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ABSTRACT

The  evolving  transnational  supervisory
arrangements do not fully address the existing
asymmetries in  institutional  arrangements.
Seeking to broad base the unrepresentative
arrangements to include the developing countries
in the standard setting process and thus enhan-
cing the universality of supervisory standards

remains a major challenge.

INTRODUCTION

The nced for an international supervisory
framework arises from the globalisation of
banking business — the fact that ‘the juris-
diction of national regulators is smaller
than the geographical business arca of regu-
This global
rcach of domestic business and vice versa
has systemic implications for both host and
home countrics. With greater access to
international markets being  ensured by
recent international initiatives, domestic/
intcrnational financial institutions, national
supervisors, investors and rating agencics

. . . . 1
lated financial institutions’.

are driving the development of global stan-
dards based on international benchmarks
and best practices. Ongoing intcrnational

efforts towards development of minimum
standards and harmonisation have come
into focus following the renewed interest
by policy makers in bank soundness. The
reasons for the same are not too far to
scek. Driven by the twin forces of liber-
alisation and innovation, thc financial
landscape has witnessed a virtual meta-
morphosis over the last three decades. This
has resulted in a substantial increase in the
importance of the financial sector: permit-
ting the channelling of a greater quantum
of investible resources and their allocation
into high productivity outlets, promoting
faster routes of growth and sounder eco-
nomic development. On the flip side, how-
ever, this transformation of thc financial
marketplace has extended and tightened
linkages across markets and institutions,
increased the uniformity of the information
sct available to economic agents and
encouraged greater similarity in the assess-
ment of information. This, in effect, has
meant that weaknesses in the financial
system can have serious and far more dis-
ruptive cconomic ramifications than was
previously the case and engender contagion
effects cxtending well beyond national
boundarics.> Evidence in support of the
same both at the international and national
levels abound. The Mexican crisis of 1994—
95, the East Asian criscs of 1997-98 and the
more recent crises in Argentina  and




Turkcy arc ample testimony to this fact. At
the national level, the banking crises in
Nordic countries in the 1980s and 1990s,
the problems in Philippines and Korean
banking systems in the 1990s (and the near
panic at the time of the Long-Term Capi-
tal Management (LTCM) affair) and the
financial bubble in Japan whose costs are
felt even at present deserve mention, for
which the weaknesses in the application of
prudential standards by banks and the inef-
ficacy of the supervisory framework were
cited as one of the main causes (Table 1).

In the absence of any international finan-
cial regulatory body with a mandate from
the nations, the Bascl Committee of Bank-
ing Supervision (BCBS) from the G10
countrics has been proactively engaged in
the task of developing standards and
enhancing coordination and cooperation
among national supervisors.

Efforts at harmonisation in banking reg-
ulation and supervision have been rendered

Table 1. Costs of financial crises

Country Period Cost (%
of GDP)
Argentina 1980-82 55
2001— 2
Chile 1981-86 42
Finland 1991-94 11.2
Norway 1937=95 8.0
Indonesia 199729 55
Japan 1990=59 24
Malaysia 1997-98 16.4
Mexico 1994-97 19.3
Philippines 1981-87 7
South Korea 1997-98 28
Thailand 199798 34.8
USA (S&L) 1984-91 820
Turkey 2000~ 30.5

Source: Caprio, G. and Klingebiel, D. (2003)
‘Episodes of Systemic and Borderline Banking
Crises’, available at www. worldbank.org/
rescarch datasets

overtly complex by the diverse range of
practices in implementing capital adequacy
standards, loan loss classification and provi-
stoning, difterences in the legal and institu-
tional frameworks and the wvaried
accounting standards and fiscal regimes in
which banks in different countrics operate.
One basic duality is the broad division of
the international banking system into those
banks which have been following such
standards (and thus, those which conform
to ‘international best practice’) and thosc
that have only recently begun aspiring
towards attaining such standards. This dua-
lity has, in its wake, led to the call for
development of differential standards for
sophisticated and less sophisticated banks,
internationally  active and  domestically
active banks and as a corollary, to devel-
oped cconomics and developing/emerging/
transition cconomies. The forerunner of
banking standards, the Capital Accord of
1988 madc a distinction between interna-
tionally active banks and other banks,
while the New Capital Accord speaks, in
addition, of a class of sophisticated banks to
which international standards could be
applicable.

The work of the Bascl Committec,
which has taken a lead in the promotion
and harmonisation of banking standards,
has focused primarily on G10 countrics and
their intcrnationally active banks. Such a
structurc tends to lead to a sort of ‘Stackel-
berg equilibria’ wherein decisions based on
practices in devcloped countries spill over
onto cmerging countrics. Given  that
national circumstances in developed econo-
mies are often quite at variance with thosc
in emerging cconomies, this might cngen-
der a Parcto-inferior outcome for the latter.
The reasons for the G10 concentric struc-
ture of bank supervision effort at the inter-
national level arc not far to seek. First, it
has been argued that over 80 per cent of
global banking asscts rest with banks incor-
porated in these countries. Consequently,
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supervisory focus of banking systems in
these countries would nced to be a priority
agenda.  Sccondly, with  state-of-the-art
imformation technology being used by
banks in these countrics, it was bclicved
that a proactive approach to banking super-
vision in these countrics would nccessarily
stave off any failures and also addresses the
dangers of contagion arising thereof.

While these facts might have had a fair
degree of credibility in an autarkic world,
the inference may not be as sacrosanct at
present. Recurring crises over the past two
decades in both the developed and devel-
oping world have provided graphic cvi-
dence  of the fact that, given the
globalisation and universalisation of bank-
ing opcrations, the onsct of banking criscs
can impact the banking systems in both the
home and host countries in equal measure,
cither directly or cven indirectly, through
contagion cffects. And since banking criscs
arc morc difficult to predict accurately and
have far morc devastating cffects on the
macrocconomy,3 proactive supervision of
banks in developed cconomics while neces-
sary, is not sufficient to prevent failures.
And increasingly, with both international
and domestic banking systems coming
under the same regulatory umbrella and
the growing interest in adoption of inter-
national standards being shown by the non
G10 countries, the distinction between
‘internationally active’ versus  ‘domestic’
banks, on the onc hand, and ‘sophisticated’
and ‘less sophisticated’” banks, on the other,
could ccase to have the same relevance as
in the past. While banking systems across
countrics have cxhibited an clement of
convergence in the adoption of capital
standards, howecver, the harmonisation in
the institutional, legal and fiscal infrastruc-
turc in different countries has not materia-
lised as yet. For instance, a survey
conducted for 129 countrics participating
in the ninth International Conference of
Banking Supervision showed that in 1996,

morc than 90 per cent of the 129 countrics
appliecd Bascl-like risk-weighted  capital
adequacy requircments.*  The  approach
taken by several developing countries has
been not to call for differential standards,
but to scck a grcater transition time to
cvolve to attaining these standards and to
scek a degree of flexibility in the rules gov-
crning best practices, which internalise
country-specific featurcs. In fact, scveral
supervisory authorities have argued for the
casc that national supervisors may be given
discretion to implement the new Accord,
in a phased manner by banks which are
not intcrnationally active and arc engaged
predominantly in traditional banking.
What nceds to be sought is a greater say
by the devcloping countrics in  transna-
tional cfforts in the framing of the harmo-
nised standards (regulation) and the
monitoring of their implementation (super-
vision).S

THE INSTITUTIONAL FRAMEWORK

There are two particular types of govern-
ment networks that are most relevant to
global cconomic issucs. The relatively
formal type of network is composed of
transgovernmental  regulatory  organisa-
tions. The second, less formal type of net-
work 1s  formed through agreements
between domestic regulatory agencies.

The Basel Committce on Banking
Supervision (BCBS) serves as a perfect
example of the more formal type of net-
work. The central bank governors of the
G10 countrics cstablished the Basel Com-
mittee in 1975. As the name suggests, this
is only a committee of the G10 countries
(which includes Belgium, Canada, France,
Germany, Italy, Japan, Luxcmbourg, the
Nectherlands, Sweden, Switzerland, the UK
and USA), which was constituted by the
central bank governors. The BCBS is not
an intcrnational organisation and its consti-
tuents are not member states, but represen-
tatives of their respective  supervisory




organisations and central banks. It has no
legal standing, lacks a formal charter of
incorporation, cannot cnforce its contracts
and its decisions do not havc legal back-
ing.® Instead, it cxploits its links with the
national supcrvisors and the regional
groupings to propagatc and cnsurc compli-
ance. It has limited budgets and staff and
no headquarters of its own, with the secre-
tariat being located on the premises of an
international organisation, the Bank for
International Settlements (BIS). This umbi-
lical cord gives the BCBS surrogate inter-
national status but in actuality, the BCBS
is independent of the BIS and its decisions
are not required to be ratified by the latter.
Onc probable reason why the two have
not integrated is the fact that the BIS is a
club of central banks, whereas rccent evi-
dence in scveral countries is a pointer to
the fact that the banking supcrvision func-
tion, cspecially in developed economics, is
being divested with a scparate agency.’

Despite the fact that thc Committee is
entirely G10-centric in composition and
has only recently increased its consultation
with other non-member countrics, it has
acquitted its role as a standard-sctter for the
rest of the world fairly successfully. This is
attributed to the approach of ‘Hexibility’
and ‘national discretion’,® but then this is
possibly the only approach which could
have evolved, when the standards arc being
put out by a ‘club’, which has limited legal
mandate across nations.

Even though supervisors are implement-
ing the standards of the Bascl Committee
across the globe, this has not mitigated or
prevented financial crises.” One of the
reasons ascribed for this is the failurc of
national supervisors to apply international
best practices and the failure of the interna-
tional community to monitor the compli-
ance of countrics with these practices. The
view from the GI10 as enunciated by
Davies,'? is that, ‘there is a need to enhance
supervision, particularly in economics open

to capital flows, and to strengthen compli-
ance with internationally agreed best prac-
tices’.  He argues that the club-like
approach of the BCBS, which depends
upon a ‘gentlemanly compliance’ with its
rules and provides for a peer review based
on informal contacts, breaks down when
some members of the club ‘do not apply
the rules or where therc arc marked incon-
sistencies in the way countrics apply them’.
This failure, in his opinion, is attributed to
the fact that ‘the groups of supcrvisors
themselves do not have the basis on which
to enforce rules among their voluntary
membership ... the BCBS has tried hard

to reach out beyond its membership,
but does not have the mandate to do so.
So, the last two years have scen a growing,
albeit far from complete acceptance by
supervisors ... that the standard sctting
role of these bodies needs to be comple-
mented by assessing compliance with these
standards, and these arrangements need to
go beyond peer review, which has been
only modcstly successful.’

While standard sctting and disseminating
international (rcad G10) best practice has
been the major contribution of the BCBS,
it has not been inclined to assumc the role
of monitoring implementation, plcading a
lack of resources and mandatc for the pur-
pose. It could cven be argued that the
BCBS was not designed for this role,
becausce its initial approach had been con-
fined to designing minimum standards, the
application of which was intended to be a
national choice. The move from coordina-
tion and cooperation to harmonisation and
synchronisation is both rccent and subtle.
In the earlier approach, enforcement of
standards was a national choice, and, in
part, influenced by peer pressure. Increas-
ingly, however, enforcement of the Bascl
standards is being influenced through the
surveillance mechanism of the IMF. The
IMF and the World Bank have been
closcly involved with the recent work of
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the Bascl Committee, both in designing
standards and in monitoring country com-
pliance with the same.!’ This is most evi-
dent in the role being played by them in
the development, promotion and applica-
tion of the framework of the Core Princi-
ples for Effective Banking Supervision. Thesc
institutions were instrumental in the design
of the framework, and also in the develop-
ment of the revised assessment methodol-
ogy for quantifying thc compliance and
making cross-country comparisons. How-
cver, their most significant contribution to
the Core Principles exercise will be that of
the external assessor for member countries
of their compliance with the Principles,
which is being undertaken under a broad
‘financial stability’ objcctive. Mention may
be madce that the Financial Sector Assess-
ment Programme (FSAP) was launched
jointly by the IMF and the World Bank in
May 1999. The FSAP has been designed to
address scveral issues, including the nced to
focus on and strengthen the carly detection
and identification of financial sector vul-
nerabilities, asscss obscervance and imple-
mentation of standards, and to develop
appropriate policy responses to weaknesses
in financial systems. Assessments under the
programmec cncompass a wide range of
issucs including the macrocconomic envir-
onment, the regulation, supcrvision and
soundncss of financial systems, financial
markets, systemic risks in payment systems
as well as institutional and legal arrange-
ments for crisis management.'”

Against this background, it may be
noted that the scope of IMF surveillance
has been expanding from exchange rate
policics and structural areas into financial
sector policies (banking supervision, deposit
insurance and financial sector regulation).
Onc of the reasons behind this shift is the
increasing incidence of financial crises, in
terms of breadth, severity and frequency.'
In particular, the Asian crises have focused

attention on the potential for external criscs

to be precipitated not only by traditional
macroeconomic failures, but also by struc-
tural weaknesses in the financial sector,
aided by lax supervisory practices. And, as
a part of this, the IMF has bcen monitoring
country compliance with international
standards in this field. A rccent report
which evaluated the Fund’s surveillance,
recommends that ‘outside the Fund’s core
arcas ... monitoring international standards
should to the maximum extent possible be
delegated to other international institutions
or associations with the necessary expertisc,
with the Fund, because of its existing sur-
veillance role, acting as a clearing house for
information”."* This is a view shared by
Davies,'”” who, in his discussion of the
international compliance assessment work,
observed that ‘in the case of banking super-
vision ... therc arc some doubts whether
the Intcrnational
(IFIs) have the records they need to com-
plete the job’.

Despite  these reservations about the
capacity and mandatc of the international
financial institutions to do this job, rccent

Financial Institutions

developments however indicate that the
role of the Fund in the exercisc of financial
sector surveillance (especially bank supervi-
sion and regulation) would only be increas-

16,17 ~
»1" As mentioned

ing in the coming years.
before, the critical role assigned to the
IMF/World Bank in monitoring country
compliance with the Core Principles and its
integration with the FSSA/ESAP is one.
Sceptics have observed, howecver, that it
might be difficult for the IMF and the
World Bank to combine their rolc as
policy adviser with that of impartial asses-
sor.”® While the positive fallout of public
assessment of compliance remains unques-
tioned, cspecially for rating agencies, supcr-
visory authoritics, standard-setting bodics,
besides the Fund and the World Bank, not
to mention their utility to the national
authorities in designing and carrying
through programmes to strengthen finan-
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cial systems, ‘the full benefits from publica-
tion [can| only be obtained when there is a
critical mass of countries agrecing to pub-
lish; and if the assessment contains enough
details and judgement for comparable
quantitative as well as qualitative conclu-
sions to be drawn’.'”

In view of the above, in recent times,
demand is also being placed upon the Fund
to develop macro-prudential indicators
(MPIs) derived from the aggregation of
institutional data in the financial scctor.?
These MPIs arc cxpected to serve even-
tually as benchmarks for purposes of cross-
country comparability and hence feed back
into the standard-setting exercise. While
such activity is underway, the scope of
MPIs is being widened to encompass what
arc termed as financial soundness indicators
(FSIs). While MPIs scck to provide an
assessment and monitoring of the strengths
and weaknesses of the financial system,
FSIs arc aimed at monitoring the health
and soundness of financial institutions and
markets and of their corporate and housc-
hold counterparts. Two scts of FSIs have
been proposed, a ‘corc’ set, which is
broadly comparable across countrics, and
an ‘encouraged’ sct, which is more coun-
try-specific in naturc. The FSI data set
therefore aims to serve two purposcs: first,
it secks to develop a set of indicators that
are broadly comparable across countries
(the ‘corc’ sct), which is possible if coun-
trics adhere to internationally agreed pru-
dential and  accounting  standards; and
secondly, it allows for internalisation of
country-specific vulncrabilities by promot-
ing the development of an ‘encouraged’ set
of indicators. Unlike the MPIs therefore,
this sccks to avoid the ‘one-size-fits-all’
approach and provide flexibility in the
sclection of indicators.!

A practical problem in applying interna-
tional standards of supcrvision to develop-
ing markets is that these standards need to
be tailored to suit country-specific charac-

teristics. For example, the Basel Committee
standards for prudential norms and super-
vision of commercial banks were designed
for banks operating in industrialised coun-
trics with developed financial markets and
efficient legal systems, which could posc
problems if applied to developing markets
where financial markets arc not so well
developed. Similar problems arc likely to
arise in other areas where standards alrcady
cxist, such as the opcration of sccuritics
markets and in insurance. With the compo-
sition of these standard-setting bodies being
weighed in favour of industrialised econo-
mics, recognising specific features ot devel-
oping country markets is at a premium.

To sum up, the cfforts to upgrade the
regulatory and supervisory systems in
developing country markets arc likely to
result in greater transparency and flow of
information, resulting in improvements in
the functioning of financial markets. The
argument would need to be treated with
caution, however. First, the introduction of
a sound supervisory systcm is no guarantec
against a financial crisis — criscs in various
developed country markets with otherwisc
sound supervisory sctup is ample testimony
to this. Sccondly, there is a growing body
of thought that opines that the focus of
supervision should move away from pru-
dential norms and towards cnforcement of
comprchensive risk management systems in
banks. Supervision would then focus on
the adequacy of risk management systems
in each bank. Not only is it utopian to
define a ‘common international standard’
for such an approach, however, but the
fact also remains that risk management
practices differ widely across the developed
and developing world: a ‘sophisticated’
approach for developing country banks
might turn out to be ‘mcchanical’ for
industrialised country institutions.

The UN Committee on Development
Planning mooted the creation of a World
Financial Organisation — a supra-national
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body excrcising supervisory powers over
the financial The G7 countries
opted for a more modest alternative of

scctor.

bringing together national authoritics of
the G7 countries and other major inter-
national institutions and other concerned
institutions in a Financial Stability Forum
(FSF), with representatives from the IMF,
World Bank, Bascl Committee, IOSCO,
[AIS and three representatives from each of
the G7 countrics. Developing countries,
howecver, have not been included in the
Forum at present though it is cxpected to
include some emerging economies at a sub-
sequent stage.

Meanwhile, current rules of global
finance have cxacerbated injustice between
income groups through offshore financial
centres (OFCs). Sceveral jurisdictions across
the world offer low taxation and high con-
fidentiality that arc mainly geared towards
high net-worth individuals. It has been csti-
mated that, for sclected OFCs, on balance
sheet OFC cross-border assets reached a
level of US$4.6trn at end-June 1999 (about
50 per cent of total cross-border assets), of
US$09trn  in  the Caribbean,
US$1trn in Asia, and most of the remain-

which

ing US$2.7trn accounted for by the inter-
national financial centres, namely London,
the US International Banking Facilitics
(IBFs), and the Japanese Offshore Market
(JOM).**The supervisory standards in these
OFCs vary from non-existent to first-
The  better-regulated
increasingly sce their own self-interest as

class.” centres
being to achicve full compliance with
international regulatory standards. The
Financial Action Task Force (FATF) has
explored ways to halt criminal moncy
laundering through offshorc finance and
the OECD Committee on Fiscal Affairs has
since 1998 undertaken some initial steps to
combat tax cvasion in these centres. The
Financial Stability Forum,
Working Group on Oft-shore Centres, is

through its

beginning to give a strong push in this

direction and devising incentives for com-
pliance.

Thus, the cvolving scenario for interna-
tional supervisory arrangements is poisced
to have two major components:

— The 12-member Basel Committee for
Bank Supervision which represents the
developed world, and which doces not
have any intcrnational mandate for the
development of standards but has been
doing so successfully by  partly
following the democratic process of
consultation;

— The IMF (and the World Bank), which
have a wide membership, but the deci-
sion-making  process tends  to  be
weighed in favour of the developed
countries.”* These institutions are being
increasingly involved in the cnforce-
ment of the Basel standards through the
excrcise of assessing country compliance
with the Core Principles (and
potentially thc rating of supervisory
regimes).

thus

The emerging transnational

arrangements are set to be dominated by

supervisory

two bodics, with convex combinations of
representativeness.  Of
course, the regional association of bank

democratic  and

supervisors could also emerge as a prominent
player in the standard-setting exercise by its
channcls of intcraction with the BCBS, but
this depends on how well these are organised
and activated in the coming years. And,
with consolidated supcrvision being  of
major concern to bank supervisors and the
trend towards creation of ‘super-regulators’,
coordination with the Intcrnational Associa-
tion of Insurance Supervisors (IAIS) and the
International Organisation of Sccuritics
Commissions (IOSCO), which are also
clubs like the BCBS, but have wider
membership which include the developing
countries, will also be important com-

ponents of the framework.
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Since 1996, the BCBS, IAIS and 10SCO
have convened a Joint Forum on Financial
Conglomerates to promote cooperation
between banking, securitics and insurance
supcrvisors, given that global financial
cooperation increasingly operates across the
three scctors. In accordance with its 1996
mandate from its three parent organisa-
tions, the Joint Forum reviews various
means to facilitate the exchange of infor-
mation  between  financial  supervisors
within their own scctors and between
supervisors in different scctors. The Joint
Forum also cxamines ways to enhance
supervisory coordination and is working
on devcloping principles towards the more
effective supervision of regulated firms
within financial conglomerates. Another
initiative along these lines, the Ycar 2000
Network — a creation of the Basel Com-
mittee, the BIS Committce on Payment
and Secttlement Systems, IOSCO and IAIS
— aims to ensure a high degree of atten-
tion to Yecar 2000 issues within the global
financial supervisory community. The
Year 2000 Network shares information
regarding rcgulatory and supervisory stra-
tegics, discusscs contingency measures, and
serves as a contact point for national and
international private sector initiatives.

These transgovernmental regulatory net-
works are engaged in a new kind of inter-
national law making which is not treaty-
based, but rather is rooted in agreed prac-
tices that arc shared among the networks’
members. Therc are no binding treaties —
these practices are, in a sense, like free soft-
ware downloadable from the internet. The
‘nationalisation’ of international law occurs
when practices shared by the networks
become institutionalised within individual
member states.

Another transgovernmental governance
of global finance has emerged in recent
years through the World Trade Organisa-
tion (WTO). The Uruguay Round of
intergovernmental trade talks (1986-94)

produced the General Agreement on Trade
in Services (GATS), which extended multi-
lateral liberalisation of international com-
merce, inter alia, to finance. Since 1995, a
WTO Committee on Financial Services
has overseen the operation of GATS in
respect of finance. In 2000, the WTO
launched further multilateral negotiations
on trade in scrvices, including in the finan-
cial arca. The schedule of specific commit-
ments of each member involves a positive
listing of sectors/sub-scctors and modes of
supply where the member desires to under-
take specific commitments. Those which
are not listed, arc not subjcct to any com-
mitments. Besides, even in the listed sector/
sub-sector and any particular mode, mem-
bers may keep the commitments as
‘unbound’, which implics no commit-
ments. In the listed sectors/sub-sectors and
modes of supply, where they take some
commitments, members can schedule somc
limitations on market access, national treat-
ment and on additional commitments as
permitted under relevant provisions of
GATS. Thus, there is considerable flexibil-
ity provided to members under this
approach. Some developed countrics have
been advocating the inclusion of prudential
norms within the ambit of GATS. Such
commitments, once included, arc likely to
have two major fallouts: first, it would be
binding on countries to comply with them
within their national jurisdictions, and scc-
ondly, it would be irreversible.

The more informal type of transgovern-
mental network 1s created through agree-
ments  between  domestic  regulatory
agencies. The Memorandum of Under-
standing (MoU), the fastest growing inter-
national legal instrument in the last decade
or so, serves as the basis for this typc of
network. MoUs, in essence, are agreements
between regulators in specific and discrete
subject areas that do not carry legally bind-
ing burdens. Representative examples of
MoUs come from two US regulatory
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agencies — the Securities and Exchange
Commission (SEC) and the Justice Depart-
ment. The proliferation of MoUs between
regulatory agencies results from their flex-
ibility and specd — they arc frequently
informal in tonc, often avoiding legalistic
language, while specifying modes of coop-
cration, information sharing and establish-
ing a framework for ongoing networks.

IMPLICATIONS FOR POLICY REFORM

A surprising fcature of the cevolving
arrangements is that despite their gracious
inclusion in the bits and pieces, developing
countrics remain on the fringes of the
transnational arrangements. Flagging this as
an ‘over-arching’ issuc in the arrangements
of financial cooperation in the new millen-
nium, Jalan® has succinctly observed ‘the
rccent moves to involve developing coun-
trics morc closcly in the discussions on the
New Financial Architecture are, therefore,
welcome. But these efforts have not yet
gonc far enough. The institutional arrange-
ments for decision-making on the new
financial architecture still remain too hcav-
ily weighted in favour of industrial coun-
trics.’

Given the increasingly shared concern
for some degree of convergence in stan-
dards and the attempts being made to cmu-
latc  intcrnational best  practices, bank
supervision will remain centre-stage  for
some time. While the consultative process
which is being followed by the BCBS and
the voluntary adherence of its norms is
indecd an exemplary model of transna-
tional arrangements, it has so far not really
been tested.

As Davics™ has pointed out, it is the fact
of voluntary membership and the lack of a
mandate that has led to the BCBS not
being able to enforce its rules. As a conse-
quence, there is a pressing need at the inter-
national level to take a fresh look at the
institutional  structurc  of  international
financial regulation.

The simplest way forward is, of course, a
gradual expansion in the membership of
the BCBS by taking in some non-G10
countries as its members which have
demonstrated their keenness and ability to
adopt intcrnational best practice and to
shape the intcrnational agenda. Alterna-
tively, the countries chairing the Regional
Groupings could also be included as mem-
bers. Since the Chair rotates among
member  countrics, this would provide
increased  coverage in representation.
Another more drastic variation could be
that the BCBS be replaced by a full-fledged
body of International Bank Supcrvisors
with membership of all nations, which
would sct standards and monitor compli-
ance through empowered committees, like
the IOSCO has done. The IOSCO too is a
‘club’ likc the BCBS and the IAIS, but has
around 150 member countrics and operates
through several committces whercin the
Chair is rotated. IOSCO’s members come
from a variety of different places, including
national securitics commissions, stock
exchanges and international and regional
organisations. I[OSCO focuscs primarily on
encouraging the development of common
accounting standards that issuers of sccuri-
tics can employ to offer stock in multiple
countrics without having to comply with
the separate disclosurc requirements of cach
(Tablc 2).

Another variant could be that the BCBS
as it exists, with some representation from
the non-G10, could be responsible to a
larger body. The larger body could be the
rcgional groupings of national supervisors,
with each of these being represented on the
Committee. Alternatcely, it could be a body
like the IMF, which already has a member-
ship of nations, a stake in financial sector
surveillance and which is devcloping skills
in bank supervision.

Probably what is more crucial at this
stage 1s not the final solution but simply
the fact that the membership issue needs to
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Table 2.

regulation and supervision

Key standards in financial

Area Key standard Issuing
body
Banking Core Principles  BCBS
for Effective
Banking
Supervision
Securities Objectives and ~ IOSCO
Principles of
Securities
Regulation
Insurance Insurance Core IAIS
Principles
Conglomerates Supervision of Joint
Financial Forum

Conglomerates

be brought to centre-stage. This dcebate
will also Icad to a focus on the need for a
clarity of roles among the different inter-
national bodies which are now involved in
some manner with the supervision of the
financial sector and lend strength to the
Bascl Committec’s role as standard sctter.
The globalisation of banking opcrations
and the attendant crises have meanwhile
shifted focus to what is popularly called the
‘international  financial  architecture’.”’
Attention has come to be focused on three
interdependent scts of issues: crisis preven-
tion, crisis management and crisis resolu-
tion. Commentators have suggested a
gamut of solutions to tackle the problems.
With respect to crisis prevention, a propo-
sal has been advocated to establish an inter-
national super-regulator. As for crisis
management, rccent suggestions include
the crcation of an international authority
for insuring international investors against
debt defaults.®™ And finally, in the arca of
crisis resolution, there have been sugges-
tions regarding the constitution of a global
restructuring agency and an international

bankruptcy court. As is cvident, the range

of proposals is varied, covering diverse
arcas, ranging from creating a new body
for international regulatory oversight to an
international lender of last resort, to inte-
grating all the cxisting clubs and bodics
What
should not get lost in the debate is that the
bank supervisors from dcveloping/cmer-
ging cconomies need to have a greater

i 29
under an umbrella organisation.

representation in the final format, since
eventually the responsibility for the sound-
ness and stability of the banking system is
ultimately placed at their doors.

While the debatc may have begun on the
evolution of the ncw supervisory architec-
ture, a prominent question that has come to
the forefront has been the role of the official
versus the private scector in dealing with
financial crises. The large official support
packages of the late 1990s (US$48.8bn for
Mexico in 1995, US$17.2bn for Thailand in
1997, US$42.3bn for Indonecsia in 1997,
US$58.4bn for Korea in 1997 and subsc-
quently, US§41.6bn for Brazil in 1998)
prompted critiques that such public support
crcated moral hazard. The bilateral contri-
butions for Korca and Indonesia were only
a ‘sccond stage backup’. The inadequacy of
the financing provided in East Asia has been
identified as onc of the reasons why the
IMF programmes did not succeed in stabi-
lising the situation in the initial stages.”
With the role of the IMF fairly circum-
scribed duc to its usable resources (around
US$150bn) being well short of the external
debt of developing countrics, estimated at
well over US$2trn,”! observers have sug-
gested that there should be more ‘private
scctor involvement’ in financing crises™>>
and in the same vein™
improving

have advocated

crisis  resolution  mechanisms
through changes in the law governing pri-
vate debt contracts, or through officially
sanctioned standstills as a way to resolve
investor panics. A morc recent proposal for
(quasi-) of Jast

an intcrnational lender

. . . . 35
resort 1s outlined in Lerrick and Meltzer.
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Suggestions have also been offered regard-
ing a ‘middle way’ between full IMF insur-

3 .
1, which has

ancc and no insurance at al
. 37
without detractors.

From the supervisory standpoint, the bank-

also not been its
ing system has stated that it docs not
intend to take any responsibility for finan-
cial crises. The view to this effect is evi-
denced from a communication by the
International  Finance, a
Washington-based lobby group of major
international banks, to the IMF, which
obscrved that banks and governments have
distinct responsibilitics: banks have only
the responsibility to increase sharcholder
valuc and make profits out of capital,
governments have the responsibility for
financial stability and promoting social

Institutc  for

objectives. This, in cffect, has prompted
supervisory authorities to demand greater
transparency by improving data from gov-
ernments to international financial opera-
tors so as to improve ‘market discipline’
whereby financial operators would be able
to detect the problems in time to change
their risk-taking and avoid a crisis.”® It is
pertinent to mention in this context that
the issue of disclosure and market discipline
has been prominent in the analysis of, and
the recommendations to deal with, hedge
tunds (and the more general highly lever-
While work this
front has been underway at the Basel

aged institutions). on
Committee on Banking Supcrvision (the
Report), definitive
answers to the problems of high leverage
arc being sought by the FSF.

Brockmeijer more

POLICY CONCERNS

While the role of standard-sctter has been
thrust upon the Basel Committee and the
IMF has come to acquire the role of the
global supervisory authority by monitoring
compliance with best practices, the testing

ground for these roles could be manifested
in two arcas of recent focus — the imple-
mentation of the New Capital Accord and

the concerted action against moncy laun-

dering by the international financial
system.

Issucs with regard to the latter arc still
cmerging, but they largely centre around
the question of the domain of operations of
different agencies, with rules and guidance
coming out of the Basel Committee, the
Bretton Woods institutions, the Financial
Action Task Force and other voluntary
inter-bank The
become further complicated by the fact
that the target group of the regulations are
not just banks and the supervisory concerns
arc to be addressed not only by supervisors
of the bank and non-bank financial system,
but also by thc Ministrics of Finance and
their Financial Intelligence Units (FIUS).

The IMF has been working on a schemc to

initiatives. issues  have

strcamlince the reporting mecthodology for
Anti-Money Laundering (AML) Combat-
ing the Financing of Terrorism (CFT),
which secks to improve upon its carlier
mcthodology, which would, in cssence
cxpand its surveillance agenda.

In comparison, the issues with regard to
the New Capital Adcquacy framework are
understood. The
multi-layered structure of the proposed
capital standard, variety  of
approaches to accommodate banks and
jurisdictions with varied resources, cxper-
tise and risk profiles, has become a source
of debatc. To elucidate, the centrepicce of
the proposal is to base the risk weights for
assigning capital to bank asscts based upon
cither ratings awarded by external ratings
agencies or the internal rating-based (IR B)
approach. Most developing countries have
not developed external ratings infrastruc-
ture and the penctration of ratings among
bank borrowers is very low, and hence
their banks cannot benefit from the addi-
tional risk sensitivity provided by the

better-cnunciated and

with a

former. Under the IRB approach, the reg-
capital would  be
bascd on a bank’s own internal asscssment

ulatory requirement
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of cach borrower’s credit quality.. Under
this approach, a bank would nced to have
several core inputs for cach credit facility:
the probability of default (PD) for bor-
rowers assigned to cach internal borrower
grade; the cxpected loss rate, given a
default (LGD), appropriate for cach type
of cxposure; the expected amount of
exposure at default (EAD) for each type of
exposure and the associated capital to mect
sclected  solvency  standards, reflecting
undrawn credit lines and the maturity of
the exposure. The supervisors will evaluate
the risk-classification and risk-cstimation
processes at cach bank using the Advanced
IRB approach and if the processes are
found to be acceptable, those classifications
and associated capital needs will be the
basis for minimum regulatory capital
requirements. The implementation of such
sophisticated processes will imposc requirce-
ments on banks and more so on the super-
visors to validate and guide in the
development of IRB modecls; also to pro-
vide PD, LGD and EAD cstimatcs for dif-
ferent approaches and ensurc consistency
in the ratings given by the rating agencies.
The new Accord has proposed that the
risk weights would be based on the bor-
rowers’ external credit ratings, when avail-
ablc. This, in its wake, would demand a
high degree of supervisory skills. Both the
paucity of skilled supervisory resources
and the lack of data and information sys-
tems in banks in devcloping countries
implies that banks in several jurisdictions
might not be in a position to implement
the new framework. This in turn, could
lead them to be assessed as non-compliant
with the Accord and bear thc consc-
quences of such assessment in the interna-
tional markets. This situation docs not
compare favourably with the existing posi-
tion. The 1988 Accord, which was to bc
applied by Basel member countrics by
1992, has becomc a de facto international
standard with a majority of supervisors

having taken steps to implement this in
the last decade.

Apart from the issuc of non-compliance
and its attendant problems, recent litera-
ture on the subject has also drawn other
scenarios which could affect banks in non-
G10 jurisdictions. Onc hypothesis is that
lending to the developing world could
decrease. Alternatively, since the calibra-
tion of risk wecights under the IRB
approach is considerably finer than pre-
viously, this could raisc the cost of capital.
With lcading intcrnational banks expected
to follow this approach, this could lower
incentives for banks to lend to these coun-
tries. Another hypothesis goces further to
suggest that developing  countrics could
hanker for their own Accord because of
the inability to apply the proposals in the
new framework. Of course, there is no
evidence to suggest that cither of thesce
two scenarios could play out in the future,
and in fact the rcal headaches for bank
supervisors could come simply from the
cross-border implementation issues. As it
stands, the ncw framcwork allows for
many arcas of national discretion and
three clearly defined approaches. With the
200-plus countries implementing a mix of
the cligible approaches with different
applications of discretion, there could be
many arcas of divergence between the
treatment accorded to the samc bank by
home and host supervisors, which could
imposc additional costs upon the interna-
tional banks.

Commentators  have  suggested  somce
divergence in views within the member-
ship of the Basel Committee itself with
somc national regulators undecided on
how widely to apply the Basel capital
framework. In the words of Mayer,” ‘the
greater complexity of the new accord, at
least with respect to the IRDB options, sug-
gests that it should cover a narrower range
of banks: those that have been active pur-

sucrs of capital arbitrage, thosc that have

Page 257
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made — or can make — the greatest
advances in risk mecasurement and manage-
ment, and thosc for whom the adequacy of
the current standard is most in question’.
The same view has been echoed by Schro-
der, thc¢ German Chanccllor, who was
reported to have observed that Basel II was
‘unacceptable  to  Germany’.*” This s
reported to have to do with Mittelstand, the
3 million small and medium-sized com-
panics that constitute the backbone of the
cconomy. The Bascl II formulae for credit
risk arc based on credit ratings applied to
company debt, cither by rating agencies or
internally by banks themselves. Since this is
not the preferred method of rating adopted
by the 2,800-plus German banks, equip-
ping banks to adopt such rating procedures
would drive up their cost of lending. With
the Bascl membership being divided on the
scopc and applicability of the new Accord,
there seems to be a greater need than ever
before for a consensus from the rest of the
world, implying, in other words, a greater
say of the non-G10 countries in the initial
stages of operationalisation of the new
Accord.

At a time when there 1s still limited
information as to what constitutes intcrna-
tional best practice despite the flagship
work done by the BCBS and few interna-
tionally agreed standards, it rcmains a
moot question whether sophistication  in
these standards could impair their universal
application. What is for certain is that the
national supervisors continuc to look upon
the Basel Committee to set standards
which will be globally relevant and take
into account the differences in the stages of
development of the banking systems and
supcrvisory capabilities in the developing
world. While the BCBS has walked this
tightrope with ¢lan till now, the events of
the next few years will decide whether
membership issues could affect the assimila-
tion of international standards in  bank
supervision.
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