewhere in the IAIS

principles) is the requirement that the regulator have the legal power to

issue a license and to withdraw a license once issued.

Corporate Governance and Internal Controls

The size and complexity of insurance companies have led many regulators

to impose standards on the corporate governance and internal controls of
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insurers. The IAIS principles suggest that regulators should set require-
nments with respect to the following:

* The roles and responsibilities of the board of directors

* The internal controls that boards of directors and management
approve and apply internally (these should be open to review by the
regulator)

* Prudential oversight of the insurer's operations by the board of directors
* Distinction between standards for companies incorporated locally

and branches of companies incorporated in other jurisdictions.

In some jurisclictions, regulatory standards of corporate govemance extend
well beyond these basic requirements to deal with matters such as internal

pc)licies and procedures manuals, processes for the adoption of governance
policies, requirements for the separation of duties, and so on.

Prudential Standards (Solvency)

Insurance companies, by the nature of their business, are exposed to risk. It

is a widely agreed principle that capital in a financial institution should be
available to ImTeet unexpected losses.2 This kind of capital is a necessary
buffer to absorb discrepancies between anticipated and acrual expenses and
profits. Solvency is a measure of capital in that it measures the difference
between the assets and liabilities of an insurer. The difference between sol-
vency and accounting capital arises from certain restrictions that the regu-
lator may put on the inclusion or exclusion of certain assets.3 The two con-

cepts are, however, essentially comparable.
The IAIS guidance on solvency is quite vague. It requires only that the

minimum levels of capital should be clearly defined and should reflect the
size, complexity, and business risks of the insurer. In practice, most insur-
ance regulators impose a fixed minimum level of capital for licensing and

some form of adjustable capital requirement according to the scale of the
insurer's operations. These requirements vary greatly across jurisdictions.

2. This concept of the role of capital in a financial institution is quite distinct from the role
of capital in a nonfinance company. In the latter, capital is viewed largely as a source of
funding for business operations (see Matten 2000: vii).

3. For example, the regulator may exclude assets held in the form of investments in relat-
ed companies or loans to the board or senior management or to parties related to them.
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Box 3.1. Solvency versus Risk-Based Capital Adequacy

Internationally, a distinction has been drawn between be applied on a stand-alone basis or in combination.

what can be loosely termed the European Union sol- For example, the European Union directive imposes

vency approach and the North American risk-based on non-life companies a solvency margin that is the

approach to insurance regulation. The essential dif- greater of an amount calculated on net written pre-

ference is that the solvency approach bases the insti- miums and an amount calculated on the basis of

tution's regulatory capital requirement on one or a claims. The solvency calculation usually is supported

combination of liability measures, while the risk- by rules governing the valuation of liabilities and by

based approach uses a broader measure based on both rules restricting the eligibility of certain assets for

asset and liability measures or, in its more sophisticat- inclusion in the measurement of capital.

ed forms, on modeled measures of the company's risk The risk-based approach casts a wider net. It rec-

profile. In practice, there are many variants of the two ognizes risk as arising not only from uncertainty in

approaches, as well as hybrid regimes, with the result the valuation of liabilities (insurance risk) but also

that the differences are often poorly understood. from uncertainty in the valuation of assets. The lat-

Underlying both approaches is the implicit philoso- ter arises from fluctuations in asset values due to fluc-

phy that expected losses due to claims are a normal tuations in market prices and also due to changes in

cost of the insurance business and should be covered credit standing (including from default). In its less

by adequate provisions. Risk relates to unexpected complex variants, the risk-based approach extends

losses arising from divergences between expected and the solvency approach by simply adding capital

actual outcomes. Failure occurs when a divergence requirements based on measures of asset risk (usually

exceeds the institution's capacity to absorb it. The role based on rules drawn from banking regulation). In its

of capital is to provide a buffer against unexpected more complex variants, it also seeks to increase the

losses. At issue is nothing more than how best to range of risk grades on the liability side. In its most

measure the minimum capital needed to reduce the sophisticated form, this approach relies on internal

risk of failure to an acceptable level. Although the two models of unexpected risk built by the insurance

philosophies are identical, the differences in measure- companies themselves.

ment methodology are nonetheless significant. In practice, the regulator's choice between the two

The solvency approach typically applies a "multi- approaches comes down to the question of relevance.

plier" to one or more of the following liability meas- Although the risk-based approach is conceptually

ures: net written premiums, net notional claims superior, its usefulness is critically dependent on the

incurred, net policy liabilities (reserves in the case of quality of the models used, the reliability of the data,

life insurance and claims in the case of non-life insur- and the presence of sufficient skilled staff in both the

ance), and total sum at risk (total sum insured minus insurance company and the regulator. In contrast,

provisions). Multiples usually are different for life and although the solvency approach is relatively unsophis-

non-life and vary according to the class of insurance ticated and may fail to detect problems in certain

(increasing for longer-tailed risks). The multiples may cases, it is relatively simple to understand and to apply.

The scalable requirement usually is related to premium income or out-

standing claims liabilities. In this respect, insurance regulation is less

advanced than banking regulation, where there is a more rigorous attempt

to link capital requirements to the risks actually undertaken by the compa-

ny in question.
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Several countries, including the United States, Canada, Norway, and

Australia have attempted to put in place a more comprehensive risk-based

capital requirement (see box 3.1).

The measure of solvency relies heavily on the measurement of assets and

liabilities. The IAIS principles recommend that standards be set with

respect to both the assets and liabilities of insurers. In respect of liabilities,

the guidelines suggest that the regulator should specify clearly what is to be

included as a liability of the company. These include claims incurred but

not yet paid, claims incurred but not yet reporred, amounts owed to others,

amounts in dispute, premiums received in advance, technical provisions set

by actuaries, and the amount of credit to be allowed for amounts recover-

able under reinsurance arrangements.

In respect of assets, the guidelines suggest that the regulator should set

requirements that address diversification requirements, limits that may be

imposed on assets held in certain classes (such as property), the safekeeping

of assets, matching requirements for assets andl liabilities (especially where

long-tailed risks are involved), and the liquidity of assets.

The measule of solvency is affected not only by the range of assets and

liabilities included but also by their method of valuation. Indeed, the meas-

urement of liabilities associated with claims activity is possibly the single

most important risk to an insurer's solvency. Liabilities arise with respect to

outstanding claims (claims against existing policies that have yet to be filed)

and future claimns (claims against existing policies that have yet to occur, as

of the time of valuation). Variations in the measurement of these liabilities

can have a material impact on the measurement of the insurer's solvency.

The IAIS principles suggest that regulators should set standards for the

valuation of these liabilities and for the resulting technical provisions.

This is usually done in conjunction with the relevant accounting stan-

dards body for the country. Although most countries set such standards,

practices vary according to whether or not the regulator allows discount-

ing to take account of the time value of money in assessing future liabili-

ties and the extent to which a prudential or conservative margin is added

to the assessed liability to allow for measurement uncertainty.

In addition to setting valuation standards for liabilities, the IAIS princi-

ples require regulators to set standards, where appropriate, for the valuation

of assets. Again, practices vary according to the allowance for discounting

89



The Development and Regulation of Non-Bank Financial Institutions

and also according to whether or not the regulator imposes full mark-to-
market valuation.

Other Principles

In total there are 17 core principles. Beyond the key areas of licensing, gov-

ernance, and solvency, the principles cover a wide range of secondary issues:

* The use of derivatives and other off-balance-sheet financial instru-
ments (restrictions on their use, disclosure requirements, and estab-
lishment of intemal controls)

* Reinsurance (review of provisions plus rules on the extent to which
reinsurance can be included in valuing assets and liabilities)

* Market conduct (requirement to ensure that insurance companies

act at all times with honesty, skill, care, fairness, and prudence)
* Financial reporting (establishment of the frequency and accounting

requirements of reporting to the regulator)

* On-site inspections (the right to inspect and to receive information)

* Sanctions (the power to levy sanctions on companies that do not

meet the prudential standards and to direct a company to cease prac-

tices that are unsafe)
* Cross-border operations (assurance that no insurance company that

operates across intemational borders is able to escape proper regula-
tion and that there is effective consultation between international
regulators-this principle is expanded in a separate recommendation

on coordination and cooperation)

* Confidentiality (subject to professional constraints of secrecy in respect

of information obtained in the course of their regulatory activities).

Although the issue of associations is not addressed explicitly in the IAIS
principles, it is common practice among insurance regulators around the

world to restrict the business that can be done on an insurer's balance sheet

to insurance-type business. The IAIS accepts that insurers may have a legiti-
mate need to engage in derivatives and other off-balance-sheet business.

Correspondingly, it suggests that regulators set requirements with respect to

these activities, including restrictions on their use, disclosure as to the extent

of off-balance-sheet positions, and intemal controls to measure and monitor

these positions. Beyond this type of business, regulators usually require activ-
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ities other than insurance to be carried out either in subsidiaries or in sepa-

rate companies under a nonoperating holding company structure.

Specific IAIS Guidelines for Emerging MVlarkets

The specific guidelines prepared by the IAIS for emerging market

economies reflect its recognition of the unique challenges facing insurance

industries in emerging markets. While recognizing the uniqueness of emerg-

ing market economies, the IAIS also recognizes that there is a wide range

of experiences within this group and that implementation of its principles

needs to be acdapted to each situation.

The guidelines note that instability in the insurance industries of emerg-

ing markets has been due largely to a combination of unstable macroeco-

nomic environments and lax management within the companies, many of

which are state owned. In general, regulatory oversight has been equally lax

and much in need of overhaul.
The IAIS offers the following guidance:

* Create the essential legal infrastructure for effective market func-

tioning (in particular, there is a need in many countries to strength-

en not only the insurance regulations but also the underlying

accounting principles, commercial codes, and corporate laws)

* Create an insurance supervisory authority with adequate powers to

license, apply prudential standards, and impose sanctions, skills, and

funding (the regulator should be independent of the political author-

ities and the industry as well as accountable in the use of its powers

and resources)

* Encourage self-regulatory mechanisms such as industry codes of con-

duct and professional accreditation bodies

* Promote market discipline through disclosure, competition, and

good internal govemance

* Separate insurance companies from other commercial and financial

activities, insurance from reinsurance, and also life from non-life

insurance activities (these are stronger restrictions than are usually

permitted in developed markets)

* Control licensing of insurance companies, as well as their ongoing

right to operate, through strict minimum capital requirements

(undercapitalization is a common problem in emerging markets)
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* Include on-site examination in ongoing supervision and legislate

measurement and monitoring rules for the valuation of assets and

liabilities

* Since emerging markets often suffer from limited investment

opportunities and inadequate disclosure, pay particular attention to
companies' procedures for assessing and managing risks and set

standards with respect to diversification, asset valuation matching,

and so on
* Monitor reinsurance closely and avoid inhibiting domestic access to

foreign high-quality reinsurers (reinsurance is an important nmeans of
assessing foreign capital support but also has been abused in emerg-
ing markets as a means of transferring cash abroad)

* In the early stages of market development, have the regulator

approve both premium rates and insurance products (this practice
would need to be monitored closely with a view to returning at least

premium determination to the market as soon as the market becomes

sufficiently mature)

Surveillance

The IAIS principles make it clear that sound prudential supervision of

insurers requires both off-site monitoring and on-site inspection. With

respect to off-site monitoring, the guidelines suggest that a process should

be established for the following:

* Setting the scope and frequency of reporting by insurance companies

* Setting the accounting requirements for these reports

* Ensuring that external audits are of an acceptable standard.

With respect to on-site monitoring, the principles suggest that regulators

should undertake the following:

* Carry out regular inspections to review the company's business and

inspect the books, records, and accounts

* Have the power to request and receive any information that it

believes is necessary from companies licensed in its jurisdiction.
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Chapter 4

Contractual Savingis Institutions

Contractual savings institutions are the primary means for
mobilizing savings and allocating resources to productive uses in

most economies and therefore are critical to the process of capital
formation. Nonbank contractual savings institutions can be
divided into three main groups: life insurers, mutual funds (or
investment companies), and pension funds. Chapter 3 deals
with life insurance companies. This chapter deals with mutual
funds and pension funds.

The Market for Contractual Savings

The nonbank, rioninsurance contractual savings industry involves collec-
tive investments, whereby funds from a number of entities and investors are
pooled and managed by a professional investment manager on their behalf.
The defining characteristic of this industry is that investors themselves bear
the risk of loss associated with movements in market prices and default of
borrowers. That is, the professional manager act:s in a fiduciary role, man-
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aging the investments in return for a fee, rather than taking a principal posi-

tion in the transaction.
Collective investments can be distinguished by the nature of the invest-

ments they make or by the nature of the funds being invested. The generic

collective investment vehicle is a mutual fund, in which the funds invested
have no specified purpose, and therefore no special constraints on either the

form or management of the funds are involved beyond those specified under

general trust law. Subject only to the terms of the deed or prospectus of their
trust, mutual funds invest in a wide range of risk assets from cash to deriva-

tive products.
The rolc of "trust" in these vehicles is fundamental. Originally, a trust

involved a relationship of trust between the settlor of the trust and the

trustee for the benefit of third parties who, for whatever reason, were inca-
pable of controlling their own investments. The trustee, accepting that
responsibility, was bound by the terms of the trust deed to act in the inter-

ests of the third parties. Historically, trustees acted primarily for deceased
estates. In most countries, any company can act as a corporate or private
trustee (for example, to manage a family trust), while public trustees require

a license.
Over time, the traditional basis for trusts has been overtaken by their

role in collective investments and also their role in investing funds for

private clients. Trust banks in many countries, for example, invest

deposited funds of wealthy individuals into high-yielding assets. Trustee
companies (or simply trust companies) in many other countries oversee
the compliance of fiduciary responsibilities in publicly offered collective

investments.
The relationship between the trustee and the investment manager is

not always clear. In some countries, trustee companies act purely in an

oversight role, with independent fund managers taking responsibility for
investment decisions. In others, the roles of investment manager and
trustee are combined into a single responsible entity. In some countries,
where trustee companies have been separated from the management of col-

lective investments, they still retain the right to manage trust funds

deposited directly with them (for example, from deceased estates), and

some also are allowed to pool trust funds and offer participation to the pub-

lic through a prospectus.
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As a result of these different models, there is a wide range of experi-
ences with the growth of the trusts themselves (the quantum of funds
under management), investment managers (banks, investment banks, spe-
cialized nonbank fund managers), and trustee companies. Where trustee-
ship and investment management are separated by law, the trustee sector
tends to be relatively small. Where this separation is not imposed, trustee
companies are sometimes the dominant form of investment manager for
collective investments.

Despite the conceptual distinction among mutual funds, trustee compa-
nies, and pension funds, according to the nature of the funds being invest-
ed, it is often difficult in practice to distinguish the groups. In many coun-
tries, the same institutions offer both mutual funds and pension funds. In
others, pension funds often act as the point of pooling, but then they invest
the pension contributions into a range of mutual funds. Similarly, where a
trustee company prefers not to support a large investment staff, it can invest
the pooled resources from estates into existing mutual funds. Trustee com-
panies also often act as trustees for mutual funds (where a trust structure
governs operation of the mutual fund).

In absolute terms, contractual savings institutions are most prominent
in the United States, where their growth over the past few decades has
been quite spectacular (see table 4.1). According to Kumar (1997: 1) and
the OECD (2000: 20-24)1, contractual savings assets in the United
States grew from $118 billion in 1960 to a staggering $6.6 trillion in 1990
and since then the figure increased to $15.4 trillion in 1997. Of the
institutional groups comprising this sector, pension funds experienced
the most spectacular asset growth in absolute terms, growing from $58
billion in 1960 to $2.5 trillion in 1990 and to $6.1 trillion in 1997.
Assets of mutLal funds (including both open-end and closed-end funds)

increased between 1960 and 1997 from $1]7 billion to $4.2 trillion.
Although life insurance assets grew significantly, from $43 billion to $3.4
trillion over the same period, their share of total institutional assets
declined from around 36 to 22 percent.

Growth of the contractual savings sector, particularly in the past decade,
was equally impressive in other developed financial systems. In emerging
markets, while the growth was much more subclued in absolute terms, some
of the increases were spectacular in percentage terms, given the almost
nonexistent bases in many countries a decade ago.

1. Kumar (1997: 1) figures for 1960 and OECD (2000: 20-24) figures for all other years.
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(D Table 4.1. Financial Assets of Institutional Investors in Select Countries, 1990 and 1997 (in billions of US dollars)
0)

Total Insurance Pension Investment Other institutional C

institutional investors companies funds companies investors CD

CD

Country 1990 1997 1990 1997 1990 1997 1990 1997 1990 1997 o
-o

Australia 145.6 384.3 72.9 138.3 50.3 183.1 18.8 50.4 3.7 12.6 3CD

Austria 38.8 93.6 24.5 45.2 - 3.4 14.3 44.9 - -

Belgium 87.0 180.6 55.5 80.4 3.9 11.6 25.6 82.2 2.1 6.4

Canada 332.7 616.8 137.7 179.7 164.6 263.0 30.4 174.1 - - C

Czech Republic - 8.4 - 3.3 - 0.6 - 1.3 - 3.3 CD

Denmark 74.2 124.5 51.1 81.1 19.5 30.4 3.7 13.1 - - c

Finland 44.7 72.7 8.7 16.7 - - 0.1 3.1 35.9 52.9 r)

France 655.7 1,329.2 262.6 764.7 - - 393.1 564.5 - - °
Germany 599.0 1,201.9 400.3 666.1 51.5 60.6 147.2 475.2 - - 0
Hungary - 3.2 - 1.7 - 0.3 - 1.2 - - z

Iceland 2.8 6.3 0.3 0.7 2.3 4.9 0.3 0.7 - - °
Itaily 146.6 607.3 66.2 150.4 38.5 34.4 41.9 209.3 - 213.3

Japan 2,427.9 3,205.1 1,074.3 1,594.5 - 611.7 390.0 665.3 963.5 333.7 a

Korea 121.8 164.5 47.8 70.2 7.9 7.9 66.1 86.3 - -

Luxembourg 94.1 442.1 - 13.9 - - 94.1 428.1 -

Mexico 23.1 19.2 2.7 5.9 - 0.8 20.4 12.6 - -

Netherlands 378.3 666.8 116.5 221.3 229.7 368.2 32.1 69.0 - 8.3

Norway 41.5 69.9 33.8 46.5 5.1 10.1 2.6 13.4 - -
Poland - 3.5 - 3.0 - - - 0.5 - -

Portugal 6.2 54.2 1.9 21.8 1.1 10.5 3.0 21.4 0.2 0.5

Spain 64.5 290.7 48.7 111.5 14.4 10.0 15.9 179.2 - - 0

Sweden 196.8 316.7 79.5 149.5 3.8 6.0 38.8 76.7 74.7 84.5 Cd

Switzerland 271.7 236.8 115.5 183.6 137.7 - 18.6 53.2 - -

Turkey 0.9 2.3 0.4 1.2 - - 0.5 1.0

United Kingdom 1,116.8 2,624.4 454.4 1,213.5 536.6 1,066.6 125.8 344.3 -

United States 6,630.0 15,432.6 1,884.9 3,355.5 2,533.1 6,059.2 1,154.6 4,187.5 1,215.4 2,184.1

- Not available

Source: OECD (2000: 20-24).
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Figure 4.1. Financial Assets of Contractual Savings Institutions, 1998
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The growth of mutual funds has been closely associated with the devel-
opment of securitization, whereby liquidity and divisibility are added to

otherwise illiquid and large-scale assets. This process is described more fully

in chapter 6 in respect of mortgages. Mutual fund growth has also been

boosted by the growth of pension funds since, in addition to investing

directly in capital market instruments, pension funds in many countries

invest their assets back into the mutual fund industry as a convenient way

of building a diversified portfolio of assets.
Total assets, of contractual savings institutions, including both pension

funds and mutual funds, are shown relative to gross domestic product

(GDP) for a range of countries in figure 4.1.

A Note on Pension Fund Growth

The relationship between the assets and liabilities of pension funds is com-

plicated by the presence of public schemes, as well as by the range of pen-
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sion fund characteristics. National pension schemes are differentiated by

the following:

o The extent to which provision is provided publicly
o The extent to which private contributions are mandatory
o The extent to which the pension liabilities are funded by invest-

ments

o Whether the pensions are defined benefit or defined contribution
o Who retains responsibility for the management of the fund.

Pension provision in most countries is a combination of public provi-
sion, publicly mandated private retirement savings, and voluntary private

retirement savings.
Public provision has a long history. Indeed, until recently, providing for

the retired generation was widely regarded as a responsibility of govern-
ments. However, the aging of populations worldwide and the attendant
explosion of public pension liabilities have forced some rethinking of the
mix of provision between public and private.

The explosion of public pension liabilities has been exacerbated by the
tendency for public provision to be defined benefit in nature and largely
unfunded. Defined benefit schemes link pension entitlements to a combi-

nation of wages during cmployment and term of service. In contrast,
defined contribution schemes link pension entitlements to the amount
contributed and to the return on the scheme's investments over the term
of the contributions. In the case of defined contributions, workers assume

the performance risk of the fund unless its performance is guaranteed

directly by government or through a guarantee fund. In the case of defined
benefits, the employer (or an insurance company, where the fund is
offered as a life policy or a fixed annuity) assumes the performance risk of
the fund, while the worker assumes the solvency risk of the employer (or
insurance company) to the extent that the fund proves inadequate.

Defined benefit schemes are linked more directly to replacement of earn-
ings during retirement, while defined contribution schemes are more like

general investments.
In principle, either of these entitlement structures can be funded or

unfunded. In funded schemes, the liabilities are fully backed by invest-

ments. In unfunded (pay-as-you-go) schemes, resources are transferred

directly from the currently working generations to the retired generation
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through the government's budgetary process. In practice, most public

pension schemes throughout the world are described more correctly as

partly funded rather than as unfundecl. For the purposes of this discus-

sion, unfunded and partly funded schemes share the same characteristics,

and both are referred to as unfunded. Since, by definition, unfunded

schemes do not (fully) support the pension liabilities with actual invest-

ments, they are only appropriate for defined benefit structures, where

Figure 4.2. Implicit Public Pension Debt in OECD Countries, 1994
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Source: OECD (1996: table 2.2, p. 36).
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defined benefits include the possibility of a single universal rate of pen-
sion.2 Although many governments have identified particular taxes with

pension contributions, few have actually allocated those funds to invest-

ments, preferring instead to fund pension entitlements largely from cur-

rent revenue. Thus public pension schemes generally have tended to be

defined benefit and unfunded.3

The extent of the implicit unfunded liability of these schemes relative

to GDP is shown in figure 4.2 for the Organisation for Economic Co-oper-

ation and Development (OECD) countries. The liabilities are calculated by

estimating the net present value of pension expenditure. Among the coun-

tries with the largest implicit liabilities, the pension debt is typically sever-
al times larger than the level of government debt on issue.

Where countries have elected to shift some of the burden of pension

provision to the private sector, most have mandated retirement savings in

one way or another. Among mandated pension schemes, the industry is

further divided according to where responsibility for the management of

the assets resides. Employer-based or industry-based schemes reflect the

origins of many private pension schemes as employer-sponsored benefits

designed to attract and retain staff. The management of these funds typi-

cally resides with either the employer or an investment committee com-

posed of representatives of both the employees and the employer (or

union, where the scheme is the result of organized bargaining between

employers and unions).
In some countries, the government has retained management of the

assets of mandatory pension funds. The best examples of publicly managed,

fully funded pension schemes are in Asian countries such as Singapore and

Malaysia, where national provident funds are among the most important

institutional investors in the country.

Pension coverage throughout the world is significant and growing.

Palacios and Pallares-Miralles (2000) estimate that some 800 million

2. Unfunded schemes are difficult to conceptualize for defined conrributioni schemes since

the payoff from defined contributions is supposed to depend on the fund's performance.
However, as Vittas (1998) notes, several countries, including Sweden, recently have

introduced public, unfunded defined contribution schemes based on notional accounts

and notional rates of return.

3. According to Iglesias and Palacios (2000), fully funded defined benefit plans run by

national governments simply do not exist in practice.
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workers (about 30 percent of the total workfcrce) are covered by either a
publicly provided or a publicly mandated pension scheme. Coverage is
related largely to per capita income, with countries having higher per

capita income generally providing a high rate of coverage. Of this cover-
age, about half is in the form of public, unfunded, or partly funded
defined benefit schemes. About another third is in the form of publicly
managed, funded defined benefit schemes. The balance consists mostly of

Figure 4.3. Private Pension Assets in OECD Countries, 1998
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defined contribution schemes, managed either publicly or privately, and

various combinations of defined benefit and defined contribution

schemes. Iglesias and Palacios (2000) estimate that the total stock of

pension assets of all types has grown to the point where it is now as much

as 50 percent of world GDP. Figure 4.3 shows the assets of private pen-

sion funds (mandated and voluntary) relative to GDP for a range of

OECD countries.

In recent decades, several distinct trends have emerged in pension fund

provision around the world:

o A trend toward pension reform that has included an increase in pen-

sion provision, especially among emerging market countries

o An increase in funding levels of public pension schemes

o A shift away from defined benefit schemes in favor of defined con-

tribution schemes
o A shift toward privatizing the management of centralized public

schemes

o A trend toward giving individuals greater choice and control over

the management of their pension assets, either through self-managed

funds or through individual choice of public-offer pension trusts,

encouraged by the growth of voluntary private pension assets and the

advantages to individuals of consolidating their investments from

different employers and different schemes.

As a result of these reforms and the growing trend toward private pen-

sion provision, the pension literature has begun to define national pension

systems by their particular combination of three pillars. In this framework,

the first pillar refers to a government-funded public pension scheme that is

directed toward alleviating poverty in old age for those members of society

who, for whatever reason, retire with insufficient assets. The second pillar

refers to workers' mandatory contributions to pension funds, which trans-

form these contributions into retirement incomes. The third pillar refers to

voluntary savings for retirement over and above the savings mandated by

the second pillar.
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Factors Affecting the Growth of Cont:ractual
Savings Institutions

In general, the factors listed in chapter 3 as influencing the growth of life

insurance companies are equally relevant to other contractual savings insti-

tutions. As is the case with life insurance, the clominant factors influencing

the growth of these institutions are income and wealth. To an extent, this

argument is circular. On the one hand, low income and low wealth lead to

low savings, and low savings means that there is little need for contractual

savings institutions. On the other hand, the absence of a well-developed

group of contractual savings institutions itself may inhibit the rate of sav-

ings by reducing the diversity of investment opportunities. It is nonetheless

a fact that the poorest countries generate very little private sector savings

and therefore have little need for institutions whose main role is to broad-

en the range of savings instruments. As these countries begin to grow, sav-

ings often increase sharply, but they often are retained in bank deposits and

other highly liquid forms. In many cases, banks are the only institutions

available in rural and semirural areas, and the limited demand for a fuller

range of investment instruments does not justiiFy the development of more

specialized contractual savings institutions and products.

The question for emerging markets is at whaot point of growth of income

and wealth should the emergence of specialized contractual savings institu-

tions be expected and even encouraged.

In addition to the general factors common to life insurance, other fac-
tors such as the provision of publicly funded social security and regulatory
considerations can influence the emergence and growth of contractual sav-
ings institutions.

Government Provision of Social Security

The nature and extent of public involvement in pension provision can have
significant implications for the extent to which pension assets are accumu-
lated and the extent to which those assets cont:ribute to economic growth
and development.

Publicly provided social security is essentially socialized savings. For
many individuals, especially those with lower levels of income, the exis-
tence of a public pension scheme obviates the need for any further private
retirement savings. The existence of a public scheme therefore can be a sub-
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stantial impediment to private pension savings. This impediment can be

accentuated where the public scheme imposes qualifying conditions. In a

growing number of countries, for example, public pensions are regarded as a

safety net rather than as an entitlement, playing as much a distributional

role as a savings role. To qualify for a public pension, individuals are sub-

jected to a means test based on income or wealth. Under these circum-

stances, the implicit tax associated with the means test greatly reduces the

incentive for lower-income earners to save privately for retirement.

The extent to which public social security obligations crowd out the

accumIulation of private pensions in OECD countries is evident in figure
4.4. The figure shows private pension assets and implicit public pension lia-

bilities in a range of countries, both as ratios to GDP. In general, the greater

is the public liability, the smaller are the private pension assets.

Since public provision of retirement incomes crowds out private provi-

sion, the nature of the public scheme is of central importance in determin-

ing the impact of pension growth on asset accumulation. Where the public

scheme is unfunded, the scheme is likely to replace private savings with cur-

rent-period govemment transfers. Not only does this reduce the need for a

contractual savings sector, but it also reduces the demand for investment

assets, thereby reducing the availability of resources for development of

domestic debt and equity markets.

One way of resolving this problem has been for governments to fund

part of their public pension obligations. In some cases, governments have

privatized the investment function (for example, by contracting it out to a

range of private sector fund managers). To the extent that this leads to an

efficient allocation of resources in capital markets, private management of

a partly funded public pension scheme can provide a significant boost to

national savings and economic efficiency.

Some govemments, however, have not privatized the investment func-

tion, notwithstanding their commitment to full funding, and have taken on

the investnent management role of contractual savings institutions them-

selves. Apart from the likely absence of appropriate incentives for efficient

management of the resources involved, there is a temptation for govem-

ment-run pension funds to invest the community's resources back into the

govemment's own debt instruments (indeed, in many countries they are

required to do so by regulation).

Mandating private pension investment is another way of resolving the

disincentive to accumulate assets that arises from an existing unfunded pub-
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Figure 4.4. PLiblic Pension Debt and Private Pension Assets as a Percentage of GDP in
OECD Countries, 1994
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lic scheme. The case for mandatory pension savings is usually based on the

argument that individuals suffer a form of mycopia when it comes to retire-

ment. To many workers, retirement is too far away to concern them during

their most prodiuctive earning years; in economnic terms, their intertempo-

ral rate of time preference is argued to be too high for them to make ration-

al judgments about retirement savings. Whatever the merits of this case, the
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natural impediment of an existing public pension scheme may well be suf-
ficient to inhibit substantial accumulation of private pension assets without
a public mandate. In practice, there is little difference between a mandato-
ry private pension scheme and a public, fully funded scheme that has been

contracted out to the private sector for management.

Taxation Incentives

Many countries provide tax advantages to savings conducted through life

insurance companies or through approved pension funds. The desirability of
this incentive is a matter for each country to asscss in thc context of its
long-term objectives and current budgetary constraints. The case for tax

incentives usually rests on whether or not there is a need to stimulate
national savings; in emerging market situations, this will usually be a strong
case. One situation in which tax incentives can be justified readily on equi-
ty grounds is where a mandatory private pension scheme is introduced
explicitly as a means of phasing out an unfunded public pension scheme. In
this case, the current generation is required to fund not only its own retire-
ment income but also that of the existing generation of retirees.

Tax laws also can influence the structure of the contractual savings sec-
tor. For example, in many countries, trusts are taxed in the hands of the
recipients after clistribution, while companies are taxed prior to distribution.
Unless the ultimate recipients of the income have the right to offset taxes
paid by companies through an imputation system, tax rules such as these
create an incentive to structure contractual savings vehicles as trusts rather
than as companies.

Regulation

The contractual savings industry relies critically on a high level of trust.
Since savings are often tied up for long periods of time, it is fundamen-

tal that individual investors have confidence that their savings are
secure. Confidence in the security of these institutions is greatly
enhanced by sound regulatory foundations. Scandals, such as that which

occurred in the Philippines in the early 1970s, can lead to both a loss of

confidence by investors as well as an unwillingness by regulators to issue

new licenses.
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Repressive regulation can inhibit the development of contractual sav-

ings institutions, especially where it imposes balance sheet restrictions that

constrain risk management and earnings capacity. Balance sheet restric-

tions, often imposed in the name of safety, can be particularly repressive in

terms of inhibiting the growth of these institutions. For example, pension

funds and insurance companies in many corLtinental European countries

historically have been restricted by regulation to invest predominantly in

debt-type promises. Similarly, until the 1 980s, Australian insurance compa-

nies were a captive market for govemment bonds. In some developing

countries where investment restrictions are less debt-oriented, the scope for

wider investment is still constrained by regul.ations limiting investment in

foreign assets for balance-of-payments reasons.

Among the emerging markets, Korea, India, Thailand, and Malaysia

encouraged the development of mutual funcls by providing a supportive,

largely deregulated regulatory framework. Hlowever, problems with the

integrity of the industry emerged during the Asian crisis in 1997 and 1998,

occasioning a rethinking of the foundations of the approach to regulation.

The Contribution of Contractual Savings Institutions to
Economic Growth

Contractual savings institutions contribute to economic growth and devel-

opment through their impact on savings and resource allocation, their addi-

tion to the depth and liquidity of capital markcets, and the social benefits of

providing security in old age.

Impact on ',avings and Resource Allocation

Contractual savings institutions help nations to mobilize savings by pro-

viding a greater and more attractive range of investment opportunities. By

adding divisibility to large-scale assets, they enable investors to create bet-

ter-diversified portfolios. In the ordinary ccurse of investing, individuals

are unable to purchase ownership rights in large-scale assets such as com-

mercial real e state and many foreign assets. It. also is difficult for small-scale

investors to acquire well-diversified portfolios of equities or to hedge risks

wvith derivative products. By pooling the rescurces of many small investors,

mutual funds are able to offer each participant a better-diversified portfo-
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lio and a more-efficient use of risk management tools than would otherwise
be possible.

By adding liquidity to their holdings, through either a buy-back facility
or through stock market listing of the funds' shares, mutual funds also offer
investors a much greater level of flexibility in managing their affairs. The
net effect of these divisibility and liquidity services should be to stimulate
total savings as well as to do a better job of matching investor preferences
with the range of investment possibilities. By extending the availability of
different investments both geographically and across income groups, con-
tractual savings institutions help not only to mobilize savings but also to
ensure their efficient allocation to the most productive uses.

The impact of pension reform on national savings and economic growth

can be quite dramatic. The impact is likely to be greatest where the reforms
replace an overburdened, unfunded public pension scheme with a funded
mandatory private pension scheme.

Growth effects from any source are notoriously difficult to measure. The
available evidence from studies of pension schemes nonetheless suggests
that they are positive and possibly substantial. In simulation studies for
Australia, Bateman and Piggott (1998) find that the introduction of
mandatory private pensions would increase national savings 70 percent and
GDP 1.5 percent. In a similar study for Mexico, Ayala (1996) finds that
GDP should increase between 0.4 and 2.1 percent. In Switzerland and

Chile, where reforms have been in place long enough to assess the impact
empirically, the national savings rate rose from 6.0 to 8.5 percent of GDP
and from 16.7 to 26.6 percent of GDP, respectively, since the introduction

of pension reform (James 1997).

Depth and Liquidity in Capital Markets

By providing access to wholesale capital markets for small investors, con-
tractual savings institutions increase the demand for capital market prod-

ucts such as debt and equities. The most obvious impact of this increase in
demand is on liquidity and turnover in these markets. In addition, the
introduction of new investors through mutual funds and pension funds
should help to lower the cost of capital to firms, potentially stimulating cap-

ital formation. The inherent long-term focus of pension fund investments is
consistent with the development of long-term capital markets, which oth-
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erwise might not be adequately supported by banks and other investment

vehicles with a relatively short-term focus.
In examining the relationship between contractual savings and capital

market depth in OECD countries, Catalan, Inmpavido, and Musalem (2000)

find a strong positive correlation between contractual savings assets as a

percentage of GDP and both market capitalization and the value of stocks

traded. Their findings support the proposition. that contractual savings help

to stimulate capital market liquidity and activity.
James (1997) offers further support for the impact of pension growth on

financial market deepening by noting that, in Chile, financial markets have

become more liquid as pension funds have diversified their portfolios, both

the number of traded shares and their tumover have increased, the variety

of financial instruments traded has increased, and asset pricing has

improved. Holzmann (1996) estimates that the financial market deepening

induced by Chile's pension reforms increased itotal factor productivity 1 per-

cent a year (half of the total increase).
Vittas (1996) argues that pension funds go even further in contributing

to growth and development. He argues that pension funds are a positive

force for innovation, for corporate governance, and for privatization. As

pension funds grow in size and importance, they create demand for new

instruments and for broader markets. Vittas cites the role that pension fund

growth played in the development of securitizarion and financial deriva-

tives in the TJnited States. He also attributes the emergence of block trad-

ing and the worldwide reform of stock brokering commissions at least part-

ly to pressure from pension funds. Their role in corporate governance aris-

es from the size of their collective voice. The role in privatization also

derives from i:heir size and consequent capacity to absorb large-scale assets.

A concern for some countries is whether or not to allow mutual funds

and pension funds access to offshore investments. Although there can be

little argument with the proposition that extending the range of invest-

ment opportunities is in the interests of the investing public, where the

exchange rate is fixed, foreign investment by contractual savings institu-

tions can place heavy demands on scarce foreign exchange reserves. This

pressure may be mitigated to the extent that foreign capital is allowed

access to domestic capital markets. The key judgment involved is not so

much whether, but rather when and under what conditions, to open
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domestic markets to foreign investment and to allow domestic funds to
invest abroad.

Indirect Effects

In addition to their direct impact on economic growth and development,

mutual funds and pension funds make an indirect contribution to econom-
ic welfare to the extent that they provide alternatives to the banking sys-
tem as a vehicle for national savings, contribute to security in retirement,
and relieve pressure on government budgets.

Since mutual funds and pension funds invest directly into debt and equi-
ty instruments, they provide an alternative to the banking system for sav-

ings. The benefits to individual savers havc already been outlined. In addi-
tion, the country can benefit from the development of alternative sources
of financial intermediation between the suppliers and users of financial
resources. The expansion of intermediation alternatives stimulates compe-
tition and efficiency, and the reduction in reliance on banks makes the
financial system as a whole less vulnerable to banking crises and therefore
more resilient in responding to external shocks.

The greater is the security that individuals feel about the future, the
more they are willing to undertake normal business risks in the present and
the more they are likely to contribute to the overall economic welfare of
the community.

Private pensions also relieve pressure on governments by removing the

reliance on public pensions. Not only does this reduce the government's

implicit pension liability, but it also relieves pressure on taxes, which might
otherwise inhibit capital formation and growth.

The Appropriate Form of Regulation

Mutual funds fall relatively clearly into the category of institutions that
warrant no more than regulation for market integrity and competition. The

case for pension funds is more complex, especially where the funds are pub-
licly mandated, but privately managed. Consideration of the issues there-

fore starts with mutual funds.
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Regulating Mutual Funds

In terms of the criteria introduced in chapter 2, the activities of mutual

funds do not carry any automatic systemic risks. The one possible exception

to this proposition, as with any category of institutions, is where an indi-

vidual fund (or group of funds) reaches a size of operation or degree of inter-

relatedness with other financial institutions at which its failure could have

systemic consequences.

Such was the case with Long-Term Capital Management (LTCM) in the

United States in the late 1990s. By virtue of its credibility in the market,

LTCM was able to leverage a relatively small base of capital into an expo-

sure of such proportion that its failure not only would have endangered sev-

eral financial institutions, but also could have substantially disrupted the

operation of world derivatives markets. In the event, the U.S. Federal

Reserve Bank played a role in brokering a solution to the problem, although

it stopped short of committing public funding as part of that solution. In the

aftermath of the LTCM crisis, discussion has focused on tighter regulation

of those financial institutions that extend creclit to such funds and stronger

disclosure requirements for the funds; there has been very little support for

the suggestion that such funds should be prudentially regulated as a way of

redlucing systemic risk.
Similarly, there is no case for regulating mutual funds on the grounds of

asymmetric information failure. Mutual funds do not make particularly

onerous promises to the public. In most cases, the "promise" of the fund is

to manage the investor's resources to the best of the manager's ability, with-

in the parameters established by the investment prospectus. Investors in a

mutual fund take principal positions and bear risk in the same way that

equity investors do. To protect investors in mutual funds to a higher level

than that of other equity investors would create a regulatory inequality that

would have no basis of justification. The primary protection available to

investors in mutual funds should lie in licensing, disclosure, and good gov-

ernance, all of which fall under market integrity regulation and are dis-

cussed in greater detail below.

Regulating Pension Funds

It is difficult to analyze the appropriate form of regulation for pension

funds independently of the nature and level of government involvement
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in pension provision. Where pensions are entirely voluntary, there is, at

best, only a weak case for regulating them much beyond the level of reg-

ulation applied to mutual funds. That case rests largely on the tax con-
cessions that usually apply to voluntary pension funds and the need for

any government to protect its tax exposure from abuse. Even so, the form
of regulation warranted by tax considerations is more consistent with mar-
ket conduct regulation than with prudential regulation. As the level of

government involvement increases, the case strengthens for some form of

prudential regulation.
At the other end of the spectrum, pensions that are entirely publicly

provided through an unfunded or partly funded scheme are difficult to reg-

ulate, given that the risk faced by the "investors" is largely political risk.

Indeed, that risk crystallized when many governments recognized their
inability to meet their unfunded pension obligations, and this recognition
led to the emergence of publicly mandated private pension schemes in an
effort to replace publicly funded schemes.

The case for prudential regulation arises most clearly where the govern-

ment mandates pension fund contributions, and, for this reason, this section
is primarily concerned with the regulation of mandatory funds. By remov-
ing the freedom of the individual to choose his or her own level of retire-

ment savings, the government takes on a degree of responsibility. It is
important, however, to identify the limits of that responsibility. Those lim-

its are determined, in turn, by the nature of the government and private sec-

tor promises involved.
It is useful to start with the least onerous pension promises and consid-

er how the approach to regulation may need to be strengthened as the
implicit promises are made more onerous.

Defined Contribution Schemes Managed by Competitive Private Sector Funds

Defined contribution pension schemes involve a fiduciary promise. In the

absence of any specific regulatory impositions, the manager of the assets

promises, in return for a management fee, to act honestly and fairly in
investing them. The market and default risks on the investment in this case

are borne entirely by the owner of the pension investment.

Provided the investor has freedom of choice in selecting an asset man-

ager and provided the market for asset managers is competitive, the regula-
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tory requirements for this type of fund are arguably not much greater than
those for general mutual funds.

The primary regulatory tools for managing this type of fiduciary rela-
tionship are licensing requirements, disclosure standards, governance stan-
dards, and minimum capital requirements. There are a number of aspects
within these regulations in which pension regulation may need to be
stronger than the equivalent rules for mutual funds. The nature of these reg-
ulations and the specific features relevant to pension regulation are taken
up further below.

It is difficult to justify the imposition of more interventionist regulations
in the case of competitively provided defined contribution pensions where
there is freedom of choice.

Defined Contribution Schemes Managed by Uncompetitive Private Sector Funds

Not all countries have seen fit to allow competition among pension man-
agers. Indeed the case for unfettered competition is still under debate.
Practices range from countries such as Australia, where there are several
thousand industry and public offer pension funds,4 to countries such as
Bolivia, where the government has restricted the management of mandato-
ry pension funds to just two agencies.

Uncompet-itive supply can arise either because the government restricts
the number of licenses available to pension managers (the Latin American
model) or because it empowers the employer (or a union) to determine
where the worker's pension will be invested (i:he model adopted by a num-
ber of OECD countries, including Australia and Switzerland).

In Australia, where prudential regulation of pensions is relatively light,
entry is open to any firm that passes the entry criteria of the regulator.
Although there can be little objection to the principle involved, the excep-
tionally large number of small providers in a such a small economy makes
supervision and enforcement extremely difficult. Yet the fact that the
investment decision is mostly not in the hands of the worker makes the
market much less competitive than might be expected (most suppliers are
effectively "captives" of the employers or unions) and makes the strength of
the regulations and their enforcement even more critical.

4. In addition to these larger funds, there are more than 200,000 self-managed funds with
fewer than five members.
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There are two main areas in which a case can be made to tighten the

regulations for uncompetitive supply of defined contribution pensions:

o Limits on the size of management fees

o Restrictions on portfolio composition.

The former arises from the effective monopoly power that pension sup-

pliers have relative to pension investors when there is little or no choice.

The latter arises from two possible extremes: where there are too few sup-

pliers, they have potential market power in the market for investments, and

where there are many small "captive" suppliers, there is a risk that they will

be unable or unwilling to provide the investors with adequate diversifica-

tion benefits.
The issue is that when legislation imposes limits on investor choice,

either by mandating which fund an investor must use or by restricting the

number of funds from which the investor can choose, the government is

implicitly strengthening its promise to protect the interests of pension

investors. This promise, in turn, can require stronger regulatory interven-

tion to protect the government's exposure to its promises.

Defined Contribution Schemnes with a Government Guaranteed Minimum Return

It is common among a wide range of countries to impose minimum return

requirements (and in some cases, a maximum as well) on private suppliers of

mandatory pension plans. The rationale for such profitability rules is to

reduce the risk to individual pension investors that their funds will under-

perform the industry average. Such a restriction is only justifiable where pen-

sion contributions are mandatory and where choice of either fund manager

or type of fund is limited by law. In effect, the guarantee reflects the moral

obligation imposed on government to ensure an adequate pension income in

a system where the individual has no control over his or her investment.

In some cases, the minimum is specified in absolute terms; for example,

Switzerland imposes a minimum nominal rate of return of 4 percent, while

Singapore sets it at 2.5 percent. 5 In others, it is specified relative to a bench-

mark; for example, Chile and Argentina define a profitability band set as the

lesser of 2 percentage points or a fixed fraction above and below the average

5. The figures reported in this section are taken from Srinivas and Yerno (1999).
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annual return of the industry. These return limits are nearly always imposed
in combination with some limitations on the competitiveness of supply.

A guarantee such as this increases the intensity of the government's
promise to pension investors even further. Two types of regulation are
appropriate to this type of promise:

* Restrict-ions on the portfolio composition of pension funds to ensure
that there is a high probability that their performance will fall with-
in a narrow range

* Establishment of a guarantee fund to supplement shortfalls when
they occur.

The potential costs associated with these strategies are significant.
Restricting the portfolio composition of pension fund managers is almost
certainly inefficient. Srinivas and Yermo (1999: 29), for example, find that,
where such restrictions apply in Latin Americao, asset allocation of different
pension fund managers is very similar, with the result that "funds managers
are virtually indistinguishable in terms of their asset-allocation and invest-
ment strategies." They also find that the risk-adjusted performance of pen-
sion funds in L-atin America suffered as a result of investment regulation
and improved dramatically when those restrictions were relaxed.

Defined Contribution Schemes Managed by the Public Sector

The logical limit of restricting the number of pension suppliers is to have a
single government-run pension scheme, to which individuals make manda-
tory contributions. In a variant of this model, the government may, in turn,
subcontract sorne of the investment management back to the private sector.
The pension schemes in Singapore and Malaysia are of this general type.

In this case, the government explicitly adopts the responsibility for pen-
sion management and the interests of pensioners. The nature of regulation
under this model is arguably the same as in the case of defined contributions
with uncompetitive supply. Its implementation., however, is complicated by
the fact that few governments are enthusiastic about establishing a regula-
tory agency purely for regulating the government's own activities.

The dangers in this model are many and are difficult to contain by con-
ventional regulatory methods. First, there is always a temptation for gov-
ernments when a large pool of funds comes directly under their control. At
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a minimum, there is a temptation to direct the investment of those funds

into government securities (this is common practice) to help fund the gov-

ernment's budget spending aspirations. A more serious concern is that the

funds may be directed to fund politically attractive projects, without con-

cern for the interests of the pension investors. Second, the internal gover-

nance of publicly managed funds is typically weaker than that of equivalent

private sector funds, thereby increasing the probability of fraud and misuse

of funds.
An effective pension scheme of this type would require, at a minimum,

the following:

o A very strong government commitment to disclosure, of both the

composition and performance of the portfolio

o A strong and publicly disclosed set of internal governance standards

o A commitment to submit to a regular audit by an independent pub-

lic audit agency for compliance and efficiency

o Reporting against publicly agreed benchmarks for performance.

Defined Benefit Schemes

Defined benefit schemes have a much higher intensity of promise than

defined contribution schemes. Where management of defined benefit pen-

sion assets is privatized or contracted out to the private sector, there is a need

to impose strong regulatory standards to ensure that the promise of a speci-

fied payout can be honored. The same issue arises where lump sum pension

payouts from the scheme are converted into annuities. Since an annuity may

run for many years and is completely prefunded at the time of retirement, the

retiree has a significant exposure to the seller of the annuity.

In both cases, there is a need for regulation to impose strict standards for

the security of the pension entitlement. As with the various forms of

defined contribution schemes, defined benefit schemes require high stan-

dards of licensing, disclosure, and governance. The primary regulatory tool

in this case, however, is capital.

The problem of ensuring that providers of defined benefit pension

schemes are able to meet their promises is usually approached by requiring

periodic actuarial reviews of the funds. From the reviews, an assessment is

made about the capacity of the fund to meet the promises of defined bene-

1 16



Contractual Savings Institutions

fits to which it is committed. Where the current assets of the fund are insuf-
ficient to meet these promises, the manager is required to inject additional
capital to restore its actuarial value.

Regulatory lools and Techniques for Collective Investments

A summary of t:he different types of pension schemes and the main regula-
tory responses to deal with the particular risks involved with each is pre-
sented in table 4.2.

Licensing

Licensing requirements for fund managers should focus on establishing that
the individuals associated with the fund manager are fit and proper persons
to carry out their responsibilities to investors. This should include profes-
sional references and police record checks for criminal histories, as well as
requirements for evidence of professional qualifications consistent with the
types of investments being offered.

Where the fund makes particular claims, such as capital guarantees or
liquidity facilities for exiting investors, the licensing conditions should
require justification for these promises ancd evicdence of how the promises

Table 4.2. Type of Pensions Scheme and Appropriaite Regulatory Responses
Licensing, Minimum Management
disclosure, capital fee Portfolio Guarantee Actuarial

Pension scheme and governance requirements restrictions restrictions fund review

Defined contribution

Competitive supply V v

Uncompetitive supply V V V v

Guaranteed return V v V VV V

Public management 6/

Defined benefit V V v

Note: VV indicate that- intensified regulation is warranted.
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will be supported. Where the regulator is not satisfied that promises can be

kept under reasonable circumstances, the license should be denied or mod-

ified. The license also should require the entity to acknowledge that con-

tinuation of the license to operate is dependent on meeting the regulator's

standards of disclosure and governance.

The licensing requirements for pension fund managers should be broad-

ly similar to those for the managers of mutual funds. However, given that

protection of pensions from fraud and embezzlement is paramount, given

that the investments involved are of a long-term nature, and given that

pension contributions are usually mandatory, licensing standards should be

stronger for pension funds than for mutual funds. For example, in deter-

mining whether the managers are fit and proper for the management of

pension contributions, the standard may rule out involvement of anyone

who has a criminal conviction or even an existing charge against their

name (until that charge has been answered and the individual has been

cleared of any wrongdoing). Further, the standard should require evidence

of back office systems capable of meeting the complex legal and accounting

requirements of pension management.

Many countries have used licensing restrictions as a way of shaping the

structure of the pension industry. Minimal entry requirements encourage a

diverse and competitive, but potentially less safe, industry. At the other

extreme, countries in Latin America have used stringent licensing condi-

tions to promote safety above efficiency. These more stringent conditions

include licensing only a small number of firms dedicated solely to providing

pension services. In some cases, existing financial institutions are excluded

from license considerations. The balance between efficiency and safety is a

matter of judgment and should depend at least partly on the state of finan-

cial development.

Disclosure

Disclosure is the cornerstone of regulation of mutual funds. Investment

into mutual funds should be by public prospectus, and the disclosure stan-

dards of prospectuses should be extremely high and enforceable by law.

Penalties for providing misleading information in a prospectus should be

onerous. Given the cost and complexity of printing and distributing

prospectuses and the fact that more information is not always helpful to

investors, regulators should consider the practice adopted by many coun-
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tries of requiring a full prospectus to be available to the regulator and to
investors on request, but insisting only on the distribution of a short-form
prospectus with investment applications. The short-form prospectus
should summarize all the essential features of the investment in a form that
investors can readily digest.

The nature of mutual fund investments is such that performance should
always be measured and reported on a mark-to-market basis. Where markets
are too thin to support regular mark-to-market valuation, the disclosure
standards should make the alternatives clear and unambiguous. Strong dis-
closure requirements are particularly importanit in the case of trustee com-
panies, given that many jurisdictions have applied relatively lax disclosure
standards on the basis of the historical role of trustees (in which trust was
often regarded as more important than performance).

The second aspect of disclosure that is relevant to mutual funds is their
fee structure. There is a wide range of disclosure practices around the world
with respect to reporting fees. There is, however, little justification for any-
thing less than full disclosure. This includes the disclosure of entry and exit
fees, both in absolute terms and relative to industry averages. It also should
include requirements for funds to disclose all fees paid to agents and invest-
ment advisers, as well as the nature of those fees (whether they are once-off
fees or trailing fees that continue as long as the investor remains with the
particular funcl). Regulation of agents and advisers is also advisable to
ensure that they also reveal to investors the fees paid to them by different
mutual funds. Only full disclosure can expose the full range of potential
conflicts of interest faced by advisers.

Where mutual funds are regarded as containing a potential systemic
threat due to their size and the nature of their activities, the regulator
should consider requiring more regular and detailed reporting of positions.
Since these position reports would be commercially sensitive, the regulator
would need to maintain them in confidence.

Disclosure standards are equally critical for mandatory pension invest-
ments. The overall return on pension investments depends on two factors:
the return on the assets and the administration costs of the fund. To enable
individuals to rnake informed choices, where choice is permitted, disclosure
should include all administrative costs as well as fund performance. Both of
these should be reported in absolute terms as well as relative to industry
averages or external benchmarks. Some countries have adopted the same
standard of disclosure as is applied to mutual funds; namely, on a full mark-
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Box 4.1. Mutual Funds Governance Matters!

As is the case with all corporations, the directors or have no other business or family relationships with

trustees of a mutual fund or investment company the fund's investment adviser, principal under-

have responsibility for overseeing the management writer, officers, or employees. The independent

of the fund's business affairs and are mandated to directors are vested with special responsibilities on

play an essential role in protecting the interests of key matters, including initial approval and periodic

the fund's shareholders. When established as a cor- renewal of investment advisory and distribution

poration, a mutual fund is governed by a board of contracts. In this context, the act mandates that

directors, while a mutual fund established as a busi- these contracts be renewed annually after the first

ness trust is governed by a board of trustees. The two years following initial approval by a majority of

duties of directors and trustees in respect of mutual the fund's independent directors. The key oversight
funds are essentially identical. Under common law, functions of the independent directors are to eval-
corporate directors are expected to exercise a "duty uate the performance of the investment adviser,

of care and loyalty": they are required to exercise the underwriter, custodian, and other parties that per-

same care that a reasonably prudent person would form services for the fund and to authorize and

take with his or her own business and to have undi- renew their contracts in accordance with their per-

vided loyalty to any corporation on whose board formance. During the annual renewal process, inde-

they serve. In the context of mutual funds, they are pendent directors typically request and review

expected to exercise sound business judgment in detailed information about the advisory and under-

their investments, to establish policies and proce- writing organizations and the quality of services

dures for the safe operation of the fund, and to per- they provide to the fund.
form oversighr and review functions to protect the In recent years, there has been a growing move-

interests of shareholders. ment to enhance the governance of mutual funds in

The nature of mutual funds is such that they the United States. For example, in 1999 the

involve inherent conflicts of interest that, in turn, Investment Company Institute convened an advisory

demand rigorous standards of governance as a coun- group, consisting of independent directors and lead-

terbalance. Mutual funds involve large pools of liquid ers in the mutual fund industry, to identify best prac-

assets managed by external investment advisers or tices in fund governance (Advisory Group on Best

management companies in return for fees. The mutu- Practices for Fund Directors, Investment Company

al fund itself typically has no employees of its own Institute 1999). Among the 15 key recommendations

and a fragmented ownership structure composed in the advisory group's report was a call for independ-

mostly of small shareholders. This structure can lead ent directors to constitute a "super-majority" (at least

to direct conflicts between the shareholders, whose two-thirds) on all fund boards, rather than the 40

interests are to protect and appreciate their invest- percent prescribed at the time by law. The report also

ment, and the investment adviser, whose interest is recommended that former officers or directors of a

to maximize fees. fund's investment adviser, principal underwriter, or

In 1940, recognizing the unique nature of mutu- certain affiliates not serve as independent directors of

al funds and the inadequate protection offered the fund; that the fund's independent directors have

under federal securities laws (mainly dealing with legal counsel; and that a fund's independent directors

disclosure and antifraud provisions), thc U.S. meet separately from management.
Congress enacted the Investment Company Act. In addition to the governance requirements

The fundamental precept of the 1940 act is that imposed on mutual funds in the United States, the

independent fund directors should serve as watch- funds are regulated for market conduct by the U.S.

dogs for the shareholders' interests. Specifically, the Securities and Exchange Commission (SEC). The

legislation provides that at least 40 percent of the
board must consist of independent directors who Continued
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Box 4.1 (Continued). Mutual Funds Governance Matters!

SEC imposes a number of additional safeguards for funds are required to provide their shareholders
investors, including: with annual and semiannual reports that con-

tain recent information on the fund's portfolio,
*Disclosure. All mutual funds must provide pefrmne inetetgas'n oiis

investors with full and complete disclosure in a performance, investment goals, and policies.investors wit full andcompletedisclosureina Every mutual fund is also required to disclose
written offering circular or prospectus. The its fees in a standardized fee table at the front of
prospectus mandated as part of a sale is required the frontcof
to describe, among other things, the fund's hArm'sength transactions. Custodians and
investment objective, its investment methods,
inomto on ho to puchs an reee public accountants also perform watchdog
informatiori on how to purchase and redeem functions. SEC regulations require mutual
shares, information about the investment funds to have independent custodians and to
adviser, the level of risk the fund is willing to produce certified financial statements prepared
assume (including investment instruments and
leverage), and fund fees and expenses. Mutual by independent public accountants. These
funds are required to file prospectuses with the ensure that the ivestments and thelr perform-

. . . . ~~~~~~~ance are consistent with the mutual funds' peri-
SEC before distributing them to investors; the odic reports to shareholders and with the infor-
information included in these prospectuses marion in their prospectuses.
must be presented clearly and simply. Mutual

to-market basis. Others, most notably in Europe, have adopted the insur-

ance industry approach of declaring a rate of retum at annual intervals. The

similarity between pension funds and mutual funds suggests that the former
is preferable, and the international trend is clearly in this direction.

Where choice is not permitted, reporting of performance on both an

absolute and relative basis remains critical. Although it does not assist pen-

sion investors in selecting between competing suppliers, it does provide a

regular check on the diligence of the pension manager. Reasonable per-

formance over time should be a condition for retaining the privileged right

to manage mandatory funds in an uncompetitive environment.

Governance

Mutual fund regulation also relies on a high level of corporate governance

(see box 4.1). As noted, the role of trust is furndamental to mutual fund

operation. To exercise its responsibilities fully to investors, the manager of

a mutual fund should have a culture of compliance and responsibility. To

encourage the development of such a culture, the regulator might consider

requiring the manager to establish a compliance committee including exter-

nal parties (with appropriate qualifications) with specific responsibility to
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report breaches of compliance to the regulator. The regulator also may
impose specific requirements for the committee to ensure that information
is properly disclosed to the investors and that sound policies and procedures

are adopted and practiced by the manager.
Governance regulations also may include requirements covering the

responsibility of fund managers to advise clients as to the appropriateness
of certain investments to their particular situation. This cluty of care
should be supported by onerous sanctions for violation, including financial

penalties and, in particularly egregious cases, loss or suspension of license.
In addition to these internal controls, regulators of mutual funds, and

especially regulators of pension funds, should adopt protective governance
requirements such as the compulsory use of custodial services, proper segre-

gation of assets, and external audits. Governance rules also should aim to
prevent conflicts of interest and to restrict investment into related-party

assets. In the case of defined benefit funds, regular external actuarial reviews
also are essential.

Capital Requirements

Minimum capital requirements play two roles. First, they provide a mini-
mum level of substance to those who seek to take on the onerous fiduciary
responsibility of managing mutual funds or pension funds. Second, they pro-
vide a buffer of resources in the event of fraud. Many countries impose a

minimum level of around I percent of assets under management, although
some countries require capital of up to 3 percent of assets. Where a fund

manager promotes a fund with guarantees (for example, a minimum return
or a capital guarantee), the regulator should increase the capital require-
ment to add substance to the guarantee, unless the guarantee is supported
by an external party such as an insurance company.

The role of capital is even more important in the case of defined bene-
fit pension funds and annuities. The participants in a defined benefit

scheme are exposed to the solvency of the sponsor in the event that the per-
formance of the fund's investments falls short of that needed to sustain the

promised benefits. The recipient of a pension annuity is totally exposed to

the solvency of the provider.

In the case of a defined benefit fund, the regulator should require regu-
lar actuarial reviews of the fund's capacity to meet its programmed benefits

and ensure that the sponsor tops up any deficiencies. Where the defined
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benefit plan is promoted by a fund manager, the regulator should require the
manager to hold sufficient capital to meet any unexpected changes in the

fund's value. Many countries restrict public promotion of defined benefit

plans and sales of annuities to prudentially regulated financial institutions

such as life insurance companies.

Limits on Management Fees

In a competitive market for mutual funds and pension plans, where there is
adequate choice, the case for restricting the level of management fees is rel-
atively weak. Provided there is adequate disclosure of fees on a comparable
basis across funds, investors should be able to make informed choices and to
take responsibility for their own investment decisions.

The case for putting a cap on fees is stronger in the case of "captive"
pension funds, where contributions are mandatory and the choice of fund is
heavily restricted or even prohibited. In this case, the fund manager is in a
position of effective monopoly, and price regulation is an acceptable regu-
latory response. The level of the cap should not be set so high that there are
excessive returns to the monopoly. Nor should it be set so low that the fund
manager is forced to cut essential administrative expenses in order to earn
an acceptable return on its capital.

Investment Guidelines and Restrictions

The essence of mutual funds is to have the manaoger disclose sufficient infor-
mation for investors to take responsibility for their decisions. The trust deed
and prospectus should clearly disclose the permiissible investments that can
be undertaken by the fund, the risks involved with those investments, and
the strategy that the fund manager intends to adopt to manage these risks.
In addition, various countries prescribe prudential norms of varying degrees
of intensity, such as those which require a minimum level of diversification
and which restrict the types of investments (with the objective of ensuring
liquidity of open ended funds); and those which impose maximum percent-
ages of any one issuer that may be owned (control issues).

The situation is much less clear-cut in the case of pension funds. First,
pension funds are long-term investments undertaken on behalf of workers
to provide them with retirement incomes. Many of these investors are rel-
atively unsophisticated in financial matters ancl may not be well placed to
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make wise long-term investment decisions. Second, where there is freedom

of choice in a mandatory contribution scheme (second pillar) plus a public
pension scheme as a safety net (first pillar), there is a potential moral haz-

ard problem. Street-wise investors may deliberately choose high-risk pen-

sion portfolios, knowing that the worst-case outcomes are effectively
insured against by the state.

Regulatory responses to these problems vary in intensity. In some cases,

a more restrictive approach may be justified on the grounds of safety. At the
same time, the more intense and interventionist are the restrictions, the
greater is the potential cost in terms of investment efficiency and the more
difficult it can become for the scheme to meet its intended purpose of pro-
viding adequate retirement incomes.

At the lighter regulatory end of the scale, many countries counter these
problems by relying on the "prudent person" principle to govern the deci-
sions of the pension fund manager. This principle puts a burden of respon-
sibility on the fund manager to invest in the way that a prudent investor
would, given the circumstances of the individual on whose behalf it acts.6

This usually is regarded as adequate where the investing population is rea-

sonably sophisticated. The weakness of this approach is that it relies on the
courts to determine the substance of the principle. Where court systems are
well developed and reliable, this approach can work very effectively. Where

they are not, the result can be long delays and inconsistency in the estab-
lishment of precedents.

Where there are concerns about the effectiveness of the court system or
about the vulnerability or gullibility of investors-for example, in countries
in the early stages of pension reform-there is a case for greater interven-
tion into the process of investment decisionmaking.

Where further intervention is warranted, the most common approach

is to impose minimum diversification regulations. These may be in the
form of setting maximum holdings of individual issues of related parties or
maximum holdings of investments in different sectors of the economy or
in different types of investment. Many countries also rule out or at least
limit the use of leverage in pension portfolios, since leverage increases risk
for a given asset structure. Some limit the use of derivative products to

hedging transactions.

6. An additional method of encouraging incentive compatibility between the interests of
the asset owners and the asset managers is to require the managers to invest their capi-

tal in the fund itself.
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At the more draconian end of the scale, regulatory restrictions can
extend to minimum holdings of certain investment classes and prohibitions

on certain types of investments. Minimum holdlings have been used widely

to create captive markets for government securities. Prohibitions have been
used, out of (often misplaced) concerns about risk, to exclude holdings of
equities and foreign investments; they also have been used to protect for-
eign currency reserves.

Although these restrictions usually are applied in the name of safety,
they generally are contrary to the interests of the pension investor and can
be costly in tenns of investment efficiency. Minimum holding requirements
also can encourage pension funds to hold disproportionate quantities of the
investments in some markets. Not only does this lead to a control problem,
but it also can destroy liquidity in those markets. From a systemic develop-

ment perspective, exclusion of equity investments, which has been com-
mon in emerging market countries, also inhibits the growth of equities mar-
kets by denying them access to one of the largest and fastest-growing sources
of fijnds in the system.

To the extent that minimum holding and prohibition restrictions
increase risk and inefficiency in pension investments, they place a further
moral burden on government. Although regulations of this type are difficult
to justify in terrms of market failure and the objectives of a pension scheme,
they can play a role in the evolution from a purely public pension system to
one dominated by mandated private pensions.

Regulators sometimes apply yet another type of investment restriction
in an attempt to increase safety. For example, :ihe Latin American model
of pension reform restricts mandatory contributions to a single investment
instrument created specifically for private pension accounts. Similarly,
each provider is limited to administering only one fund (or, in some cases,
two funds). The rationale behind these types of restrictions is the percep-
tion that the tasks of regulating and supervising a multiple-instrument,
multiple-fund industry are too complex for regulators. Restricting pension
managers to a single fund and investors to a single instrument also helps to
remove the moral hazard problem created by choice, essentially by remov-
ing choice from the scheme. The main cost of these restrictions is that they

not only eliminate the scope for investors to reduce risk by diversifying
their pension holdings with different managers but also remove their abil-
ity to select a portfolio structure that best suits their age, career, and risk

preferences. In effect, young investors starting their first job are required to
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hold the same portfolio composition as older workers close to retirement.

These additional restrictions should not be applied without a clear under-

standing of their costs.

Guarantee Funds

Guarantee funds associated with pension funds are used for two main pur-

poses. First, they are used in some countries to compensate pension

investors for losses incurred through fraud. Second, they are used to provide

a guaranteed minimum rate of return on pension investments. This second
form of guarantee is common in Latin America.

The first type of guarantee fund usually is activated after a fraud has

occurred and usually takes the form of a levy on the industry. In view of the

government's role in mandating pension contributions and in limiting

choice (where it imposes such restrictions), there is a strong case for guar-

antee funds of this type, and they raise few, if any, issues of concern.

The second type of guarantee fund is more problematic. The only jus-

tification for guaranteeing a minimum return on pension investments

arises from the fact that the government mandates the contributions

without empowering the individual to control his or her investment. The

most obvious solution to the problem is to introduce greater freedom of

choice for the investor. Where that is impractical for some reason, it is

important to establish a mechanism for delivering against the guarantee

when it is needed.

Establishing a guarantee fund, however, requires yet another level of reg-

ulation to remove the moral hazard problem associated with guaranteeing a

minimum return for those who underperform, effectively funded by those in

the industry who do not underperform. Where the guarantee fund is an

actual pool of funds to which managers contribute, there is a further issue

of how these funds should be invested and how their management should

be regulated.
Mutual funds and pension funds sometimes warrant regulation beyond

the level consistent with the promises they make. Where these funds reach

a size sufficient to influence markets or to pose a systemic threat, addition-

al regulation may be warranted. These considerations are particularly rele-

vant in the case of uncompetitive pension funds provision, in which a very

small number of institutions may grow over time into a position of market
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dominance. They also are relevant where minimum holding provisions lead
to market dominance in a small number of securities.

To limit the market dominance of pension funds, regulators sometimes
impose maximum holdings of the shares of any given issuer or group of relat-
ed issuers. To limit their negative impact on the liquidity of debt instru-
ments, some regulators similarly impose maximum holdings on the debt
issues of any given issuer or related group of issuers. These regulations,
which limit the amount of any given investment that pension funds can
hold, have the potential to come into direct conflict with portfolio restric-
tions that limit the range of investments.

Surveillance!

Given the market conduct focus of mutual funds regulation, surveillance is
usually dominated by off-site analysis of data and information collected
through the regulatory process. The potentially large number of funds and
the wide range of their investment activities make active on-site inspec-
tions extremely expensive to support. Inspections and investigations of
mutual funds usually are triggered by complaint-s. To a large extent, mutual
fund regulators depend on external auditors, compliance committees, and
disgruntled investors to find regulatory breaches beyond what can be iden-
tified through off-site analysis.

The case for inspecting pension funds is stronger, in view of the higher
level of regulation that typically is applied. Where pensions are supplied
competitively by a large number of providers, the viability of inspections is
again questionable. Notwithstanding the cost, several regulators with large
pension industries still attempt to maintain a regular program of on-site
inspections. For example, despite having several thousand pension funds
answering to one regulator in Australia, the regulator maintains an active
on-site inspection program. Because it would take many years to visit the
entire industry, the regulator is forced to prioritize inspections according to
its own internal risk assessments.

On-site inspection programs are not only easier to manage but also more
critical as the intensity of regulation increases and the number of pension
providers decreases. As the industry becomes more concentrated, pension
investors as a group become increasingly exposed to mismanagement, fraud,
and failure of a small number of institutions.
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Special Issues in Pension Reform in Emerging Markets

The principles for regulating mandatory pensions in a developed financial

system are relatively well defined. The main choice for a govemment is

where on the spectrum between safety and efficiency it wishes to be placed.

If the investing public is still relatively unsophisticated, the balance should
fall more toward safety, with some sacrifice in efficiency. Nonetheless, pro-
vided markets are well developed and have a high level of integrity, the reg-
ulatory emphasis should still be on promoting competition and investor
choice, while the regulatory approach should rely largely on licensing, dis-
closure, and governance. Regulatory tools such as investment restrictions
and guaranteed rates of return will be largely irrelevant.

The situation is likely to be much more ambiguous for emerging market
economies. Although the ideals of competition and investor choice are
likely to be long-term goals, the immediate problem usually involves how
best to move from a nearly bankrupt pure first-pillar system to one in which
the govemment's long-term pension liability is manageable. To add to the
complexity, the path to an open, competitive pension system usually has to
contend with underdeveloped capital markets, limited foreign exchange
reserves, and poor regulatory foundations.

The potential rewards from a successful transition are, of course, sub-
stantial. Successful pension reform can remove a financially debilitating lia-
bility overhang from the old first-pillar system. It can increase national sav-
ings. It can be a source of capital market development and a stimulant to
growth. It can be a source of financial innovation. It can be a means of
reducing the wealth imbalance within the community. With such a high
payoff, it is not surprising that a number of countries have started the reform
process in recent years. The question is how best to manage the transition
and, in particular, how best to harness the synergies between the pension
system and domestic capital markets.

During the past decade or more, Latin America has been at the forefront
of pension reform. Following the success of the Chilean experiment started
in 1980 (see box 4.2), Argentina, Colombia, Peru, Uruguay, and Mexico all
have followed a similar pattem of reforms. Although there are some varia-
tions in detail, these reforms all share common elements:

o The second pillars all are mandatory and managed by the private
sector.
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Box 4.2. The Chilean MVlodel of Pension Reform

Chile is often regarded as a model for pension reform, * In 1989, investment was permitted in real estate
as much for the success of the final structure that has companies, subject to individual and global limits.
evolved as for the way in which government managed * In 1990, investment was allowed in foreign
the process of change (this case study is based closely securities, subject to a very low, but slowly
on Vittas 1996). increasing, limit.

At the time of its initial pension reforms, Chile * In 1990, the limit on state securities was lowered
imposed very tight portfolio limits on different cate- further to 45 percent, while the limits on both
gories of investments, including 100 percent for state bank liabilities and corporate debt were
securities, 80 percent for mortgage bonds, 70 percent increased to 50 percent.
for bank liabilities, 60 percent for corporate bonds, * In 1993, investment was allowed in venture cap-
and 20 percent for quotas of pension funds. All other ital and infrastructure funds.
investments were prohibited, including equities and * In 1995, the limits on equities and foreign
foreign investments. investments were raised to 37 and 9 percent,

Over time, the following liberalizations were intro- respectively.
duced: By the mid-1990s, Chilean pension funds had

* In 1982, the limit on bank liabilities was reduced developed well-diversified portfolios. As an indica-
to 40 percent. tion of the success of the gradual relaxation of these

* In 1985, tie limits on state securities and corpo- portfolio restrictions, Srinivas and Yermo (1999) find
rate bonds were reduced to 50 and 40 percent, a marked improvement in pension fund performance
respectively. over the period since introduction of the reforms.

* In 1985, pensions were permitted to invest up to After a decade of underperformance relative to a bal-
30 percent in equities of privatized state enterpris- anced portfolio benchmark, the pension funds actu-
es, with a maximum of 5 percent for any one issuer. ally outperformed all benchmarks over the five years

* In 1986, they were allowed to invest in the equi- from 1993 to 1997, by which time the relaxation of
ties of companies with dispersed ownership. the portfolio restrictions was largely completed.

* The second pillars are defined contribution in nature.
* The pension fund industries are subject r:o very tight regulation over

industry structure (limited licenses and one or two funds per

provider), portfolio composition (investment restrictions and exclu-

sions), and performance (a mixture of maximum and minimum rates

of retum, supported by guarantee funds).

The most restrictive regulations have been those goveming portfolio

composition. Using a sample of three countries-Chile, Peru, and

Uruguay-Srinivas and Yermo (1999) estimate the cost of these draconian

regulations to have been substantial. They find that the structural restric-

tions created a false impression of investor choice. During the period in

which these restrictions were in place, fund portfolios were largely identi-

cal, and competition between funds was negligible. Pension portfolios sig-
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nificantly underperformed market benchmarks, and, unless fund perform-
ance improves, income replacement rates of retiring workers will be sub-
stantially below what they would have been in alternative investments. 7

Their finding that Chile's investment performance improved markedly after
the restrictions were relaxed supports their argument that draconian regu-
lations have a high efficiency cost.

These findings, however, do not suggest that the staged approach of the
Latin American countries was necessarily inappropriate. The justification

for the initial "heavy-handed" approach relies mainly on the combination

of limited experience with fund management and underdeveloped domestic
capital markets. As Srinivas and Yermo (1999: 11) put it, "Asset allocation
limits are a way of isolating pension assets from agency and systemic risks in

capital markets. As a consequence, self-regulation of the prudent person
type may not be viable in countries where capital market infrastructure is
underdeveloped and prudential controls are not in place."

Initially, pension investments were limited to government and other
high-quality bonds. As these restrictions were relaxed to include corporate
debt and equity, they, in turn, stimulated the growth of those markets.

Although the evidence is still preliminary, and each situation inevitably
has its own unique characteristics, the following suggestions drawn from the
Latin American experience may provide some helpful guidance in

approaching key issues in the staging of reforms:

o Portfolio restrictions, including exemptions of some higher-risk asset
classes, have a role to play in the early stages of the pension reform
process.

o These restrictions should be relaxed progressively as capital mar-

kets grow and mature and as the regulatory system matires-a nat-

ural progression for relaxation might be from government debt, to
bank liabilities, to corporate debt, to equities, and then to foreign
investments.

o The absence of deep domestic capital markets should not inhibit

pension reform-as the investment restrictions are relaxed, they will

naturally stimulate the growth of the asset classes affected.

7. For example, it is estimated that, in Chile, a balanced portfolio would have outperformed
the pension fund industry, earning an average annual return of 17.4 percent over the 15
years to 1997 compared with 10.2 percent in the pension industry.
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* Liquidity requires careful management--pension funds that "buy and

hold" reduce liquidity, while funds that trade excessively for short-

term performance can increase the cost of administering the fund.

* Foreign assets increase diversificatior, thereby lowering risk or

increasing expected returns, especially where pension funds are very

large relative to domestic markets. However, according to Vittas

(1996: 3), "Unrestricted foreign investment may institutionalize cap-

ital flight and prevent domestic markets from reaping the benefits of

creating pension funds with long-term financial resources." Foreign

investment should be introduced progressively into pension fund

assets and should be accompanied by other reforms designed to

strengthen the economy generally and to reduce its vulnerability to

capital flight.

* Ultimately, a soundly regulated mandatory pension system in which

financially well-educated individual investors have freedom of

choice among a manageable range of competitive providers and

products is likely to provide the greatest: benefits to all involved.
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Chapter 5

Securities Markets

This chapter examines the importance oJ equity and bond mar-
kets as essential components of the financial system. It reviews
the remarkable growth of emerging markets over the 1990s,
examining the development of the regulatory framework and
trading infrastructure and identifying some of the factors moti-
vating the growth of emerging capital markets-improved regu-
lation, privatization of state assets, and the growth of institution-
al investors. It then explores the profoundu benefits that the devel-
opment of capital markets has for econormic growth and stability,
including the creation of a more balanced financial structure
through improved allocation of resources as well as better man-
agement of risks. Next, it reviews the underpinnings of the regu-
latory structure for securities markets-a regulatory approach
that relies on arm's-length disclosure, self-regulation of markets
and intermediaries, as well as strong corporate governance. The
final section covers select policy priorities for emerging markets.
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The 1990s witnessed a dramatic period of growth in the capital markets of

developing countries. There were major achievements in capital markets

development: construction of regulatory standards, improvements in mar-

ket infrastructure, and achievement of greater market depth and liquidity.

From an almost exclusive reliance on banking systems in the 1980s, in the

1990s countries began to focus on the development of securities markets.

The growing depth and breadth of emerging markets during the 19 90s are

a success story. The combined market capitalization of select emerging equi-

ty markets1 increased from $339.3 billion in 1990 to $2.2 trillion in 2000

(see figure 5. 1). As a share of GDP, the average market capitalization in these

countries increased from 16.7 to 45.5 percent during this period of time,

Figure 5.1. Market Capitalization in Emerging Markets, 1990-2000
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Source: Market capitalization figuires for sample emerging malrkets are from Standard & Poor's Emierging Markets Data Base.

Figures for GDP are from the World Bank's central database: Global Development Finance and World Development Indicators.

Market capitalization and GDP figures begin in 1992 for China, Hungary, Poland, and South Africa; 1994 for Czech Reptublic;

1996 for Egypt and Morocco; and 1997 for Israel.

1. The sample includes 22 emerging equity markets: Argentina, Brazil, Chile, China, Czech

Republic, Egypt, Greece, Hungary, India, Indonesia, Israel, Jordan, Korea, Malaysia,

Mexico, Morocco, Nigeria, Philippines, Poland, South Africa, Thailand, and Turkey.
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Figure 5.2. Liquidity in Emerging Markets, 1990-2000
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Source: Standard & Poor's Emerging Markets Data Base and Initernational Finance Corporation (1999). Data on value traded

begin in 1991 for China, Poland, and Hungary and in 1994 for Czech Republic. Data on turnover ratio begin in 1992 for China,

Hungary, and Poland; 1995 for Czech Republic; and 1997 for Israel.

while their share of world market capitalization expanded from 3.6 percent

in 1990 to alrriost 7.0 percent in 1999 (world market capitalization figures

are from the W;orld Bank's central database: Global Development Finance

and World Development Indicators). Outstanding equity markets, such as

China's, have grown in importance both relative to the domestic economy

as well as relative to other equity markets worlcdwide.

Market liquidity, in absolute as well as relative terms (as measured by the

value of shares traded annually as a percentage of market capitalization),

also rose dramatically during this period (see figure 5.2). The annual value

of shares traded increased from $180.4 billion iro $2.2 trillion in the previ-

ously cited sample of 22 equity markets, while the unweighted average

tumnover ratio increased from 32 percent in 1990 to 62 percent in 2000.

Although capital markets in most emerging markets grew strongly in the

199 0s, that growth was uneven across regions and countries. Several coun-

tries and regions did better than others. For example, Asian capital markets,

such as Hong Kong and Malaysia, were relaitively successful, while the
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Figure 5.3. Number of Listed Companies by Region, 1990 and 2000
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prospects for Eastem European markets-with the exception of Hungary and

Poland-still are not encouraging (Claessens, Djankov, and Klingebiel

2000). The transition economies initiated their macroeconomic adjustment

and structLiral reform programs in the early 1990s, and the tag in the devel-

opment of equity markets reflects, in part, the slower pace of economic

reform and growth.
Still, developing countries are benefiting from the advent of domestic cap-

ital markets. Between 1990 and 2000, the number of listed companies rose

sharply in select countries (see figLure 5.3). For example, in India the number
of listed firms increased from 2,435 in 1990 to 5,937 in 2000, while in China
it increased from 14 in 1991 to 1,086 in 2000. With the improvements in

depth and liquidity, domestic firms began to mobilize significant amounts of
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Figure 5.4. Concentration of Top 10 Domestic Companies, 1998 and 2000
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new capital. New equity issues during 1990-2000 ranged between 1.8 and 4.8

percent of market capitalization in a select sanmple of countries. 2
Notwithstanding the evident progress, emerging markets, even the

more progressive ones, continue to lag significantly behind industrial-

country markets in several respects. First, th.ey are not as liquid. Second,

much of the increase in market capitalization, and especially liquidity, is

concentrated in a relatively small number of listed firms. For instance, the

degree of mar-ket concentratiton is quite striking. In 2000 between 40 and

72 percent of market capitalization was concentrated in the 10 largest

stocks in the previously cited sample (see iFigure 5.4), and this has not

improved muich since 1998. Trading activity is equally concentrated.

2. From 1990 toD 2000, new equity issues as a percentage of market capitalization averaged

1.8 percent in Chile, 2.3 percent in Nigeria, 2.9 percent in Argentina, 3.8 percent in

Greece, 4.1 percent in Korea, and 4.8 percent in both Jordan and Thailand (Source:

Standard andi Poor's Emerging Markets Data Base).
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Figure 5.5. Bond Markets as a Percentage of GDP, 1998
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Figure 5.6. Bank and Nonbank Financial Assets as a Percentage of GDP
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cial institutions (defined in Figure 5.6 as banks and non-banks, respectively). For details, please see Beck, Deiiirg(ii-Kunt, and
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Clearly, the conditions pose challenges for policymakers, and these are dis-

cussed later in the chapter.

As shown in figure 5.5, bond markets in developing countries are the

younger siblings of equity markets-small and illiquid at this stage. Bond mar-

kets in developed countries in 1998 ranged from 61 percent of GDP in the

U.K. to 137.7 percent in Japan and 164.2 percent in the U.S.(World Bank

and International Monetary Fund, 2001: 366). Compared with bond markets

in developed countries, the major emerging bond markets are not very large.

Although the situation varies somewhat from country to country, sover-

eign issues typically dominate these markets, and the maturities of issues are

short term. Similarly, secondary markets are very illiquid, with instruments

being held to maturity by their first purchasers, mostly commercial banks.

Although the past decade witnessed the significant development of cap-

ital markets, emerging markets remain heavily dependent on banks for busi-

ness finance. As shown from the sample of countries in figure 5.6, with the

exception of Germany, banks typically contribute a much smaller propor-

tion of overall finance in developed financial systems than they do in

emerging markets.

Factors Affecting the Growth of Securities Markets

What accounts for the rapid growth in capitalization and liquidity of emerg-

ing markets? The remarkable progress in regulatory standards and institu-

tions as well as market infrastructure is both a cause and a result of the vir-

tuous cycle evident in market depth and breadth. Instilling better regula-

tion and trading infrastructure provides a safety net for investors and there-

by promotes market growth. On the supply slide, the privatization of state-

owned assets and public underwriting of closely held assets lead to the offer-

ing of new securities, while the growth of institutional investors-pension

funds-creates demand for new investments.

Improvements in Regulation

Following the Asian banking crisis and the problems identified with opaque

banking systems, many countries recognized that wide-ranging reforms were

needed in banking and capital markets to ensure that they are able to mobi-

lize and allocate capital efficiently in a market-based system. As a result, in

139



The Development and Regulation of Non-Bank Financial Institutions

the 1990s policymakers turned their attention to the development of mar-
ket-based financial markets. A cornerstone of that development was the
need for adequate regulation.

During the 1990s, emerging markets made great strides in improving the
legal and regulatory frameworks and establishing the institutions required to
regulate and supervise their capital markets. In constructing regulatory stan-
dards and institutions, developing countries adopted a framework based
largely on disclosure-self-imposed market and industry discipline.
Implementing this new regulatory model involved the formulation of new or
revised securities laws and regulations. In parallel, a large number of coun-
tries established and strengthened independent commissions to regulate cap-
ital markets. Further, some countries began to foster the development of self-
regulatory organizations (SROs), albeit with a modest degree of success.

New Laws and Regulations

A notable thrust of these efforts was the formulation of revised laws and reg-
ulations. The underlying regulatory model was anchored in a three-prong
system relying on arm's-length transactions, disclosure, and self-regulation.
Initially, legal and regulatory initiatives focused on enhancing market
mechanisms through better disclosure. More recently, emerging markets
began to focus more on improving corporate governance and minority
shareholder rights.

Clear Mandates

A complementary effort sought to establish dedicated, and sometimes inde-
pendent, securities regulatory institutions for capital markets rather than
continue to rely on ministries of finance or central banks.3 The underlying
rationale was that capital markets require specialized knowledge and skills
that are not necessarily found in the civil service and central banks; thus,
in order to have credibility, the securities regulatory institution needs to be
at arm's-length from political pressures. A large number of markets have
established such institutions, although the degree of independence and
credibility varies widely from country to country.

3. A more recent trend is the transition to integrated regulators. This topic is discussed in
chapter 2.
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Market Infrastructure

Market infrastructure comprises the systems and institutions that facilitate

the trade, payment for, and custody of securities. The key functions of mar-

ket infrastructure include exchanges, clearance and settlement, deposito-

ries, and custodians.

A dated and unreliable market infrastructure leads to poor execution of

trades, long delays in the settlement process, and unsatisfactory perform-

ance of the custody of securities, such as the accurate and timely reporting

of positions, collection of dividends, and resolution of taxation, all of which

discourage investors. One of the more notable initiatives in capital market

development (luring the 1990s-fueled in part by technological advances-

was the concerted effort of emerging markets to improve market infrastruc-

ture. Tangible results were evident in the following areas: trading systems,

clearance and settlement systems, and central depositories.

Trading Systems

A large number of emerging markets made considerable investments in

replacing obsolete trading with state-of-the-art computerized order-driven

matching systems. Computers not only process large volumes of trades in a

cost-efficient manner but also, more importantly, capture order flow, trans-

actions, and trade matching. The detailed audit trail leads to improved

transparency and rapid dissemination of real-time information. It also

improves investor confidence in the fairness of the markets, leads to growth

in market trading, and improves liquidity.4 The automation of exchanges

facilitated the modernization of post-trade market infrastructure-the

clearance and settlement system, depositories, and custody functions.

Clearance and Settlement Systems

The clearance function determines what investors are to deliver and receive

when a transaction is completed; the settlement function takes place when

4. There is considerable debate regarding the potential disadvantage of computerized
order-driven systems in markets with shallow liquidity. A number of studies suggest that

there is an important role for market makers as well as for periodic auctions in these mar-

kets. The automation of exchanges does not preclude the role of market makers, similar

to the Nasdaq trading system.
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the transaction is completed and the securities and funds change hands.
Most emerging markets have made great progress in improving the clear-
ance and settlement infrastructure for equities, but less progress in doing so
for bonds.5

Central Depositories

A central depository can significantly improve the operational efficiency of
the clearance and settlement system. It shortens the settlement cycle and
improves reliability by replacing paper-intensive delivery of securities at set-
tlement with a computer (book entry) system. Practically all emerging mar-
kets have established a central depository-one of the 0-30 benchmarks-
and this has significantly shortened the settlement cycle. Depositories also
can speed up and increase the reliability of registration, another bottleneck
in many emerging markets, since the depository maintains ownership
records for market participants.

Supply Side Factors

In addition to the improvements in market regulation and infrastructure,
supply side factors also stimulated the development of capital markets in a
number of emerging-market countries. One important development was the
widespread privatization of state assets that accompanied the shift from cen-
tralized ownership in many transition economies. This created a pool of
assets suitable for floating on stock markets.

A second factor on the supply side was the emergence of domestic and
foreign institutional investors. The growth of domestic investors is covered
in other chapters. The growth of foreign investors followed the trend
toward financial integration. From a minimal presence in the late 19 80s,
foreign investors now own a considerable share of the free float in emerg-
ing markets.

5. The G-30 clearance and settlement benchmarks were formulated in 1990, and most
emerging markets have made progress in achieving them. These benchmarks are direct-
ed at reducing transaction costs, including the opportunity cost of delays in settlement
as well as the counterparty risk for individual investors and the systemic risk for the mar-
ket as a whole.
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Contribution of Securities Markets to Economic Growth
and Stability

Capital mar'kets are an integral part of the financial system. They mobilize
long-term capital efficiently by attracting resources from a large number of

savers in a cost-efficient manner and by converting the funds of short-term

investors into long-term capital. They provide an altemative intermediation
mechanism for mobilizing savings, allocating and managing risk and liquid-

ity, and managing government debt. Capital markets reduce the financial

vulnerability of enterprises by increasing their access to equity markets and

reducing their dependence on short-term bank debt, by lowering the refi-
nancing risks of govemments in a domestic public debt market, and by low-
ering the banking system's maturity transforrnation risks.6 The development

of other nonbank financial institutions discussed in this book-insurance
companies and collective investment schemes-acts as a catalyst for the

development of capital markets by creating a base of institutional investors.
When a country's financial system relies heavily on its banks, systemic vul-

nerabilities increase. The Asian financial crisis provided ample evidence of the

risks associated with the absence of multiple channels of financial intermedia-

tion. The message was captured eloquently in Chairman Greenspan's "spare
tires" speech at the 1999 meetings of the World Bank Group and the
International Monetary Fund: "This leads one to wonder how severe East
Asia's problems would have been during the past 18 months had those
economies not relied so heavily on banks as their means of financial interme-

diation....Had a functioning capital market existed, the outcome might well

have been far more benign....The lack of a spare tire is of no concern if you do

not get a flat....East Asia had no spare tires" (Greenspan 1999b).
There is considerable evidence regarding the beneficial impact of equi-

ty markets on economic development. For instance, in a recent study,

Bekaert, Harvey, and Lundblad (2001) show that equity market liberaliza-
tion, on average, leads to a 1 percent increase in annual real economic

growth over a five-year period. Their study finds that a large secondary

school enrollment, a small govemment sector, and an Anglo-Saxon legal

system amplify the liberalization effect. There is evidence as well that devel-

oped capital markets also mitigate the costs of financial crisis. Figure 5.7

presents the fiscal costs of crisis in select countries against the perceived

6. McKinnon (1991) emphasizes that the absence cf active and open security markets in

developing countries places excessive risk on bank-based financial systems.
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Figure 5.7. Fiscal Costs of Crisis Compared with the Perceived Sophistication of the
Financial Market
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"sophistication of the financial market" as rated by the Global
Competitiveness Report 2000.7 The evidence suggests that diversification,
depth, and breadth help financial markets to manage crisis better.

Development of capital markets leads to an open, balanced, and com-
petitive financial system in which capital is allocated transparently and with
appropriate consideration of risk. Statistics on financial sector development
suggest that, in general, economies that depend too heavily on the banking
sector and rely too little on capital markets can lead to corporate excesses
such as high leverage and poor profitability. The key ingredients that ensure
the success of capital markets-transparency, corporate accountability and
governance, and proper pricing of risk through the transmission of market
signals-also encourage improved corporate performance.

7. Sophistication of financial market: the level of sophistication in financial markets is high-
er than international norms (I = strongly agree; 7 = strongly disagree). World Economic
Forum and Center for International Development, Harvard University (2000).
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Moreover, there is considerable evidence that in countries that rely sole-
ly on the banking system for intermediation, compared with countries that

have more balanced financial systems with developed equity markets, a

high degree of leverage undermines the performance of corporations. The
reliance on debt leads to a financial structurt that is inherently risky and
vulnerable to internal and external shocks.

Although discussions about the benefits of financial deepening usually
emphasize equity markets, the benefits of developing private bond markets
are also compelling. Bond markets are an essential component of the finan-
cial system because they offer key benefits:

* Balanced corporate financing structure. Bond markets complement
the ability of banks to mobilize short-term working capital and
reduce maturity mismatches for corporations and banks alike. They

allow corporations to mobilize longer-term funds for projects with
long gestation periods such as infrastrtcture and housing.

* Reduced cost of capital. Innovations such as asset-backed securiti-
zations in real estate, credit cards, and receivables increase diversifi-
cation, reduce risks, and tap into new market segments of issuers and
purchasers alike. Therefore, investors demand a lower liquidity pre-
mium, thereby reducing the cost of capital. Similarly, liquidity in the
secondary market leads to a lower premium. Up to 80 percent of the
reduction in interest charges is passed on to the issuers.

* More resilient financial system. Bond imarkets disperse risks across
savers and reduce the concentration of risks in the banking sector,
thereby enhancing the ability of the financial system to cope with

shocks.
* Higher savings. Bond markets provide a wider choice of liquid

instruments to savers and thereby promote the propensity to save.
* More efficient resource allocation. Bond markets perform ongoing

and vigilant assessment and monitoring of creditors. Hence, bond
issues contribute to heightened scrutiny of issuers, improved disclo-

sure and transparency, and good corporate governance.

o Better policy instruments. Deep and liquid bond markets provide

the means and instruments for conducting indirect monetary policy.
They constitute a noninflationary domestic source of funds for the

public sector and reduce the vulnerability associated with reliance on
external financing.
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Box 5.1. Objectives and Principles of Securities Regulation

Although internationally agreed standards are not regulatory organizations (SROs) that exercise
new, in the past few years, considerable effort has been some direct oversight responsibility for their
made to address the development of internationally respective areas of competence, to the extent
recognized standards to provide policymakers with appropriate to the size and complexity of the
benchmarks of good practice in key areas. The adopt- markets; and (7) SROs should be subject to the
ed standards (benchmarks of good practice) are oversight of the regulator and should observe
designed to offer a roadmap to improve economic pol- standards of fairness and confidentiality when
icymaking and strengthen the financial system. exercising powers and delegated responsibilities.
Standards and codes cover a number of economic and * Principles for the enforcement of securities reg-
financial areas, including data dissemination; fiscal, ulation. (8) The regulator should have compre-
monetary, and financial policy transparency; banking hensive inspection, investigation, and surveil-
regulation and supervision; securities and insuranice lance powers; (9) the regulator should have com-
regulation; accounting, auditing, and bankruptcy; and prehensive enforcement powers; and (10) the
corporate governance. regulatory system should ensure an effective and

Among them are the objectives and principles of credible use of inspection, investigation, surveil-
securities regulation issued by the International lance, and enforcement powers and implementa-
Organization of Securities Commissions (IOSCO), tion of an effective compliance program.
the global forum for securities regulators. In * Principles for cooperation in regulation. (11)
September 1998, IOSCO released 30 principles of The regulator should have authority to share
securities regulation, which IOSCO members believe both public and confidential informationi with
form the basis for an effective system of regulation of domestic and foreign counterparts; (12) regula-
securities and derivatives markets. The document sets tors should establish information sharing mecha-
sound prudential principles and practices for the regu- nisms that set out when and how they will share
lation and supervision of securities markets. It pro- both public and confidential information with
vides guidance for securities regulators and a yardstick their domestic and foreign counterparts; and ( 13)
against which progress toward effective regulation can the regulatory system should allow for assistance
he measured. The document establishes three objec- to be provided to foreign regulators who need to
tives of securities regulation: to protect investors, to make inquiries in the discharge of their functions
assure that markets are fair, efficient, and transparent; and exercise of their powers.
and to reduce systemic risk. * Principles for issuers. (14) There should be full,

The 30 principles are grouped into eight categories: timely, and accurate disclosure of financial results
and other information that is material to

Principles relating to the regulator. (1) The investors' decisions; (15) holders of securities in
responsibilities of the regulator should be clear II

and objectively stated; (2) the regulator should be a companiy should be treated in a fair and equl-
operationally independent and accountable in table manner; and (16) accounting and auditing
the exercise of its functions and powers; (3) the standards should be of a high and internationally
regulator should have dequate powers, proper , acceptable quality.

reguato snolo aveaueqatepowrs, ropr *Principles for collective investment schemes.
resources, and the capacity to perform its func-
tions and exercise its powers; (4) the regulator (17) The regulatory system should set standards
should adopt clear and consistent regulatory for the licensing and regulation of those who

snoula~ ~ ~ ~ ~ ~ ~ ~~~~ws toop market orc operateen a clletivinesten
processes; and (5) the staff of the regulator should scheme; (18) the reglat a collective snvestmpnt

observe the highest professional standards, vide for mles governing the legal form and struc-
including appropriate standards of confidentiality. ture of collective investment schemes and the

* Principles for self-regulation. (6) The regulato-
ry regime should make appropriate use of self- Continued
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Box 5.1 (Continued). Objectives ancl Principles of Securities Regulation

segregation and protection of client assets; (19) damage and loss to investors and to contain sys-
regulation should require disclosure, as set forth temic risk.
under the principles for issuers, of information * Principles for the secondary market. (25) The
that is necessary to evaluate the suitability of a establishment of trading systems, including secu-
collective investment scheme for a particular rities exchanges, should be subject to regulatory
investor ancd the value of the investor's interest in authorization and oversight; (26) ongoing regu-
the scheme; and (20) regulation should ensure latory supervision of exchanges and trading sys-
that there is a proper and disclosed basis for the tems should aim to ensure that the integrity of
valuation oif assets and the pricing and redemp- trading is maintained through fair and equitable
tion of units in a collective investment scheme. rules that strike an appropriate balance between
Principles for market intermediaries. (21) the demands of different market participants;
Regulation should provide for minimum entry (27) regulation should promote transparency of
standards for market intermediaries; (22) there trading; (28) regulation should be designed to
should be initial and ongoing capital and other detect and deter manipulation and other unfair
prudential requirements for market intermedi- trading practices; (29) regulation should aim to
aries; (23) market internediaries should be ensure the proper management of large expo-
required to comply with standards for internal sures, default risk, and market disruption; and
organization and operational conduct that aim to (30) the system for clearing and settlement of
protect the intercsts of clients and under which securities transactions should be subject to regu-

management of the intermediary accepts primary latory oversight and designed to ensure that it is
responsibility for these matters; and (24) there fair, effective, and efficient and that it reduces
should be procedures for dealing with the failure systemic risk.
of a market intermediary in order to minimize

Regulating Securities Markets

As financial systems are deregulated, the regulatory mandate is shifting
away from overseeing the pricing of new equity and determining suitability
standards ("merit regulation") and toward ensuring that incentives and
market discipline protect investors; that markets are fair, efficient, and
transparent; and that systemic risk is minimal (see box 5. 1). Emerging mar-
kets are converging on a regulatory model for capital markets that is based
on arm's-length transactions, disclosure, and self-regulation. Key regulatory
functions in this approach ensure full and timely disclosure of all material
information that investors need to make decisions, guard against anticom-
petitive market conduct by market participants, and protect investors from
unscrupulous operators and practices.

Ultimately, good regulation is a "win-win" situation for issuers and
investors. Recent literature highlights the relationship between good cor-
porate governance and market valuation in the United States and other
countries (see Black 2001; Coffee 2001; Gompers, Ishii, and Metrick 2001).
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These papers find that investors reward greater shareholder rights, disclo-

sure, and transparency witlh higher stock price valuations.

This model of good regulation places emphasis on achieving good mar-

ket conduct by acting as a facilitator of market efficiency rather than as a

heavy-handed guide. It has little place for merit-based regulation. The

effectiveness of this approach relies heavily on the credibility of the regula-

tor to enforce discipline on those who breach the rules. This requires a wide

range of both criminal and administrative sanctions and a commitment on

the part of the regulator to use its powers to the fullest.

Although most major emerging markets have the legal and regulatory

foundation of a market-based regulatory system, achieving a maturc frame-

work is gradual and takes many years. In emerging markets, disclosure, in

particular, is a relatively new concept. Two key aspects of disclosure systems

are what and how to disclose, and both are of concern in many emerging

markets. Regarding the issue of what to disclose, all regulatory systems

across the world rely, to a large extent, on the materiality of the informa-

tion standard, which requires firms to disclose all information that is mate-

rial to investment decisions. Many industrial-country markets, rather than

attempting to define specific standards, rely on market practice and due dili-

gence to ensure the disclosure of all material information. In developing

couLntries, however, market practices and due diligence are not as well

developed, and it would benefit the authorities to be more proactive in

defining and enforcing specific disclosure and financial reporting standards.

A second challenge confronting emerging markets is enforcement.

During this nascent phase, emerging capital markets typically do not have

the resources or the self-discipline to enforce and therefore to fulfill their

signaling and monitoring functions. Equally important, in many jurisdic-

tions, securities regulators are insufficiently supported by their court sys-

tems. Consequently, these regulators are often forced to rely on administra-

tive sanctions to deal with criminal breaches of the law.

The Policy Agenda: Second-Generation Challenges for

Emerging Markets

A task for policymakers is to determine the key priorities for developing

capital markets. In essence, the initial focus in the 1990s on establishing

market basics-regulatory structure and trading infrastructure-was right.
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The countries that are still struggling with these issues need to accelerate
their efforts to resolve them. But developing countries need to bear in mind
that development of capital markets is a process and not an event and that
the rapid evolution of the world will continue to bring new challenges as
well as opportunities.

Despite the recent progress, emerging markets still lag behind developed
markets in market infrastructure and in the basics of modem regulatory
frameworks and their implementation. In this context, emerging markets
face a series of second-generation challenges in the new millennium. The
most pressing is the need to strengthen discliosure and corporate gover-
nance. Also of concern are the links between the corporate sector and cap-
ital markets. Equity markets do not exist in a vacuum. Vibrant, financially
healthy, and profitable corporations are the c.ore foundation for markets.
Unfortunately, the evidence points to poor corporate financial "health" in
many emerging markets. 8 Addressing corporate financial health and per-
formance is one of the key challenges confronting emerging markets. A
third challenge is to deepen capital markets by developing the bond market
and to create imore representative equity markets by reducing the concen-
tration of issuers. Fourth, the development of domestic institutional
investors remains a challenge. Finally, emerging markets need to develop
the capacity for self-regulation. 9

Improving Corporate Governance

Corporate governance came to the fore of the international development
agenda in the wake of the Asian financial crisis. Unsustainable rapid and
excessive investment in fixed assets, financed by excessive borrowing, took
place in Asia prior to the crisis. The investment-spending spree resulted in
poor profitability, as reflected in low and declining returns on equity and
returns on capital employed. Both boards of directors and financial markets

8. Poor corporate performance is linked to poor return on investment in emerging markets.
See Pomerleano and Zhang (1999).

9. There are two caveats to this process. Second-generation "intangible" challenges, such
as disclosure, minority shareholder rights, and investor protection, probably will take
more time to implement; they also are more demanding and require acceptance and
ownership from a broader set of stakeholders. The list of issues pending is not inclusive.
To name just a few, policymakers also are preoccupied with e-finance, the role and
impact of foreign investors in equity markets, the rapidly changing trading platforms,
and the changing nature of financial intermediation.
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Box 5.2. OECD Principles of Corporate Governance

In this context, the Organisation for Economic Co- should recognize the rights of stakeholders as
operation and Development (OECD) has formulated established by law and encourage active coopera-
principles of corporate governance. Endorsed by the tion between corporations and stakeholders in
OECD's members in May 1999, the principles are creating wealth, jobs, and the sustainabiliry of
designed to offer countries a benchmark for strength- financially sound enterprises.
ening their corporate governance processes: * Disclosure and transparency. The corporate

* The rights of shareholders. The corporate gover- governance framework should ensure that timely
nance framework should protect shareholders' and accurate disclosure is made on all material
rights. matters regarding the corporation, including the

• The equitable treatment of shareholders. The financial situation, performance, ownership, and

corporate governance framework should ensure the governance of the company.
equitable treatment of all shareholders, including The responsbilities of the board. The corpo-
minority and foreign shareholders. All sharehold- rate governance framework should ensure the

ers should have the opportunity to obtain effective strategic guidance of the company, the effective
redress for violation of their riglits. moiiitoring of management by the board, and

redes fo volaio ofthir igts the board's accountability to the company and
* The role of stakeholders in corporate gover-

nance. The corporate governance framework the shareholders.

conducted poor oversight of these financial excesses, and this was at the

core of the corporate crisis. Although many developing countries made

rapid and substantial progress in reforming their legal and regulatory frame-

works during the 19 9 0s, both corporate govemance and disclosure systems

remain generally weak.

Following the Asian crisis there has been increasing awareness of the crit-

ical role of private sector firms in creating economic well-being and the impor-

tance of disclosure and govemance in the process. As disclosure improves, out-

side investors are better able to monitor corporate insiders and hence to mnon-

itor and discipline performance. Similarly, a good corporate govemance regime

helps to ensure that the corporate board is accountable to the company, the

shareholders, and other stakeholders. In the process, good disclosure and gov-

emance help to maintain the confidence of investors-both foreign and

domestic-and to attract more equity capital. Therefore, improving disclosure

and corporate govemance is critical to improving the efficient use of corporate

resources and the efficiency and safety of financial systems (see box 5.2).

Strengthening Disclosure

The disclosure-based regulatory model is not yet functioning well in

emerging markets for several reasons. First, as documented in table 5.1,
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family control of firms and majority state ownership are still prevalent in
the transition economies. In these circumstances, corporations have little
tradition of disclosure. Second, because market discipline is weak, firms
and insiders do not face sufficient pressure to improve disclosure and cor-

porate governance practices. Third, although there have been improve-
ments "on paper" in the legal and regulatory framework surrounding dis-

Table 5.1. Ownership of 10 Largest Nonfinancial [)omestic Firms by Large Shareholders

Ownership by the three largest shareholders
Country Mean Median

Africa

Nigeria 0.40 0.45

South Africa 0.52 0.52

Asia

Thailand 0.47 0.48

Indonesia 0.58 0.62

Philippines 0.57 0.51

Korea, Rep. of 0.23 0.20

India 0.40 0.43

Malaysia 0.54 0.52

Latin America

Argentina 0.53 0.55

Brazil 0.57 0.63

Chile 0.45 0.38

Mexico 0.64 0.67

Europe

(Greece 0.67 0.68

Turkey 0.59 0.58

Middle East

E.gypt 0.62 0.62

Israel 0.51 0.55

Source: La Poirta and others (1998: table 7).

151



The Development and Regulation of Non-Bank Financial Institutions

closure and corporate governance, these improvements are not yet

embedded in the cultural fabric. Finally, both corporate governance

mechanisms and disclosure are undermined by inadequate accounting

standards as well as lack of deterrence, weak enforcement, and poorly

functioning legal systems.

Protecting Minority Shareholder Rights

One of the key objectives of corporate governance is to protect sharehold-

er rights. In emerging markets, two weaknesses reduce the effectiveness of

these legal mechanisms. First, the enforcement capacity of capital market

regulators is generally poor. Second, many countries do not provide ade-

quate legal protections to minority shareholders. Overall, these weaknesses

undermine the mechanisms of corporate governance. Remedial measures

are needed to achieve the following objectives:

o Prevent abusive behavior by insiders (for example, prohibition of

loans to directors, rules regarding insider trading)

o Limit the discretion of insiders in key corporate matters (for exam-

ple, mandatory shareholder approval of fundamental decisions)

o Ensure adequate disclosure and transmission of information (for exam-

ple, mandatory disclosure of connected interests of board members)

o Facilitate shareholder control and monitoring (for example, provi-

sions for proxy voting, including by mail)

o Permit "oppressed" minority shareholders the option of walking away

from a company or seeking judicial remedy if they object to a major-

ity decision.

Emerging markets can create an effective legal and regulatory framework

that promotes good corporate governance by embedding appropriate mech-

anisms in company and securities legislation and in exchange listing rules

(see table 5.2). Although by no means exhaustive, the measures include

provisions regarding the duties of insiders (directors and corporate officers),

the rights and remedies of shareholders, disclosure and use of information

by insiders, and takeovers and new issues.

Inextricably linked to the effective implementation of a disclosure-based

regulatory system is the requirement for credible financial information.

Therefore, stronger accounting and financial reporting standards and prac-
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Table 5.2. Corporate Governance in Asia and Latin America

Region and country Investor protection' Creditor protectionb Judicial enforcementc

Asia

India 2 4 6.1

Indonesia 2 4 4.4

Malaysia 3 4 7.7

Pakistan 4 4 4.3

Philippines 4 0 4.1

Sri Lanka 2 3 5.0

Thailand 3 3 5.9

Average 2.9 3.1 5.4

Latin America

Argentina 4 1 5.6

Brazil 3 1 6.5

Chile 3 2 6.8

Colombia I 0 5.7

Mexico 0 0 6.0

-Venezuela I - 6.2

Average 2.0 0.8 6.1

- Not available
a. An index of how wvell legal frameworks protect minority shareholders. It aggregates four variables and a measure of how easy it

is for shareholders to call an extraordinary meetings of the shareholders. See La Porta and others (1997).

b. An index of the rights of secured creditors in liquidation or reorganization of a corporation that ranges froni 0 (lowest) to 4

(highest).
c. An index equal to the average of five juidicial enforcement variables presented in La Porta and others (1996). The enforcement

variables are measures of the efficiency of the judicial system, rule of law, corruption, and risks of expropriation and contract repu-

diation. The index ranges from 0 (worst) to 10 (best).
Source: La Porta and others (1996, 1997).

tices are urgently needed. Overall, emerging mnarkets have improved their

accounting an(i auditing standards, but they still need to adopt accounting
standards that: are consistent with those issued by the International
Accounting Standards Committee.10

10. For summaries of international accounting standards, visit the website of the
International Accounting Standards Committee: www.iasc.org.uk/cmt/000I.asp.
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Improving the Performance of Corporations and
Corporate Equities

The performance of emerging-market equities, as well as their risk-
return profile, has proved to be disappointing to investors and issuers

compared with the performance of equities in the more developed mar-
kets (Pomerleano 1998). It begs the question, Why? In part, the under-
performance of developing countries is attributable to the volatile set-
tings of their economies, which are subject to more frequent and larger

shocks than industrial countries. However, there also is substantial evi-
dence that, in some countries, very little, if any, effort is made to focus
on corporate performance. As a result, corporate return on assets and on

equity is not competitive with that in other markets (Pomerleano and
Zhang 1999).

Developing Bond Markets

A common challenge across developing countries is to accelerate the devel-

opment of domestic sovereign and corporate bond markets alike. Although
some developing countries were able to strengthen government bond mar-
kets in the 19 90s, the size and liquidity of their corporate bond markets con-

tinue to lag significantly behind (Dalla and Khatkhate 1996; World Bank
and International Monetary Fund 2001). These weaknesses in domestic

bond markets limit the financing options available to corporations and may
contribute to excessive foreign borrowing (World Bank 1998).

The authorities need to address the major impediments to bond market
development. The first constraint is market infrastructure, including trad-
ing, clearing and settlement, and custody systems. A second constraint is

the legal and regulatory framework, where bond markets are facing difficult
problems in moving toward a market-based system. Third, weaknesses in
credit rating agencies need to be addressed. Finally, government bench-

marks are needed to price securities with different risk profiles.

Trading, Settlement, and Depository Infrastructure

Trading and settlement infrastructure in bond markets currently lags well

behind that in equity markets:
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X Clearance and settlement. In many developing countries, there

are no standard settlement procedures for corporate bonds or cen-

tral depositories, and settlement is accomplished through certifi-

cates. As a result, settlement can experience long delays, and fail-

ures are common.

* Trading systems. Trading systems, particularly for corporate paper,

are mostly over-the-counter, dealer-based systems with weak trans-

parency. Information on trading volumes, quotations, and prices is

not disseminated to the market, which undermines transparency and

confidence in secondary markets.

The lack of market infrastructure increases transaction costs and discour-

ages trading.

Regulatory and Legal Framework

As in the case cf equity markets, the authorities need to develop, adopt, and

enforce a disclosure-based regulatory system for debt markets. Weak disclo-

sure, financial reporting, and accounting practices undermine the quality of

the information available to potential investors and the capacity of credit

rating agencies to conduct due diligence. Similarly, the weakness of bank-
ruptcy regimes, coupled with the poor functioning of the court system,

undermines the legal protection of creditors.

Credit Rating Agencies

Credit rating agencies monitor the creditworthiness of issuers and thereby

assist both issuers and investors in the bond market. Credit ratings help

investors to estimate the risk premiums required to compensate them for

default risk. Ratings also benefit issuers, since they help to instill credibili-

ty and assist investors in differentiating appropriately between instruments

and issuers. Both the ratings of new issues and the ongoing monitoring of

outstanding issues are particularly important in emerging markets, where

credit analysis skills are scarce (Pomerleano 2001). The development of

credit rating agJencies also benefits the investment community and other

financial institutions by attracting skilled professionals. In summary, rating

agencies help to reduce the information asymmetries between issuers and
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investors and improve the efficiency and liquidity of the primary and sec-

ondary bond markets.

Benchmarks

The need for benchmarks is the final impediment. Government securities,

when issued and traded in competitive markets, have traditionally served as

the benchmark for the price discovery process and as a hedging vehicle for

private issuance. Market-based sovereign benchmarks are needed to price

securities subject to varying degrees of risks. They also can be used to assess

market expectations of inflation and changes in the interest rate.

Benchmark securities have various desirable characteristics. First, they are

liquid, which implies large and regular issues of instruments with similar

characteristics. In addition, benchmark securities that cover the whole

range of the yield curve are useful for pricing longer-term securities.

Fostering the Development of Domestic Institutional Investors

Emerging markets also need to foster the development of domestic institu-

tional investors. Domestic institutional investors play a beneficial role in

capital market development by providing depth and liquidity to markets as

well as by improving corporate governance. Institutional investors can be a

strong force for better disclosure and a source of demand for credit ratings.

In this context, the most widely cited example of the impact of institution-

al investors is the development of the private pension industry in Chile and

its favorable impact on capital market development. Given the diversity of

institutional investors, including venture capital, mutual and pension

funds, and insurance companies, all of which are discussed in other chap-

ters, suffice it to say here that measures are needed to foster the develop-

ment of institutional investors.

Strengthening Self-Regulatory Organizations

The implementation of a new regulatory model based on arm's-length dis-

closure and self-regulation requires the strengthening of self-regulatory

organizations (SROs), including exchanges, professional organizations, and

clearing and depository institutions. The underlying premise is that SROs

bear much of the responsibility for regulating and monitoring securities
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markets: they develop rules for their members and ensure compliance with

those rules ancl with the securities laws. The common challenge con-

fronting emerging markets is to develop SROs with the institutional capac-

ity and incentives to oversee both market development and regulation. All

developing countries are struggling with how to strengthen these institu-

tions, as well as with key decisions, such as which regulatory responsibilities

should be transferred to SROs and when.

In many developed markets, SROs bear much of the responsibility for

regulating and monitoring securities markets, subject to regulatory over-

sight. SROs develop rules of behavior for their members and ensure com-

pliance with the securities laws and regLIlations. The most visible SROs are

stock exchanges, which oversee market rules and regulations. Similarly,

broker-dealer associations license broker-dealers, determine capital and pro-

bity requirements, and set ethical codes for their members. SROs often reg-

ulate clearing and depository institutions. Equally important are profession-

al and industry associations for analysts, accountants, lawyers, and the

mutual and pcnsion fund industries.

The benefits of self-regulation are, in many situations, compelling. First,

the expertise and first-hand knowledge of practitioners are conducive to the

formulation of rules that are relevant to the regulatory task. Second, the

information required for effective monitoring, such as information on trans-

actions, generally is more readily available to market participants than to

regulators. Third, information usually travels faster within markets than

between markets and regulators, and market participants generally respond

more promptly than regulators to adverse developments.1" Fourth, it is

human nature to accept self-imposed rules more readily than rules imposed

by outsiders, especially where those outsiders are believed (rightly or wrong-

ly) to lack adequate understanding about how markets really work. Finally,

SROs enable official regulatory agencies to leverage their limited public

resources through their expertise and oversight. This aspect is especially rel-

evant where the regulatory responsibilities cover several large institutions

or sectors, as well as a vast array of small operators. Delegating some respon-

sibilities to SROs can enable the agency to avoid having its limited

resources dispersed widely on minor matters, in return enabling the agency

to focus its resources where the risks are greatest.

11. There is ample evidence that interbank credit lines are one of the first warning signals
of distress.

157



The Development and Regulation of Non-Bank Financial Institutions

Despite its attractions, self-regulation is not without pitfalls. The most
obvious of these is self-interest. Although industry and professional organi-
zations have a reputation to uphold through tough regulatory standards,
such standards often have a negative impact on profits, which may com-

promise their pursuit. In this respect, delegating regulatory responsibilities
to SROs is sometimes regarded as equivalent to "putting the fox in charge

of the hen house." Self-regulation is also predicated on the assumption that
ethically strong members will enforce discipline on recalcitrant members
within their ranks. The implicit assumption is that developing fair and effi-
cient markets is in the enlightened long-term self-interest of the securities
industry. This is certainly true up to a point. However, if the industry is
cartelized, and potential new participants are not able to enter it, the SRO

might become a vehicle for extracting rents. Indeed, markets with a small
number of dominant participants rarely are good candidates for self-regula-
tion. Finally, self-regulation can only work where the industry has the req-
uisite expertise to set appropriate regulations and is willing to commit the
resources needed to enforce them.

Clearing corporation SROs illustrate the advantages as well as the draw-
backs of self-regulation. In the case of a clearing corporation, counterparty
settlement risk is likely to encourage members to police each other closely
as well as to establish safeguards to protect themselves and the system from
the failure of a member to settle. At the same time, members of the clear-
ing corporation have an interest in keeping membership limited, both for

security and profit reasons. Provided membership can be restricted to those
in the club, there is an incentive to establish regulatory burdens that are as

low in cost as possible to members.
Using self-regulation in a way that extracts its benefits, without endan-

gering the stability and integrity of the financial system, challenges both

emerging and developed nations alike. The stage of development is itself a
primary determinant of the extent to which SROs can be relied on. The
reality for emerging-market countries is that the essential prerequisites for
the self-regulatory model rarely are well developed:

* Market participants may not place high value on the long-term ben-
efits of controlling abusive practices and enhancing confidence,

when compared with the short-term gains afforded by market abuse

* Market structures are often highly concentrated
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* Unless corporate governance concepts are well developed, the

expertise and commitment needed to establish sound regulatory

principles may not be available in the rmarket.

The experience of the United States in pioneering the SRO model in

securities regulation is a useful reminder of the difficulties posed by self-reg-

ulation and the time that can be required to balance the inevitable con-
flicts. Although SROs were established in the United States as far back as

1929, concurrent with establishment of the Securities and Exchange

Commission (SEC), the governance arrangements of SROs were still being

questioned as late as the 1990s.12 In 1995, following an SEC inquiry, the

U.S. National Association of Securities Dealers significantly reformed its

governance bodies. More recently, the demutualization of the New York

Stock Exchange once again threw into question the appropriateness of its

being an SRO.

Emerging-market countries considering the selective use of SROs need
to address the following questions: Is the institutional and human capital
required for SROs adequate? Does the lack of competition undermine the
incentives for market participants to self-police? Is the corporate gover-

nance structure adequate to mitigate conflicts of interest? How can SROs

be nurtured? Is there a natural process for transferring responsibilities to
SROs as markets develop?

The following are some measures that can support development of the

prerequisites for self-regulation in securities markets:

Nurture the development of key professions. Regulators can play

an active role in developing the base of skills required for SROs. In

the first: place, they can develop these professions by creating a

sound regulatory structure to ensure that practitioners have high
levels of competence, diligence, and integrity and that clients can
rely on their expertise and judgment. Concurrently, regulators can
nurture the development of skills through the outsourcing of gov-

ernment contracts.

12. The most visible experiment with-and failure of--financial self-regulation in recent
decades took place in the United Kingdom. After Ei decade in which the powers and
effectiveness of the complex structure of SROs were repeatedly challenged and found
wanting, the structure was folded back into a more conventional official regulatory
agency, the Financial Services Authority.
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* Encourage competition. To reduce the possibility that established

firms can limit entry into the industry, regulators should formulate

clear and transparent licensing criteria and, where appropriate, open

markets to foreign participants.

* Facilitate the adoption of new technology. Information improves

transparency. In some cases, regulators can provide information

directly; in others, they can assist markets to identify and implement

relevant technological advances related to the provision of data.

Efforts to upgrade information systems, such as market trading data

systems, can greatly improve transparency and, in the process, pave

the way for self-regulation.
* Improve governance standards. Regulators can help to establish

the foundation for SROs by improving governance in both the

industry and, ultimately, the SROs themselves, when they are

established.

* Improve regulation. The higher are the regulatory standards set by

official regulatory agencies, the more relevant are the benchmarks

against which SROs can be judged.

On balance, the development of SROs in emerging markets is desirable.

At the same time, it should be seen as a process rather than an event. The

process should involve a graduated delegation of powers in response to the

emergence of the necessary conditions for successful implementation of self-

regulation and an active contribution by the official regulatory agencies to

the establishment of those conditions.

Epilogue

As this book is being written, watershed changes are taking place in the

structure of capital markets and the definition of markets and exchanges.

Most significant among these are the demutualization of stock exchanges

and the growth of cross-border listings and markets.

Demutualization involves the reformation of stock exchanges as listed

companies. This process, which started with the Sydney Stock Exchange in

Australia, has some wide-range implications for the conduct and regulation

of exchanges:
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* First, demutualization introduces greater competitive pressure and

efficiency into the affected exchanges by breaking the long-stand-

ing-and in most cases, extremely conservative -"club mentality"

of the old mutual exchanges.

* Second, Demutualization introduces the need to satisfy the demands

of shareholders for profits, pressuring the exchanges to reduce their

costs and expand their services.

* Third, clemutualization creates a situation in which the exchanges

may list in their own boards, thereby exposing them to the same gov-

ernance and disclosure requirements that they have imposed on

other listed companies.
* Fourth, listing on their own boards exposes a conflict of interest

between the exchange as a company and the exchange as a self-reg-

ulatory organization. In effect, it is difficult for a market participant

to regulate the market in which it operates. Some countries are

addressing this conflict by reorganizing the exchange and creating a

separate, independent regulatory arm. Others are addressing it by

returning most of the regulatory oversight to the market conduct reg-

ulatory agency involved.

The future of demutualization is still unclear. On the one hand, eco-

nomic pressures and the temptation to unlockc capital value mean that it

will be difficult to reverse course. On the other hand, the governance and

conflict issues raised by demutualization are still being resolved.

The seconcl significant issue emerging in world capital markets is the

growth of cross-border listings and cross-border markets. The pressures of

globalization in all areas of commerce and finance have made some devel-

opments in this respect inevitable. Cross-border listings and dual listings of

companies (in which a company registers multiple units in different coun-

tries and links them by a shareholder agreement that effectively creates a

single entity) have been around for several years. What was perhaps least

expected in recent years was the emergence of global markets spanning

more than one country (such as Euronext) in which exchanges go beyond

simple cooperation agreements and form a genuine transnational exchange.

Again, these developments have interesting regulatory implications. In

the case of dual-listed regulated institutions, host regulators appear to be

favoring joint supervisory arrangements, with one or the other as the lead

agency in the event of difficulties. These may prove inadequate as the cross-
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border structures become more complex. The emergence of multinational
markets is even more demanding. The challenge for regulators is to devel-

op a multijurisdictional approach to regulation that parallels the develop-
ment of institutions and markets. If nothing else, the creation of multina-

tional markets will pressure intemational regulators to harmonize their poli-
cies and. procedures and to coordinate their activities to a much greater
extent than has been the case in the past.
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Chapter 6

Specialized Financial Institutions

Specialized financiers play a range of roles in both developed and
emerging markets. In developed markets, their roles are driven
primarily by the benefits that accrue to specialization and, in
sorne cases, by tax incentives. In emerging markets, they often
play a broader role in deepening financia! markets and overcom-
ing legal and regulatory shortcomings.

This chapter concentrates on just two of the range of special-
ized financial institutions: leasing financiers and real estate fin-
anciers. These two groups are among the best established of the
specialized financial institutions and serve to illustrate most of
the issues involved with this group. The chapter also offers some
comments on cooperatives.

Leasing Finance

Leasing is a contractual arrangement that allowvs one party (the lessee) to
use an asset owned by the other party (the lessor) in exchange for specified
periodic payments (this section draws heavily on International Finance
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Corporation 1996). In practical terms, a lease is almost indistinguishable
from an asset purchase, where an external financier provides the finance,
the asset user makes periodic repayments against the loan, and the pur-

chased asset secures the loan. What distinguishes the lease from the lever-
aged purchase is that ownership of the asset resides with the financier,
rather than with the asset user; that is, legal ownership of the asset is sepa-

rated from its economic use.
There are many variants of the basic lease structure. Under a financial

lease, the lessee is responsible for maintaining the asset and has an obliga-
tion to purchase the asset (in some cases, this may be an option to purchase
or an option to refinance) at the expiry of the lease at a prearranged resid-
ual value. In many cases, the lease payments are structured to fully amortize
the lessor's capital costs over the term of the lease. Under an operating
lease, the lessor is responsible for maintaining the asset and assumes full risk
for its residual value.

Leases also can be fully financed by the leasing company or leveraged
through the introduction of an external financier, whose recourse is usually
limited to the lessor. Cross-border leveraged leases, which became fashion-
able in the early and mid- 1990s, involve complex structures in which both
the lessor and lessee may be financed externally, with the liability for future
lease payments being fully pledged to one of the external financiers. These
more elaborate structures are designed largely to arbitrage different tax juris-
dictions (in particular, differences in depreciation regimes) and bear little
resemblance to the basic structure of financial or operating leases. Hire-pur-
chase arrangements are a hybrid instrument in which both the user and the
financier of the asset share equity and in which ownership of the asset trans-
fers progressively to the user.

Sale/lease-back arrangements involve existing, rather than new, capital
equipment. Under a sale/lease-back arrangement, the lessee sells the asset
from its balance sheet to the lessor. The lessor, in turn, leases the asset back
to the lessee in return for long-term lease payments. Where the assets are
dedicated to the uses of the lessee, such as electricity-generating plants and
railway tracks, the asset usually reverts to the lessee at the end of the lease
contract, for a nominal amount. Sale/lease-back arrangements can be a use-
ful means of raising liquidity from existing assets.

In financial terms, leases are structurally comparable with other financ-
ing transactions in that the provider of the finance seeks to recover its cap-
ital outlays plus interest on the funds tied up for the period involved. The
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cost of this finance to the asset user varies according to who bears the vari-

ous risks involved (such as obsolescence and maintenance) and the

financier's cost of funds (including any tax or other benefits involved).

The range of assets suitable for leasing is extensive. Large-scale, durable,

nonportable assets, such as commercial real estate, are ideal candidates for leas-

ing. The absence of these ideal characteristics, however, is not insurmount-

able, and leases are extended to cover virtually all forms of capital equipment,

from aircraft and heavy earth-moving equipmerLt to mobile telephones.

Leasing has a long history, although its popularity has increased greatly in

the past 40 or so years in developed markets and over the past 20 years in emerg-

ing markets. Irn its early stages in the nineteenth century, leasing emerged pri-

marily as a technique to help manufacturers sell their products, by providing

administratively simple, and in some cases relatively cheap, finance. The indus-

try evolved beyond this narrow focus in the 195 Os with the formation of inde-

pendent leasing companies in the United States. The industry extended to

Japan and Europe in the 1960s, and, by the mid-1990s, leasing had become

established in over 80 countries, including more than 50 emerging markets.

It is estimated that $500 billion of capital equipment are financed by

lease every year (Fleming 2000). This figure represents about an eighth of

the world's private investment. In Organisation for Economic Co-operation

and Development (OECD) countries, up to a t:hird of private investment is

financed through leases. Irn terms of volume, t:he United States dominates

the world market, accounting for around 40 percent of worldwide leasing.

Although leasing has been growing very rapidly in emerging market

economies, the extent of penetration of private investment finance is still

relatively low in all but a few of these countries.

The most spectacular growth in leasing among the emerging market

economies has been in the Republic of Korea. By the mid-1990s, Korea's

leasing market had become the fifth largest in the world (at over $13 bil-

lion, it represents about a fifth of private investment). Colombia, Indonesia,

Mexico, and South Africa are other emerging market economies that rank

highly in the world in their use of leasing finance.

Real Estate Finance

Real estate finance refers to financing the acquisition of real property.

Borrowing for the purpose of acquiring real estate typically is secured by a
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mortgage (that is, a claim or lien) over the property being purchased.
Although the lender demands additional collateral, the use of the property
itself as the primary collateral is what distinguishes real estate finance from

most other types of finance. Real estate finance usually is divided into com-
mercial and residential, and both areas have been fertile grounds for finan-
cial innovation. In many countries, real estate finance is one of the most

dominant forms of finance in the economy, often accounting for between
one-quarter and half of bank lending.

The traditional model of real estate finance involves lending from the
balance sheet of a financial institution, which takes responsibility for all
stages of the lending process. Although banks and insurance companies

have been a major source of on-balance-sheet lending for real estate, spe-
cialized financial institutions also have emerged to carry out the same func-
tion. Specialized real estate financing institutions are called savings and

loans (or thrifts) in the United States, building societies in the United
Kingdom and countries with a British commonwealth background, and
mortgage banks in Europe.' The origins of building societies and thrifts and
some comments on their regulation are taken up further in the section on

cooperative financial institutions.
Under this traditional model, the financial institutions involved provide

all the services associated with the financing process:

* They originate the loans from their client base, taking responsibility
for the paperwork involved and assessing both the capacity of the bor-
rower to repay and the quality of the real estate taken as collateral.

* They fund the loans from their balance sheets.
* They service the loans by collecting loan repayments and by pursu-

ing overdue payments.
* They manage the risks involved in providing real estate finance.

The traditional, or full-service, model of real estate finance includes two

basic forms of mortgage. The most common is the amortizing mortgage, in
which the borrower makes regular repayments of sufficient size to cover the

periodic interest commitments as well as to reduce the outstanding princi-

pal. Over the term of the loan, the payments fully amortize the principal.

The second is the interest-only loan, in which the payments are only suffi-

1. To a lesser extent, in some countries credit unions and housing cooperatives provide real
estate finance.
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cient to cover the periodic interest commitments. Under this form, the

principal liability remains intact and is due for repayment in full at the ter-

mination of the loan period. Each of these types of basic mortgages can be

issued either as fixed rate, in which the interest rate is set in advance for the

entire term of the loan, or as variable rate, in which the rate is adjusted in
line with movements in market interest rates over time, either at the dis-

cretion of the lender or according to a predetermined formula.

In recent years, the range of repayment and interest rate options in

mature mortgage markets has expanded to include many variations:

* Balloon mortgages, which repay part of the principal over a relative-

ly short term (for example, three to five years) and then the balance

at the end of that term

* Canadian rollovers, which require refinancing every few years

* Graduated payment mortgages, which start with low repayments in

the early years and graduate to a plateau in the later years (in some

cases, the early payments are lower than the costs of interest servic-

ing, with the result that the principal increases as interest is capital-

ized during the early years)

* Growing equity mortgages, in which iniitially low payments increase

in line with a prearranged index
* Shared appreciation mortgages, which offer low interest rates in

return for part equity participation by the lender

* Convertible mortgages, which are convertible from fixed-rate mort-

gages to variable-rate mortgages
* Reverse amortization mortgages, in which the homeowner draws an

annuity income to be repaid on the sale of the property or on the

death of the borrower.

The risks in real estate lending are dominated by credit exposure to the

borrowers. Mitigating these risks is the value of the real property that col-

lateralizes the loan. Historically, default rates on residential real estate lend-

ing have been relatively low. Further, residential real estate generally has

provided stable or increasing collateral value for these loans.2 The picture

is quite different for commercial real estate, where changes in property val-

ues due to changes in market prices and vacancies are much more volatile.

2. The relatively low-risk nature of residential mortgage lending is reflected in the conces-
sional risk weight allocated to these loans under the Basle Committee's Capital Accord.
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For example, in Thailand in the late 1990s, commercial properties account-

ed for only one-quarter of the total value of real estate, yet, in the aftermath

of the Asian crisis, commercial properties accounted for around three-quar-

ters of the loss in wealth resulting from the collapse in real estate values.

The other major risk in real estate lending relates to funding. Real estate

finance is inherently long term. 'Where funding is provided predominantly

from short-term sources, as is the case with bank and most specialized insti-

tution financing, the lender is exposed to market risk arising from changes

in the shape and position of the yield curve and to liquidity risk arising from

the possible loss of short-term funds. The market risk is compounded by the
tendency in most countries for mortgage lending to offer the borrower an

option for early repayment. This creates some ambiguity about the maturi-

ty of the loans and increases the difficulty for the lender in trying to match

the maturity of its assets and liabilities. Where banks and insurance com-

panies provide real estate finance, they manage these risks within the con-

text of their overall portfolios. Specialized real estate financiers usually

manage these risks in a much narrower context.

The traditional model of real estate financing tends to be relatively

high cost, because one institution performs all functions and manages all

risks. This, combined with the relatively homogeneous nature of mortgage

loans, creates an incentive for financial innovation to make the process

more cost-effective. Innovation has resulted in unbundling of the various

stages of the credit process, securitization of mortgages, and even to

unbundling of the various components of claims against the borrowers.

Although this new model of real estate financing has been active in the

United States for decades, its emergence in other countries is much more

a product of the 1990s.
Unbundling the credit process has occurred through specialized service

providers managing each of the separate stages. Under this model, special-

ized real estate loan originators focus on marketing the loans, processing

applications, underwriting the initial extension of credit, and, in some

cases, warehousing the loans temporarily until they are on-sold to longer-

term investors. Unlike full-service real estate financiers, these service

providers do not take the mortgages onto their balance sheets other than in

a warehousing role. In many cases, banks, insurance companies, and spe-

cialized real estate lending institutions still perform some of the functions

in this delivery chain, either in loan origination, in mortgage insurance, or

in loan servicing and foreclosures.
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Unbundling the service chain in real estate finance has introduced new

sources of competition and eroded margins. The full-service institutions

have, nevertheless, been reasonably supportive of this process to the extent

that it provides a degree of liquidity, not only for new mortgage loans but

also for existing loans on their books.
The process through which full-service real estate lending institutions

transfer the loans and the associated credit and market risks off their bal-

ance sheets is known as securitization. Securitization refers to the process of

endowing otherwise illiquid assets with the qualities of a security. In prac-

tice, this involves packaging income-yielding assets into standardized bun-

dles and issuing them in tradable form as highly rated securities secured by

the underlying assets. In many cases, the quality of the securities is

improved by the addition of enhancemerts from third parties. These

enhancements include insurance over the timing of payments and over cer-

tain default events.
The purchasers of the securitized instruments provide the ultimate

finance for the real estate loans and absorb the residual credit and market

risk. By packaging the loans in this way, the market is able to reduce some

of the risks involved, for example, by better matching the maturity profile

of the assets and liabilities involved.
Securitized mortgages are marketed in three main forms: pass-through

securities, mortgage bonds, and collateralized mortgage obligations (CMOs).

The most developed of these markets is that for pass-through securities.

A pass-through security involves establishing a trust, into which the

rnortgage assets are sold, with beneficial ownership assigned to the holders

of the securities that are issued against them. The trustee pays interest and

principal on the mortgages to the managing financial institution, which

passes them to the holders of the securities, less any management and insur-

ance fees.
Mortgage bonds are securities issued by a financial institution and col-

lateralized by mortgages or mortgage-backed securities. In this case, the

assets stay on the institution's balance sheet.
Collateralized mortgage obligations take the process of specialization

one step further by breaking the underlying obligations into maturity

tranches. Holders of the first tranche receive priority for the return of their

principal from early repayments. Thus, if a high percentage of borrowers

exercise their early repayment option, holders of the higher-priority tranch-

es may be paid out quite early. As is the case with mortgage bonds, CMOs
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usually remain on the institution's balance sheet. Real estate mortgage
investment conduits (REMICs) take this process even further by stripping
CMOs down into principal-only and interest-only components.

The real estate finance industry not only has been innovative in creat-
ing debt instruments but also has generated innovative equity instruments.
Real estate investment trusts (REITs) emerged in the United States as far
back as the 1960s. These trusts are formed as corporations and registered
with the Internal Revenue Service as REITs for tax benefits-primarily the
ability to issue dividends before tax rather than after tax. In order to quali-
fy for the tax concessions, REITs must satisfy certain income tests (for
example, 75 percent of the company's income must come from rents, mort-
gage interest, and capital gains from real property sales) and asset tests (for
example, 75 percent of the company's assets must be in real estate). REITs
provide real estate investment opportunities to small investors by increas-
ing the divisibility and diversification benefits through pooling.

A Note on Financial Cooperatives

Cooperative societies may be formed for a wide array of purposes, ranging
from the marketing of primary produce to the provision of community serv-
ices such as the supply of water, electricity, and transport.3 Most coopera-
tives have their philosophical roots in the self-help movement that emerged
in Victorian England and spread to Europe and elsewhere during the nine-
teenth century. Cooperatives traditionally are founded on the principle of
mutuality and are operated as clubs. Over time, the role of cooperative soci-
eties has expanded to encompass the field of finance. The three dominant
forms of financial cooperatives throughout the world are building societies,
credit unions, and friendly societies.

Early building societies were formed by small groups of people, usually
with similar occupations or beliefs, who pooled their resources to provide
housing finance to members. When the loans were fully repaid, the societies
terminated. A variation of these terminating societies, Starr Bowkett soci-
eties, was distinguished by the feature that their members were entitled to
low-interest or no-interest loans allocated by ballot. Terminating building
societies evolved into permanent building societies or thrifts, which spe-

3. This section draws on Committee of Inquiry into Non-Bank Financial Institutions and
Related Financial Processes in the State of Queensland (1990).
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cialize in housing finance. Other than their specialization in housing

finance, modem permanent building societies are almost indistinguishable

from other deposit-taking institutions such as banks. Most countries allow

permanent building societies to raise equity capital, raise deposits from the

public, and invest in a wicle range of assets beyond residential mortgages.
According to the World Council of Credi- Unions, credit unions (soci-

eties) are described as cooperative financial institutions, owned and operat-

ecl on a not-for-profit basis by their members according to democratic prin-

ciples. The original self-help philosophy of credit cooperatives provided for

ownership of the society by its members and for operation of the society for

their benefit. Credit union members traditionally were drawn together by a

common bond encompassing occupational, industrial, religious, or ethnic

links. Although modem credit unions have retained their mutual origins to

a much greater extent than have permanent; building societies, they too

have evolved. In most countries, the concept of common bond has been

interpreted loosely to incorporate almost any characteristic short of local

nationality. In many cases, credit unions have evolved into community-

based financiers rather than common-bond financiers. Like permanent

building societies, they have many similarities with banks, raising deposits

from the public and specializing in unsecured consumer lending.

Friendly societies traditionally provided insurance against a wide range
of contingencies, including death, sickness, and unemployment. As with

other cooperatives, their origins lay primarily in the provision of welfare

benefits and social activities. During the past c:entury, a small percentage of

friendly societies have grown into substantial financial enterprises special-

izing in insurance and contractual savings.
In most countries, the cooperative sector is relatively small. Of the three

groups, credit unions have been the most successful at establishing an inter-

national spread of a relatively homogeneous model. Permanent building

societies and friendly societies are less widely established, although in some

jurisdictions they have a substantial presence.
Where cooperatives have remained small and not-for-profit in orienta-

tion, they have created few regulatory concerns and in most cases have been

subject to fairly light regulation. In some cases, however, cooperatives have

been able to exploit favorable tax treatment or lax regulatory regimes to

establish themselves as significant players in the financial system. In these

cases, they have been capable of generating both systemic concerns and

moral hazard problems for government.
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A fundamental principle of good regulation is that institutions offer-

ing similar promises should be subject to the same type and intensity of
regulation. Modern building societies and credit unions are indistin-
guishable from banks in the promises they make. Similarly, modern
friendly societies are indistinguishable from insurance companies in the

promises they make. Notwithstanding their mutual origins or not-for-
profit orientation (although the relevance of this stated objective is
highly questionable in modern financial systems), there is a strong case
for regulating these institutions in the same way as comparable conven-
tional financial institutions.

There may be a case in emerging market economies for implementing
this level of regulation in a staged manner. Cooperatives can be a healthy

source of growth for community-based nonbank financial institutions
(NBFIs) in areas and among communities where larger institutions find the
scale of operation uneconomic. The fact that they are community based and
not-for-profit makes them ideal for small communities. It also makes them
fertile ground for fraud and abuse. During the early stages of financial devel-
opment, there is a case for focusing regulation primarily on governance
requirements to minimize abuse. As the industry grows, there should be a

natural progression from focus just on governance to a wider range of pru-
dential requirements, leading eventually to regulation as ordinary deposit-
taking institutions.

The one signal that regulators need to be conscious of in a staged regu-

latory evolution is unexpectedly rapid growth. Not only is rapid growth of
a financial business a normal source of prudential concern, in the case of
emerging markets, it also is likely to be a signal that the institutions have
identified a weakness in the regulatory structure and have grown beyond
their original charter to exploit the weakness.

Factors Affecting the Growth of Specialized
Financial Institutions

Ultimately, the growth of specialized financial institutions is a product of

two main factors: the natural market for particular forms of specialized

finance and the net outcome of incentives and impediments imposed by

governments.
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Leasing Finance

The fact that leasing finance has grown as strongly as it has in recent

decades suggests a natural base of strong demand for this type of financing.

T'his natural base arises from a number of advantages that leasing offers to

both the lessee and lessor.

Separation of Ownership and Use

The main natural advantage of leasing in emerging markets lies in its separa-

tion of ownership from economic use. For the lessor, ownership provides

stronger security. In countries where collateral laws are not well developed or

enforced by courts, secured lending of the type offered by banks can involve

considerable collateral risk. Leasing offers the advantage of simpler procedures

for repossession, because ownership of the asset already lies with the lessor.

Advantages also can accrue to the lessee. Many small- and medium-size

enterprises have limited access to capital for investment and, due to the

nature of their balance sheets and business histories, often find conven-

tional sources of finance difficult to obtain. Since ownership of the asset

remains with the lessor, collateral requirements for leased assets often are

waived or minimal. Documentation also typically is simpler and therefore

less expensive because the lessor holds direct title to the asset in question.

In some emerging markets, leasing may be the only source of finance avail-

able for small enterprises.

Leasing also can benefit the lessee to the extent that it enables the les-

see to leverage off the purchasing strength oF specialized lessor companies.

Not only do leasing companies typically have more concentrated purchas-

ing power with manufacturers than do small- and medium-size enterprises,

but they also often have better access to scarce foreign exchange resources

and to import licenses (where the equipment is imported). The lessee ben-

efits to the extent that these cost reduction factors pass from the lessor

through to the lessee in the form of lower leasing charges. The lower cost

structures, in tum, support the demand for leasing.

LJse of Existing Assets

Not only has leasing proved to be a relatively cheap and efficient source of

funding for new capital investment, but sale/lease-backs also have provided
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a rich source of funds from existing capital. This has been an important
source of funds for privatized industries, where governments often leave
newly privatized firms asset rich but liquidity poor. By selling dedicated
assets and leasing them back through long-term arrangements, these firms
have been able to increase their liquid assets for working capital, for capital
expansion, and even for corporate acquisitions. Thus privatization tends to
provide a natural boost to the demand for sale/lease-back arrangements.

Some semi-govemment agencies and charitable organizations also have
used sale/lease-back arrangements as an alternative means of raising
finance. Since these agencies usually are exempted from tax, the sale/lease-
back enables them to share in the tax deductibility of capital expenditure
from which they would not benefit otherwise. It also provides them with
greater flexibility in their finances and, in some cases, enables them to cir-
cumvent government restrictions on their capacity to raise conventional
debt and equity finance.

Government Incentives

In many jurisdictions, governments provide net incentives that support the
natural advantages of leasing. The most fundamental of these incentives are
taxation concessions. The conventional tax treatment of leases is to permit
the lessee to expense the full amount of lease payments. As the owner of the
asset, the lessor is required to treat the lease payments as income, against
which it can deduct depreciation and other associated costs, including the
interest cost on its own sources of finance. Provided the two parties to the
lease are subject to the same tax burden, the net impact is largely neutral.
However, where their tax burdens are different, either because of timing or
because of their ability to access deductions, the impact can be significant.
For example, in a start-up situation, the lessee may be unable to take advan-
tage of tax deductions for several years. Where depreciation rates are high
in the early years of an asset's life, leasing usually increases the combined
after-tax value of the asset purchase (measured as the combined value to the
lessor plus the lessee).

The scope for extracting tax advantages from leasing is greater in situa-
tions in which the lessee and lessor reside in different tax jurisdictions.
Although cross-border leasing has grown significantly in the past decade, it
is still relatively uncommon in emerging financial systems because of the
additional cross-border jurisdictional risks involved.
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The Role of Insurance

Another factor that can influence the growth of leasing is the availability of

insurance. Most leased items are exposed to loss of capital value through

destruction, loss, or theft, as well as through normal wear and tear in the

everyday business of the lessee. Since the lessor has little or no control over

these events, the ability to insure leased assets through third-party insurers is

a precondition for the development of a deep and active market for leasing.

Finally, as with most forms of finance, a sound legal system is conducive

to the growth of leasing. In particular, a supportive legal system provides for

different forms of leasing contracts, assigns clear property rights, and, in the

event of economic failure, provides for the timely establishment of default

and enforcement of rights for collection and clisposal of leased assets.

Real Estate Finance

The dominant factor behind the overall growth of the real estate finance

market has been demographic patterns. The relative growth rates of the

providers of real estate finance, however, relate more closely to differential

regulatory burdens.

Demographic Factors

Demographic trends exert a strong influence on the demand for residential

real estate and real estate finance. Where population growth is high, the

demand for new residential housing follows. On a global scale, the world's

population has almost tripled since 1930, from around 2 billion to around

5.7 billion in. 1995' (Faighetti 1995). The growth of population and

wealth has been accompanied by an increase in urbanization and housing

investment. Thus there has been a natural and growing demand for real

estate finance.
This natural base of demand does not guarantee that there is a natural

base of demand for specialized financial institutions in the provision of real

estate finance. Real estate finance, both residential and commercial, is a rel-

atively straightforward process and is well suited to banks and life insurance

companies. Banks have ready access to cheap sources of funds through retail

deposits and have the infrastructure to process real estate loans efficiently

and the skills to manage the risks involved. Insurance companies are equal-

175



The Development and Regulation of Non-Bank Financial Institutions

ly well suited to providing real estate finance because of their stable base of
funding and the natural long-term nature of their liabilities.

Historically, the main competitors for banks and insurance companies in
the field of real estate finance have been specialized institutions, such as
savings and loan associations, mortgage banks, and building societies. These
institutions do not appear to bring any particularly innovative financing
techniques or cost-efficiencies to the business. In many ways, they share the
same advantages and disadvantages of full-service banks. In some areas,
such as specialization and focus, they have potential advantages, but in
other areas, such as diversification, risk management expertise, and access
to cheap funding, they normally operate at a disadvantage relative to banks.
This arguably modest natural base of demand for their services has, howev-
er, been supplemented by regulatory advantages in many countries.

Regulatory Influences

The impact of differential regulatory burdens on competing financial insti-
tutions can be significant. During the 1960s and 1970s, most banking regu-
lators approached safety and soundness in the banking system largely by
limiting the activities that banks could undertake and by imposing interest
rate ceilings on both deposits and lending. The result was loan rationing
and sluggish growth in banking systems. In contrast, regulation of special-
ized real estate finance institutions was relatively light; in some countries,
such as the United States, it was lax and heavily prescriptive, while in oth-
ers it was simply lax. The result was a regulatory imbalance between banks
and specialized financial institutions, despite the fact that they offered
essentially the same products to both depositors and real estate borrowers.

The experience in Australia provides a good example of pressures that
were felt in many countries. During the 1960s and 1970s, Australian banks
were constrained to maintain the growth of their lending within limits set
by the central bank.4 They also were required to hold prescribed deposits
with the central bank and to hold a prescribed minimum ratio of their assets
in the form of liquid assets and government securities (this ratio varied over
time but was generally between 15 and 20 percent). In addition, their abil-
ity to compete for deposits was constrained by an interest rate prohibition
on deposits for less than 90 days and by interest rate ceilings on deposits

4. The description and numbers cited in this section for Australia draw heavily on Edey and
Gray (1996), and Lewis and Wallace (1993).

176



Specialized Financial Institutions

longer than 90 days. Life insurance companies were required to hold 30 per-

cent of their assets in the form of government securities, at least two-thirds
of which had to be commonwealth government securities.

Finance companies and building societies competed with banks and life

insurance companies in providing mortgage lending in Australia.5 The lat-

ter two did so, however, without the lending, pricing, and balance sheet
constraints of the former. Indeed, banks established many of the finance
companies as subsidiaries in order to circumvent these regulations.

With economic conditions generally stable throughout most of the 1960s,
the tension between market forces and the prescriptive regulations facing

banks and insurance companies remained latent. During the 1960s, bank
assets as a share of total financial institution assets declined from around 46

percent to around 41 percent. The share of building society assets in this total

increased from around 3 percent to around 4.5 percent, the share of insurance

company assets increased from 20 percent to 23 percent, and the share of

finance companies increased from 7.5 percent to a little over 9 percent.
The impact of regulatory differences was much more pronounced in the

1970s. With many lending rates capped and inflation rising sharply, the

demand for debt to finance real asset acquisitions (often at negative real

rates of interest) increased sharply. In this environment, nonbanks such as

specialized real estate finance institutions found it attractive to bid deposi-
tors away frorn banks and to on-lend funds at unregulated interest rates.
Against this background, the share of bank assets in the total declined fur-
ther to 38 percent by the end of the 1970s. The share of insurance compa-

nies fell from 23 percent to around 17 percent.
Both building societies and finance companies, in contrast, won market

share from the regulated sector and increased their market share to around

8 percent and almost 12 percent, respectively. Although figures are not
available for residential housing lending on a consistent basis for this peri-

od, the impact of differential regulatory burdens on the housing finance
market was much more dramatic than these aggregate numbers suggest. For

example, in 1980, while building societies accounted for only 8 percent of

the total assets of the financial system, they accounted for closer to 40 per-

cent of the market for residential housing finance.
The importance of differential regulatory burdens on the growth of spe-

cialized real estate financial institutions was further highlighted by the peri-

5. Finance companies also were major competitors for banks in the area of leasing finance.
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od following sweeping deregulation in the late 1970s and early 1980s. By
1990, Australian banks and insurance companies had both rcbuilt their

market shares almost to their 1960s levels. In contrast, building societies
had declined back to their 1960s market share of 3 percent, and finance

companies had slipped almost 2 percentage points below their 1960s level
to a market share of only 3 percent. This trend away from specialized real
estate finance institutions continued over the past decade.

Technological Innovation and Legislative Facilitation

Technological advances have played a role in the emergence and growth of
specialized nonintermediary service providers in the real estate financing

process. The high cost of providing full-service mortgage lending has creat-
ed an incentive for service providers to specialize in different aspects of the
delivery chain. Unlike the specialized full-service real estate financiers,
these service providers do not take the mortgages onto their balance sheets
other than in a warehousing role.

Technological advances, especially those associated with computerized
software for managing back-office functions, such as allocating membership
rights in pooled assets and for marking asset values to market, have paved
the way for this process of unbundling to make inroads into the real estate
finance market.

In some cases, technological advances have not been sufficient by them-

selves to generate unbundled finance as an altemative to the traditional full-
service model. Depending on the nature and scope of securities law, special
provisions may need to be legislated to enable securitization to take place.
At a minimum, the law should provide the necessary protections for the
investors in securitized pools of mortgages, by defining their rights relative to
those of other members, the pool manager, and the scheme promoters.

Other Government Incentives

In addition to their influence through the regulatory system, governments
have influenced both the growth of real estate finance generally and the

structure of the industry through their welfare policies.

Governments often have viewed residential housing as a key area of wel-

fare policy and, in many cases, have sought to implement their policies
through financial institutions. In this area welfare policy focuses primarily
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on the provision of housing to low-income groups and the difficulties they

have obtaining loans from conventional souirces.

Some governments have sought to support low-income housing by offer-

ing cash payments and tax incentives to the purchaser. In other cases, the

incentives are offered to the welfare recipieni: indirectly through a financial

institution. This may take the form of requited lending targets (a prescrip-

tive approach) or financial subsidies and incentives for lending to specified

groups within society. The third form of support for low-income housing

occurs where the government establishes public financial institutions

specifically for the purpose of subsidizing housing finance.

Each of these approaches has the potential to stimulate the growth of

the real estate market and the demand for real estate finance relative to

other forms of economic and financial activity in the community. Only the

first does so in a way that is relatively neutral across the industry. Because

the first approach provides the subsidy direciLly to the welfare recipient, it

does not distort the recipient's decision with respect to competing sources

of finance.
The second approach, in which housing finance incentives are offered

through financial institutions, has the potential to distort the pattern of real

estate finance unless the incentives are offeredl uniformly across all providers

of real estate finance. For example, the granting of tax-exempt status to

providers of rnutual housing finance, as has been the case in some Anglo-

Saxon countries, confers a competitive advantage on these institutions.6

Similarly, mortgage banks in Europe have been used historically to provide

subsidized housing consistent with the government's welfare policies.

The third approach-the provision of government-supported deposit

guarantee schemes, such as the Federal Savings and Loans Insurance

Corporation scheme (and its successor) in the United States-is yet anoth-

er way in which these subsidies can be provided indirectly through the insti-

tution rather than directly to the welfare recipient. Although tax and other

incentives often are accompanied by restrictions aimed at concentrating

the financing activities of these institutions among lower-income groups,

markets are notoriously creative at exploiting differential financial incen-

tives. This approach has the greatest potential to influence both the growth

of real estate finance and the structure of the industry. The leading exam-

ple of this approach has been the United States, where the strength of the

6. For example, the terminating building societies and cooperatives housing societies that
are found in a number of countries with a British commonwealth heritage.
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Box 6.1. Government-Sponsored Financial Enterprises:
The Cases of Fannie Mae and Freddie Mac

The U.S. Congress created government-sponsored other benefits from the government that help them to
financial enterprises (GSEs) in response to the per- carry out those missions. For example, Fannie Mae
ception that private financial markets were not ade- and Freddie Mac securities are exempt from state and
quately meeting the credit needs of certain market local taxation and from registration requirements of
segments such as housing and agriculture. The the Securities and Exchange Commission. Each also
Federal National Mortgage Association (Fannie has a backup line of credit with the U.S. Treasury.
Mae), the Federal Home Loan Mortgage Corporation The government sponsorship of GSEs poses a seri-
(Freddie Mac), and the Federal Home Loan Bank ous policy dilemma that has, in recent years, led to a
System (FHL Bank System) are all GSEs that seek to vigorous debate between their proponents and oppo-
facilirate the channeling of credit into homeowner- nents. By statute, securities issued or guaranteed by
ship (U.S. General Accounting Office 1997). Their Fannie Mae and Freddic Mac must expressly state
legislated mission is to enhance the availability of that they are not guaranteed by the United States.
mortgage credit by creating and maintaining a sec- However, rightly or wrongly, there is a perception
ondary market for residential mortgages. In 1992, the among investors that the securities benefit from an
Office of Federal Housing Enterprises Financial implicit government guarantee. Those who argue
Safety and Soundness required the Department of that the role of these agencies should be wound back
Housing and Urban Development (HUD) to estab- cite government involvement in board appointments
lish affordable housing goals and directed Fannie Mae and credit support as grounds for investors to assume,
and Freddie Mac to finance housing for low- and wrongly, that a government guarantee exists; they
moderate-income families and housing in central also cite the small risk premium on their debt relative
cities and other underserved areas. to government debt as evidence that the financial

Fannie Mae and Freddie Mac borrow funds in the markets treat the liabilities of Fannie Mae and
capital markets and use them to purchase residential Freddie Mac as implicitly backed by the government.
mortgages from lenders such as banks and thrifts. The opponents of the GSEs also argue that finan-
Although they retain some mortgages in their portfo- cial system efficiency requires that markets be able to
lios, they place most mortgages in a pool to create discipline risk taking through the pricing mechanism.
mortgage-backed securities (MBS). These are sold to The benefits of market discipline are maximized
investors in the secondary mortgage market. Fannie when all risks are fairly priced. For example, increased
Mae and Freddie Mac have grown to become two of risk taking by private sector firms would necessarily
the largest financial institutions in the United States, result in higher borrowing costs. In the case of Fannie
and together they own or guarantee roughly 40 per- Mae and Freddie Mac, however, the perception of
cent of outstanding U.S. residential mortgages. The implicit government guarantees makes market disci-
debt obligations that they have issued or guaranteed pline ineffective. In their case, an increase in their
amount to nearly $2.5 trillion in liabilities and mort- assumed credit and interest rate risks would be unlike-
gage-backed securities, roughly the same size as the ly to translate into higher borrowing costs. Thus
insured deposits of the U.S. commercial banking sys- opponents of the GSEs argue that the favorable fund-
tem. Both GSEs are stockholder-owned corporations ing arrangements and other government-related ben-
listed on the New York Stock Exchange. However, efits provide a subsidy to homeownership and allocate
the government's presence is reflected in the compo- a disproportionate amount of economic resources to
sition of their boards of directors, which are made up the housing sector.
of 13 members elected by stockholders and five Proponents argue that the benefits of providing liq-
appointed by the president of the United States. uidity and stability to the secondary mortgage mar-

The activities of these GSEs are restricted by their kets and of providing greater overall access of the
public missions; in return, they receive financial and Continued
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Box 6.1 (Continued). Governmeint-Sponsored Financial Enterprises:
The Cases of Fannie Mae and Freddie Mac

population tc mortgage creclit need to be weighed * Developing and implementing a risk-based capi-
against the distorting effect of the government subsi tal standard
dies. Another subtle consideration is that many pri- * Issuing regulations concerning capital and
vate financial institutions, such as banks and thrifts, enforcement of the standards
also benefit from explicit government guarantees, * Making quarterly assessments of capital adequacy
because their deposits are federally insured. * Conducting on-site examinations of Fannie Mae

In 1992, in an effort to mitigate the effects of weak and Freddie Mac
market discipline on these CGSEs, the U.S. Congress * Undertaking necessary enforcement actions
established the Office of Federal Housing Enterprise * Prohibiting excessive executive compensation.
Oversight (OFHEO) to oversee the safety and sound- OFHEO is funded through assessments levied on
ness of Fannie Mae and Freddie Mac. The OFHECO Fannie Mae and Freddie Mac. Although it is not clear
required Fanrsie Mae and Freddie Mac to abvr e i y that these initiatives fully substitute for effective mar-
regulations comparable . those governing .private ket discipline, they at least provide a mechanism for

financial institutions, including holding capital com. .
mensurate with the risks they undertake. OFHEO'imposing some financial discipline.
oversight responsibilities include the following:

securitization market has been closely linked to the presence of government
institutions established primarily for the purpose of providing finance for
low-income housing (see box 6.1).

This market was supported in its early stages by creation of the Federal
National Mortgage Association (known as Fannie Mae). Fannie Mae
began operations as a government-owned and -operated agency in 1938,
with the purpose of purchasing, and thereby guaranteeing a market for,
the new Federal Housing Administration loans. A similar institution,
Freddie Mac, began operations in 1970 as a wholly owned subsidiary of
the Federal Hiome Loan Bank System. Both institutions were created to
subsidize the residential mortgage market by creating a secondary market
for mortgages issued by federal housing schemes and by savings and loan
associations, respectively. They both operate with substantial financial
and regulatory concessions from the governnnent and are required to meet
the government's objectives by providing housing finance to certain
income and geographic groups. In 1996 the U.S. government estimated
that the total subsidy conveyed to Fannie Mae and Freddie Mac was in
excess of $5 billion annually.
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In 1968 Fannie Mae was divided into two separate corporate entities:

* The Government National Mortgage Association (known as Ginnie

Mae), chartered to provide a secondary mortgage market for govern-

ment-guaranteed mortgage loans

* Fannie Mae, recreated as a privately owned corporation, charged

with providing a secondary market for nongovernment-guaranteed

mortgage loans.

Freddie Mac also was rechartered along the same lines as Fannie Mae

under the Financial Institutions Reform, Recovery, and Enforcement Act

of 1989. In the process, its scope was broadened to provide a secondary

market for mortgage loans originated by all lenders, not just savings and

loan associations.
Fannie Mae and Freddie Mac are classified as government-sponsored

enterprises, which are hybrid public/private enterprises. Although they

are owned and operated by the private sector, they are chartered by the

U.S. government and operate with public missions. The government

mandates that certain percentages of their mortgage purchases must be

from low- and moderate-income families as well as from geographically

underserved areas. As government-sponsored enterprises, they must bal-

ance the profit motive against their statutory requirements to perform

their public mission.

The residential real estate loans purchased by Fannie Mae and Freddie

Mac are either held on balance sheet or grouped together into pools and

securitized. As an indication of their position in the U.S. financial market,

the combined on-balance-sheet portfolio of these two institutions stood at

around $850 billion at the end of 1999; their combined securitized debt

stood at a further $1.2 trillion. These two institutions are among the largest

financial institutions in the world, and the combined size of their issues is

larger than that of all but the most developed financial systems in the world.

Although it is difficult to estimate their contribution to the development of

the U.S. financial system, they have been pivotal in the development of the

securitized debt market.
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The Contribution of Specialized Finaincial Institutions to
Economic Growth

The contribution of specialized financial institutions to economic growth
arises in large part from the same factors that underpin the natural base of
demand for their services: namely, cost and scale efficiencies and the abili-
ty that they give to small- and medium-size enterprises to tap finance where
they might otherwise be unable to do so.

Leasing

The greatest contribution that a strong leasing market can offer to eco-
nomic growth is its ability to finance small- and medium-size enterpris-
es. Leasing offers cost efficiencies to these enterprises and sometimes is
the only avenue of finance available to these firms to fund capital
investment. This contribution can be significant where collateral laws
are not well developed or enforced. It also can be important in start-up
operations, where the firm has no track record and normal banking
facilities are difficult to obtain. With start-tip operations, the tax bene-
fits of leasing, and therefore the potential cost savings from leasing, tend
to be the greatest.

The specialized nature of leasing companies, combined with their scale,
also can lead to efficiencies in accessing foreign products and the foreign
exchange to pay for them. They can offer efficiencies in dealing with gov-
ernment bureaucracies to negotiate and secure investment incentives,
import licenses, and other investment-related government benefits.

A strong leasing market also can benefit financial sector development
more generally by broadening the financial markets. In the early stages of
development, it is typical for leasing companies to raise their funding
from wholesale sources such as banks, insurance companies, and pension
funds. As they develop in sophistication, however, they can issue
paper-in the form of commercial paper or bonds-directly into the
securities markets. Once they have a sufficient credit history, they also
can tap the equity markets by going public. At a higher level of sophisti-
cation, leasing companies may securitize their lease receivables, thereby
tapping a larger pool of funding and assisting in deepening and develop-
ing the securities markets.
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Real Estate Finance

A supportive market for real estate finance is conducive to economic devel-

opment and welfare. Further, to the extent that real estate finance markets

are fertile ground for financial innovation, they may contribute to the over-

all efficiency and vibrancy of the financial system. In particular, they can

help to stimulate development of the securities market by providing a ready

pool of standardized instruments ideal for securitization.

Unlike the case for leasing finance, however, specialized full-service real

estate financing institutions do not bring any immediately obvious advan-

tages to the financial system that are not available through banks or insur-

ance companies. The advantages noted for the development of securities

markets are more a product of the specialized service providers than of the

specialized intermediaries. The one area where they may contribute is

through competition with the larger institutions in dealing with retail bor-

rowers who otherwise might have difficulty dealing with larger institutions.

To the extent that they produce a better outcome for retail customers, they

add to social welfare. This case is far from convincing, however, particular-

ly if the banking and insurance markets are reasonably competitive.

The Appropriate Form of Regulation

Although there may be a case for variations in the details of how individ-

ual groups of specialized financial institutions might be regulated, they have

much in common at the broad philosophical level. Like all financial insti-

tutions, specialized financiers warrant regulation for market failure associat-

ed with competition and market integrity. Indeed, since one of the major

professed benefits of the types of finance that are conducive to specializa-

tion is the potential cost saving for small- and medium-size enterprises, a

highly competitive market in this area is fundamental to achieving those

benefits. Thus a priority of competition regulation should be to ensure that

these markets remain contestable.

The key issue to be considered in designing a regulatory framework for

specialized financial institutions is the extent to which the particular insti-

tutions involve market failure associated with asymmetric information,

thereby warranting prudential regulation. In most cases, analysis of the

promises that these institutions make provides very little support for a
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strong market: failure of this type. The notable exception is where the insti-
tutions involved offer deposits to the public. This distinction is a useful
reminder that the regulatory attention in financial markets should be
focused very clearly on the liability side of the balance sheet.

Specialized Deposit-Taking Institutions;

Where specialized institutions solicit deposits directly from the public, the
potential for asymmetric information failure is greatly increased. The one
group that tends to fit this model in most countries is the group of special-
ized real estate intermediaries, such as building societies, mortgage banks,
and savings and loan associations. The situaiion is exacerbated when the
deposits of these institutions are guaranteed, either implicitly or explicitly,
by the public purse. In these cases, there is a very strong case for regulating
specialized institutions at least to the standard of banks. Indeed, a case can
be made that their regulation should be more e xacting, given that their risks
are greater than those in banks, which have more diversification in their
balance sheets.

For these institutions, the form of regulation is critical. The lessons from
failures such as the U.S. savings and loan crisis and Australia's Pyramid
Building Society (see box 6.2), both products of inappropriate regulation in
the late 1980s, are many and include the following:

* The potential for balance sheet restrictions to increase rather than
mitigate risk

* The dangers of overly prescriptive regulation that bears little or no
relationship to the risks being taken by the institutions involved

* The dangers of regulatory forbearance (if an institution is already
insolvent, it faces an asymmetric incentive structure that encourages
it to take on almost unlimited risk; although there is nothing further
to lose, a favorable outcome on one gamble may be sufficient to
restore the institution's fortunes)

* The potential dangers involved in deposit insurance when regulation
fails toc ounteract the moral hazard problem that insurance introduces.

The modem approach to banking regulation has done much to remove
these pitfalls and is more risk based in its application. Applying this frame-
work to specialized financiers that solicit deposits from the public is essen-
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Box 6.2. The Cost of Inappropriate Regulation:
The U.S. Savings and Loan Crisis and Australia's Pyramid Building Society

The collapse of the savings and loan industry in the ance sheet restrictions, the Gari St-Germain Act of
United States in the late 1980s and early 1990s and 1982 loosened these restrictions and allowed savings
the failure of Pyramid Building Society in Australia and loans to take on greater risks in lending, at a
are sharp reminders of the need to shape the form of time when many of them should have been closing
regulation to the nature of the market failure. down. As a result, in some states savings and loans

The causes of the widespread failure of U.S. savings became heavy investors in junk bonds and other low-
and loans were many and have been covered in detail grade investments in an effort to trade their way out
in many places. They include fraud, risky lending, of insolvency.
insider loans, and falling real estate prices. But poor The ultimate result was the collapse of around one-
regulation was one of the most important contribu- third of the savings and loan associations, leaving
tors to the crisis. U.S. taxpayers with a bill of around $132 billion-

In the 1980s, the savings and loan regulatory sys- making it one of the biggest and best-known financial
tem was a fragmented and inconsistent combination crises since the Great Depression of the 1930s.
of state and federal regulators with three basic flaws: Although the total cost of the failure of the

Regulatory standards were lax and overly pre- Farrow Group of Building Societies (known popu-
.. . . . . I~~~~~~arly as the pyramid crisis, named after Pyramid

scriptive. Little attention was paid to capital or lal steprmdciss ae fe yai
scliptv,e .Ll a tntion wasdaid to capialt Building Society, the major society in the group) in

solvncy accuntng sandrds ereweakand Victoria in 1991 was much smaller than that of the
oriented primarily toward achieving tax conces-
sions, and there was virtually no focus on risk U.S. savings and loan crisis, it was sufficient to

management' prompt a major overhaul of the regulatory structure
maaement. , for nonbank deposit-taking institutions in Australia.

* The prescriptive nature of the regulations
included two inherentlycontraictorThe pyramid crisis contained many of the same fea-

included two Inherently contradictory require- tu.
ments: savings and loans were restricted to lend- res present in the savings and loan crisis (the

ing a t u lmaterial in this case study relies heavily on Lewis
ing almost exclusively against mortgages (hr-and Boyd 1993).
by limiting their ability to reduce risk through an Boy 1993).
diesiiato) an the wer retice to mak- In early 1990, the three building societies in the

.e o aFarrow Group experienced a sharp outflow of
ing long-term, fixed-rate loans (despite the fact deposits. At the time, Australia had a history of

that their natural funding base was through unjustified runs on building societies that had been
short-term deposits).
savingserm and loans were abletoissue deposits).stopped by state politicians who had reassured depos-

•*Savings and loans were able t faing any itors that their governments stood behind the soci-
backed by deposit insurance without eties, absent any legislative requirement to do so.
effective supervision to manage the risks they This experience encouraged the Victorian govern-
were taking. ment to step into the situation and issue a statement

The combination of these flaws meant that sav- to the effect that the state had investigated the soci-
ings and loans faced a material maturity mismatch on eties and found them to be financially sound. This
their balance sheets and were effectively insuring action subsequently proved costly to both depositors
borrowers against interest rate rises. They were, in and the state.
turn, being insured by a deposit insurance scheme Within four months, the run on deposits resumed
that took no account of the risks involved in the at an unsustainable rate, forcing the state regulator of
maturity mismatch. building societies (the Registrar of Building

When short-term interest rates rose in the early Societies) to freeze the group's activities and appoint
1980s, many savings and loans became technically an administrator.
insolvent. Recognizing the conflict posed by the bal- Continued
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Box 6.2 (Continued). The Cost of Inappropriate Regulation:
The U.S. Savings and Loan Crisis and Australia's Pyramid Building Society

The resulting investigation revealed a litany ol of the group's assets. Unfortunately for the Victorian
irresponsible practices within the societies and total government, the losses had increased significantly
regulatory failure. The Farrow Group had built its between their initial reassuring public statement and
high-growth strategy around unacceptably poor prac- the eventual administration of the group. More than
tices: 200,000 depositors were affected. The extent of indi-

vidual losses was mitigated by a government "guaran-
* Offering interest rates on deposits that were usu- tee," which was an inevitable outcome of their inter-

allyeint fnd to hgrisk commer vention throughout the crisis. The guarantee consist-

rOn-ending thee devel ends (o ntigh-risk com theril ed of 25 cents on the dollar up-front plus a bond that
real estate developments (contrary to offered repayment of the balance owing over an
Victorianl Bulding Society regulations that ofrdrpyeto h aac wn vra

Victoria, Building Society regulationst .ht unspecified period (which in practice ranged from
required at least 50 percent of building society one to five years). The bonds did not pay interest and
assets to be invested in mortgages for owner- did not cover interest arrears on deposits. As a result,
occupied housing). 
ccurnpierod pfits those depositors who elected to accept the govern-

• Current-period profits that were generated by
high up,front fees on commercial loans, leaving ment's offer lost around 30 percent on average of

high~~~~~~~~~~~~ upfotfe ncmerillas evn their claim against the Farrow Group, while those
the resulting asset/liability income streams com- thi li gis h arwGop ht hs
terciall reulving who chose to pursue their own remedy in the courts
mercially unviable

* Loans that were typically for 100 percent of con- lost closer to 50 percent on average.
struction costs pluscapialiAs with the U.S. savings and loan crisis, the failure

struction costs plus capitalized interest for the ofte aro Gou exsdwaksesith
perio of th ,eeomn of the Farrow Group exposed weaknesses in the

p Lending based on inflated and unrealittic sell- Victorian regulatory structure. The regulations were
* Lending baseds on inflated and unrealistic sell- overly prescriptive and deficient in allowing 100 per-

Nonperfc,rming loans that were hidden by cre- ownership of a financial institution by private

ative rescheduling of loans companies. The failure of the regulator to enforce the
• Substantiat fees that were siphoned off from regulations was an even greater concern. Despite

. . ~~~~~~~~~~~~clear euaovvoain n eetdwrigthe societies to management companies owned r regulatory violations and repeated warnings
and ope ,,ated by the two principals of the from others in the industry, the Victorian regulator

Fando Gouperat by the two principals ofthe failed to act, despite the fact that the Farrow Group
Farrow Group. represented more than one-third of building society

The final resolution of the group's problems regis- assets under its jurisdiction. Under the circum-
tered losses of around $1 billion-almost 50 percent stances, a crisis was inevitable.

tial if these institutions are to meet their promises under a wide range of
possible circumstances.

It is probable that applying such an onerous regulatory framework to
these institutions would remove much of the incentive for their existence.
Historically, they have flourished best where they have enjoyed a regulato-

ry advantage relative to banks and other real estate financiers. Regulatory
arbitrage, however, is a poor justification for a permanent place in the
financial system. To warrant such a place, these institutions need to estab-
lish a natural role for themselves in the absence of such distortions. The
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ability of nondeposit-taking institutions and service companies to decom-

pose real estate finance into its component parts and to compete effective-

ly at each stage in advanced financial markets indicates that the future of

specialized deposit-taking real estate financiers may be quite limited.

Nondeposit-Taking Specialized Financial Institutions

With the exception of specialized real estate intermediaries, most special-

ized financial institutions raise funds from wholesale markets. Where they

do tap retail markets, they tend to do so through marketable securities

rather than through retail deposits. Consequently,

* Their promises are much less onerous than those of deposit takers

and insurance companies.
* Their corporate structures are less complicated than those of banks

and insurance companies.
* The social cost of their failure to honor their promises is relatively

modest, in the sense that it usually is localized to the immediate debt

and equity holders of the company.

Further, competitiveness should be a priority in these markets. Since

prudential regulation is, by its nature, partly anticompetitive, the net social

cost of imposing a prudential regime on specialized financial institutions

could be very high.
The very fact that specialized financial institutions do not rank high-

ly in terms of the three key characteristics of their promises, and there-

fore do not justify the high cost of prudential regulation, is one of the fac-

tors that makes them cost competitive. Thus specialized financial insti-

tutions should, in general, be restricted by law from taking deposits from

the public and from making any other promises that warrant prudential

regulation. This limitation is consistent with their role as specialized sec-

toral financiers.
The conclusion that the majority of specialized financial institutions do

not warrant prudential regulation is not equivalent to concluding that they

should not be regulated at all. As argued earlier, there is a case for very

strong competition regulation to ensure that the cost efficiencies offered by

these institutions are passed through to their customers. The need for a

competitive market in these forms of finance suggests that the competition
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regulator should seek to ensure that entry into the market is as contestable

as possible for new firms.

Systemic Considerations

Provided that the market is competitive ancl that adequate disclosure and

govemance are imposed through market conduct regulation, specialized

financial institutions are, in general, unlikely to pose a systemic threat.

This is not to imply that these institutions are low risk. On the contrary,

some specialized financial institutions involve substantial risk. Their very

nature as specialized institutions means that their risks may be highly con-

centrated. Leasing companies, for example, often have large exposures to a

small number of industries, such as construction or mining, in which they

choose to focus their expertise. This can leave them exposed to the swings

in fortune of those industries. To compound their risks, the resale value of

specialized capital equipment usually is positively correlated with the for-

tunes of the industries in which it is used. In assessing the problems experi-

enced by leasing companies in emerging markcets, the International Finance

Corporation (1996) finds that over-concentration of risks by sector or client

and general vulnerability to adverse macroeconomic changes are major

contributors to financial failure.
Specialized financial institutions also are exposed to the balance sheet

risks that face all financial institutions. For example, real estate loans are

usually long term in natLre. Leasing contracts are usually medium term in

nature. Unless the institutions providing this finance have access to match-

ing maturities in their liabilities or to derivative products for managing the

risk, they can be highly exposed to shifts in the shape and position of the

yield curve. This can be a particular problem in emerging markets, where

wholesale sources of funds often are limited and derivative markets are

underdeveloped.
Systemic issues can nevertheless arise when any industry becomes very

large and concentrated. This risk increases where the institutions rely heav-

ily on short-term liabilities to fund longer-term assets. The disruption caused

by large-scale failure of these institutions is bome mainly by the investors

and creditors of the companies involved, although price bubbles and institu-

tional failures can retard the development of the financial system more gen-

erally. Flow-on problems can occur where these institutions are established
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as subsidiaries of banks, are not subjected to consolidated regulation, and are
used to circumvent the effects of regulation on banking activity.

The most reliable signal of impending problems is when one industry

group grows far more rapidly than other sectors of the financial system. In

some cases, the differential growth rate may reflect nothing more than the
emergence of a natural source of demand or the response to the removal of

previous impediments. In other cases, abnormal growth can reflect

exploitation and abuse of incentives. Excessive growth often masks poor
business practices and mispricing, as industry participants scramble to
exploit short-term opportunities. Once conditions stabilize, the poor prac-
tices are exposed to competitive pressure and declining demand, and fail-
ures often follow.

The regulatory challenge for specialized financial institutions is to bal-

ancc the positive contribution to economic growth that can follow from
light regulation against the possible disruption that might occur from finan-
cial failures. Although these institutions can have systemic implications

under certain circumstances, the impact of institutional failure falls mostly
on groups that should be competent in assessing the risks. Provided these
institutions are adequately quarantined from high-prudential-risk institu-

tions such as banks, and provided the industries are subjected to adequate
competition and market conduct regulation, these considerations point

more to a monitoring role than to any direct regulation of specialized finan-
cial institutions on either prudential or systemic grounds.

Although a broad monitoring function should be adequate for assessing
systemic risks among most groups of specialized financial institutions, the

main exception to this rule arises where a particular institution or group of

institutions takes on risk that has recourse to the public purse. The need for
some form of regulation to protect the public liability in these cases is
increased when the institutions involved are substantial in size.

The most striking example of the potential risks involved is in the U.S.
mortgage market. Fannie Mae and Freddie Mac have a combined balance

sheet of around $850 billion of mortgages. Together, they guarantee a fur-
ther $1.2 trillion of mortgages. Although the securities of these institutions

are not technically guaranteed by the U.S. government, because of their

unique relationship to the government and the extent of the subsidies that
they administer, the market treats them as though they are. The failure of

either of these would create not only a potentially enormous liability for
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U.S. taxpayers but also systemic risk by disrupting the markets for housing

and housing finance.
The case for regulating specialized institutions in these unusual circum-

stances is supported by their systemic significance, the extent of govern-

ment subsidie.s that they enjoy, and the fact that, as government-sponsored

institutions, they are not subject to the normal disciplines of the market. In

1992, in the face of the burgeoning cost of rescuing the savings and loan

industry, the U.S. government created the Office of Federal Housing

Enterprise Oversight to regulate these two institutions.

Regulatory Tools and Techniques

The following subsections present the key regulatory tools and tech-

niques that address deposit takers and other specialized nondeposit-tak-

ing institutions.

Deposit Takers

In terms of tools and techniques, the key regulatory requirements for deposit

takers are summarized in a series of standards and guidance notes issued by

the Basle Committee.7 The broad categories are summarized very briefly in

chapter 2; the following are the most important for deposit takers:

* Licensing requirements
* Capital adequacy requirements for credit risk and market risk

* Loan loss provisioning guidelines

* Operational risk guidelines.

At present, the Basle Committee's standarcls distinguish between inter-

nationally active banks and domestic banks, with the more rigorous of its

requirements applying only to the former. Discussions are currently under

way to update the capital requirements of banks and to extend coverage to

all banks. This latter proposition has met with, considerable support inter-

nationally. In view of this likely development, there is a very strong case for

7. T-he Basle Committee was created in 1974 by the Committee of G-10 Central Bank
Governors, from its forerunner the Basle Committee on Banking Regulation and
Supervisory Practices.
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applying the same international standards to specialized financial institu-
tions that raise funds through retail deposits. Not only does this approach

minimize regulatory arbitrage, but it also reduces what can be a substantial

risk to consumers of financial services.

Although full harmonization of regulatory standards between banks and

specialized deposit-taking institutions is conceptually straightforward, it is

considerably more difficult in practice. It requires a major commitment

from governments to overhaul what is often outdated legislation covering

the nonbank deposit-taking sector. In the process, care needs to be taken to

treat all deposit takers equally, so as not to perpetuate regulatory differences
inadvertently.8 It also requires cooperation between the bank and nonbank

regulators (where these are not the same agency).

Although the case for regulatory neutrality is very strong, whether or

not regulation of the nonbank deposit takers is pursued to the point of full

harmonization is a matter of judgment. The essential point is that institu-

tions that take deposits from the public must be regulated to the point
where the likelihood of their failing to honor their promises is acceptably

small. In practice, this should be achievable without the need to attain full

regulatory harmonization of all deposit takers. In making such a decision,

governments need to weigh the adjustment costs involved against the effi-

ciency benefits of full regulatory neutrality.

Systemic Risks

In regulating for systemic risks among specialized financial institutions, the

primary tool, consistent with the low level of risk generally involved, is to

have a monitoring role over the whole industry. In general, such a surveil-

lance role would fall to the central bank. In the event that the central bank

was concerned about the growth or behavior of a particular industry group,

it could refer the matter to the government for regulatory consideration.

Since abnormal growth also can arise as an unintended consequence of gov-

8. For example, most countries have separate legislation covering banks and nonbanks.
Those acts usually refer to the institutions by their industry groupings, thereby estab-
lishing differences by definition. Creating a single act for licensed deposit takers, as was
done in Australia in 1998, is a useful first step. In Australia, rewriting the prudential
standards to remove all discriminations was a second step that took a further two years
after the new legislation was enacted. Even then, a number of old prudential conditions
had to be grandfathered in so as not to cause some institutions unnecessarily costly short-
term readjustments.
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ernment incentives, this monitoring role for the central bank could serve as
an early warning of industry abuse of incentives or of unintended conse-

quences and the need for remedial action.
The exception to this general principle arises in those unusual circum-

stances where a financial institution enjoys substantial govemment benefits
or is of sufficient size as to create a serious systemic risk. In either case, the
risks to the taxpayer should be protected by regulation. The appropriate
form of regulation should be tailored to the situation.

Where the risk to taxpayers arises from a government subsidy or tax
concession, there is a strong case for reviewing the objective of the sub-

sidy/tax concession. Where the benefit is intended for certain targeted
groups in the community, the most efficient way to distribute the benefit
usually will be directly to the ultimate recipient. Administering subsidies
through financial institutions not only openis up greater opportunity for
abuse but alsc adds the cost of regulation to the cost of the subsidies. It also
can confer orL a select group of financial instiitutions a competitive advan-
tage that may interfere with industry efficiency.

Where direct payment of benefits to intended recipients is impractical
or excessively costly to monitor for abuses, care should be taken to minimize
the competitive impact of the subsidies. In particular, efforts should be
made to ensure that the benefits are passed on to the intended recipients
and that the prudential requirements imposed on the institution are no less
stringent that those imposed on other institutions making essentially the
same promises.

Other Specialized Nondeposit-Taking Institutions

For the majority of specialized financial institutions, where retail deposit
taking and systemic issues are not involved, competition and market con-
duct regulation should be sufficient to meet scciety's needs.

Entry Requirerrlents

Normally, the competition regulator would encourage low barriers to entry
into these sectors by ensuring that there are minimal restrictions on the cor-
porate form and ownership structure of these institutions, freedom of entry
for foreign firms, and strong antitrust conditions to prevent excessive con-
centration in the industry. The only structural restrictions that are consis-
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tent with this objective are those that prohibit these institutions from

accepting deposits from the public and from participating in the payments

system. The competition regulator's natural desire for minimal licensing

requirements may need to be balanced against any concems that the mar-

ket conduct regulator may have.

Disclosure

Since these institutions typically raise finance in wholesale markets, the

market conduct regulator should, in principle, be able to meet its concems
through strong disclosure requirements and corporate governance principles
as applied through general corporate law.

Where these institutions are the beneficiaries of govemment tax incen-

tives, subsidies, or privileges such as import licenses or currency convert-
ibility, there is a case for imposing reporting requirements, additional dis-

closures, and even inspection or audit requirements to ensure that the
incentives and privileges are not subject to abuse.9 Whatever the motiva-

tion for additional market conduct regulation, its impact should be weighed

carefully for its anticompetitive implications. It is important to avoid a sit-

uation in which a small group of institutions is granted access to govem-
ment incentives and privileges, while at the same time being protected from

competition by an overly protective regulatory regime. Such situations

often lead to abuses of privilege, exploitation of consumers, slow growth in

the very areas of finance that the government is attempting to promote, and

appropriation of the economic rents involved by the protected firms.

Associations with Other Institutions

In general, the desire for healthy competition among specialized financial

institutions militates against heavy restrictions on associations with other

institutions. That said, where government incentives, subsidies, and con-

cessions are involved, corporate associations may need to be monitored

closely to prevent abuses. The surest way of managing these risks is, wher-

ever possible, to pay the benefits directly to the intended recipients.

The second situation where associations may need to be monitored

closely is where specialized institutions are established as subsidiaries of reg-

9. This possibility is more likely in the case of leasing institutions than it is in the case of
specialized real estate finance institutions.
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ulated institutions as a means of circumventing the impact of the regula-

tions. The dangers of excessive growth in unregulated subsidiaries were

highlighted in a number of Asian countries, including Japan, during the

recent Asian crisis.

Consolidated supervision is one way of ensuring that regulatory require-

ments are met on a group-wide basis. An alrernative approach that sepa-

rates the institutions a little more strongly is to require a nonoperating

holding company structure for groups involving some companies that are

prudentially regulated and some that are not. Some group-wide require-

ments may still be imposed on such groups.10

Additional Forns of Regulation

Where corporate law is well developed and supported by the courts, there is

less need for additional regulation. In practice, the need for stronger licens-

ing conditions and restrictions such as minimal capital requirements still

may arise in countries where general corporate laws are not sufficiently

strong to prevent exploitative behavior on the part of the specialized insti-

tutions or in industries particularly prone to such behavior.

The need for some additional form of regulation is more likely in emerg-

ing markets, where corporate laws often are still evolving. In these situa-

tions, the following conditions can support market conduct:

* Licensing requirements, with evidence of skills among the directors

and company management, and restrictions on directors or manage-

ment with criminal convictions

* Minimum capital requirements, commensurate with the minimum

scale of operations necessary for the business involved

* Accountability requirements including auditing requirements and

some restrictions on accounting practic:es
* Risk conditions consistent with the risks involved (for example, evi-

dence of risk diversification).

10. The appropriate regulatory approach to conglomerates is still a matter of intense discus-
sion around the financial world, and there is no consensus about the best way to mini-
mize the risk; involved. It is nonetheless widely agreed that the structure of a nonoper-
ating holding company offers some safeguards that cther structures do not.
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Whatever additional conditions are imposed, they should be weighed care-

fully against any anticompetitive impact that they may have. Additionally,

they should be reviewed frequently in the context of developments affect-

ing the overall legal framework.
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Chapter 7

Issues for Emerging Markets

T he nonbank regulatory issues facing emerging markets are, by
and large, the same as those facing developed markets. Every
country can benefit from a healthy sector of nonbank financial
institutions (NBFIs) that provide a sound basis for economic
growth. The regulatory structure for NBFIs is not only a critical
factor in ensuring that these institutions perform their functions
efficiently but also an important factor in stimulating or retard-
ing their growth and development as part of the financial system.
Excessive regulation can stifle their emergence. Equally unhelp-
ful, a poor incentive structure can encourage growth for the
wrong reasons and in the wrong forms, leading ultimately to
problems, if not crises.

The objective should be to provide a sound regulatory framework
that enables NBFIs to flourish to the mutual benefit of all involved-
neither forced to grow beyond the economy's needs nor prevented
firom playing their natural role of increasi-ngfinancial efficiency.

Although many issues are relevant to NBFI regulation, most
of the general issues have been covered in the preceding chap-
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ters. This chapter focuses on issues that are particularly relevant
to emerging markets, including the importance of legal infra-
structure, the role of financial sector professions, the role of
incentives for the growth of NBFIs, the role of foreign compea-
tion, the role of government provision of financial services, the
importance of public sector governance, and the importance of
sequencing reforms.

The Importance of Legal Infrastructure

The general legal framework is arguably the single most important determi-

nant of a sound NBFI sector. Legislation underpinning the specific regula-

tory framework for NBFIs is the foundation stone of good regulation. This

includes both the acts creating and giving powers to the regulator and the

acts underpinning the legal existence and behavior of the entities being reg-

ulated. It is critical that these acts specify clearly the powers of the regula-

tor and the extent of the regulator's coverage. There should be no ambigu-

ity as to the meaning of terms such as securities, deposits, insurance, mort-

gages, and leases.
Equally important are the supporting laws, such as those governing

accounting rules, property rights, and contract enforcement. In a recent

study of the relationship between legal infrastructure and financial devel-

opment, Levine, Loayza, and Beck (1999: 28) find that "Countries with (a)

laws that give a high priority to secured creditors, (b) legal systems that rig-

orously enforce contracts, and (c) accounting standards that produce com-
prehensive and comparable corporate financial statements tend to have

better-developed financial intermediaries."

Of particular interest, Levine, Loayza, and Beck examine the impact of
legal origin on legal effectiveness. Following the convention of legal schol-

ars, they separate legal systems into four major legal families: English,

French, German, and Scandinavian. Although all four descended from

Roman law, they evolved in different ways and, through colonization and

conquest, spread throughout most of the world, providing the bases for most

modern legal systems. Levine, Loayza, and Beck find that differences in

legal origin explain differences in the legal rules covering secured creditors,

contract enforcement, and the quality of accounting standards.
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Their main finding on legal origin is that countries with a German legal

origin have better-developed financial intermediaries, countries with a
French legal origin have less well-developed [intermediaries, and those with

English or Scandinavian origins lie in between. They suggest that these

results can be explained partly by the following characteristics of the four

legal traditions (see also Laporta and others 1 998):

* The English tradition emphasizes the rights of creditors more than

the other three (the French tradition protects creditors the least).
* The German and Scandinavian traditions are the strongest at

enforcement (again, the French is the weakest).
* Countries with an English tradition tend to have better accounting

standards than the others.

A well-balanced prudential framework is one that seeks to implement the

best of these systems, with strong and predictable rights for creditors, strong
but fair enforcement, and a reliable system of accounting and disclosure.

Although legal infrastructure is the critical foundation stone of a sound
regulatory system, the skills needed to implement and enforce the infra-

structure must be available as well. This requires well-trained and independ-
ent professionals such as auditors and actuaries, an independent and ethical

judiciary, and an adequate depth of skilled private sector personnel capable
of implementing legal, accounting, and risk management principles.

Critical Financial Sector Skills and Professions

The development of NBFIs requires a solid base of human capital.' One of
the most pressing challenges confronting emerging markets is the limited

availability of financial sector skills and the urgent need to develop human
capital by establishing a base of capable professionals such as bankers,

accountants, lawyers, appraisers, analysts, and insolvency experts. The
development of these professions will foster the sophistication of financial

markets and the development of nonbank financial institutions.

One set of available data covers employment in the financial services

sector as a percentage of total employment (see table 7.1). Despite the dif-

ficulties in measuring the differential in skills across countries and adjusting

1. This section draws extensively on Pomerleano (2001).
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Table 7.1. Employment in Finance, Insurance, Real Estate, and Business Services as a Percentage
of Total Employment in Select Countries, 1997

Country Share of total employment

Indonesia 0.754

Philippines 2.442

Malaysia 5.219

Japan 8.769

United States 11.399

Source: United Nations (1997).

for productivity, there is evidence that financial sector services play a small

role in many emerging market countries. Employment in finance, insurance,

real estate, and business services as a percentage of total employment is

much lower in Indonesia, for example, than in the United States. In the

Ttger economies, the former growth model emphasized production and

exports and did not promote services.

Functioning, complete markets require a base of professional financial

skills. However, recognition of the need often grows only out of crisis. In the

United States, for example, the savings and loan debacle in the 1980s, dis-

cussed in chapter 6, prompted creation of the certification process for

appraisers just 10 years ago. The regulation was in direct response to evi-

dence of appraisal problems and misconduct inside U.S. financial institu-

tions. According to evidence brought to light in the U.S. Congress, fraud

and self-dealing by officers, directors, and insiders caused or contributed to

half of all financial institution failures. Faulty or fraudulent real estate

appraisals were used systematically to overvalue collateral and to make

unsafe real estate loans. In response, the Appraisal Subcommittee of the

Federal Financial Institutions Examination Council (ASC) was created to

oversee appraisers and to ensure that they are sufficiently trained and test-

ed, are competent, independent, and ethical, and use uniform, high profes-

sional standards. The United States is not perfect; it just experienced and

responded to its crisis earlier than other countries.

Critical professions that are lacking and whose absence impedes the

development of NBFIs include insolvency experts, lawyers, accountants,

appraisers, financial analysts, and actuaries (see table 7.2). The following

paragraphs discuss some of these professions in detail.
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Table 7.2. Appraisal, Actuarial, and Insolvency Professionals in Select Countries
Appraisers Insolvency experts Actuaries

Number per Number per Number per
Country million population Number million population Number million population Number

Argentina - - 0.92 34 4.54 168
Australia - - 31.57 606 - -
Austria - - 2.84 23
Belgium - - 0.68 7 - -
Brazil 29.39 5,000 - - 2.40 408
Canada - - 34.89 1,071 -
Czech Republic 535.37 5,500 1.56 16 - -
China 10.64 13,420 0.01 8 0.01 8
Finland 28.96 150 - - 18.73 97
France 29.74 1,750 2.53 149 21.78 1,282
Germany 97.38 8,000 0.99 81 20.22 1,661
Hong Kong (China) 159.46 1,084 - - 29.27 199
Hungary - - 2.20 22 12.87 129
India 0.34 350 0.03 33 0.11 111
Indonesia 6.665 1,400 0.02 4 0.03 7
Israel - - 0.16 1 -
Italy - - 0.80 46 -
Japan 44.96 4,700 0.04 5 6.73 853
Korea 36.47 1,724 0.02 1 0.23 11
Lithuania 126.01 466 - - - -
Malaysia 21.50 500 1.12 26
Mexico 30.62 3,000 0.02 2 1.95 191
Nevw Zealand - - 49.86 191 -
Nigeria _ - 0.03 4
Norway - - 2.00 9 -
Pakistan - - - - 0.10 14
Philippines - - 0.01 1 0.90 68
Poland 77.62 3,000 0.28 11 0.10 4
Romania - - 0.62 14 - -
Russia 27.48 4,000 - -
Singapore 129.17 519 2.74 11 20.41 82
South Africa - - 7.13 305 - -
Spain - - 0.30 12 -
Sweden 56.38 500 1.58 14 27.74 246
Switzerland - - 0.84 6 48.05 345
Thailand - - 0.13 8 0.21 13
United Kingdom 334.79 20,000 27.02 1,614 79.75 4,764
United States 284.14 80,000 6.54 1,841 53.16 14,968

- Not available
Source: For insolvency, INSOL membership database; for appraisers, the International Valuation Standards Committee; for actu-
aries, the International Actuarial Association.
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Insolvency Experts

Insolvency practitioners are needed to analyze the business and financial

viability of a real estate project or a company and to choose between

restructuring and liquidation. They require expertise to negotiate approval

of, implement, and monitor the restructuring plan and to manage opera-

tions of the company. If liquidation is needed, insolvency practitioners

arrange for the orderly disposition of the company's assets and the creditor's

claims. Their expertise and integrity must be above reproach.

The International Federation of Insolvency Professionals (INSOL) is a

worldwide federation of national associations for accountants and lawyers

who specialize in insolvency. The members are engaged in formal insol-

vency proceedings, advise creditors and businesses, and restructure busi-

nesses in financial difficulty. INSOL International currently has 29 mem-

ber associations worldwide with more than 8,000 professionals. The quan-

titative data in table 7.2 indicate the disparity of skilled professionals avail-

able in Japan (five members), Canada (1,071 members), and the United

States (1,841 members).
With regard to qualifications and regulation, the requirements vary

among local organizations and from country to country (see table 7.3). For

instance, in the United Kingdom, any of seven recognized bodies can author-

ize an insolvency practitioner to act. INSOL Intemational is the interna-

tional umbrella organization for member associations from 26 countries.

Memberships in the local associations typically are made up of qualified

accountants or lawyers. In general, accountants tend to take insolvency

appointments in the common law system, and lawyers tend to lead in the civil

law system and in the United States. However, overall, there are considerable

differences in the training and licensing of insolvency professionals. In very

few nations (United Kingdom, Canada, Australia, and some others) are

insolvency practitioners examined, licensed, and regulated either by their

professional bodies or by the state. In other countries, such as France, the list

of court-approved liquidators and administrators is very restricted. In the vast

majority of nations, however, accountants or lawyers who also provide other

services carry out insolvency work. Some may specialize in insolvency work,

but not possess distinct formal qualifications or accreditation.

In many countries, any remotely qualified person-whether an account-

ant or a notary-is eligible to be a court-appointed liquidator, as long as the

person is a disinterested party. Often the appointed "expert" lacks ability,

202



Issues for Emerging Markets

Table 7.3. Qualification Requirements of Insolvency Experts in Select Countries
Country Qualification requirements Source

Canada Membership requirements include the association's Canadian Insolvency
standards of admission, prescribed course of study, and Practicioners Association (CIPA)
passage of required examinations. In 1997 the National
Insolvency Qualification Program wFis created to
harmonize qualification requirements.

New Zealand Government is opposed to occupational registration, so INSOL New Zealand
there is no registration of insolvency practitioners. The
following cannot qualify for appointrnent: persons under

18 years of age and creditors, shareholders, directors,

auditors, or receivers of the company.

Switzerland Insolvency is not a specialized profession. Activities are Swiss Bankers' Association
performed mostly by other specialized professions (SBA)
(lawyers, accountants).

United Kingdom Insolvency experts are licensed and regulated by one of Association of Business
eight recognized professional bodies (for example, the Recovery Professionals
Institute of Chartered Accountants in England and Wales
plus the Secretary of State for Industry).

independence, or both. For instance, in the People's Republic of China the
draft of a new insolvency law only requires the administrator to have not
been struck off as a lawyer or accountant within the last five years. The
administrator does not even have to be an accountant or a lawyer.

Appraisers

Appraisers are needed to value property, including commercial property
(office buildings, retail, shopping centers), industrial property (manufactur-
ing plants, warehouses), residential property (apartment houses, single-fam-
ily homes), and machinery and personal property. Appraisers reduce the risk
involved in property transactions by assigning credible values to property
based on a standard method: all participants recognize the methodology,
and the valuation is consistent. In many emerging markets, standards of cer-
tification are lacking. Therefore, it is important to establish and promote
minimum uniform standards of appraisal and minimum qualifications.
Professionally recognized training and certification programs can ensure the
professional expertise, integrity, and responsibility of appraisers.
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The International Valuation Standards Committee (IVSC) is an associ-

ation comprising professional valuation associations from some 50 coun-

tries. A brief look at the quantitative data in table 7.2 indicates wide dif-

ferences in the availability of appraisal services in select markets. The fre-

quency ranges from 335 appraisers per million population in the United

Kingdom to 0.3 appraiser per million population in India.

The standard methodology for appraisals relies on the market, income,

and cost approaches. Perhaps the most striking point is that not all coun-

tries abide by appraisal based on market value-for example, the use of

comparable transactions in order to establish market value. For instance, in

Japan valuations rely on the cost approach. Appraisals of property often are

based on the value of land (land price index) and, rarely, the sales compar-

ison and income approach. The reliance on cost basis is due to the lack of

data: market data are scarce due to lack of information disclosure and the

failure to collect transaction data. Further, property appraisers tend to be

architects and engineers, and their bias is to use cost basis for appraisals.

Therefore, the real estate market is not transparent.

Moreover, there is no consistent treatment across countries of the

appraisal and valuation profession with respect to training and regulation.

Similarly, in many countries-for example, Argentina-there are no uni-

form standards of valuation. In others-for example, France and Mexico-

there is no state-appointed or self-regulatory body for the supervision of real

estate valuation. In many countries, the regulation and development of the

profession usually have followed a crisis of some sort-the savings and loan

crisis in the United States, the property crash in the 1980s in Europe, the

reform of the centrally planned economies in Eastern Europe, and the

recent financial crisis in Asia.

Similarly, the U.K. experience with instilling training and licensing

requirements for surveyors is instructional of best practices. The Royal

Institution of Chartered Surveyors (RICS) is the premier global profession-

al body that represents, regulates, and promotes chartered surveyors and

technical surveyors. In order to become either a technical or professional

member of RICS, candidates are expected to complete an approved aca-

demic qualification followed by at least two years of structured training in

the workplace. On completing the minimum training period, candidates are

assessed via submissions and an interview. Successful assessment allows

members to be upgraded to technical or professional membership. After

they have been full members for a minimum of five years, they can apply to
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become a fellow. The members are bound by the rules of conduct and
bylaws outlined in the RICS charter.

Countries in the process of establishing a mortgage lending market and
introducing mortgage-based instruments in their capital markets need to
improve the standards of valuation. Clearly, appraisal standards should be
correctly applied and regulated. This can be accomplished by establishing
professional standards of valuation, educational requirements, methodolo-
gy, ethics, and oversight in developing real estate markets.

Financial Analysts

Disciplined financial decisionmaking demands expertise. Such financial
analysis is employed in a variety of functions--securities analysis, portfolio
management, and the budgeting process. Financial analysts practice in a
variety of industries, including investment management, banking, and
insurance.

Expert financial analysis requires education, standards of professional
conduct, and standards of practice. The Association for Investment
Management and Research (AIMR) was created to educate and certify
investment managers and analysts and to susr.ain high standards of profes-
sional conduct. However, 82 percent of its members practice in North
America, while only 8 percent practice in Asia and less than 1 percent prac-
tice in Latin America.2

Actuaries

Actuaries traditionally work in the insurance and employee benefits indus-
tries and the health and retirement benefits sectors. They make it possible
to share and disperse risks and, in a market economy, help to stabilize the
financial systern. Nevertheless, actuaries are scarce in developing countries.
The International Actuarial Association (IAA) brings together the actuar-
ies in member countries, and its members are actuarial associations world-
wide. The IAA is dedicated to the research, education, and development of
the profession and of actuarial associations. It reviews and implements the
rules for the accreditation of individual members and recommends educa-
tional guidelines and a syllabus for an internationally recognized actuarial

2. A caveat with respect to the AIMR is that analysts in other regions might choose mem-
bership in domestic organizations.
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Table 7.4. Qualification Requirements of Actuaries in Select Countries

Country Qualification requirements

Argentina Examinations, university courses

Brazil University degree program

Finland Examinations by industry bodies, government examinations

Germany Examinations, university courses

Hungary University degree plus 18 months of practice

India Examinations by industry bodies

Japan Examinations by industry bodies

Mexico University degree program

Singapore Examinations by industry bodies, university degree programs

Sweden University degree program

Switzerland University degree plus at least three years of qualified professional experience, in line

with international guidelines of ASTIN (International Actuarial Association)

United Kingdom Examinations, university courses

United States Examinations by industry bodies

Source: International Actuarial Association.

qualification. Table 7.2 indicates the wide disparity in the availability of

actuaries in the sample countries, while table 7.4 shows the rigor of train-

ing required of them.

Some economies have professions that are properly trained and regulat-

ed and have commonly accepted standards of business that produce a strong

institutional structure. But the facts regarding the proliferation of the pro-

fessions raise intriguing questions. Specifically, why do Hong Kong and

Singapore have more financial sector professionals per capita than Japan

and Korea? Does that make their economies more flexible?

Some economies have a better professional infrastructure than others

because of their legal traditions-common law versus civil law. Common

law countries, including Australia, Canada, Hong Kong, Singapore, and the

United States, are former British colonies and rely on independent judges

and juries and legal principles supplemented by precedent-setting case law

to respond to evolving circumstances. Civil law countries, which include

Indonesia, Japan, Korea, and Latin American nations, rely on legal codes
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that contain very specific rules. Therefore, civil law countries are not adept
at responding to the changing needs of the economy. They have to pass new
rules regarding property valuation and regulation of new financial products
such as insurance. Legal traditions affect the development of professions to
a remarkable degree. According to La Porta and others (1998), there is a
robust negative correlation between the civil law tradition and lack of pro-
fessions, ancl there is also a supporting and beneficial impact of professions
on the rule of law.

What can be done? Effort is required along three dimensions: regulations to
facilitate the growth of the financial services professions, incentives to induce
individuals to enter these professions, and opening of the financial sector to for-
eign competition. Govemments need to play an active role in all three areas.

The regulatory regime is intended to ensure that practitioners have
appropriately high levels of competence ancl skills, that practitioners have
integrity and independence, and that a procedure is available for dealing
effectively with enforcement. An effective regulatory regime instills credi-
bility in these professions.

Leadership is needecl as well to foster professional associations for
appraisers, actuaries, and insolvency experts, among other professions. In
the meantime, governments can encourage skills development by outsourc-
ing contracts to licensed professionals in the private sector.

Incentives for the Growth of NBFIs

Chapter 1 establishes the contribution that NBFIs make to economic
growth. They complement banks by filling gaps in the range of banking
services and providing either services that are inappropriate for banks to
engage in or services that banks produce inefficiently. By specializing in par-
ticular products and sectors and in information processing, NBFIs compete
with banks, forcing them to be more efficient and responsive to the needs
of their customers. Strong NBFI sectors hist:orically have been associated
with strong financial and economic development. The issue is to determine
the factors that cause the development or underdevelopment of NBFIs.

Vittas (1997), Levine, Loayza, and Beck (1999), and Demirgui~-Kunt
and Levine (1999) each provide some answe:rs to this question.3 The com-

3. The first three subsections draw mainly on Vittas's work, while the final section draws
on all three studies.
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bined wisdom of these studies suggests that the following four factors are the

dominant determinants of NBFI growth:

o The level of income and wealth

° Macroeconomic performance
o Social security

o Regulation.

Some of these factors, such as the influence of public social security on

the growth of the private contractual savings sector, are canvassed in earli-

er chapters. Others are relatively self-explanatory. For example, among very

poor countries, low income and low wealth are likely to be the dominant

factors inhibiting the emergence of strong NBFIs. The biggest issue for

many emerging economies is whether there is a case for additional incen-

tives to stimulate the growth of NBFIs or whether the design of the regula-

tory system itself is a help or a hindrance to this growth. This section con-

centrates on issues associated with regulatory and tax incentives.

Regulatory Incentives

Regulation can influence the growth of NBFIs in two main ways: (a) repres-

sive regulation can retard NBFI growth, and (b) inappropriate regulation or

poorly designed regulatory structures can stimulate NBFI growth for the

wrong reasons, often creating incentives for regulatory arbitrage and the

emergence of unanticipated systemic problems.

Repressive Regulation

Repressive regulation can have a negative influence on the development of

NBFIs, especially where it taxes (either directly or indirectly) the earnings

of the regulated institution more heavily than those of its competitors, or

where it imposes balance sheet restrictions that constrain risk management.

Balance sheet restrictions, often imposed in the name of prudence, can be

particularly inhibiting to the growth of NBFIs. For example, regulation his-

torically has restricted pension funds and insurance companies in many

continental European countries to investments in debt-type promises, pre-

dominantly sovereign debt. Similarly, until the 1980s, Australian insurance

companies were a captive market for government bonds. Ironically, in some

208



Issues for Emerging Markets

developing countries where investment restrictions are less debt-oriented,

the scope for wider investment is still constrained by the regulation of

investment in foreign assets for balance-of-payments reasons.

Repressive regulation in this context includes not only excessive licens-

ing, capitalization, and investment regimes but also situations where relat-

ed regulations discriminate against NBFls. For example, many countries

restrict investments and the purchase of transactions services by govern-

ment departrnents, legal trust funds, and other agencies to products and

services offered by banks.

Inappropriate Regulation and Regulatory Arbitrage

Inappropriate or poorly designed regulation can stimulate the growth of

NBFIs for the wrong reasons. During the 1970s, high inflation, coupled with
excessive regulation of banks, stimulated the growth of nonbanks around
the world as a means of avoiding banking regulations. One of the greatest

incentives for growth during this period was the widespread use of interest
rate lending ceilings on bank loans. With lending rates capped and inflation

rising sharply, the demand for debt finance (often at negative real rates of
interest) ballooned. In this environment, nonbanks found it attractive to

bid depositors away from banks and to on-lend funds at unregulated rates.
Not only did financing shift to nonbanks during this period, but many

banks also established nonbank subsidiaries as a means of circumventing the
regulations themselves. One consequence of thbe incentive structure imposed

by interest ceilings was the shifting of higher-risk lending to nonbank sub-

sicliaries. In the absence of compensating prudential regulation of these sub-

sidiaries, prudence was often ignored in the search for higher returns. The
need for NBFIs to take further risks was heightened as banks were progres-

sively deregulated and began recapturing their lost market share.
The problem of financial conglomeration arnd the scope that arises for reg-

ulatory arbitrage within conglomerates have been issues of concern for emerg-
ing and developed markets alike. The best way to regulate conglomerates has
been a topic of debate among national regulatcrs, the Basle Committee, and

the Joint Forum of Banking, Securities, and Insurance Regulators. Indeed, as

pointed out in chapter 2, the issue of conglomerates has been one of the fac-

tors driving the recent trend toward integrated regulation.
Many adverse experiences among developed financial systems have

prompted this interest:
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o The collapse of Barings Bank as a result of unauthorized trading by a

subsidiary in Singapore
o The weakening of Japanese banks through losses sustained in finance

company subsidiaries

o The problems created for Deutsche Bank by losses in its British secu-

rities subsidiary Morgan Grenfell

o The loss of Australia's last state bank, the State Bank of Victoria,

through losses sustained in its investment banking subsidiary.

The problem in every case was that a regulated institution was placed in dif-
ficulty because of losses in subsidiary or related companies that were either

unregulated or poorly regulated.

Problems associated with regulatory arbitrage and conglomeration in

emerging markets have been similar to those in developed markets, but, in

many cases, the consequences for systemic instability have been greater.

Specific incidents include the following:

o The growth and failure of leasing companies in Korea (see chapter 6)

o Also in Korea, the growth of life insurance companies as a secondary

banking system in the 1990s
o The growth during the 1990s of the pre-need industry in the

Philippines outside the regulatory system4

o The failure in the late 1990s of finance company subsidiaries of

banks in Thailand.

At the heart of the regulatory arbitrage problem-whether it arises through

conglomerates or through competing institutions providing essentially the

same services under different regulatory regimes-is the pressure on every

financial institution to manage its capital efficiently in order to maximize

returns to shareholders.
This pressure is not inherently undesirable, since profitable institu-

tions are a comfort to regulators as well as to shareholders. Where conflict

can arise is in the different risk profiles that the regulator and sharehold-

ers may be willing to accept in pursuing profitability. This poses a dilem-

ma for regulators. On the one hand, regulators typically prefer to impose

regulations that are simple to implement and easy to understand. On the

4. The pre-need market in the Philippines covers a range of products that ensure that funds
are available when they are needed, such as for education and funerals.
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other hand, simple rules inevitably create distorted incentives for the reg-

ulated institution.
At the most basic level, regulatory prohibitions on certain transactions

or types of business always create an incentive to circumvent the regula-

tions, provided the prohibited business is pctentially profitable. This con-

flict was one of the motivations for the Basle Committee on Banking to

introduce the Capital Accord in 1988. The accord shifted the regulatory

focus in banking away from prescribing the business that banks could under-

take and toward allowing banks to choose their own business, with the reg-

ulator then imposing regulatory capital minimums according to the assessed

risk of the business chosen. However, as banks became more sophisticated

in assessing the risks associated with different types of business, the crude

risk classifications of the accord again opened up opportunities for regula-

tory arbitrage, as internally assessed capital requirements and regulatory

imnposts diverged. This conflict, in turn, motivated the major revision of the

C'apital Accord that is currently under way.

The one reassuring feature of this process is that, as financial institutions

have become more sophisticated, regulators have been better able to rely on

the internal risk management processes of the institution as a substitute for

mechanical regulatory rules. This process already has been applied by bank-

ing regulators and by some insurance regulators in assessing market risk.

Under this approach, the regulator shifts its focus from assessing the risks in

the institution to assessing the quality of the institution's own risk manage-

ment systems. Although this trend eventually may resolve the conflict

between the objectives of the regulators and the regulated, it is likely to be

a long way from the immediate problems of regulators in emerging markets.

The main lesson from these experiences for emerging markets is that

NBFI growth that is stimulated by regulatory arbitrage is potentially dan-

gerous for systemic stability and potentially costly in terms of financial fail-

ure. Until financial institutions develop their own sophisticated risk man-

agement, there is a strong need to undertake the following:

* Ensure that financial institutions that provide essentially the same

products are regulated in essentially the same way

* Ensure that the regulatory framework is sufficiently flexible so that

new institutions and products are not able to avoid regulation simply

by their choice of label

21 1



The Development and Regulation of Non-Bank Financial Institutions

* Ensure that the regulation of various components of conglomerates

are consistent and supportive
* Create a regulatory structure in which at least one regulator has over-

all responsibility for financial conglomerates.

Tax Incentives

Growth of NBFIs is particularly responsive to discriminatory tax treat-

ment. In Australia, for example, friendly societies had a long history as
mutual self-help societies. Most were socially oriented and involved large-
ly in the pharmacy industry. Those that were involved in finance limited

themselves largely to minor areas of insurance, such as funeral benefits. As

a consequence of their mutual structure and social focus, they enjoyed tax-
exempt status. In the 1970s, with the growing demand for finance outside

the heavily regulated banking sector, a number of these institutions began
offering financial products that exploited their tax exempt status to give
them a competitive edge over their more conventional competitors.

Within a short period of time, they became substantial members of the

contractual savings industry, offering tax-free savings bonds in competition
with other taxed investments. Their rationale for existence as financiers,

however, contracted severely when the government eventually removed
their preferred tax status.

Tax incentives also exert a strong influence on the growth of private

pension funds and insurance companies. Most governments offer at least
some tax concession for long-term savings through these vehicles. In many

cases, the incentive acts, as intended, to stimulate savings and to provide
for long-term capital formation. In some cases, however, the incentives also

are abused. For example, in countries where the registration of private pen-
sion schemes and associated governance rules are relatively lax, individuals
may exploit the tax incentive without losing control of their funds by

investing in the pension plan and then borrowing the funds back for other
purposes. Although these activities are not necessarily damaging to sys-

temic stability, they can promote a false impression of savings and growth of

the NBFI sector. At the same time, the forgone tax revenue can be costly

to the government's budget.
The main lesson from experience is that tax incentives can be genuine

incentives for growth of NBFIs. To achieve their purpose, however, without
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undesirable side effects, the tax incentives need to be accompanied by strict

regulations designed to prevent abuse.

The Role of Foreign Competition

The appropriate role for foreign competition in the development of the

financial sector is a widely debated subject. The positive features of permit-

ting foreign entrants into various parts of the financial system are many:

* Access to foreign expertise. This is particularly important in highly

technical areas where local skills are not yet well enough developed.

Indeed, lack of expertise is one of the main hurdles to financial

development in emerging markets. Foreign participants not only

help to bridge the expertise gap but also help to train and upgrade

skills in the local population.
* Access to foreign capital. This is often another major hurdle to

developing a sound NBFI sector. Emerging markets often lack a wide

base of investors to capitalize NBFIs. With local capital often tight-

ly held by a few companies or wealthy families, the alternative to for-

eign capital is usually excessive concentration in the ownership of

financial institutions. This, in turn, can create problems associated

with insider manipulation, lack of arm's-length transactions with the

industry, and corruption.

* Risk sharing with foreign participants. If problems arise in the

financial system, foreign equity shareholders can share any losses

involved.

* Competition. In many emerging markets, shortages of capital and

skills often result in a high degree of market concentration, especial-

ly among the larger institutions. The fact that domestic institutions

take time to grow means that, in many situations, foreign entry is the

only source of effective competition among financial institutions. In

some cases, for example in the Australian banking industry in the

early 1980s, the very threat of foreign entry can be sufficient to

increase competitiveness in the domestic market.

Although there are many positive features in encouraging foreign entry

into the financial system of emerging markets, th-iere also are some draw-

213



The Development and Regulation of Non-Bank Financial Institutions

backs. The greatest concern of most governments is that foreign competi-
tors will be so far advanced over local institutions that the local institutions
will never achieve the market size needed to be competitive. There is also

a concem that foreign firms may employ largely foreign residents, with the
result that employment of local residents in the industry may fall and the
intended transfer of skills may not occur. These concerns are legitimate and

need to be balanced against the benefits associated with foreign competi-

tion. Notwithstanding these concems, a number of countries, including
New Zealand and Argentina, have embraced foreign dominance of certain
sectors of the financial system, where local expertise or capital was inade-
quate to provide the financial services needed by the economy.

The appropriate mix of foreign and domestic competition can vary

across industry sectors. There is a strong case for allowing foreign entrants
to the insurance industry even before a domestic industry emerges. The
need for foreign participants arises partly because of the important role that
risk transfer plays in the efficient conduct of commerce and partly because
of the specialized skills needed to carry out this role effectively.

In general, however, the timing and extent of foreign entry into various
industries of the NBFI sector are a matter of judgment. The greater is the
desire for economic development and financial efficiency, the greater is the
case for foreign entry. Nevertheless, it generally is in the country's interests
to ensure that foreign participation occurs in an environment conducive to
the development of a domestic industry capable of competing on equal
grounds with foreign firms.

The Role of Government Provision of Nonbank
Financial Services

The case for govemment provision of nonbank financial services is similar
in many respects to that for foreign participation. Where there is a shortage

of private sector capital for the establishment of domestic financial institu-
tions of efficient scale, the government may provide this capital on behalf

of the population at large. This case also exists where private capital is

available but is owned too closely to satisfy the requirements for independ-
ence from the commercial sector with which the financial institutions will

do business. In this way, the government is an alternative to foreign insti-

tutions as a source of capital. This case for govemment ownership, which
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often is rejected very quickly in the case of comamercial enterprises, can be
sustained more readily with respect to the financial sector because of its

importance to economic growth and welfare. The implications of public

ownership are, however, significant.
Unlike foreign participation, government ownership of financial enter-

prises does nothing to resolve the shortage of financial skills within the

local community. Indeed, publicly owned enterprises are notoriously ineffi-
cient. Without pressure from shareholders, they rarely develop the skills or
performance efficiencies of privately owned enterprises. More important, if
there are problems in the industry, government ownership does nothing to

spread the burden of loss with nonresidents. On the contrary, it spreads the
cost of failure across the entire community. Public ownership confers an
implicit public guarantee over the products that it provides. In the case of

financial services, this not only destroys the natural spectrum of risk among
financial products but also confers an unfair advantage on publicly supplied

financial services that can inhibit the development of a viable private sec-
tor alternative.

It sometimes is seen as politically attractive to use government owner-
ship of financial institutions as a vehicle for social policies, such as subsi-
dized homeownership and business loans. The attractiveness lies in the fact
that these subsicdies remain off-budget. The attractiveness, however, is pure-
ly political. There is no efficiency gain from delivering social objectives
through government-owned financial institutions, relative to other more
transparent methods. Indeed, the potential for social policies to interfere

with the normal costing ancd pricing of competitive financial services cre-
ates an efficiency loss.

These distortions and the efficiency losses associated with public own-
ership of financial institutions have long been regarded as a source of poten-
tial systemic damage. In a study for the International Monetary Fund,
Garcia (1996) examines the role of public ownership in 18 banking failures
in a range of countries, including both developed and emerging markets. Of
the 18 failures, 13 were in countries with a high level of state ownership and
control of financial institutions. Although these failures occurred for a vari-

ety of reasons, including regulatory failure, lack of competition, and defi-

ciencies in governance, state ownership contrributed to the problems in
each case and was the common factor shared by most.

For these reasons, public ownership of financial institutions has, at best,

a limited role to play in the development of NBFIs. Where it does have a
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role to play-for example, in an embryonic insurance industry where there

is insufficient local capital and foreign capital is unwilling to acccpt the

risks involved until the economy is better established-there is a powerful

case for replacing public ownership with private ownership as quickly as the

market can sustain.

The Importance of Public Sector Governance

A key component of a sound regulatory system is a strong foundation of cor-

porate governance. One of the major tools of market integrity regulation is

the institution of corporate governance rules to minimize the likelihood of

insider trading and market manipulation. Similarly, prudential regulation

relies heavily on strong internal governance to prevent fraud and to ensure

that difficult promises can be met. However, another aspect of governance

is equally critical for the effective functioning of the financial system: pub-

lic sector governance. It is surprising that this important area has only

recently begun to receive the attention it deserves.

The suggested importance of public sector governance rests on two fun-

damental propositions: first, that weak public sector governance leads to

economic and financial underperformance and, second, that without strong

public sector governance, effective corporate govemance in the financial

sector will be unattainable. The evidence on these issues is still largely sub-

jective, but it is growing, and that which is available lends strong support to

both propositions.

Governance and Performance

According to Kaufmann, Kraay, and Zoido-Lobaton (2000: 10), public sec-

tor governance can be defined as

the traditions and institutions that determine how authority is exer-

cised in a particular country. This includes (1) the process by which

governments are selected, held accountable, monitored, and

replaced; (2) the capacity of governments to manage resources effi-

ciently and formulate, implement, and enforce sound policies and
regulations; and (3) the respect of citizens and the state for the insti-

tutions that govern economic and social interactions among them.
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A wide range of international and commercial organizations, including

risk-rating agencies, multilateral organizations, think tanks, and non-

govemmental organizations, produce qualitative measures of governance.

Some of these measures are based on surveys of outsiders (from those who

do business with the countries involved to those who simply observe from

afar), while others are based on surveys of insiders (individuals, businesses,

and experts within the countries involved). Most recently, the World Bank,

in cooperation with the European Bank for Reconstruction and

Development, the Inter-American Development Bank, and the Harvard

Institute for International Development have commenced a worldwide sur-

vey of firms that has begun to produce much more quantitative data.

Existing measures focus mainly on six broad aspects of governance: voice

and accountability, political instability and violence, government effective-

ness, regulatory burden, rule of law, and control of corruption. As

Kaufmann, Kraay, and Zoido-Lobaton note, despite the wide range of

sources, the measures produced are surprisingly consistent in their assess-

ments about governance. In particular, they point to the striking consensus

between the assessments of risk-rating agencies and those of businesses and

citizens within countries.

Using an "unobserved components model" to analyze the various meas-

ures of governance, Kaufmann, Kraay, and Zoido-Lobaton conclude that

good governance is strongly correlated with better economic development.

They also findl a causal effect running from inaproved governance to better

development outcomes. This causal relationship runs counter to the fre-

quent suggestion that good governance is a superior good; that is, richer

countries can better afford the luxury of good governance.5 Although their

work is still in. its early stages, the size of the effects they find are significant.

For example, they suggest (Kaufmann, Kraay, and Zoido-Lobaton 2000: 12),

An improvement of one standard deviation in the rule of law from

the low level prevalent in Russia to the "middling" level in the

Czech Republic or, alternatively, a reduction in corruption from the

very high level prevalent in Indonesia to the lower level in Korea

leads to between a twofold and fourfold increase in per capita

incomes, a decline in infant mortality rates of similar magnitude, and

an improvement of 15-25 percentage points in literacy levels.

5. Had this been the case, the causal relationship would have run from better economic

development to better governance, not the reverse.
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Even if the dividend from improved public sector govemance is only a fraction
of these estimates, the economic case for improvement remains compelling.

The Relationship between Public and Corporate Governance

The primary case for asserting that poor public sector govemance inhibits
good private sector govemance rests primarily on the logic that the private
sector will take its lead from the public sector. More to the point, for a cor-
rupt public sector to profit from its actions, the payments must be provided by
the private sector. It would defy logic to suggest that the corporate sector
could behave corruptly in its dealings with the public sector, while remaining
incorruptible in its intemal dealings. The mere existence of tough corporate
govemance laws is unlikely to deter firms that are used to "purchasing" legal
outcomes from a corrupt public sector. The same line of thinking suggests that
it would be illogical for corruption to be rampant in the nonfinance sector,
while leaving the finance sector untainted. Ultimately, corruption starts at
the top and breeds corruption throughout the system.

In a recent study, Hellman, Jones, and Kaufmann (2000) analyze the
relationship between firms and governments in transition economies.
They argue that there is a need to move beyond the traditional, one-
dimensional view of corruption in which public officials monopolize the
returns to corruption. They suggest an alternative form in which firms seek
to capture the officials and share the returns from collusion with them.
They distinguish three types of corrupt relationships between firms and
government: first, state capture, in which the firm controls legal and regu-
latory reforms to its own benefit through illicit payments to government;
second, influence, where the firm achieves the same outcomes without the
need for illicit payments, simply because of its size or special relationship
with government (for example, ownership or repeat business); and admin-
istrative corruption, in which the firm makes illicit payments to public offi-
cials to distort the intended outcome of public rules and policies (for
example, legal outcomes).

They find that influential and captor firms grow at a "substantially faster
rate than other firms" (Hellman, Jones, and Kaufmann 2000: 4). However,
they also find that the returns to these forms of corrupt behavior are only
significant in highly corrupt countries. In other words, where governments
have a low level of corruption, the retums to corrupt behavior by firms are,
on average, zero or negative.
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This work has several implications:

* Corruption is a two-way process; it requires complicity on the part of

both the public and private sectors.

* The gains for the firms involved in corrupt behavior are greatest

where there is both a high level of public sector corruption and sig-

nificant potential benefits from controlling the formation of regula-

tions or their implementation, which suggests that the financial sec-

tor is highly unlikely to be free from corruption in countries where

public sector corruption is high.

* Improving public sector governance is a critical foundation stone if

there is to be any hope of implementirig a system of strong corporate

governance.

The Importance of Sequencing Reforms

The recent Asian crisis highlighted the importance of the sequencing of

reforms. The prevailing wisdom is that financial opening in many of the

affected countries ran ahead of the regulatory reforms needed to support sys-

tems with a substantial exposure to outside markets. The question is

whether there is also a need to sequence the regulatory reforms themselves.

There is arguably no unique best sequence of regulatory reforms.

Although it rnay be possible, in theory, to map out an ideal sequence for a

country starting from a zero base, in practice no country has a zero base.

Every country has an existing regulatory structure and faces a particular set

of regulatory issues at every point in time.

Although every situation has its own unique features, prioritizing the

various elements of regulation can provide a useful guide to any country

looking to sequence its own particular reforms, whether they are financial

sector reforms in general or NBFI reforms in particular.

The following subsections present some general principles and priorities

that should be relevant to most situations.

Supporting Regulations Should Come First

Supporting regulations provide the base-level foundation, without which

higher-level regulations often fail to operate effectively. Thus regulatory
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reforms that focus on the regulatory agencies before establishing these foun-
dations may result in disappointed expectations. Paramount among these
supporting regulations are accounting rules and legal infrastructure, includ-
ing those that establish the powers of the regulators, as well as property
rights and contract enforcement.

Although in some countries the market integrity regulator administers
both accounting rules and disclosure rules, they are conceptually quite dis-
tinct. Disclosure rules determine what information is to be provided to the
community; accounting rules determine the nature and quality of that
information.

The importance of legal foundations is emphasized earlier in this chap-
ter. In many areas of financial regulation, the emphasis is on forcing insti-
tutions to honor the promises they make to those who do business with
them and hold their claims. Without sound laws governing property rights
and enforcement of contracts, the regulator's intentions can be thwarted.
One of the most important pieces of supporting legislation is a strong cor-
porations law, setting out principles of good corporate governance and
heavy penalties for their violation across the entire corporate community.

Strong supporting legislation is particularly important to the effective-
ness of prudential regulators. For example, regardless of the efforts of the
prudential regulator, the safety and soundness of deposit-taking institutions
ultimately depend on the safety and soundness of the businesses to which
they extend credit. If the supporting legislation does not provide a legal and
ethical framework that encourages prudent and honest business practices,
protects property rights, and imposcs open disclosure of meaningful infor-
mation, both the financial institutions and the regulator effectively have
their hands tied.

Finally, prudential regulation typically requires the regulator to operate
within the legal framework established by the individual pieces of legislation
covering the institutional groups being prudentially regulated. Flaws in these
industry acts, especially inconsistencies between them and the act giving
powers to the regulator, can weaken the effectiveness of the regulator.

Regulatory Skills and Commitment Are Critical

Regulatory skills and commitment matter more than regulatory structure.
Notwithstanding the recent emphasis that has been placed on reforming
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regulatory structures, without the regulatory skills and commitment, even

the best-designed structure can fail.

One of the greatest challenges facing regulators is to keep pace with the

innovations that occur in financial markets and the consequent demands

that are placed on staff to approve certain actions or adjust the rules to cope

with change. Being able to understand the difference between an innova-

tion that increases risk or circumvents the intent of an existing regulation

ancl one that increases market efficiency often requires advanced financial

skills. Being able to sift through partial data, whether on-site or off-site, and

detect problems before they arise are skills that every regulator needs. Being

able to put aside territorial conflicts with other regulators and personal dif-

ficulties that may arise with the staff of regulated institutions and to remain

focused at all times on the broad objectives of regulation requires a level of

commitment that every regulator aspires to, but few ever attain.

'The point is that people make regulators work. Regulatory structure can

help greatly, by reducing incentive conflicts and removing gaps and over-

laps. But, ultimately, the success of a regulator in achieving its objectives

will depend most critically on the quality of the people it employs.

Do Not Extend the Prudential Net Too Wfidely

Drawing the boundaries around the institutions that warrant prudential reg-

ulation is one of the most irnportant steps in designing an efficient regula-

tory system. As discussed in chapter 2, prudential regulation is fundamen-

tally different from other forms of regulation. Prudentially regulated finan-

cial institutions are almost always more stable than unregulated institutions

(provided the regulation is effective). At the same time, they are almost

always less efficient and less innovative than unregulated institutions. This

outcome is an inevitable consequence of the intrusive and preventative

nature of prudential regulation.

Development of a vibrant, innovative nonbank financial sector demands

that the net of prudential regulation be drawn around as few of these insti-

tutions as possible. Where the institutions make financial promises that rank

highly in all three of the promise characteristics idifficult to understand, dif-

ficult to assess, and causing great adversity in the event of failure), pruden-

tial regulation rnust be considered. Few would dispute, for example, that

some form of prudential regulation is warranted: in the case of insurance

promises. Beyond insurance, however, the case becomes less compelling.
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Extending the prudential net further than is warranted can be costly.

Not only is prudential regulation resource intensive, but there also can be a
further cost if explicit or implicit safety nets are extended to these institu-
tions. This imposes a potential future liability on the government and can

reduce efficiency if the safety net is poorly designed (and fails to deal with
the problem of moral hazard).

Strong market integrity and competition regulation should provide suf-
ficient regulatory oversight for most noninsurance NBFIs.

No One Regulatory Structure Fits All

It is critical when reforming a regulatory structure that the framework be

appropriate to the particular situation. There is much to learn from the
experiences of others. At the same time, each country's situation is at least
a little different from that of others, whether the difference results from a
cultural background that encourages or discourages a particular type of
financial institution or activity or from the particular stage of development.

The regulatory structure appropriate to a financial system in which

NBFIs are already growing strongly may be different from that appropriate
to a system in which NBFIs are just beginning to emerge. The applicability
of foreign entry may be different in a system that has just lost most of a par-
ticular set of intermediaries through failure than in one in which those
institutions are just finding their feet.

In general, it is preferable to consider regulatory reforms during a period
of relative financial stability. Stability permits these issues of appropriate-

ness to the particular situation to be thought through fully. When reforms
occur in times of crisis, there is a tendency to seize on the latest regulatory

fashion as the solution to last year's problems rather than as a preventative

against next year's problems.

Take Reforms One Step at a Time

Good regulatory systems are not built overnight. Most of the regulatory sys-
tems in developed markets are the outcome of several decades or more of
evolution. Most of these have undergone periodic reforms as crises have

exposed weaknesses in their foundation, approach, or structure. Some of

these reforms have taken years to bed down, while others have required con-
tinual refinement. These developed regulatory systems have had the luxury
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of time to build their base of skills and to learn fiom their mistakes as well as

fronm each other's mistakes. Most of the designers of these systems would

concede that there is still much to learn and mcre reforms to experience.

It is important to be realistic about what can be expected from regula-

tory reforms and, in particular, about the speed with which regulatory ben-

efits can be achieved. For example, applying a complex, risk-based regula-

tory approach focused on internal models to an insurance industry that is

still in its infancy might be intellectually appealing but would be counter-

procluctive to the development and stability of the industry. A more realis-

tic sequence would be heavily staged and might involve the following steps:

• Initial establishment of the accounting arid legal foundations

e Imposition of a simple solvency requirement while the industry

develops the actuarial and accounting skills to move to a more com-

plex solvency rule based on actuarial evalluation of liabilities

* Subsequent introduction of risk-based capital requirements for mar-

ket and credit risk

a Introduction of an internal models option, once the industry and reg-

ulator are sufficiently skilled to implement and monitor the risks

involved.

A sequence such as rhis could take a decadle or more. Although the

purists may become frustrated with the apparent lack of progress in a staged

approach, it is irnportant that the industry and regulator both have time to

come to terms with each stage of development before moving to the next.

Ultimately, each. reform that strengthens the regulatory system adds anoth-

er brick to the foundation of a stronger economy over time.
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