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Abstract:

In recent decades, banking systems have had seréreal moments, which urged
international banking regulatory authorities (Ba€elmmittee) to develop prudential standards
and align them globally. This has had an impacbanking strategic orientations. Hence, this
paper is aimed at studying the impact of intermatigorudential regulations, namely the Cooke
and McDonough ratios, on these orientations. Ia tlointext, an investigation into the literature
and an empirical validation have been carried dhe conceptual framework has revealed this
regulation does have an impact on banking strateagid international practice shows a tendency
towards diversification and mergers and acquisstioAs for the empirical analysis performed on
our sample of Tunisian banks, the results show lib#t ratios impose diversification, a policy
dictated by the need to seek resources able to theatquirements in terms of equities and
promote other strategies. So, the internationaldgmtial regulation dictates and guides
international banking strategies.

Keywords: International prudential regulation, Basel |, Ba$gbanking strategies,
diversification.
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INTRODUCTION:

The financial system in general and the bankingesysn particular are able to show, by
their roles and vocations , reliable indicationsaifi economy is healthy or not . They can even
enable investors and stakeholders to anticipate élsons and manage the movement of their
capital, hence the importance of banks in the exgnand the great interest they are granted by
public authorities. These authorities cannot béfer@nt to the major role that banks play in the
economy and the difficulties they may face., Thhsy have been faced with an urgent need to
organize the sector and intervene in the bankumsiness through a specific regulatiohthe
prudential banking regulation,” which is interpreted by banks as a set of congsahat are
undoubtedly necessary though heavy to bear. Ih f@stablishing an adequate banking
supervision is a challenge for any economy, noenaibw developed, emerging or even poor, in
an environment characterized by globalization, #mergence of new information and
communication technologies (NICT) and deregulatwimich have led to a wider range of
activities offered by banks. Over time, this regjola has taken an international dimension
through the Bank for International Settlements (Bffrticularly the Basel Committee, which is
the source ofnternational prudential regulations, by publishing its two famous provisions
(Cooke and McDonough ratios) while seeking a hairation of prudential standards and
financial strength globally. Furthermore, the evid of financial markets has deeply changed
the nature and structure of the financial serveesor. Thus, the survival of banks and their
development depend on reaching a competitivenasc#m meet this objective. To achieve this,
banks have to adopt strategies that require amaptesource allocation and a better monitoring
of environmental changes. Changes in banking beh&ave been manifested and strategic
choices have taken an important place in banksa fesult, and to cope with developments in a
changing environment, choosing the right strateggfiparamount importance. We have so far
focused on two key concepts: the international @ntid! regulation, which stands as a constraint
though necessary for the control of financial tsitbns, and the importance of banks and their
strategic choices. In fact, the confrontation befmvéhe banking activity’s external constraints
and the bank’s internal organization is permanemd ¢hese two elements appear to be
inseparable. This raises the question of how tosider the nature of the relationship
environment / bank, or more preciselpternational prudential regulation versus banking

strategy?

The aim of this paper is to determine the impactpoidential regulations on the
international banking strategy and its implications

l.  INTERNATIONAL PRUDENTIAL REGULATIONS:

Since the mid-1970s, the prudential regulation lbeen a key concern for authorities in
developed countries. In general, such a regulatiam be justified by the need to protect
depositors.

Indeed, as the banking system plays a centralimg@yments transactions and savings
mobilization, an effective control of financial titstions is essential. Depositor protection is

often implemented through a limited or full deposisurance system which compensates
depositors who have "lost" their deposits afteaakdbankruptcy.
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1. History of the international banking regulation:

A number of serious financial crises such as tf&21@exican debt crisis, the bankruptcy
of the American savings banks and especially ti& Iock market crash have prompted the
need for measures to ensure the security of barskisigms and prevent a wave of bankruptcies
whose consequences would be significant for thebajloeconomy. In this context, a
harmonization of prudential standards was the &twosbe followed: the Cooke ratio of the
Basel Committe®(or Basel 1).

As highlighted by Servigny Arnaud (2001), "The 19B&sel Agreement, which took effect in
1992, is an important turning point in terms oemmational prudential regulation. Following the
1990s great international financial system crigég, limits of the Basel Agreement were
determined, which led authorities to consider newes. Hence, the appearance of a new
agreement known as Basel Il or "McDonough" ratio.

Since 1998, the Basel Committee has launched tlselBhareform to overcome the
weaknesses of the Cooke ratio. In June 1999 amehda 2001, this reform was initiated by the
publication of'consultative papers”’documents extensively discussed by representabivése
banking profession. In October and December 2@02Quantitative Impact Studytivas
launched with the participation of 250 banks inesrtb enable the Basel Committee regulators
to define the weights of the new ratio. In 2003hiad consultative document was published.
The publication of the final agreement was compléteJune 2004. During the first half of 2006,
the two computing systems (McDonough and Cookeosaticoexisted to achieve a full
implementation of the new ratio for late 2006.

Basel Il will be an epistemological break from th@38 Basel Agreement. The simple
and restrictive regulations were in fact substdutey a more open approach consisting of
alternative menus and relying on the qualitative®asment of national regulatory bodies.

It should be noted that international regulatorgehalways sought a way to achieve a
more effective and a better harmonized bankingesysthence the improvements and the
development of these guidelines will continue uwtie day a new Basel Il agreement is
achieved. Given these considerations, Basel IlIshwoei considered as an important step towards
a more effective regulation and a better harmonfgeahcial system rather than the conclusion
of a long process. Though the history of prudéngéigulation was greatly accelerated with Basel
I, the latter is by no means complete and shoalttinue to adapt to the constant movement of
innovation and change in the banking system.

Some authors (Wenger.T, 2004) state thiEbe improvement and development of these
guidelines will continue until one day a Basel Agreement is bornHopefully, there will be
then enough room for the fundamental reflectionsioly related to the objectives and the most

! This is a committee that operates under the Banknfernational Settlements (BIS). Indeed, the BEsenmittee was established in late
1974, under the name of the Committee on Bankimgeision by the Central Bank governors of the @rotiTen, following the serious
disturbances affecting international banking anchetary markets (notably Herstatt Bank bankruptcyMest Germany). The members
first met in February 1975 and have regularly oizahthree or four annual meetings ever since.

62 ©JBSQ 2011

www.manaraa.com



Journal of Business Studies Quarterly
2011, Vol. 3, No. 1, pp. 60-84 ISSN 2152-1034

appropriate tools to achieve them, as well as aewixrease in the financial organizations
involved and subject to regulation outside thekag systerh

2. Reasons for the international banking regulation:

J. Soubeyran (2004) states thdthé& term "prudential supervision” refers to all the

frameworks

implemented by the banking and findrsugoervisory authorities of the sector

(central banks, regulatory and control bodies,emational cooperation and consultation
bodies) in order to maintain the latter’s stabifity

Instability is inherent in the banking activity addition to some price volatility that
characterizes the normal functioning of financiarkets. But in case of excess, banking and
financial crises are triggered, threatening thecfioming of the whole financial system. This is
referred to as systemic crises. The justificatiohghis prudential (and mainly international)
regulation are now widely accepted. Promoting ititeoduction of international prudential
regulation has been prompted by the following reaso

The need to ensure that the banking activity islooted in a healthy and prudent
way to successfully protect the depositors. Inde&eposit insurance provides a
safety net for many creditors, thereby enhancingipwconfidence in banks and
stabilizing the financial system”J. Prefontaine and AThibeault (1991) state
that “the regulatory effort is aimed at determinitige assets ratio to the adequate
capital to protect depositors and shareholders”.

The need to preserve the stability of the banlgggtem leading to financial
security and building confidence, i.e. preventingtemic risk. J. Soubeyran
(2004) adds!It is also the prevention of systemic risk thaaynbring the
regulator to make use of the “too big to fail” paiple (literally meaning " too
big to go bankrupt"), that is to say to be more @aned about the fate of large
institutions to the detriment of the smaller or@ace the formers’ collapse could
affect the whole sector, especially when these highly centered (when a few
institutions are sharing the markét)

In addition to the two above mentioned principkesecently stated reason is:

3.

Market imperfection which is another new incentigading to the necessity of
setting up rules governing the banking activityonder to promote transparency
and encourage banks to disclose pertinent infeomatThe Basel Committee
(1998) considers transparency as a key elementbarking system that is safe,
sound and subject to effective contrbl"Furthermore, H. Hannoun (2000)he
third pillar, finally recognizes market disciplirees a major contribution to this
regulatory practice!' C. Noyer (2004) state$the third pillar of Basel Il aims at
improving information disclosed to the market byks....”

International prudential regulation:
Basel | & Basel Il
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"While Basel | defines a flat coverage of credit risksto companies by equity, Basel |1 provides
for differentiated requirements according to risks." (Eugen .H, 2003)

The Basel Committees have made great progresdtingsep international standards for
prudential supervision of banks and the enhancewfepayment systems that link the financial
markets together. In recent years, the bankingnaaudket prudential authorities have increased
their concentration at the international level tipe with problems that go beyond a single
jurisdiction. Nevertheless, the changing structfrglobal finance and the emergence of new
actors and new markets require a continuous adaptaf prudential supervision, especially at
the level of cooperation.

a. The rules of equity:

The Basel Committee proposes two tiers that makeqipty and are included in the
calculation of solvency ratios:

- Thecore: It is also known as core capital. This Tier irtgds the social capital
and reserves It should be noted that the Basel Committee integraisclosed
reserves and rejects the hidden ones.

- Additional equities: these consist of provisions and subordinated notes.

A condition in this case must be respeci@dr 1 should always be> Tier 2.
b. The Cooke ratio:

Wenger.T (2004) state that Basel | has been incated into the legislation of more than
one hundred countries after undergoing some matiifics to meet national needs and can be
considered a success. Though simple, the Cookeisatery certain. A bank must comply at all
times with a minimum ratio between the level oflighilities and that of its equities. The bank
must, in fact, maintain a minimum 8% ratio betwésrequities and its weighted liabilities.

i. General principle of calculation:
= Ratio numerator , the bank’s equities:

As already discussed, the ratio distinguishes batweapital equity” (also called "Tier
1"): equity and reserve funds which must represanleast 4% of weighted liabilities, capital-
like funds (or "tier 2" ) : reserves not allocateda particular risk and equity shares that are
intermediate between stocks and bonds, revaluegssrves (e.g buildings ...)

= Ratio Denominator : weighted liabilities:

Some bank liabilities are taken into account ordytiplly because they are considered
less risky, or even not considered at all as tmeycansidered safe (0% weighting).

e 0%: Cash on hand, legal reserves and liabilitrethe states or those guaranteed by them.
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® 20%: less than one-year dues from banks on l@rahwunities.
e 50%: Mortgage loans.
e 100%: business loans, sovereign debt.

Initially, the Cooke ratio concerned only bank IsanSince 1996, it has also been
involved in market risks, i.e, the securities higydcredit institutions. However, the Cooke ratio
excludes the so-called operational risk, that isap losses due to internal problems at the bank,
such as improper recording of transactions or sfiroe hedging strategy of markets derivatives.

Numerator: equities

Core: Additional elements(total necessarily <or = the core)
Cépital
Reserves *\B$mNS
* Titres subordonnées >8%

[Denominator: weighted ris{

v |

Balance sheet Off balance liabilities

A 0% to 100% Weighting

Fig.1: Calculation base of the Cooke ratio; SourceAuthors.
ii. Weaknesses of Basdl 1:

Despite the positive points accomplished by the m#@rnational prudential regulation,
this ratio has some weaknesses that have drawnattieation of financial and banking
organizations.

Indeed, several authors have emphasized on tleevfoy shortcomings:

- Rigid solvency weights that do not take into acd¢dbe actual quality of balance
sheet assets or credits.

« Very limited consideration of safety and guarastee

« No consideration of new techniques for reducingditrrisks (eg. credit risk
derivatives, balance sheet netting arrangemeredjtecuritization and security-
related conventions).

«  No consideration of terms.

« No consideration of portfolio diversification.

« According to regulators, banking risks are notca@dely and comprehensively
taken into account, ie only credit and market rigkes taken into account but not
the operational ones for example.
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Combined, these weaknesses have resulted in amsistent relationship between
regulatory net capital and risk management undentdky banks or the level of required net
capital.

c. The "McDonough" ratio

Basel Il is mainly aimed at strengthening the baglgystem stability. The revision that
started five years ago was intended only to oveectile weaknesses in Basel | and adapt the
guidelines to the new context. The main objectir&s to abandon the lump sum cover system
imposed on banks in order to adopt a minimum neitalaregulation that better takes into
account risks. The profound changes occurringaimkimg and financial markets in recent years
have allowed financial institutions to improve saiey assessment and risk management. Basel
Il provisions should take these parameters intcsickamation. They seek to further harmonize
banking supervision standards and reporting remergs between different countries. It is
therefore hoped that a better risk managementbailachieved while maintaining the same net
capital level in the entire banking system. Just Basel I, the new guidelines on net capitals are
recommendations that individual states will havadapt to their domestic legislation.

i Basal |1 structure

Basel Il rests on three complementary pillars. fits¢ pillar, which incorporates Basel |
provisions, is related to minimum net capital regoients. The second pillar sets the control
process of risk management and capital coveragdyational supervisory authorities. The
third one is related to reporting requirements isgzbon banks.

= Pillar 1. Capital minimum reguirements:

The previous capital minimum ratio covered only types of risks in defining weighted
assets, credit and market risks. Basel Il hasitted some significant changes in treating credit
risk, maintaining unchanged the 1996 framework arkat risk and the explicit introduction of
operational risk which has led to the inclusiortho risk measurement in a bank’s capital ratio
denominator. The inclusion of operational rislorge of Basel Il major innovations. It refers to
all losses that the bank might incur as a resula ghalfunction of its internal management
processes, human errors or computer problems,esr purely external events such as a fire or
flood.

= Pillar 2. Prudential supervision:

Nathalie. G (2006), the main objective of Pillais2to ensure that banks better assess
their capital against their adequacy with regardhtar risk profile. It has a number of guiding
principles that regulatory authorities should fallsm bank supervision such as risk sharing ratios
set for the banks, risk management on derivativikets, or crisis management. It enables these
authorities to build up equities that exceed thps®/ided for by the first pillar, especially in
crisis situations. Andrew .P(2004) find that thexeno doubt that if all countries adopted Basel
II, Pillar 2, a truly significant advance in theality of banking supervision across the globe
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would be achieved. In conclusion, this pillar shotie national regulatory bodies how to
effectively monitor compliance with Basel requirertse

= Pillar 3. Market discipline:

Basel Committee has sought to encourage marketpliigc by developing a set of
requirements for reporting information that enabiearket participants to assess with
transparency the main data related to the riskilprof a bank and its level of capitalization.
These data include information pertaining to in&rcontrol information implemented by banks
for credit, market and operational risks. Financ@nmunication is thus an instrument of choice
in market discipline found Dominique L.L (2005). &lobjective is to reach a kind of self-
discipline by encouraging banks to provide finahamarkets with relevant information.
Therefore, financial markets would spontaneouslypnmte financial institutions whose
behaviors are the most virtuous, and in partictise with the most relevant risk control
procedures (Pierre-Yves Chanu, 2004).

Basel Il stands as a radical reform of banking legans. The new provisions on capital
will have a lasting impact on the financial secitrere risk management by banks is not yet well
developed. The general orientation of this revieamely a capital that is better suited to risks,
should be welcomed. It will support or enhance éfferts of banks and companies to further
develop risk management and take into accountgatend solvency. By the time a third
agreement, (Basel Ill) is set up, there is no ddldat the new plan’s flexibility and incentives for
adoption by the largest possible number of bankfteb risk management practices will have
strongly contributed to strengthen the robustnessnstitutions, the soundness of banking
systems and thereby financial stability (Christidoyer, 2004). These results remain to be
proved in the coming years especially after the72f@ancial crisis. Thus, one may wonder
about the interaction between this crisis and BHs&Vhat role did this regulatory framework
play in the international financial crisis? The @gss of improving and strengthening the
international prudential regulation will contindgaugh the emergence of other ratios according
to future conditions and it is up to managers asking professionals to manifest their ideas.

RPI/ TRIAD Europe United States Japan
Cooke ratio CAD: European PCA: Prompt Corrective PCA: Prompt Corrective
solvency ratio (ESR) Action. Action and the Big Bang.
McDonough | CAD llI: ESR with | ANPR: Advance Notice of| Directive based on Article 14
ratio three pillars. Proposed Rulemaking. of the 1981 Banking Act.

Tab.1: The prudential banking regulation and its implementation at the TRIAD level; Source: authors
Il BANKING STRATEGIES:
In an attempt to redefine the concept of strategg alearly identified subject research,
some proposals and ways of thinking are presentdet strategy implemented by the strategic

processes puts into practice the finalized intestiorhe strategic processes create values and
aim at amending the conditions of bank insertioftsrenvironment by exploiting the resources
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and skills which, under certain conditions, areeljkto generate sustainable competitive
advantages.

1. Definitions: "Panorama from military origin to the company’s life"

Over time, several definitions of strategy haverbdeveloped. They have emanated
from a military origin and were transposed intoibass life. Linguistically, a strategy is the art
of organizing and coordinating a series of operatito achieve a goal. As indicated by P.
Lorino and Tarondeau JC (2006) and inspired bytanylistrategies and the principles of war, a
company’'s or a bank’s strategy was first defined"#se art of fighting on the Field
competition.” For Andrews!'The general strategy is the combination of decisimm a company
that determines and reveals its objectives and ggadoduces the general policy and plans to
achieve them, defines the scope of its targetaditees, the type of organization it intends to
adopt and the nature of contributions, economicnon-economic, it tries to provide for its
shareholders, employees, customers and other Bite@mmunities. Chandler (1962) states
that"a strategy consists in holding the long term goat&l objectives in a business, adopting
policy instruments and allocating the necessaryoueses to achieve those objectives."
According to Ansoff (1986),a strategy is the design that the firm undertaké®n conducting
its activities, specifying the progress rate, theddks of its expansion and divisions, the major
forces to exploit and the profit to be mad&elinier provides thata strategy has always been
the art of winning a war It can apply to a company since this latter is waga war against its
competitors to ensure its surviValAnsoff states thata strategy is not essentially focused on
internal business but rather on a company’s exteafi@irs and more precisely on the choice of
the products it willmake and the markets where these products wiidid’. As for Michael
Porter, he considers atrategy as the art of building long-term defersilitompetitive
advantagesFrom the above definitions, especially those dftany origin, it can be concluded
that:

« The strategy is considered as an art rather themeace and as such the artist’s
talent (the strategist) is much more important tthemntechnique used.

« Without neglecting the role of the environment, thskeategy is an optimal
combination of means that can bring out the bardctoeve its objectives.

Thus, it can be concluded that being a strategli4ii plan a well-defined approach that
assumes knowledge of the situation (the enemy), seeking the benefits that can create value and
the selection of short and long term targets. This requires the adoption of a set of techniques
and analytical methods specific to this approach and a certain state of mind as well as a
willingnessto act".

2. Generic strategies in the banking and financial seor:
In banking, the quest for a competitive advantagesdno longer adopt the same way
followed a few years ago. It now rests on the pitirsf new strategies. In other words, two

main generic strategies can be distinguished.

a. The two main strategic orientations:
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I. Exploiting the benefits of the customer relationships bank:

It is a traditional strategy in the banking indystit consists in providing differentiated
services that are well-adapted to customers’ ne€ls. offers are thus based on exploiting
relationships between the bank and its customénss strategy should rather be implemented at
a decentralized level and on neighboring markdts.achieve this end, the banker should deal
with information that is qualitative in natu¢goft information).This approach is relatively costly
because it does not benefit from increasing rettorscale. Moreover, it assumes that the bank
is responsible for the pooled credit risks. Theereies provided by this strategy primarily come
from interest margins on deposits or loans.

ii. Exploiting the economies of scale and scope:

The second strategy is a more recent one in thieérgasector. It reflects the rise of the
above mentioned distribution function and it isdzhsn the transaction bank model. It consists
in exploiting the economies of scale and scopeadyrction, marketing and distribution of credit
and other standardized products such as consuméwousing credits. Thus, it requires a
centralized organization to minimize the producisit costs. According to Mr. Dietsch (2005),
in Europe, the development of this strategy hadowbt been encouraged by the introduction of
a universal banking model which has widened th@esad activities open to banks (second EU
directive) and the creation of a single market lbanking and financial services. Another
development support for this model is the harmdinaof prudential rules with Basel | and
today with Basel Il. These two great strategies reanze the multiple generic strategies that
dominate the banking sector. In the next sectianwill attempt to examine them and formulate
a clear idea.

b. Possible strategic options for banks:

Different strategic analysis concepts allow a Wettederstanding of the positions that
should be adopted depending on the scope of cossdi@detions. The first ones are based on the
results of the company analysis, in terms of stitengnd weaknesses, and its environment in
terms of opportunities and threats. A second tyfpeoncept resumes the framework of Porter
generic strategies (1982).

i.  SWOT analysis strategies™
In the framework of a SWOT matrix, a company’s ahjess in a strategic field must
stem from the knowledge of the competitive positamtupied at a given time and that of its

market share. This diagnosis in terms of "stremgtid weaknesses" is to be juxtaposed with the
"opportunities and threats" resulting from a chaggnvironment.

= Conquest strategies:

2 SWOT: Strenghts, Weaknesses, Opportunities and Threats.
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These are offensive strategies that express aavbwer embodied in time. Conquest
strategies have been expressed in different ardesconquest of individuals and professionals,
companies and market activities. According to Mllidger (1999),"a conquest strategy is
demanding." Indeed, a good foundation in the country and hamekets, a good knowledge of
its skills, and the ability to operate them elsesghamre prerequisites for success.

= Reorientation strategies:

Like any business, the bank evolves according tdesyand meets at certain stages of
development critical times that require some changghout putting at risk its survival. The
objective in this case is clear. It aims to restertain leeway and a range of possibilitiesis Th
could be achieved only financially: the sale ofigginvestments, disinvestments, elimination of
failing in sectors...

= Consolidation strategies:

The last component may arise as the result of @mugwnside that makes renewal a
necessary requirement. The priority remains tofoete and solidify the strengths of the bank,
to halt decline and try to preserve the indepenel@iche institution. Over a short period, a list
of decisions that meet these changes should bendugwand the structure reflecting the new
trend should be defineth conclusion, the various strategies outlinechiea 8WOT matrix have
regulated the development of banks over the pasttiywears and fueled the traditional debate
between diversification and specialization stregeg These strategies are based on variables
defining their fields, namely customers, produethinology and geographical area.

ii. Strategies stemming from customer-product and geographical
areavariables:

Beyond the constraints and expectations of therenwient, the customer-product
technology and geographical area variables arékélgedimensions that determine the generic
strategies in the banking sector. These dimensidow banks to adopt any combination of the
following five types of strategies:

= Differentiation strategies:

The differentiation strategy is to seek a compsditiadvantage built around the
authenticity of the offer that is perceived by thestomer. This authenticity must make difficult
any imitation or substitution by competitors. Thank should therefore fight against its
competitors by implementing means, other than psoethat its consumers see their product as
unique, which would possibly make consumers acaeptice that is actually higher than that
offered by competitors.

= Large-scale geographical strategies:

This is known as internationalization strategycdh also be defined é&he large scale
or extensive geographical strategy of related \aiéis providing the company with synergies
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for a profitability that is higher than competitorsshared patents, reputation and image effect,
a common information system , skills in human resesior management, .".. The alternatives
followed to materialize this strategy are essept@drtnerships and cooperation.

= Segmentation strategies:

The segmentation strategy is to divide the mankeet distinct subsets of customers and
focus activity on these groups by offering produatel services specific to each target. M.
Zollinger (1999) states thdexperience shows that focusing on a limited nundfesegments
leads to a better follow up and risk monitoring."”

= Diversification strategies:

Diversification consists in broadening the banlpbere of actions and imposing the use
of a new set of know-how skills required in the neampetitive environment in which the bank
operates. The latter should also be involved in m@etwities (insurance, brokerage ...) that
correspond to new products and new markets. Funihre, the bank should conquer other
business sectors through internal growth (launchimgw type of financial product) or through
external growth (acquisition of a company thatlieady offering such products). Monique Z.
(1999) states that diversification is based onntleelification of the definition of strategic scope
by institutions in terms of products, customerght®logy or geographical area. Within the
banking sector as a whole, a trend towards diveasibn has shown up and targeted individuals
and companies. This movement was accompanied byli#epation of offered services (cash
management, factoring, etc.) and has resulted énpilesentation of a variety of products
covering a wide range of needs. Further activiteggeting individuals or companies help the
bank offer a well diversified range of products aedvices.

= Focusstrategies:

When evolving within a focus strategy frameworke tbompany chooses to target a
specific segment of customers. Its developmenatesiy represents an innovation in its offer of
products / services that is adjusted to the chgngaeds of targeted members. Thus, a bank that
promotes such a development strategy proceedsstdeation of its users (M-C. Malo et M.
Vézina, 2003). From this analysis, it can be cotet that the strategies stemming from
customer-product - geographical area variables lansimplified into diversification and
specialization strategies.

b. Consequences of the banking strategy, " Activity Rgructuring "
Given the importance allocated to banking professiand the evolution of the banking

image (financial innovation, deregulation, globatian, competition, etc...), banks have changed
their assessments of the opportunities they arrexdfand the threats they face. These factors
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will undoubtedly change the banks’ roles and imagedeed, they are required to incorporate
new professions (e.g financial engineering), repmsthemselves to face banking environmental
changes and finally choose between a universal Badla specialized one.

i. Financial engineering:

Following the changes that the banking sector Im@ergone, the banking profession has
changed accordingly and is now expected to be imtive. Every bank is now compelled to
develop financial engineering capabilities. Themte'financial engineering” refers to the
adoption of a research activity aimed at findingaathentic product to offer in order to target the
right customers and build customer loyalty. The Kirag strategies based on new professions
have given great importance to financial enginegvitnich has become a crucial activity and a
means to satisfy customers’ needs. Today, any bgrégctivity has, in fact, to revolve around
these needs.

ii. Bank repositioning to cope with the new changes:

Banks are facing remarkably similar threats and tmoganize to respond to
opportunities that are also more or less the samallf Therefore, banks have no choice but to
follow these changes and new trends. However, #lyetd a better future is to find out whether
they have to reposition themselves by broadeniagdhge of their products or reduce it through
specialization. This is, in fact, the strategioick banks are faced with. So every bank is
required to review its strategy and reorient ittlsat it is primarily aimed at building customer
loyalty, and the challenge is to opt for the rigtrategy.

iii. The dilemma of universal versus specialized Bank

In order to increase their services, some banke bawned to "universal" or "general”
bank model or "financial supermarkets". This treappeared interesting for most important
financial institutions. Such a strategy may prdseneficial in markets with no legal or
administrative barriers. Other banks have chosstnadéegy called "shop”. It aims to exploit the
comparative advantage of the bank in a singlemitdd number of segments, offering quality
products that meet the specific needs of demanclisgpmers. This strategy can lead either to
lower costs or differentiation. Moreover, the banky, accordingly, serve the customer better
than competitors. These two choices have marketidhking strategies in recent years as far as
competition and the skills available within the kame concerned. In fact)nder the effect of
increasing competition, all banking groups have emaken a major effort to rationalizén
terms of structure, this action has taken sevesaht: seeking to specialize in certain types of
activities, some institutions have sold their opera portfolios and associated means in areas
where they no longer wished to interver@onversely, some groups have sought to strengthen
their presence in their core businesses or exp&ed services to their traditional customers
For example, they started the acquisition of exgstnstitutions” (E. Fournier, 2001).

Strategy / TRIAD Europe United States Japan
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Diversification + + + -
Specialization + + -
Internationalization + + +
Merger & Acquisition + + + +
Universal Bank + + + +

Tab.2: Banking strategies at the TRIAD; Source: Authors.

e - Strategy: least characterizing thisregion.
e +: Strategy most characterizing thisregion.
e ++: A strategy that dominates thisregion.

II. THE IMPACT OF INTERNATIONAL PRUDENTIAL
REGULATIONS ON BANKING STRATEGY : "THEORETICAL
FINDINGS"

The performed analysis allowed us to detect a dégey relationship between
international prudential regulation and bankingatetgy. Indeed, the regulation was found to
have a significant weight on the behavior of basleerd to dictate their policy choices.

1. Basel | and banking strategies:

The implementation of Basel | led banks to adoffedint strategies according to the
constraints and the spheres developed. Thus, dheerment has prompted banks to select
customers and seek activities that are little- defimay in terms of equity in order to meet
prudential requirements, especially a minimum Codte® of 8%. In this regard, banks have
converged towards specialization on customers atiditees presenting high incomes and
requiring little capital. Thus, segmentation andcus strategies have been observed.
Furthermore, banks have sought to add productssandces to the existing range in order to
reward prudential standards and present ratiosniegt and exceed the regulatory minimum,
which can help build a competitive advantage ddifeiating them from their competitors. To
achieve all this, banks have tried to diversify dgveloping mergers and acquisitions. These
allowed better cross-border transactions betweerksh@f different nationalities. Therefore,
these trends have led to the diversification atekiel of products and geographical areas, which
gave rise to the universal bank model in the dlblaaking sector providing an opportunity for
equities that can attract customers at the heaangfstrategic direction in recent years. It has
been noticed that many banking giants have emeayetbet prudential regulatory provisions.

2. Basel Il and banking strategies:
Basel II will continue the development of mergersl aacquisitions as it is up to this
agreement to overcome the constraints imposed éyélw international prudential regulations

and to establish holding companies that are abt®pe with competition. Indeed, large banks
are better prepared to handle new regulatory reménts:"big is beautiful". Furthermore, we
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will witness the emergence of organizations whiahspecialized in certain products or servi
that dlow them to meet prudential standards and regutagquirements These trends will take
place within the same financial conglomerate, the. bank will be in the form of a diversifie
financial unit involved in numerous action spherasd eery domain will be run by the tw
specialized unitsThis banking model is described by Bryan as"the broken up the ba'.
According to several authors, Basel Il would beaganconductor of the banking strategy for
extended period: specialized banks will turn teedsification and diversified banks will chan
the combination of business, and aill act likewise to meet the regulatory framewonkd:
maintain or build their reputation This obviously requires a change in the overaktstyy.
Basel Il may also encourage bankswgive up certain activities or geographical areas thquire
more capital to pay for equities that are abledwec the risks, which is a way towards fo
strategy: niche strategyisk assessment homogeneity required by Basel teé&gent ma'
facilitate international merge- acquisitions operations, whichrgmotes strategies on a lar
geographical scal&o far, only the theoretical impact of these prudential standards has be
dealt with. Now, these will be empirically analyzedorder to validate or overrule theiThe
international prudential regulation, whether Baksek Basel Il, has prompted banks to ad
some strategic orientations following the imposedstraints and the developed fielindeed,
following the genesis of these two global standasiveral strategies have emerged
expanded significantly. Worldwide, these orientations are dominated by @ategy of
diversification that increases the number of doroestd international mergers and acquisiti
in order to create universal banks that meet thectie: "one stop shoppin

International prudential regulations
Basel l Basel ll

Diversification
Geographical areas Professions

Tendencies towards fusions-acquisitions

Tendency towards the universal bank

Fig.3: Theoretical impact of Basel | and Basdl |1 on banking strategies; Source: Authors
Empirical framework:

I.  The impact of international prudential regulation on banking strategies, "empirical
Findings"

Our article fas so far been based on the study of the relaipfsiween internation:
prudential regulation and banking strategies at ltheel of both the state of the art ¢
international practiceA further research would be interesting to perfoom the banks c
emerging countries including those we have studmaanely the Tunisian ont It should be
noted that the evolution of the Tunisian bankingl financial environment has also be
accompanied by a dynamic banking system owingeprudential regulation in forc/A follow
up of thesedevelopments could enrich our study and bring alaoseries of answers to ¢
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problems. For this objective to be achieved, weid#s to carry out a survey about Tunisian
banks.

1. Samples:

The studied sample included 15 Tunisian banks fordnore relevance and variety of
responses, banks were provided with two or threstipnnaires according to the position of the
respondent holds. Overall, the sample consiste850people. In addition, our analysis was
based on the operation of three different peribds had marked the Tunisian banking system
and especially its prudential regulation, ie befd®86, between 1986 and 1992 and after 1992.
In order to study the current relationship betwbanking prudential regulation and the bank’s
strategy as well as the variables affecting thesedlements, accurate and direct questions were
included to come up with the necessary and usefatmation.

2. Empirical results:

To investigate the relationship between the differariables of our empirical research,
these were analyzed through the SPSS.10 softwansider the following results:

- R1: the IPR factor of certain banking strategies.
« R2: IPR inhibits other banking strategies.
« R3: The IPR is neutral with regard to the banlstrgtegy.

An analysis of the impact of international prudahtegulations on the banking strategy
is conducted while testing the following hypotheses

- H1: the IPR imposes some strategic choices tbainé.

- H2: The IPR favors certain banking strategies.

- H3: the IPR ensures that the bank does not fotlesain strategic choices.
- H4: the IPR does not have any effect on the giiatrientation.

a. The Tunisian Prudential regulation (TPR) and International
Standards:

The field studies have shown the importance theisiam prudential regulation (TPR)
has acquired especially after 1992 when the Tumisegulatory reform took place and
integration into the harmonization of the interoatll framework was undertaken.76.7% bankers
consider that domestic rules comply with internagicones.

However, the TPR developed very slowly compareihternational regulatioriswhich
was normal for an emerging country. The interviesveelate this finding to the lack of pertinent
financial crises, which has reduced the need fad@nmtial standards. This is also due to the
available infrastructure at banks in emerging coestand the characteristics of the national
banking system. Indeed, authorities in emergingketa have to be involved in the international

® 56.7% have mentioned that the procedure is slow.
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harmonization process of prudential regulation, th#y should also take time to find a
mechanism that is well adapted to the specificibégheir national banking systems. This
explains the Cooke ratio implementation after dazertime with a minimum rate of 5% below
the Basel Committee’s 8% rate.

As for Basel I, 73.3% of executives reported theead for its implementation in the
Tunisian context but with some modifications acaugdo its characteristics. In short, it can be
said that implementing this new agreement in emegrgiountries while complying with the
latters’ needs raises many problems such as:

- Difficulty in implementing the internal ratings jpqmach (IRB).

- Costly implementation: information technologi€eg)(€osts and staff training expenses.

- The standardized approach and the problem oftoegtérnal rating: the low coverage of
emerging regions by credit rating agencies.

However, the implementation of this new prudensindard is still in a preparatory
phase in Tunisia. Indeed, Tunisian authorities tayeng to implement Basel Il Agreement
through newsletters reflecting the three pillargsho$ framework. Here we can cite a regulatory
provision referred to by the majority of Tunisiarankers, namely the credit institutions
newsletter n © 2006-19 released by the Central Bahich came into force in 2008 and aimed at
internal control.

We have checked whether this regulation has sotmipromote within the Tunisian
banks the management and especially the measurehergdit, market and operational risks
mentioned by Basel Il and pertaining to McDonougltior calculation (preparation for the
adaptation of this ratio). In addition, we notemhweergence towards Pillars 2 and 3 through
exposing the banking supervisory authorities andoeraging the publication of reliable
information through market discipline. These retpiatexts, which adopted Basel Il principles,
were mainly concerned with the introduction of nerlend operational risks, internal rating
systems, enhanced security and transparency ofndimla relations, strengthening the
accountability of control and decision-making ongations, strengthening prudential ratios,
internal control and risk supervision...

In this context, Tunisian bankers insist on thas&attion of certain conditions for a
successful implementation of Basel Il in their coyn

« The overhaul of information systems and risk mansge in light of new regulatory
reforms in order to comply with Basel Il standards.

« The development and implementation of a scoringiatetnal rating system within the
Basel Il framework while initializing a competencenter to ensure monitoring, the
project's sustainability and its integration in benk’s information system.

« The importance of both financial transparency andodg governance in the
implementation of the rules.

« Banks are required to adjust their managementsstygkaticularly in terms of risk.

« Adaptation of the current accounting framework ts&l Il objectives.
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To sum up, three actors are essentially concerntdthe implementation of the new
framework:

- Banks: the overhaul of their systems of information, idgation, monitoring, control
of various risks and internal control strengthening

« Monetary authorities: a stronger role in the supervision and contrdlarks.

- The financial market: should ensure the reliability and transparencyfino&ncial
reporting.

As for the implementation timing of Basel Il in Tigim, though nothing has been
officially done, banking professionals have beement understand that the year 2012 may be
the year when the sector will shift to Basel lluéential regulation in emerging markets is
characterized by flexibility with respect to intatronal markets (as mentioned by 46.7% of the
respondents). This specificity can be explainethisyfact that the TPR is an emerging country’s
regulation and some sort of flexibility has to Imedrporated in order to encourage banks to
comply with this framework (5%, for example, wei the Cooke ratio). Furthermore, this
regulation is said to be both accufateasy to interpret) and bindmpr banking activities (e.g.
ignore high-risk credits risk).

b. Banking Strategies:

Empirical studies have shown that the strategitud# has changed fromrandom and
adventurous state before 1986 to a prudent state after 1992. Thimast probably due to the
evolution that the TPR has witnessed between ttvas@eriods. The rates went from 30% for
risky strategies to 86.7% for prudent strategiesnduthe analyzed third period. The bivariate
analysis between the importance of prudential @gui and banking behavior supports our
findings. Indeed, it can be stated that almosehapproved of all interviewees (86.2%) have
opted for a prudent behavior.

The evolution of the prudential regulation over time has played
a great role in promoting a prudent banking behavior

Tunisian banks stipulate that, before 1986, thabfishment of their strategies was
carried out in a random (voluntarist) manner (greed by 50% by respondents) according to
the existing situation between 1986 and 1992 aed éater (73.3% and 63.3%) and especially to
its spontaneous establishment after 1992 (23.3%is &ppears as a consequence of the TPR
evolution throughout the studied period.

Strategy / Period Before Between 1986 and After

1986 1992 1992
Diversification 46.7% 53.3% 70%
I nternationalization 0% 0% 6.7%
Specialization 40% 23.3% 10%
4 66.7% of visited banking staff say the TPR is aataur
5 43.3% of visited banking staff say the TPR is iietve.
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Mergersand 3.3% 16.7% 13.3%
acquisitions
Others 0% 6.7% 0%

Tab.3: Strategies according to TPR evolution period; Source: SPSS.10 results

The setting up of a stratedmyas evolved from a deliberate procedure to an gimgrone
which takes into consideration the conditions o thanking environmentThese different
procedures have oriented banking specializationdaretsification throughout the first period to
a dominance of diversification after 1992 (up t86J0 This result is supported by the fact that
the diversification strategy was set up to find élppropriate resources to confront the constraints
imposed by the Tunisian banking environment, irtipalar the minimum regulatory solvency
ratio. A cross analysis of changes in the TPR ariking strategies after 199ghowed a cause
and effect relationship between the evolution ef TR (transposition of the Cooke ratio) and a
tendency towards diversification, and that is esaky to provide sources of income which
allow banks to comply with international prudentsaandards and thereby integrate into the
international context. Therefore, there is a retethip between the evolution of this framework
and the strategy elaboration. In fact, increasimgminimum statutory ratio from 5% to 8% has
prompted banks to find other sources of income ¢etrthis standard, hence a tendency towards
diversification.

@ [ The changes in the TPR have had a great impact on strategic choices ]

and prompted banks turn to diversification.

This summary is approved if we further suggest thatbasic choice of a strategy is
made at 80% through restructuring according tgptineential regulation after 1992. The role of
the 2001 Banking Act, which deals with the diveacsifion of the Tunisian banks, should not be
overlooked The cause and effect bivariate analysis betweesttagegy and bankers’ behavior
of and the restructuring variable according to pinedential regulation over the three covered
periods confirms this finding. After 1992, this \dole witnessed a dramatic increase. In fact,
76.2% of those responding favourably to restruntuim accordance with prudential laws turned
to diversification. This finding further confirmsrgvious results that the development of a
diversification strategy was a consequence to thergence of TPR and its convergence towards
internationalization. The major influence of theniaian prudential regulation in the choice of
the diversification strategy is clear. Indeed, 8&P4hose who have adopted a diversification
strategy mentioned the important impact of prudérgiandards on making such a choice. The
increasing influence of prudential standards oatsgic choice has prompted banks to turn to
diversification with its various forms.

c. Theimpact of Basel I:
The implications of the Cooke ratio on banking telgées revealed by the analyses
performed on Tunisian banks yielded the followieguits:

Strategy / IPI Basel |

5 819% of those who approved a real change in theesolvratio after 1992 reported that their strat@gg actually one of diversification.

7 Currently, diversification refers to a bank than geerform any activity (universal bank). It is mened by the Banking Act of July 10th, 2001,
which prompted banks to diversify.

78 ©JBSQ 2011

www.manaraa.com



Journal of Business Studies Quarterly
2011, Vol. 3, No. 1, pp. 60-84 ISSN 2152-1034

Impose | Foster  Neutral | Limited effect | Avoid | Not available

Diversification 46.7% 43.3% 3.3% 6.7% 0% 0%
Specialization 13.3% 50% @ 20% 6.7% 10% 0%
internationalization 26.7% | 40% 10% 23.3% 0% 0%
Merger & Acquisition  23.3%  63.3% 3.3% 10% 0% 0%

Tab.4: Impact of Basel | on banking strategies; Source: SPSS.10 software results

Indeed, 46.7% of interviewees stated that thisor&td imposed the diversification
strategy and this was for the same reasons abowdamed, i.e to diversify in order to find
resources that can meet regulatory requirementicin the first Basel framework urged banks
turn to little demanding activities that requirélé capital such as market activities, financial
engineering and insurance. With regard to othextegjies, this ratio plays a supporting role.
Bank officials have, with different rates, indicatéhat the Cooke ratio favors the last three
strategies:

50% reported that it promotes specialization: Bdsstt up a constraint by imposing
compliance with the minimum level of equity, whibhs led banks to select clients with a low
risk weighting and seek activities that are legsitakconsuming. These trends have led some
banks to specialize. 40% said it promotes inteomatization: The application of the Cooke ratio
at the international level has prompted banks terivationalize. It is harmonization of this ratio
at the global level that has favored such a styateB.3% stipulated that it promotes mergers
and acquisitions strategies: a tendency towardsetbperations to expand activities providing
resources and ensuring compliance with a miniméi8% and even more in a context where
this has become a competitive advantage : grovetorne stronger in an international banking
environment characterized by high- intensity cortioet

@ [ Basel I imposes diversification and favours other banking strategies ]

d. The impact of Basel II:

The impact of Basel Agreement on Banking Strateigisbown in its three pillars:

Strategy / |PR Basel 11
ey Pillar 1 Pillar 2 Pillar 3
| F N 'Le Av Na I F N | Le| Av| Na

Diversification 20 633 10 (67 00| 20 567133 10 0 o
10 36726723333/ 0 10 | 40 | 233/233/33 0
20 30 233/ 20 (67 0 133/467/167 233 0 0

0

6.7/ 50 16.7 233 33 0| 6.7 50 (233 20 | O

Specialization

internationalization

Merger& Acquisition

Tab.5: Impact of Basel | on banking strategies; Source: SPSS.10 software results
- With: I. Imposes, F: favors, N: Neutral, Le: limiteeffect, Av: Avoids and Na: not

available.

79 ©JBSQ 2011

www.manaraa.com



Journal of Business Studies Quarterly
2011, Vol. 3, No. 1, pp. 60-84 ISSN 2152-1034

« The table is expressed in percentage.

Pillar 1 is comparable to the Cooke ratio. In fédchas the same impact: 50% of
respondents felt that it would impose diversifioati Taking into account the three risks (credit,
market and operational risks) would encourage béamkfiange their business portfolio, thereby
further diversifying.

Pillar 2 (supervision by public authorities) is cheterized by the fact that it will promote
all studied strategies. Those who stated this \asréllows: 63.3% for diversification (a more
sustained and regular communication between atig®and banks could also encourage the
latter to turn to diversification if they providetrong prudential ratios), 36.7% for specialization
30% for internationalization and 50% for mergerd anquisitions.

Pillar 3 (transparency and market discipline) tressgdame impact as the previous one. In
fact, it favours the four above mentioned strategwith respective rates of 56.7% for
diversification, 40% for specialization, 46.7% forternationalization and 50% for merger
operations.

In conclusion, it has been found that, whethes ithe Cooke or the McDonough ratio,
these two international prudential frameworks ingpdversification strategies on banks in order
to meet the required conditions and the regulatoigima. Furthermore, as mentioned by
Tunisian bankers, pillars 2 and 3 of Basel Il vaillvays tend to favour all strategies but with
different degrees. However, the impact of BasakIto be confirmed because the results are
estimates of a future impact, since Tunisia isentty preparing for a total implantation of this
framework. Thus, these results could be improviter & full implementation of Basel Il is
undertaken. But what we have just presented caadted to the studies related to the impact
Basel Il that are being exploited in the bankingtesn by the Central Bank and #Sommittee
on Basel Il These studies are involved in credits, the imtlerorganization of banks...In
summary:

Basel |1 (ratio McDounough)

Strategy Pillar 1 Pillar 2 Pillar 3
Diversification Imposes at 50% Favours at63.3% Favours at56.7%
Specialization Favours at 50% Favours at 36.7% Favours at 40%

I nternationalization Favours at 63.3% Favours at 30% Favours at 46.7%
Merger and Acquisition Favours at 509 Favours at 509 Favours at 509

Tab.6: Impact of Basel |1 on banking strategies; Source: Authors.

Basel 11
» Pillar 1 imposes diversification and favours the choice of
other banking strategies.
+ Pillar 2 favours all banking strategies.
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Conclusion:

At the end of this article, we tried to highlightet impact of international prudential
regulations on banking strategies, while studyitg tresulting impact. Theoretical and
international studies seem to have embraced thie kigpulating the existence of an impact
between prudential regulation and the banking exgsat However, each research line has been
characterized by well-defined and specific reflees. This impact characterizing the regulation
and the strategy was expressed in several waysie Swithors have mentioned the important
influence of regulation on strategic orientatio@hers have suggested that it is only secondarily
that the regulation determines the strategy anthtis its choice. However, other authors have
focused on the development of certain forms ofradion between these two variables. In the
context of this alternative, the ambition of thissearch was to determine the impact of
international prudential regulations on bankingtggies, and attempt to clarify the results. Now
that these various investigations have been caroet]l we have found that, empirically,
hypothesis 1 of our study, which stipulates tha girudential regulation imposes strategic
choices on banks, was validated especially aft€921®&hen diversification was imposed.
Hypothesis 2 can be easily checked with otheresjras regardless of the prudential regulation
dealt with. The last two hypotheses were not védiddy the two ratios. Whatever the nature of
the presented scenarios, we managed to show thacingf the international prudential
regulation on banking strategies. In fact, whetBasel | or I, the international prudential
regulation guides banks’ strategic choices by inqgpsliversification and encouraging other
types of strategies.

Though it may be useful in some respects, thisyswfdthe impact of international
prudential regulation on banking strategies is sofficient. Undoubtedly, a more detailed
analysis based on the consideration of anothewlfinkought would allow a better understanding
of the pertinence of this impact and the probahbknges it will bring about. An extension of this
study can be carried out especially after a fuplamtation of Basel Il to validate or overrule the
results revealed by this investigation. In additidre echoes of a new tendency towards a new
agreement, or Basel Ill, the increasing numberamikis mergers we have recently witnessed, the
tendency towards the development of universal mgn&ind particularly the repercussions of the
2007 financial crisis, whose impact is still feit2010, are all interesting indicators as they may
pave the way for further investigations and provsdene continuity for the present study. The
concern to increase the size of banks and the guéawolution of international prudential
regulations towards a possible reform of Basel Hyntlash, especially with the lack of
prudential regulations for banking giants resultirgn mergers. It appears therefore interesting
to study the impact that may result from the refafrinternational prudential regulations on
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mergers-acquisitions strategies in the context o€hsa volatile international financial
environment.
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