Regulation and control of the Financial system.





	The regulation of a financial system is a fine balancing act.  Explain and discuss. 





	Most people could appreciate that some form of regulation should be present in a financial system, indeed regulation is a necessary part of any major contributing industry in an economy; for example, the UK has had a monopolies and mergers commission for some years.  Yet to some it is not completely clear how difficult a task this regulation can prove to be.  In this piece I will endeavour to explain this quandary of regulation in the terms of a financial system, showing that regulation is indeed a necessary part of a well running financial system, although bringing with it some severe costs and fundamental problems.  Firstly, I will briefly define the role of a financial system in an economy; stating its objectives as an entity concerned with the progression of the economy as a whole and not as a separate body, external to the system, concerned with the primary objective of self-preservation.  I will then go on to justify the need for regulation in this financial system.  Demonstrating the forms which this regulation can take; whether being either prudential or economic controls.  Hence, explaining some of the problems which can occur should regulation of this kind not be present.  I shall then go on to explain some of the ramifications that these controls impose upon the economy and show that the regulating of a financial system can indeed be seen as fine balancing act.  In conclusion, I will attempt to derive,  through the explanation of the possible solutions and realistic options open to these regulators, ways in which the efficiency of the financial system is ensured and not compromised at the hands of over-jealous regulation.





	The basic role of a financial system in any economy is to help ‘facilitate payments’, which in the case of the UK involves the note-issuing authority; the Bank of England, Banks themselves and the monetary system.  These payments can involve either simple transactions, such as those from banks and current accounts, to highly contrived business sales in the worlds money markets and stock exchanges.  All are part of the running of a financial system.  On a more extensive level the role of a financial system involves the provision of society with saving and investment facilities.  The system must cater for the different savers and investors by providing them with various financial instruments; PEPS or Derivatives, which satisfy their differential needs.  It must also ensure an equity exists between the various options available to the various participants in the market, prohibiting any exploitation of or benefits to certain groups.  From these simple factors mentioned above the ramifications of a financial system are clear.  It enables the economy to run at a more proficient level than it would, should the system not exist; one could say that a financial system, through acting as a intermediary between lenders (savers) and borrowers (investors), engaging in portfolio transformation and reducing searching costs, increases the efficiency of an economy.  It should be realised that a smooth running financial system will not only provide rewards for those directly involved, such as the financial intermediaries and their clients themselves, but also help with the maintenance of the economy as a whole.  Financial systems can induce higher savings, investment and a better allocation of resources through increased competition, so in other words a well-running financial system accommodates growth.  However, there is one other fundamental element which is present in a financial system.  This is the obstacle of having to balance aggregate saving with aggregate investment, while also trying to maintain a “high level of activity”.  It is this problem of balancing factors facing a financial system and its regulators which is the concern of this piece.  


	The first type of regulation that can be present in a financial system is that of ‘Prudential controls’ and it is these that we shall deal with presently�.  The primary reason for prudential controls is that they enable a government to ensure that institutions and securities markets do not fail or become victims of fraudulent activity.  A government will try to ensure that an institution can honour its ‘commitments’; these being the payments to clients which will have to be made at future dates.  It is due to this form of regulation existing that, over the last twenty years, the holders of financial products have been compensated when their various financial institutions have failed.  Also, a government will try to ensure that the institution provides enough pertinent information for the consumer in order for them to make an informed and accurate judgement of the outcomes and risks of the securities they are investing in.  In most instances it can be said that it is not easy for consumers to evaluate, with any confidence, the quality of the services they are buying.  Products sold, which do not mature for long periods of time, are hard to put values upon until after payment is made and so reputations, which could have played a substantial role in the consumers initial choice, are no longer a relevant part of the decision process.  Finally, a government is obliged to ensure that an equity concept is present in the network to ensure that trading and sales are fair; no one party has an advantage over another.  The appraisal of financial institutions and their products is a highly technical process and so, in consideration of the layman, regulation of this nature acts as a form of standardisation in order to remove time-consuming and inefficient activities, if they could be carried out at all.  They also act to remove the various externalities created by a Financial System, such as spilling over of problems form one institution to another.�  One could say in conclusion that ‘Prudential controls’ are installed by the government in order to aid the consumer against any of the situations listed above.  They ensure that these problems faced by the consumer, such as non-payment of debts, either do not occur or are recompensed.  Without these controls market failure, fraud, non-commitment to debts, bad information, misconstrued risk appraisal and unfair trading would all occur�.


	So it is clear to see that regulation, in terms of the publics interests, is indeed not only beneficial, but necessary.  Indeed, as A.D. Bain says;





	“...where sound institutions are compelled to bear the cost of compensating for losses,


	there is clearly a strong case for avoiding failures in the first place.”


	(Economics of the Financial System; A.D. Bain; p. 271)





However, in a financial system there are also measures whose purpose is to aid the government itself and it is to these forms of ‘Economic controls’ that we shall now turn.  ‘Economic controls’ are forms of regulation which assist the government with its financial and economic policies.  For example, in order for a government to initiate monetary policy it may ‘restrict the activities of financial institutions’, in the main, banks.  The allocation of resources and assets can also be manipulated by  the use of fiscal measures.  A government, wishing to enhance a particular sector of the economy, may impose legislation upon an institution to give more favourable rates to certain groups of clientele.  There is also the question of competition, restrictive practices or monopoly power which a government may wish to amend, usually involving the limiting of freedom of a financial institutions, in order to improve a particular area of the economy.  Besides the above mentioned reason for ‘economic controls’, one should not forget that this form of regulation provides a government with an opportunity to receive indirect or direct tax-earning and hence this proves to be an important reason.


	This form of regulation can be either a legislation created by a watchdog such as the Monopoly and Mergers Commission (MMC) set up by the government or appropriate policies relating to certain areas of the financial system.  These policies are there to maintain an economic balance, to influence the allocation of resources and, if not most importantly, the stimulation of competition and all that it entails.  This form of regulation can also take the form of limiting the agreements and mergers of certain institutions.  The banking system is one section of the financial system which is almost sure to possess some form of regulation.  It may be ‘lending’ or ‘deposit ceilings’ or limitations on the quantity or value of financial assets they are permitted to hold, but there will be some form of regulation present.  However, it must also be said that the other areas of the system are affected as well.  Pension Funds and Insurance companies also find their freedom to invest greatly restricted; they may be legislated to purchase a certain amount of government securities while being limited greatly on other securities.  Limits may also be put upon their investments in foreign markets.  We have seen regulation to be some form of rationing device upon the various institutions in a financial system however this regulation can also be effective upon the consumer.  For example, the limiting of lending and credit availability, initiated after the credit boom of the late nineteen eighties.  Finally, one should realise that one of the fundamental reasons for the installation of regulation in a financial system is the maintenance of competition.  In particular involving mergers or acquisitions.�


	We have seen that both types of regulation are a necessary additions to an already enhancing  part of an economy.  However, to what extent should this regulation run.  We have seen the great benefits which a regulatory body brings to the economy.  There is no question of that fact.  But now we must turn our attention to the detrimental points of regulation and evaluate, constructively, the ramifications.  We will then see why regulation can indeed be seen as ‘a delicate balancing act’. 


	We will firstly take account of the those problems incurred by the implementation of Prudential and  Economic Controls.  There are four fundamental costs brought about by regulation which are of major concern to financial institutions as they alone are responsible for them.  These are;





-  Administrative costs of the SRO’s and the SIB.


-  Administrative costs of the compliance of the regulated firms.


-  The cost of dedicated capital to comply with requirements.


-  Contributions of funds needed to compensate failure.


-  Loss of competition


-  Instability due to lack of diversification


-  Loss of comparative advantage over foreign competitors


-  A moral hazard





	The first cost; the Administrative costs of the SRO’s� and the SIB� are not so much a problem as they are not such a major cost.  However, for those firms which are relatively small in terms of the huge multinational corporations they can prove to be a cause for concern.  For these smaller firms the membership to FIMBRA� is seen as a material cost.  The second cost; Administrative costs of the compliance of the regulated firms pose even greater a threat to the solvency of even the large institutions.  For some large banks the compliance costs can run to several millions of pounds.  Some institutions have considered trying to skip- round the rule book  by utilising compliance officers.  This itself, proving in the main to be of little use, is also an additional cost which could be done without.  Costs deriving from the regulation of capital are one of the more plaguing issues.  This regulation is derived upon the particular institution’s exposure to risk.  For Securities Houses risk is applied through what is called Position risk.  This is the difference between the realised value of the asset compared to what it is valued at in the houses books.  Also, an extension to this, is the question of counterpart risk.  This comes from the fact that the client may not honour his obligation to the institution leaving them more open to a greater position risk.  Also, capital costs must be thought of in terms of portfolio diversification because obviously the greater the security is diversified the less risk will be present.  Capital requirements can be seen as a great brunt which most institutions in a financial system have to bear.  It has been noted that they can act as a barrier to entry to this area of the financial services industry.  The forth and possibly one of the most commented upon costs of regulation, is the case for compensation.  We have already seen that financial institutions are held responsible for self-failure and are obliged to compensate for this by holding funds for this specific purpose.  It is these funds or reserves which sit idle in an institutions coffers pending the failure of an institution which can be seen as a burden upon them.  Obviously, it acts as a limitation in terms of their investment capital, but, more importantly, can also be seen as restricting possible R&D programs or industry or sector development.  This then introduces point 5.  Since the protection from failure can not only take the form of contributing funds, but in most cases will also mean that certain legislature will function as barriers to entry.  Obviously, this has the effect of reducing competition and hence will then give the established institutions a greater market power.  It should be clear that regulation, in some cases, has the effect to prohibit certain activities, which in itself then can lead to costs 6 and 7.  Since greater diversification usually stands for a more stable financial system (FS), any prohibition of such will then, obviously result in less stability. Further, if certain activities are prohibited, which are legal in other FS, a loss of comparative advantage for the regulated institutions occur and so further destabilise the system.  Finally for point 8, just as it is know from the insurance market, the possibility of a moral hazard has to be taken into account. Due to the fact that possible institution failures are being covered by regulation, some FS-participants may undertake riskier activities than under the situation of none protection.  


	In terms of Economic Controls one can see that the repercussions are also of some consequence. Most forms of Economic Controls entail either a limiting or restriction of such occurrences as monopoly power or mergers.  Albeit, that these controls are only temporary tools for the government, as the financial market will evolve to surpass them, they are still a cause for concern.  These controls, in the main, tend to weaken competition and stifle the development of sector industries.  We have already seen them to be tools concerned with the limiting of institutions, but also when considering such policies as subsidies we still see detrimental effects.  Subsidies, when paid to some institutions, yet not others, causes great disadvantages to companies in terms of competitiveness and can be seen as another controversial factor in the implementation of Control Policy.  At this point, it should be mentioned and cannot be stressed enough, that this regulation is present not without good cause.  No matter how good the regulation appears to be the threat of failure or fraudulent activity can never be totally ruled out.  It is for this reason that when detrimental circumstances occur such questions as who should pay for the loss arises the idea and implementation of a compensation fund becomes apparent.





	We have seen that Regulation is of a consumer orientated nature, in that it is primarily geared to serve their own best interests.  Yet in doing so brings with it some unpropitious issues.  We have seen the need for Regulation to be a valid one.  We have also seen the ramifications to the various institutions  of the installation of such control to be hindering and in fact in some cases even counterproductive.  It is because of this dilemma that one is faced with as whether to legislate or not that Regulation can be seen to be a delicate balancing act.  This quandary of Regulation is set by the fact in that the extent to which this regulation goes is sometimes considered to be too far in order to supply the required level of control yet there is always a definitive reason for its emplacement.  When it comes to the problem of Optimal regulation it becomes quite clear that the regulation of a financial system cannot be done to hastily.  It must be thought of with care and precision in that hasty ideas can cause big problems as we have seen.  There seems to be a fine balancing or middle ground which has to be found that will enable the economy to be able to function without the threat of fraud or failure yet also not limit the economy in terms of growth development and competition.  In effect it should fulfil the following criteria; 





	“Regulation of the financial system that is beneficial to the extent of reducing the costs of 	negative externalities, such as those seen above, yet allows for the effective monitoring of 	financial institutions and the prevention of fraud.” (lecture handout; 30.10.98; Ash Mahate)





Only once this criteria has been achieved can the Regulation in question be considered  as being appropriate, efficient and successful.





Appendix 1





	When talking about prudential regulation, one should concern him-/herself with the question of whether this should take the form of self-regulation or statutory regulation (StR)�.


Up until the Financial Services Act of 1986, which was inspired by the Gower Report, the British FS was mainly self-regulated. It was then that a compromise between the two forms of prudential regulation was introduced.


	But what exactly are the advantages and disadvantages of self-regulation over legislative controlled regulation?


	Due to the nature of self-regulation (SR), it should be obvious that any changes or decisions can be reached quickly and hence regulation will stay according and appropriate to the requirements of the FS.  In a statutory framework, on the other hand, any change has to be made via a ‘complicated’ and time consuming legislative approach.  This then leads the reader to the next advantage of SR.  It is carried out by knowledged and experienced participants of the FS and hence rules out the risk of legal battles, since the regulation then is based on the consent of the regulated.


As for the disadvantages one could say they are threefold:


The most severe and probably most used argument against self-regulation is the danger of regulatory capture.  Or to put it differently the fear of self-regulatory bodies overly representing their interest. this obviously would be counterproductive to the original purpose of consumer protection.


Largely connected with point 1 is the danger of self-regulation leaving certain areas untouched, due to point 1, and hence regulation could turn out to be not as comprehensive as it would be under StR.


When talking about the advantages of self-regulation, one of points was the fact that legal disputes were outruled, since the regulation was based on the consent of the regulated.  On the other hand, there is the potential problem of a lack of consent, due to the number of participants in the process, which then, obviously, would result in non-comprehensivness of the system.





Appendix 2





A simplified version of the Financial Services Act of  1986:


� EMBED Word.Picture.6  ���
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� For a further analysis of prudential regulation see Appendix 1.


� One should note further, not only the consumer benefits from regulation but also the regulated institutions, since regulation can sometimes function as a barrier to entry and hence will protect the already existing participants from further competition.


� These prudential controls appear in a very straight-forward manner; they are all derived from Acts of Parliament. These controls are all encapsulated in legislation from four regulatory bodies which deal with the specific regulatory needs.  There is the area of banking which is covered by the ‘Banking Act 1987’ with the governing body being the Bank of England.  Building societies conform to the ‘Building societies Act 1986’ monitored by the Building societies commission.  Insurance under the ‘Insurance Companies Act 1982’ which falls under the careful eye of the ‘Department of Trade and Industry’ (DTI)and finally the ‘Financial Services Act 1986’ (see Appendix 2) which covers the investment industry which consists of departments such as the Securities and Investment board (SIB), Self-regulating Organisations(SRO’s) and Recognised Professional Bodies (RPB’s).


� In terms of the UK, competition will be enhanced by the imminent employment of the miscellaneous parts of Monetary Union, and so regulation is to an extend exogenous to the British government.


� SRO: Self-Regulating Organisation


� SIR: Securities and Investment Board


� FIMBRA: financial intermediaries, managers and brokers regulatory authority


� statutory regulation is regulation controlled and formed by the means of legislature.
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