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FOREWORD

In July 2007, the Group of Thirty decided to launch a review of various national supervi-
sory and regulatory approaches and place them within the context of the changing global
financial system. The study set out to look at the changes evident in the financial markets
and the evolution of the national supervisory architecture at a time when central banks
and supervisory agencies have been seeking to improve their supervisory processes in light
of the blurring of lines between different financial sectors and businesses.

The review of 17 major national supervisory systems has confirmed that while dealing
with similar problems and challenges, such systems are fashioned through a process that
includes a myriad of political, cultural, economic, and financial influences.

Despite the many differences from country to country and market to market, the central
bankers, supervisors, and government ministries are charged with overseeing financial
institutions and dealing with threats to the stability of the financial system. Our review of
supervisory structures has drawn out their commonalities and differences, and the chal-
lenges faced by those selecting one approach or another.

The Group of Thirty is pleased to present this broad review to the supervisory and regu-
latory community. It is hoped that this assessment of the various regulatory systems will be
of interest to policymakers, and that a consistent presentation of structural details of vari-
ous systems will help illuminate differences in financial supervisory structures for analysts,
journalists, and the officials directly concerned.

f s 4 o Teat tudi|

Paul A. Volcker Jacob A. Frenkel
Chairman of the Trustees Chairman
The Group of Thirty The Group of Thirty







ACKNOWLEDGMENTS

The Group of Thirty would like to pay tribute to those whose time, talent, and energy
have driven this project forward. First, we would like to thank the members of the working
group, who committed their time and intellect to bringing this project to fruition.

Special recognition must go to the many supervisory institutions and individuals that
provided their views and input during the interviews and the research process. Without
their support and collective input the review would not have been possible. Documentary
research is useful, but it is no substitute for the personal impressions of senior central
bankers, supervisors, and regulators. A full list of the institutions that aided this project is
provided in the appendix.

Crafting a cohesive report reflective of many national perspectives and touching a broad
array of difficult supervisory and regulatory approaches requires considerable knowledge
of the issues and is never easy, but the task was achieved through the hard work and careful
prose of Annette Nazareth, who served as Rapporteur of the report. The Group of Thirty
thanks Annette for her efforts. We also acknowledge the efforts of Alastair Clark for his
assistance in the early stages of the study.

We would also like to thank Don Ogilvie and Rich Spillenkothen of Deloitte & Touche
LLP and the Deloitte Center for Banking Solutions and their team, including especially
Julia Kirby and Jeanne-marie Smith for their commitment and contributions to the project.
Deloitte & Touche provided assistance in reviewing the 17 national supervisory systems and
in documenting the results for use in the report.

Thanks to our editor, Diane Stamm, and our designers, Sarah McPhie and Katie Bur-
gess, for their dedicated efforts and flexibility when working on this project.

Finally, the coordination of this project, the many aspects of report production, and the
allocation and organization of different responsibilities had their logistical center at the
offices of the Group of Thirty. This project could not have been completed without the
efforts of Stuart Mackintosh, Sviatlana Francis, and Nicole Firment of the Group of Thirty.




10

FINANCIAL REGULATORY SYSTEMS WORKING GROUP

Chairman

Paul A. Volcker

Former Chairman, Board of
Governors of the

Federal Reserve System

Members
Jacob A. Frenkel

American International Group, Inc.

Geoffrey Bell
Geoffrey Bell & Company

E. Gerald Corrigan
Goldman Sachs & Co.

Andrew Crockett
JPMorgan Chase International

Jacques de Larosiere
BNP Paribas

Observers
Jaime Caruana

International Monetary Fund

Terrence Checki
Federal Reserve Bank of New York

Daniel Hofmann

Zurich Financial Services

Rapporteur
Annette Nazareth

Vice Chairman
Roger W. Ferguson, Jr.
TIAA-CREF

Richard Debs
Morgan Stanley & Co.

Arminio Fraga Neto
Gavea Investimentos

Gerd Hausler
Lazard International

John Heimann
Financial Stability Institute

Stuart P.M. Mackintosh
Group of Thirty

Don Ogilvie

Deloitte Center for Banking Solutions

Richard Spillenkothen
Deloitte & Touche LLP




EXECUTIVE SUMMARY



The Structure of Financial Supervison: Approaches and Challenges in a Global Marketplace

12

The Group of Thirty (G30) commenced a
17-jurisdiction review of financial regula-
tory approaches in July 2007, prior to the
current market turmoil that has impacted
many countries around the globe.! We
began the project at a time when the
efficiency and efficacy of financial regula-
tion and supervision were being actively
discussed and debated. Today, those issues
are even more salient and important

for national and international financial
supervisors and policymakers as they seek
to restore financial stability. This report

is being published during a period of
extensive global focus on the benefits

and challenges of various supervisory
approaches. We hope it will contribute to
the international dialogue on the key mat-
ter of supervisory architecture.

The last 25 years have been a period of
enormous transformation in the financial
services sector. The marketplace has
seen a marked shift from domestic firms
engaged in distinct banking, securities, and
insurance businesses to more integrated
financial services conglomerates offering
a broad range of financial products across
the globe. These fundamental changes in
the nature of the financial service markets
around the world have exposed the short-
comings of financial regulatory models,
some of which have not been adapted to
the changes in business structures. These
developments require central banks,
supervisors, and finance ministries to assess
the efficacy of the particular supervisory

structures in place in their home countries

1

or jurisdictions. They also call for careful
assessment of their approaches to financial
crisis management, and the extent to
which current structures (national and
international) are effective in dealing with
the collapse of a systemically important
global financial institution.

The G30 report reviews the financial
regulatory approaches of 17 jurisdictions
in order to illustrate the implications of
adopting one or another of the four prin-
ciple models of supervisory oversight. The
review comprises documentary research,
supplemented with interviews of central
bank governors and supervisors in each
jurisdiction, and includes a cross-section
of developed economies and emerging
markets. The study demonstrates the com-
monality of the challenges faced by supervi-
sors around the globe, and illuminates the
many different structural solutions adopted
by supervisors addressing these common
challenges within their own particular eco-
nomic, political, and cultural contexts.

The Four Approaches to Supervision
The report assesses the four approaches to
financial supervision currently employed
across the globe (Institutional, Functional,
Integrated, and Twin Peaks; see table on
the following page). It describes the key
design issues of each supervisory model,
illustrates how each has been implemented
in practice, and assesses the strengths and
weaknesses of each approach.

The jurisdictions reviewed are Australia, Brazil, Canada, China, France, Germany, Hong Kong, Italy, Japan,

Mexico, the Netherlands, Qatar, Singapore, Spain, Switzerland, the United Kingdom, and the United States.
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Institutional The Institutional Approach is one in which a firm’s legal status (for
Approach example, a bank, broker-dealer, or insurance company) determines
which regulator is tasked with overseeing its activity from both a safety
and soundness and a business conduct perspective.

tional regulator.

Functional The Functional Approach is one in which supervisory oversight is de-
Approach termined by the business that is being transacted by the entity, without
regard to its legal status. Each type of business may have its own func-

Integrated The Integrated Approach is one in which a single universal regulator
Approach conducts both safety and soundness oversight and conduct-of-business
regulation for all the sectors of financial services business.

Twin Peaks The Twin Peaks approach, a form of regulation by objective, is one in
Approach which there is a separation of regulatory functions between two regula-
tors: one that performs the safety and soundness supervision function
and the other that focuses on conduct-of-business regulation.

We found that all policymakers and
regulators interviewed underscored the
critical importance of regulatory frame-
works accommodating and keeping pace
with dramatic changes and innovation in
financial markets. As financial markets and
institutions evolve, so too must the regula-
tory systems that oversee them.

Of course, the design of national super-
visory architecture rarely, if ever, takes
place with policymakers proceeding from
a blank slate. Instead, regulatory structures
evolve as a result of particular national
debates, events, and economic crises that
may prompt a reappraisal of existing
frameworks, much like what can be seen to
be unfolding in the United Kingdom and
the United States.

Many of the jurisdictions that the G30
studied have modified or restructured
financial regulatory systems within the last
15 years, and a majority are currently in the
process of further restructuring or actively
debating the need for significant changes
to modernize their systems.

In general, no one model has proven
unambiguously superior in achieving all
the objectives of regulation. Strong leader-
ship and qualified administrators can offset
to some degree the impediments and defi-
ciencies that may stem from suboptimal
regulatory structures, but at some point
regulatory regimes need to be updated
and modernized to accommodate financial
evolution, market realities, and global
integration.

The report finds a number of structural
and design trends evident in the jurisdic-
tions studied.

The Institutional Approach

The traditional or Institutional Approach
to supervision is perhaps the model under
the most strain, given the changes in finan-
cial markets and players, and the blurring
of product lines across sectors. Agencies
using the Institutional Approach to super-
vision can overcome its shortcomings via
various coordination mechanisms, but the
structure is suboptimal, given the evolution

13
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of the markets we have witnessed. The
jurisdictions reviewed that use the Institu-
tional Approach are China, Hong Kong,
and Mexico.

The Functional Approach

The Functional Approach to supervision
remains quite common and appears to
work well, so long as coordination among
agencies is achieved and maintained. How-
ever, there is a general awareness that this
may be a somewhat suboptimal structure.
Because of this, a number of jurisdictions
are moving away from the Functional
Approach toward twin peaks or integrated
systems. The jurisdictions reviewed that
use the Functional Approach are Brazil,
France, Italy, and Spain.

The Integrated Approach

The report finds some support for the use
of an Integrated Approach to supervision.
This approach can be effective and effi-
cient in smaller markets, where oversight
of the broad spectrum of financial services
can be successfully conducted by one regu-
lator. It has also been adopted in larger,
complex markets where it is viewed as a
flexible and streamlined approach to regu-
lation. The Integrated Approach has the
advantage of a unified focus on regulation
and supervision without confusion or con-
flict over jurisdictional lines that can occur
under both the Institutional and Func-
tional Approaches. While the Integrated
Approach has the effect of eliminating the
redundancies that occur under the Institu-
tional and Functional Approaches, some
observers believe it may create the risk of a
single point of regulatory failure. The chal-
lenges of coordination among supervisors
in times of disturbance appear to be evi-
dent even under the Integrated Approach,
in which regulation is consolidated into

a single entity responsible for all sectors

of the financial industry. The jurisdic-

tions reviewed that use this approach are
Canada, Germany, Japan, Qatar, Singapore,
Switzerland, and the United Kingdom.

The Twin Peaks Approach

There is a growing interest in and support
for “regulation by objective” of the Twin
Peaks Approach to supervision. The Twin
Peaks Approach is designed to garner
many of the benefits and efficiencies of the
Integrated Approach, while at the same
time addressing the inherent conflicts that
may arise from time to time between the
objectives of safety and soundness regula-
tion and consumer protection and trans-
parency. When prudential concerns appear
to conflict with consumer protection issues,
the prudential supervisor in the twin peaks
system may give precedence to safety and
soundness mandates, because these are
closely intertwined with financial stability.
The Twin Peaks Approach may help to
force a resolution to this conflict. The

two jurisdictions that use the Twin Peaks
Approach are Australia and the Nether-
lands. A number of other jurisdictions are
engaged in debates over adopting this type
of approach. These include France, Italy,
Spain, and the United States.

The Exception—The United States

As much as any jurisdiction reviewed, the
United States is a prime example of the
role that historical precedent, politics,

and culture have played in the regulatory
structure. The current structure is quite
complex and has come under increased
scrutiny. The U.S. structure is functional
with institutional aspects, with the added
complexity of a number of state-level agen-
cies and actors. Historically, it had been
viewed as generally effective in meeting the
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various goals of financial supervision. But
today structural reform is more likely to be
on the policymaking calendar, in large part
because of weaknesses exposed during the
2007-2008 credit crunch and related finan-
cial institution failures. The March 2008
U.S. Treasury “Blueprint of a Modernized
Financial Regulatory Structure” recognizes
the current weaknesses and advocates a
modified Twin Peaks Approach as a long-
term goal.

The Importance of Domestic
Coordination and Communication
Whatever the approach to financial
supervision of a particular jurisdiction, any
system must strive to have effective coordi-
nation among supervisory agencies, central
banks, and finance ministries.

Agencies should seek to maintain good
contacts and interaction at the operational
levels and the principal level. Coordination
and communication can and do create
challenges, even in jurisdictions that have
an integrated regulator, although, other
things being equal, the challenges are
often greater when there are a larger num-
ber of regulatory agencies.

To facilitate coordination, most
jurisdictions create special coordinating
bodies. Such a coordinating body, often
called a Financial Stability Committee,
can comprise the heads or senior officials
of the regulatory agencies, the central
bank, and the finance ministry. This type
of institution can prove useful in normal
times, and especially important during
times of crisis, when the linkages and lines
of communication already in place can be
activated without delay. This type of struc-
ture is often underpinned by Memoranda
of Understanding (MOUs) among various
agencies and can be supplemented by
cross-membership of boards by principals

in the agencies. Such structures aimed at
facilitating coordination and information
sharing are important, but many of them
have yet to be tested by the collapse of a
systemically important financial institution.

The Role of the Central Bank
Irrespective of the structure of supervi-
sion, central banks emphasize the critical
importance of having information about
and a direct relationship with large, sys-
temically important financial institutions.
Supervisors typically stress the importance
of communication and coordination with
the central bank and the bank’s involve-
ment in crisis management, in particular.
Some jurisdictions retain a prudential
supervisory function for the central bank
(for example, Brazil, France, Hong Kong,
Italy, Singapore, Spain, the Netherlands,
and the United States), while others do not
(for example, Australia, Canada, China,
Japan, Mexico, Qatar, Switzerland, and the
United Kingdom).

Regardless of the particular structure
adopted, if information-sharing and
decision-making linkages between the
central bank and other agencies are
inadequate, this can have a serious
negative impact on coordination in times
of financial crisis, precisely when effective
collaboration is most required.

The Importance of Deposit

Protection Schemes

Many of those interviewed stressed the
importance of an effective, transparent,
and efficient deposit protection scheme
as a part of a modern financial regulatory
architecture. For supervisors grappling
with maintaining confidence in the
financial system, a well-understood deposit
protection scheme is an important part
of a national supervisory and regulatory

15



The Structure of Financial Supervison: Approaches and Challenges in a Global Marketplace

16

structure. All systems reviewed in the G30
report either have a deposit protection
scheme in place or are planning to imple-
ment one. Any regime must be structured
in such a way as to ensure that depositors’
funds can be accessed promptly. In the
absence of confidence that they will have
ready access to their funds, depositors will
have a strong incentive to join a bank run
and withdraw their deposits.

The Structure of International
Cooperation

A number of supervisors interviewed
expressed concern that the international
architecture of supervisory coordination
and communication has not kept up with
the changes in the nature and structure of
the global financial marketplace. Supervi-
sors worry that the current ad hoc inter-
national coordination system may not be
able to handle the failure of a systemically
important global financial firm and the
concomitant tremors such an event would
send around the world.

The current international coordinating
bodies involved in encouraging common
standards and the exchanges of informa-
tion cannot be expected to act as the entity
for managing emerging financial crises,
although they can and do provide an
important analytical resource ex post facto.
These organizations are generally estab-

lished along institutional lines (banking,
securities, insurance), and as such cannot
fully reflect the changing nature of the
global financial services marketplace.

In part to deal with that eventuality, a
majority of supervisors recognize the value
of supervisory colleges for systemically
important global financial institutions as
fora to build linkages among agencies in
normal times, and which play a critically
important role in periods of crisis. Many
supervisors also believe that flexibility in
the procedures and operations of these
colleges is critical to their success going
forward.

Conclusion

Substantive issues of the design and perfor-
mance of financial markets are important
when considering supervisory and regula-
tory reforms. Central bankers, supervisors,
and ministries of finance must ensure that
important public policy goals continue to
be achieved in a dynamic global market-
place as supervisors look to update and
alter the regulatory architecture. We hope
the G30 review of the financial supervisory
approaches of 17 selected jurisdictions
helps extend the general understanding of
the complex issues at stake when deciding
to adopt one approach or another and
when considering administrative reforms.
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Introduction

As financial market turmoil spreads

across the globe, regulators, supervisors,
policymakers, and the public at large have
been questioning the effectiveness of
financial supervision and whether changes
to existing supervisory models are needed.
Such a reassessment process is not a new
phenomenon. History has shown that
financial market disruptions have often
been followed by regulatory reforms. Some
of these reforms were incremental, with
targeted changes made to existing over-
sight regimes. Others, however, involved
wholesale adoption of very different
regulatory approaches. All reforms shared
a common goal: to regulate and supervise
the financial markets and institutions in an
optimal manner. Even in the absence of a

financial crisis or market failure,

History has shown
that financial market
disruptions have often
been followed by
regulatory reforms.

general concerns over the costs
and burdens of regulation, and
structural inefficiencies and their
potential impact on competi-
tion, have similarly called into
question the advantages and
disadvantages of various financial
supervisory models.? The Group
of Thirty is publishing this

Report during a period of exten-
sive global focus on the benefits and chal-
lenges of various supervisory approaches
in order to contribute to the international
dialogue on this very important issue.”

This report assesses the four basic
models of financial supervision currently
employed across the globe (Institutional,
Functional, Integrated, and Twin Peaks
Approaches). After a background discus-
sion that provides historical context in
terms of market developments and institu-
tional changes over the last two decades,
we describe in detail key design issues of
each supervisory model and illustrate how
each has been implemented in practice.
We assess the strengths and weaknesses
of each supervisory approach. We then
analyze and discuss how coordination and
cooperation among relevant governmental
bodies are achieved domestically under
each supervisory approach. Special atten-
tion is directed to the role of the central
bank and the procedures in place for
handling financial crises. Further, we exam-
ine methods for international regulatory
cooperation and coordination. Finally, we
briefly make concluding observations and
consider other challenges beyond regula-
tory structure that may warrant further
policy consideration.

The financial regulatory approaches of
17 selected jurisdictions are examined to
illustrate the implications of adopting one
of the four principle models of regulatory
oversight.* These jurisdictions include a
cross-section of developed economies and
emerging markets. The second part of this
Report contains a summary, or “profile,”

?  “Sustaining New York’s and the U.S.” Global Financial Services Leadership,” McKinsey & Co., January 2007
(www.nyc.gov/html/om/pdf/ny_report_final.pdf).

“Commission on the Regulation of U.S. Capital Markets in the 21st Century — Report and Recommen-
dations,” U.S. Chamber of Commerce, March 2007 (http://www.uschamber.com/publications/reports/
0703capmarketscomm.htm); and

“The Competitive Position of the U.S. Public Equity Market,” Committee on Capital Markets Research, De-
cember 2007 (www.capmktsreg.org/ pdfs/The_Competitive_Position_of_the_US_Public_Equity_Market.pdf).
References to regulation and supervision will be used interchangeably in this report since most oversight bod-
ies have the authority to both regulate and supervise. Regulation generally refers to the issuance of rules by an
authoritative body, while supervision refers to the oversight of an entity through the application of rules.
The jurisdictions reviewed were Australia, Brazil, Canada, China, France, Germany, Hong Kong, Italy, Japan,
Mexico, the Netherlands, Qatar, Singapore, Spain, Switzerland, the United Kingdom, and the United States.
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of the financial regulatory structure for
each jurisdiction. Each profile provides

a general description of and a historical
background to the current regulatory sys-
tem in the jurisdiction. It also cites notable
nonstatutory elements of the financial reg-
ulatory system and describes the regulatory
structure, enforcement procedures, the
framework for coordination, international
considerations, and current structural regu-
latory issues. Information contained in the
profiles was derived from interviews with
the relevant authorities in each jurisdiction
and from other internationally recognized
organizations such as the World Bank, the
International Monetary Fund (IMF), the
Bank for International Settlements (BIS),
the International Organization of Securi-
ties Commissions (IOSCO), the Interna-
tional Association of Insurance Supervisors
(IAIS), and the Financial Stability Forum
(FSF).

The Group of Thirty conducted inter-
views with key officials in the relevant juris-
dictions, and with practitioners, regulated
parties, and those who may have been
involved historically in the development
of the current regulatory arrangements.
These interviews provided invaluable
insights into how the regulatory system
has been implemented in practice and the
perceived strengths and weaknesses of each
model.

Background

The past 25 years have been a period of
enormous transformation in the financial
services sector. The marketplace has

seen a marked shift from domestic firms
engaged in distinct banking, securities, and
insurance businesses to more integrated

> ISDA Market Review (available at www.isda.org/statistics/pdf/ISDA-Market-Review-historical-data.pdf).

financial services conglomerates offering
a broad range of financial products across
the globe. The traditional demarcations
among the products and services offered
by banks, insurance companies, and
securities firms have substantially blurred,
as each has sought to maximize profits
through business expansion and financial
innovation. The days when banks primarily
took deposits and made loans, investment
banking firms engaged in a narrow range

of securities businesses such as

underwriting, brokerage and
trading, and advisory work, and The traditional
insurance companies only issued
property and casualty or life
policies are long past. Today, each the products and
of these sectors engages in new
businesses that offer complex

o banks, insurance
and sophisticated products, many

notable for their high degree of companies, and
imbedded leverage and often
demonstrating characteristics of

insurance, banking, and securities

demarcations among

services offered by

securities firms have
substantially blurred.

offerings. This financial innova-
tion enhanced the profitability
of the financial sector for a period of

time, but it has also created significant
challenges in managing the risks of these
cutting-edge products.

Derivatives are one example of a product
type that has clearly altered the financial
landscape over the past 25 years. Year-end
1989 figures compiled by the International
Swap Dealers Association (ISDA) indicate
that transactions in interest rate swaps, cur-
rency swaps, and interest rate options were
$2.474 trillion in notional value. By year-
end 2007, this figure was $382.3 trillion.®
Banks and securities firms are the primary
dealers in these markets.
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There has also been explosive growth
in the credit default swaps market. When
ISDA first began surveying this activity
at year-end 2001, the total outstanding
notional amount of credit default swaps
was $918.9 billion. By year-end 2007, it was
$62.2 trillion—a growth of nearly 37 per-
cent in the second half of 2007 alone.®

Securitization products, which are
structured to finance assets such as mort-
gages, credit card receivables, and auto
loans, became enormous businesses for
financial services firms during this period.
Asset-backed securitizations, mortgage-
backed securitizations, collateralized loan
obligations, collateralized debt obligations,
and other structured products came to rep-
resent an ever-larger portion of the credit
business. Particularly over the past several
years, when interest rates were relatively
low, the securitization business fueled the
market by providing increasingly esoteric
products that satisfied the aggressive
appetite for higher-yielding securities.
Unfortunately, it is now apparent that there
were serious flaws in the creation of some
of these products, including inadequate
mortgage underwriting practices and
insufficient historical data, contributing to
overly optimistic financial modeling used
by the firms that structured these products,
and by the credit rating agencies that
rated them. It also appears that increased
reliance was placed on credit rating agen-
cies and that independent credit analysis
by many market participants was severely
wanting. Since most of the origination and
distribution of these debt products was
through investment banks, a material por-
tion of credit market activity now occurs

5 Ibid.

outside of the traditional banking system.
This has made the task of supervising
credit market activity more difficult for
regulators, particularly in jurisdictions that
bifurcate banking and securities oversight.

A number of large, systemically impor-
tant institutions have emerged in many
national markets during this period.
Indeed, these entities are sufficiently large
and integral to the marketplace to raise
“too big to fail” or even “too intercon-
nected to fail” concerns among regulators.
For example, in 2007 the consolidated
assets of seven of the largest U.S. banks and
securities firms each exceeded $750 billion,
and the two U.S.-government sponsored
mortgage giants, Fannie Mae and Freddie
Mac, had consolidated assets exceeding
$882 billion and $794 billion, respectively.”
In the second quarter of 2008, 24 global
banks and investment banks each reported
total assets exceeding $1 trillion.?

Today there are also a number of major
market participants that are unregulated.
Private equity firms and hedge funds repre-
sent an increasing percentage of financial
markets activity, but they have generally
not been subject to direct supervisory over-
sight. While conceptually the participation
of these new entrants has benefitted the
marketplace by fostering pricing efficien-
cies and risk dispersion, the relative opacity
of their activities raises concerns. For the
most part, regulatory oversight of these
entities has been indirect, via the oversight
of regulatory counterparts with which they
conduct their business.

As indicated, many financial products
today have elements of banking, insur-
ance, and securities products. Yet in many

7 SEC Form 10-K for fiscal year ended 2007 for Goldman Sachs, Merrill Lynch, Bank of America, Citigroup,
JPMorgan Chase, Wachovia, Fannie Mae, and Freddie Mac (available at www.sec.gov/edgar/searchedgar/

webusers/htm).

Balance Sheet charts, Bloomberg, Second quarter, 2008.
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jurisdictions these entities are subject

to disparate regulation that reflects the
distinct business models of a bygone era.
Several jurisdictions that have reformed
their regulatory structures have done so
in order to better reflect this new business
reality. Those that have not done so seek
to manage the challenges of jurisdictional
overlaps and regulatory arbitrages caused
by the historical disparities in regulatory
approaches.

There has also been explosive growth
in the globalization of the financial ser-
vices sector over the last two decades as
technology has enabled a virtually border-
less marketplace. While some regulatory
impediments still exist, on the whole the
ability to transact business across borders is
relatively seamless. By 2007, for example,
three major U.S. investment banks derived
nearly 50 percent of their net revenues
from offshore activity.” Large global finan-
cial institutions play a significant role in
many national markets.

Foreign securities holdings by U.S.
investors nearly doubled from $3.1 trillion
to $6.0 trillion between 2003 and 2006, evi-
dencing a marked increase in cross-border
activity."’ Indeed, today nearly two-thirds of
all American investors have investments in
non-U.S. companies.'” While these statistics
highlight the global nature of trading and
investment and the interconnectedness
of the markets, they also auger growing
opportunities for contagion, because a
problem in one part of the globe can
easily make its way to another. Systemic

problems in the financial system continue
to be highly contagious today. The fact that
recent disruption in the collateralized debt
obligation market due to subprime mort-
gage issues in the United States has had

cross-border consequences in Germany, for

example, provides ample proof of
this exposure.

These developments have
exposed the shortcomings of
financial regulatory models, some
of which have not been updated
to reflect new business realities.
They also highlight the impor-

Systemic problems in
the financial system
continue to be highly
contagious today.

tance of information sharing
and international cooperation
by regulators, because financial crises

can circle the globe with alarming speed.
Ultimately, these developments also point
to the need for convergence to high-qual-
ity, internationally recognized regulatory
standards, including international account-
ing standards, for example. In such an
interconnected financial landscape, key
protections must be generally accepted
and implemented in all major market cen-
ters. To do otherwise would risk business
migration to less-regulated jurisdictions,
ultimately posing a threat to the stability of
the financial system.

The Policy Goals of Regulation

It is commonly understood that financial
regulation should be designed to achieve
certain key policy goals, including: (a)
safety and soundness of financial institu-
tions, (b) mitigation of systemic risk,

9 See SEC Form 10-K for fiscal year ended 2007 for Goldman Sachs, Lehman Brothers, and Morgan Stanley
(available at www.sec.gov/edgar/searchedgar/webusers.htm).

10

“Report on U.S. Portfolio Holdings of Foreign Securities as of December 31, 2006,” by Department of the

Treasury, the Federal Reserve Bank of New York, and the Board of Governors of the Federal Reserve System,

November 2007 (www.ustreas.gov/tic/shc2006r.pdf).

“Equity Ownership in America,” by the Investment Company Institute and Securities Industry Association

(now the Securities Industry and Financial Markets Association [SIFMA], 2005, page 23) (www.sifma.org/

research/reviews/Reviews.html).
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(c) fairness and efficiency of markets,
and (d) the protection of customers and
investors. These broad goals, while clearly
important, do not take into account an
additional factor that has come to be
regarded as critical in any wellfunction-
ing regulatory system; namely, minimum
regulatory burden through efficiency and
cost-effectiveness. It is fair to say that each
of the four models of financial supervision
is designed to achieve the policy goals of
regulation, albeit in different ways. The
differences in the models may be more
acute when viewed through the prism of
regulatory burden, that is, efficiency and
cost-effectiveness.

Each of the four policy goals is
described in greater detail below.

A. Safety and Soundness of Financial
Institutions
Effective regulation should be designed
to promote the safety and soundness of
individual financial institutions. Regulatory
oversight that focuses on the

Effective regulation
should be designed to
promote the safety and
soundness of individual

financial institutions.

solvency of institutions and the
protection of customer assets

is critical to a well-functioning
financial system. Traditionally,
banks and insurance companies
have been regulated through

a combination of rules and
prudential examinations and

supervision. Protection of an

institution and its capital base
was of paramount concern. For securities
firms, at least in jurisdictions such as the
United States, the regulatory approach has
involved more rules-based enforcement,
with prescriptive rules relating to capital
requirements, customer protection, and
business conduct. The primary focus of
securities regulators traditionally has been
on customer protection, with the safety

and soundness of the institution being one
means of furthering that goal. Safety and
soundness regulation involves a mixture
of proscriptive rules and more prudential
review and appraisal, with an emphasis on
persuasion rather than through enforce-
ment action involving fines, penalties, or

other sanctions.

B. Mitigation of Systemic Risk

An overarching goal of financial supervi-
sion is to monitor the overall functioning
of the financial system as a whole and to
mitigate systemic risk. For some regulators,
this goal is statutorily mandated; for others,
itis implicitly understood and adopted.
This would seem to be the most incontro-
vertible goal, and the most challenging to
achieve. Financial systems cannot function
effectively without confidence in the
markets and financial institutions. A major
disruption to the financial system can
reduce confidence in the ability of markets
to function, impair the availability of credit
and equity, and adversely impact real eco-
nomic activity.

Systemic risk generally refers to impair-
ment of the overall functioning of the
system caused by the breakdown of one or
more of the key market components. Sys-
temically important players would include,
among others, large, multinational banks,
hedge funds, securities firms, and insur-
ance companies. In addition, there are
systemically important markets and infra-
structures, in particular, the payments and
clearance and settlement systems.

C. Fairness and Efficiency of Markets
Well-functioning markets are character-
ized by efficient pricing, which is achieved
through market rules concerning the wide
availability of pricing information and
prohibitions against insider trading and
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anticompetitive behavior. They require
transparency of all material information to
investors. Regulatory schemes further these
goals by mandating disclosure of key infor-
mation, whether it is about business and
financial performance, about the prices

at which securities are bought or sold, or
other key information that is important to
investors. Disclosure permits market partici-
pants to make optimal decisions with com-
plete information. These transparency goals
may conflict with the interests of a particu-
lar institution at any point in time, and

thus they may be contrary to other goals of
regulation, such as maintenance of safety
and soundness and market continuity. For
example, a financial institution that is expe-
riencing liquidity issues may want to keep
that information private in order to mini-
mize speculation that could disrupt efforts
to work out its problems. At the same time,
investors in the institution would want the
most timely and accurate information in
order to make an investment decision. They
also have an expectation that the market
prices for an institution’s stock reflect the
disclosure of all material information.
These divergent considerations may lead to
disparate responses by different regulators
and locations.

D. Protection of Customers and Investors
Financial regulation is also designed to
protect customers and investors through
business conduct rules. Particularly in cases
where transparency requirements alone
are insufficient, investors are protected

by rules that mandate fair treatment and
high standards of business conduct by
intermediaries. Conduct-of-business rules
ultimately lead to greater confidence in the
financial system and therefore potentially
greater market participation. Business
conduct regulation has a quite different

focus from safety and soundness oversight.
Its emphasis is on transparency, disclosure,
suitability, and investor protection. It is
designed to ensure fair dealing. Such
standards have been widely adopted in
securities regulation for several decades.
The sale of risk products to individuals
traditionally was viewed as an appropriate
area for substantive conduct regulation.
Classic examples of business conduct rules
include conflict-of-interest rules, advertis-
ing restrictions, and suitability standards.
Some observers claim that business
conduct rules per se were less common

in the banking sector, although fiduciary
principles applied. As banks have ventured
further from their original business models
and have become more active purveyors of
risk-based products and services, particu-
larly to retail customers, banking regulators
are applying business conduct restrictions
more broadly.

The Four Approaches

to Financial Supervision

While no two jurisdictions regulate finan-
cial institutions and markets in exactly the

same manner, the current models

of financial supervision adopted
worldwide can, as already noted,
be divided into four categories:

(a) the Institutional Approach, reflects, among
(b) the Functional Approach, (c) other things, its
the Integrated Approach, and
(d) the Twin Peaks Approach.

No “pure” example of any model

unique history,
politics, culture,

may actually exist, and blurring size, economic

between approaches is prevalent. development...

The specific way in which regula-

tion and supervision has been

...each jurisdiction

structured in each jurisdiction

reflects, among other things, its unique
history, politics, culture, size, economic
development, and local business structure.
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Likewise, the effectiveness of the model

in any particular jurisdiction may be influ-
enced by uniquely local factors, so that no
single model may be optimal on a “one size
fits all” basis for all jurisdictions.

1. The Institutional Approach

The Institutional Approach is one of the
classical forms of financial regulatory over-
sight. Itis a legal-entity-driven approach.
The firm’s legal status (for example, an
entity registered as a bank, a broker-dealer,
or an insurance company) essentially
determines which regulator is tasked with
overseeing its activity both from a safety
and soundness and a business conduct
perspective. This legal status also deter-
mines the scope of the entity’s permissible
business activities, although generally there
has been a tendency for the regulators

to reinterpret and expand the scope of
permissible activities, and therefore the
scope of activities under their jurisdiction,
when requested to do so by the firms. Thus,
over time, entities with different legal status
have been permitted to engage in the same
or comparable activity and be subject to
disparate regulation by different regulators.

2. The Functional Approach

Under the Functional Approach, supervi-
sory oversight is determined by the busi-
ness that is being transacted by the entity,
without regard to its legal status. Each type
of business may have its own functional
regulator. For example, under a “pure”
Functional Approach, if a single entity
were engaged in multiple businesses that
included banking, securities, and insur-
ance activities, each of those distinct lines
of business would be overseen by a sepa-
rate, “functional” regulator. The functional
regulator would be responsible for both
safety and soundness oversight of the entity

and business conduct regulation. The
challenge for the Functional Approach is
that activities must fall into categories clear
enough for the regulator to oversee.

3. The Integrated Approach

Under the Integrated Approach, there is
a single universal regulator that conducts
both safety and soundness oversight and
conduct-of-business regulation for all the
sectors of the financial services business.
This model has gained increased popular-
ity over the past decade. It is sometimes
referred to as the “FSA model” because the
most visible and complete manifestation is
the Financial Services Authority (FSA) in
the United Kingdom.

4. The Twin Peaks Approach

The Twin Peaks Approach is based on

the principle of regulation by objective
and refers to a separation of regulatory
functions between two regulators: one that
performs the safety and soundness supervi-
sion function and the other that focuses
on conduct-of- business regulation. Under
this approach, there is also generally a split
between wholesale and retail activity and
oversight of retail activity by the conduct-
of-business regulator. This is also viewed by
some as supervision by objective.

Selected Examples of Each

Model of Financial Supervision
Selected jurisdictions from those we
reviewed are highlighted here to illustrate
examples of each of the four models of

financial supervision.

The Institutional Approach—

China and Mexico

Itis often difficult to clearly distinguish
those jurisdictions that employ an Insti-
tutional Approach from those that have
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implemented a Functional Approach. This
lack of clarity is understandable if one
considers that when an institution is per-
mitted by its regulators to expand into new
business lines within an existing entity, the
Institutional and Functional Approaches
become difficult to distinguish. Indeed, the
terms were sometimes used interchange-
ably by officials when describing the same
national models. Nevertheless, two jurisdic-
tions highlighted in the profiles that may
best illustrate the Institutional Approach
are China and Mexico.

China

China operates under an Institutional
Approach, with some elements of func-
tional supervision. While most jurisdictions
that have implemented reforms in the

past 25 years have tended to move toward
an Integrated Approach or a Twin Peaks
Approach, China did not. Under the
previous regulatory structure, all financial
supervision was consolidated within the
People’s Bank of China, which is China’s
central bank. Through a series of reforms
over the past 25 years, China has moved to
an Institutional Approach, where the bank-
ing, securities, and insurance sectors are
supervised by separate agencies.

Since 1998, the China Securities Regula-
tory Commission (CSRC) has been the
agency responsible for supervising and
regulating the securities and futures sec-
tor. It is responsible for listed companies,
securities firms, and markets. It focuses on
protecting medium and small investors.
Also in 1998, the China Insurance Regula-
tory Commission (CIRC) was formed to
oversee the insurance industry. In 2003,
the primary responsibility for supervision
and regulation of the banking sector was
moved from the People’s Bank of China to
the new China Banking Regulatory

Commission (CBRC), whose responsibili-
ties include banks, financial asset manage-
ment companies, trust and investment
companies, and other depositary financial
institutions. Its responsibilities include
approving new banking institutions, for-
mulating prudential rules and regulations,
and conducting examinations.

The People’s Bank of China’s role is
now limited to formulating and imple-
menting monetary policies and maintain-
ing financial stability. It nevertheless
retains a role in policy formulation. Specifi-
cally, the Governor of the People’s Bank of
China is a member of the State Council of
China, the government’s executive body.
As such, he has considerable continuing
influence over the general direction of
financial reforms, particularly when the
issues are debated by and decided on by
the State Council.

Given the evolution of financial markets,
the Institutional Approach in China is fac-
ing the need to accommodate marketplace
changes as the financial services industry
becomes increasingly integrated and the
lines between traditional banking, securi-
ties, and insurance businesses become
blurred. Through holding companies,
banks and other institutions have begun to
offer products outside their traditional areas
of activity, thus creating issues of supervisory
prerogative. For example, questions arise
when an insurance company offers a tradi-
tional banking product. Should the product
be regulated by the CIRC or the CBRC?
Issues such as this arise with increasing fre-
quency as the product and services offered
by banks, securities firms, and insurance
companies become more similar. This puts
greater pressure on supervisors to coordi-
nate before they act. The Chinese authori-
ties believe that their efforts at coordination
generally have been successful.
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Mexico
Mexico is another jurisdiction whose
regulatory structure employs primarily
an Institutional Approach. The Mexicans
refer to their structure of regulation and
supervision as a “silo” approach. Three
government agencies are in charge of regu-
lation and supervision of financial entities:
the National Banking and Securities
Commission (CNBV), the National Insur-
ance and Bond Companies Commission
(CNSF), and the National Commission for
the Retirement Savings System (CONSAR).
There is no consolidated supervision and
no lead supervisor of financial groups.
Another government agency, the National
Commission for the Protection of Financial
Services Users (CONDUSEF), is in charge
of consumer protection, and the Deposit
Insurance Agency (IPAB) administers
deposit insurance.

CNBYV is the principal supervisory entity.
It regulates both banking institutions and
brokerage firms. In 1995, the predeces-
sor banking and securities commissions
were merged due to the realization that
most banking institutions and brokerage
firms operated under common holding
companies within newly formed financial
groups. CNBV’s main objectives are safety
and soundness regulation and supervision
of all financial intermediaries (except
for insurance, bond companies, and pen-
sion funds). It also regulates securities
and exchange-traded derivatives. CNBV’s
Board of Governors has representatives of
other arms of the government, including
members from the Ministry of Finance, the
Bank of Mexico, CNSF, and CONSAR.

The Bank of Mexico, the central bank,
does not directly regulate or supervise
financial entities, although it may propose
regulation if it views existing regulation as
insufficient. The Bank of Mexico has four
main objectives: to provide the country’s
economy with domestic currency; to pro-
mote price stability; and to promote the
sound development of the financial system
and the proper functioning of the payment
systems. It is the lender of last resort.

The regulatory structure within Mexico
has been a subject of debate since the
mid-1990s. Even after the merger of the
securities and the banking commissions,
consideration was given to merging all
existing supervisory commissions. There
was also a recognition that a specialized
body was needed to focus on consumer
protection in the financial services arena.
Debates over reforms to the regulatory
structure in Mexico are centered more on
improving the efficiency of the existing
model, and increasing the population’s
access to a broad range of financial
services.

In addition to China and Mexico, Hong
Kong’s'? regulatory model is also best
described as the Institutional Approach.

The Functional Approach—Italy and France
Two jurisdictions that perhaps best illus-
trate the Functional Approach to financial
regulatory oversight are Italy and France.

Italy
In Italy, financial regulation is organized
along functional lines. Financial services

activities are divided among four main

2= On July 1, 1997, Hong Kong became a Special Administrative Region of the People’s Republic of China

(HKSAR). In this profile, HKSAR refers to Hong Kong.
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activities: banking, investment services,
asset management, and insurance. Each
industry has its own supervisor, legal frame-
work, and rules.

The Bank of Italy, the central bank,
has a monetary policy role as part of the
European System of Central Banks, and has
supervisory and regulatory authority over
Italian banks. It is a prudential regulator
whose focus is on the safety and soundness
of the institutions subject to its jurisdic-
tion. In addition to its banking supervision
responsibilities, the Bank of Italy focuses on
the stability of the financial system. It has a
statutory mandate to ensure overall stability,
efficiency, and competitiveness of the finan-
cial system. The Bank of Italy has rulemak-
ing authority and enforcement powers.

The Companies and Stock Exchange
Commission (CONSOB) is the public
authority responsible for regulating the
securities markets and the provision of
investment services. Its mandate includes:
(a) transparency of and reviewing business
practices by securities market participants;
(b) disclosure of complete and accurate
information to the investing public by
listed companies; (c) accuracy of prospec-
tuses related to share and security offerings
to the investing public; and (d) compliance
with regulation by auditors. CONSOB also
conducts investigations related to insider
trading and market manipulation. To
the extent CONSOB’s focus is principally
conduct-of-business oriented, this aspect
of Italy’s approach to financial oversight
incorporates elements of the Twin Peaks
Approach.

The supervisor of the insurance sector
in Italy is the Insurance Industry Regula-
tory Authority (ISVAP). ISVAP is respon-
sible for regulating and monitoring the

activities of insurance intermediaries. It is

also required to perform all activities nec-
essary to promote consumer protection.
The Finance Code mandates that the pri-
mary purpose of insurance supervision is
both the sound and prudent management
of the insurance and reinsurance business
and the integrity of the insurance market
and consumer protection. Thus, ISVAP

is a functional regulator of the insurance
sector with both safety and soundness and
conduct-of-business mandates.

Since 2004, there has been significant
debate in Italy regarding the need for
further structural reform of the supervisory
oversight model. Some of the proposals
have been aimed at reducing the number
of supervisory authorities in the hope
of designing a more efficient regulatory
model. Specifically, the debate has focused
on whether the number of supervisors
should be reduced to two—the Bank of
Italy and CONSOB—with a reallocation of
the responsibilities of the other financial
regulators. Such reform, were it to be
adopted, would move Italy closer to a Twin
Peaks Approach to regulatory oversight.

France
France also has a regulatory oversight
model that can best be described as a Func-
tional Approach, although, like Italy, there
is some allocation of functions that closely
resembles the Twin Peaks Approach.

Financial services oversight was
reformed in France in 2003 with the goal
of improving efficiency of the regulatory
system. The framework for financial super-
vision was reorganized and substantially
simplified at that time, although it still has
many more functional regulatory bodies
than many other jurisdictions.

Prudential supervision of both banks
and investment firms is the responsibility
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of the Banking Commission, which is
chaired by the Governor of the Bank of
France and is located within the central
bank. The division of labor between the
Banking Commission and the Financial
Markets Authority (AMF) resembles that
of the Bank of Italy and the CONSOB in
Italy, in that the prudential oversight and
conduct-of-business responsibilities are
split between the banking supervisor and
the securities supervisor, respectively.

The Committee of Credit Institutions
and Investment Firms (CECEI), also
chaired by the Governor of the Bank of
France, is responsible for the authorization
of credit institutions and investment firms,
while the AMF is in charge of the authori-
zation of unit trusts and investment funds.

The Financial Markets Authority (AMF)
was established in 2003 to protect the inter-
ests of small investors and promote the
smooth functioning of financial markets.
The AMF monitors securities transac-
tions and collective investment products
to ensure compliance with disclosure
obligations to the investing public. A rep-
resentative of the central bank, the Bank of
France, sits on the AMF board.

Insurance activities in France are
supervised by a separate insurance regula-
tor, the Insurance and Mutual Societies
Supervisory Authority (ACAM). Licensing
for insurance companies is separated from
ACAM in a manner similar to the CECEI
and is performed by the Committee on
Insurance Companies. To enhance coop-
eration between the Banking Commission
and ACAM, it is statutorily required that
the Chairman of ACAM be a member of
the Banking Commission, and the Gover-
nor of the Bank of France, as Chairman of
the Banking Commission, is a member of
ACAM.

In addition to Italy and France, other
jurisdictions we reviewed that employ a ver-
sion of the Functional Approach include
Brazil, Spain, and, to some extent, the
United States.

The Integrated Approach—The United
Kingdom and Germany

The United Kingdom

A jurisdiction that exhibits the key facets of
the Integrated Approach to regulation is
the United Kingdom (U.K.). The impetus
for the move to the Integrated Approach
was the recognition that major financial
firms had developed into more integrated
full-service businesses in the U.K. and
elsewhere in the 1990s. The historical,
more fragmented, or “siloed,” approach to
regulation was viewed as suboptimal. Thus,
in 1997, major reform of financial services
regulation was put into effect in the U.K.
with the creation of a unified regulator, the
Financial Services Authority (FSA).

The FSA regulates and supervises almost
all financial services businesses in the U.K,,
including banking, securities, and insur-
ance, on a prudential basis and as regards
conduct-of-business activities. It has four
main statutory objectives: to maintain
market confidence, to promote public
awareness on financial matters, to protect
consumers, and to reduce financial crime.
Thus, the FSA is responsible for both safety
and soundness of financial institutions and
conduct-of-business regulation. It is often
cited by regulated entities as a model of
an efficient and effective regulator, not
only because of its streamlined model of
regulation, but also because it adheres to
a series of “principles of good regulation,”
which center on efficiency and economy,
the role of management, proportionality,
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innovation, the international character of
financial services, and competition."” This
overlay of pragmatic business principles, in
addition to the traditional goals of regula-
tion, has been a distinguishing feature of
the U.K. regulatory approach.

The FSA also has broad investigatory,
enforcement, and prosecutorial powers.
The main area of financial regulation fall-
ing outside the FSA’s purview is corporate
reporting and governance, which is the
responsibility of the Financial Reporting
Council (FRC). Also, since 1968, takeover
bids in the U.K. are overseen by the Take-
over Panel.

At the time of the 1997 regulatory
reforms, the Bank of England was made
independent in the conduct of monetary
policy. It was decided, however, that allow-
ing the bank to retain its direct banking
supervisory role would unduly concentrate
power in the Bank of England. Concerns
were raised regarding potential conflicts
of interest and priorities between the
monetary and regulatory functions and
the disparate staffing requirements for
the monetary and regulatory roles. The
Bank of England contributes to financial
stability through its market operations, its
oversight of the payments system, and its
access to market intelligence. In the U.K.,
Her Majesty’s Treasury is responsible for
determining the statutory framework for
financial regulation and for determining
whether lender-of-last-resort authority
should be used.

Recent events such as the run on North-
ern Rock bank prompted a reappraisal of
the Integrated Approach in the U.K. The

13

approach has been generally endorsed
and reconfirmed by the government, with
some targeted legislative changes proposed
to address particular areas, including the
deposit insurance scheme, the special
resolution regime, and the clarity of roles
of the Tripartite Authorities (Her Majesty’s
Treasury, Bank of England, and FSA)
within the Tripartite Agreement. Other
observers have been more critical, sug-
gesting that the Integrated Approach and
Tripartite Agreement, in particular, failed
to ensure a fast-enough reaction to the
liquidity crisis and the related Northern
Rock bank collapse in the U.K.

Germany

Germany also employs an Integrated
Approach to supervisory oversight,
although with several distinct differences
from the U.K. approach.

Prior to 2002, Germany operated under
an Institutional Approach to regulation,
with separate federal supervisors for bank-
ing, securities, and insurance. Regulators
in each state (Land) supervised the stock
exchanges. In 2001, the government initi-
ated a reform of the German central bank
(the Bundesbank). The government also
reconsidered the institutional nature of
financial supervision in light of changes in
the financial markets. Integration of the
financial sector had blurred the boundaries
among the financial services activities and
resulted in overlapping products, services,
and supervisory functions. A single, inte-
grated supervisor was created—the Federal
Financial Supervisory Authority (BaFin).
The central bank nevertheless retained

www.fsa.gov.uk/Pages/About/Aims/Principles/index.shtml.
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a number of important supervisory func-
tions, and thus BaFin coordinates its super-
visory functions with the central bank.

BaFin supervises all three traditional
financial businesses—banking, securities,
and insurance—and aims to ensure the
safety and soundness of these institutions.
BaFin’s insurance supervision aims to safe-
guard insured parties. Through its market
supervision, BaFin enforces standards of
professional conduct, which aim to pre-
serve investors’ trust in the financial mar-
kets. BaFin also has an investor protection
role and seeks to prevent unauthorized
activities.

In addition to its traditional central
bank roles, the Bundesbank exercises
some banking supervisory functions. Since
there appears to be some overlap in the
supervisory responsibilities of the central
bank and BaFin, an MOU defines their
respective roles in normal day-to-day super-
vision to avoid duplication of work. Under
the MOU, the central bank is allocated
most of the operational tasks in banking
supervision. It also plays a role in crisis
management. It advises the federal govern-
ment on economic policy issues of major
importance.

In contrast to the U.K., insurance
supervision in Germany is split between
the federal government and the states.
BaFin supervises private insurance entities
operating in Germany that are of material
economic significance, and competitive
public-law insurance institutions that oper-
ate across the borders of any Land. Each of
the Lander’s supervisory authority gener-
ally applies to those insurance entities
whose activities are limited to particular
state and private insurance entities of lesser

material economic significance.

Supervision of the individual stock
exchanges in Germany is the responsibility
of the stock exchange supervision authori-
ties of the Lander. They supervise the
orderly conduct of trading on exchanges,
including monitoring the pricing process.
They are also responsible for the registra-
tion of electronic trading systems and the
supervision of exchange-like trading systems.
BaFin coordinates with the stock exchange
supervisory authorities in representing the
regulators at the international level.

There continue to be internal debates in
Germany over refinements to the supervi-
sory approach and the relative responsibili-
ties of BaFin and the central bank. It is
noteworthy that the central bank’s involve-
ment in banking supervision, and particu-
larly in operational aspects, contrasts with
the U.K. The central bank continues to
play a role in banking supervision, which
is one of its primary areas of expertise. It
is not involved in insurance or securities
supervision, however. Thus, Germany’s
supervisory structure remains somewhat
bifurcated and does not represent a “pure”
Integrated Approach.

In addition to the U.K. and Germany,
other jurisdictions featured in the profiles
that use the Integrated Approach to finan-
cial supervision include Japan, Qatar, and
Singapore. Switzerland will adopt the Inte-
grated Approach as of January 1, 2009.

The Twin Peaks Approach—Australia and
the Netherlands

In recent years there has been a discern-
able increase in interest in the Twin Peaks
Approach to regulatory supervision and
regulation by objective. Two examples of
the implementation of that approach are
Australia and the Netherlands.
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Australia

Since 1997, following a review of its system
of financial services regulation, Australia
has organized its oversight responsibilities
under a Twin Peaks Approach that sepa-
rates prudential regulatory oversight from
conduct-of-business regulation.

The Australian Prudential Regulatory
Authority (APRA) regulates deposit-taking
institutions, which include banks, building
societies, credit unions, and insurance com-
panies and large superannuation (retire-
ment pension) funds. It is independent of
the central bank and is a prudential regula-
tor that focuses on the safety and sound-
ness of the entities it supervises. APRA is
responsible for dealing with institutions
that are unable to meet their obligations,
and it does this in close cooperation with
the Reserve Bank of Australia (RBA), the
Australian central bank, which is available
to provide liquidity support if necessary.
APRA also has a statutory duty to promote
financial system stability in Australia.

The Australian Securities and Invest-
ments Commission (ASIC) is the business
conduct regulator responsible for market
integrity and consumer protection across
the financial system in Australia. It regu-
lates companies, financial markets, finan-
cial services organizations, and market pro-
fessionals. It is not a prudential supervisor.
It issues guidelines, preferred practices,
regulatory guidelines, and codes of con-
duct. It also has enforcement powers.

The RBA has responsibility for finan-
cial stability, interest rates, and payment
systems. It is responsible for ensuring that
licensed clearance and settlement facilities
for securities and derivatives conduct their
affairs in a manner consistent with finan-
cial stability.

The Netherlands

The Netherlands adopted a Twin Peaks
Approach to financial services regulation.
Unlike Australia, in the Netherlands the
central bank (DNB) also serves as the
prudential and systemic risk supervisor of
all financial services, including banking,
insurance, pension funds, and securities.

The Netherlands Authority for the
Financial Markets (AFM) is responsible
for all conduct-of-business supervision. Its
overall objective is to promote transpar-
ent markets and processes and to protect
the consumer. The work of the agency
is guided by three further objectives: to
promote access to the market; to ensure
the efficient, fair, and orderly operation of
the market; and to guarantee confidence
in the market. Both the DNB and the AFM
have enforcement authority.

Until the late 1990s, the Netherlands
employed the Institutional Approach to
financial supervision. Regulators were
divided along the traditional lines of
banking, insurance, and securities. This
model was abandoned in favor of a Twin
Peaks Approach due to the consolidation
of the Netherlands financial sector into
one dominated by companies conducting
business across multiple product lines,
and the development of complex financial
products that have cross-sector elements.

In the Netherlands, the Ministry of
Finance serves as the lender of last resort in
the event of a potential financial institution
failure. The DNB would take the lead in
crisis management. Under current arrange-
ments, the AFM would not play an official
role in crisis arrangements, although it may
be included in a future MOU.

In addition to Australia and the Neth-
erlands, the other jurisdiction we reviewed
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that is expected to adopt a Twin Peaks
Approach in the near future is Spain.

The Exception—The U.S. Model
Given the size and significance of the
U.S. market, any description of financial
supervision would be incomplete without
some mention of the U.S. model of regula-
tion. Perhaps as much as any jurisdiction
reviewed, the United States is a prime
example of the role that historical prec-
edent, politics, and culture have played in
the regulatory structure. U.S. regulation
of financial institutions took its present
form in the Great Depression of the 1930s,
and the structure established at that time
largely reflected the siloed structure of the
businesses at that time. While the current
structure is quite complex and has come
under increased scrutiny in recent years,
for the most part it has been viewed as
effective in meeting the various goals of
financial supervision, including promoting
safety and soundness of individual financial
institutions, market integrity, investor and
customer protection, and financial stability.
The model can best be described as a Func-
tional Approach, with some institutional
elements.

One unique aspect of the U.S. system
is its dual nature. Since the earliest days
of the government, banks have had the
choice of state or federal charters, with
choice being viewed as an important
source of innovation. With the creation
of the Federal Reserve in 1913, state-char-
tered institutions that were members of
the Federal Reserve came under federal
supervision.

The events of the stock market crash
of 1929 and the Great Depression of the
1930s resulted in a supervisory oversight
structure that has lasted for decades.
Among other things, commercial banking

and investment banking were separated
by the Glass-Steagall Act. The Securities
and Exchange Commission (SEC) was
established to regulate the U.S. securities
markets, and the Federal Deposit Insur-
ance Commission (FDIC) was put in place
to insure deposits and discourage bank
runs. Predecessors to the Office of Thrift
Supervision (OTS) and the Commodity
Futures Trading Commission (CFTC)
were established to regulate home loan
banks, thrift institutions, and commodity
exchange activities.

The Financial Modernization Act of 1999,
also known as the Gramm-Leach-Bliley Act
(GLBA), repealed provisions of the Glass-
Steagall Act that restricted the ability of
bank holding companies to affiliate with
securities firms and insurance companies.
GLBA substantially modernized the U.S.
financial services industry, but it made only
incremental changes to financial services
regulation. As a result, U.S. financial con-
glomerates can now operate in virtually all
areas of financial services, but the regula-
tory structure remains largely institutional.
Attempts to address functional regulation
under GLBA, whereby the regulator that
is responsible for the activity will supervise
that activity, were minimally successful,
because the provisions of the Act were
subject to numerous exceptions that were
highly negotiated in the legislative process
and immensely difficult to implement.
Indeed, the implementing rules concern-
ing the functional regulation of securities
activities of banks took several years to
negotiate among the relevant banking and
securities supervisors.

Ultimately, banking and securities activi-
ties are regulated at both the state and
federal levels by multiple regulators. Insur-
ance, on the other hand, is regulated at
the state level and futures principally at the
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federal level. Five federal agencies oversee
banking and thrift activities (the Federal
Reserve Board, the Office of the Comptrol-
ler of the Currency, the Federal Deposit
Insurance Corporation, the Office of
Thrift Supervision, and the National Credit
Union Administration), and state and fed-
eral banking agencies jointly oversee state-
chartered banking institutions and thrifts.
Banking regulators employ a prudential
regulatory approach, while the Securities
and Exchange Commission (SEC) is gener-
ally more enforcement oriented.

Several recent studies have focused on
the inefficiencies of the U.S. regulatory sys-
tem and have recommended reforms. Each
study has referenced the potential negative
impact that this duplicative regulatory
structure and the costs associated with it
may be having on U.S. competitiveness."
The recent rescues of the investment bank
Bear Stearns and the government-spon-
sored enterprises Fannie Mae and Freddie
Mac, have also spurred a vigorous public
dialogue on the structure and effectiveness
of financial regulation in the United States.

An Assessment of the Four
Supervisory Approaches

Regardless of the approach to financial
supervision adopted in a particular
location, all regulators we interviewed
expressed confidence in their ability to
satisfy their statutory mandates and meet
the goals of regulation under their existing
regulatory structure. Most have developed

pragmatic approaches such as cooperation
and information sharing with other rel-
evant supervisors to address any perceived
structural inefficiencies in their regulatory
models. Those that are in the process of

implementing reforms, such as

Spain and Switzerland, were opti-
mistic that impending changes
to their regulatory models would
not only improve their ability to
regulate effectively, but would
also do so in a more streamlined,
efficient, and effective manner.
The United States and the
United Kingdom currently stand
apart for the intensity of their
ongoing efforts to reassess the
effectiveness of their regulatory
approaches. This is due in no

The United States and
the United Kingdom
currently stand apart
for the intensity of
their ongoing efforts
to reassess the
effectiveness of their

regulatory approaches.

small part to the severity of the

financial problems, stresses, and

market phenomena that have occurred
in both jurisdictions—the winding down
and sale of Bear Stearns, the government
efforts to reinforce market confidence

in the mortgage giants Fannie Mae and
Freddie Mac in the U.S., and the run on
Northern Rock in the U.K.

In its report entitled “Blueprint of a
Modernized Financial Regulatory Struc-
ture,”” issued in March 2008, the U.S.
Treasury proposes a major restructuring of
financial supervision toward a regulation
by objectives approach, in some ways simi-
lar to the Twin Peaks Approach to supervi-
sion and regulation. In the U.K,, both the

“Sustaining New York’s and the U.S.” Global Financial Services Leadership,” McKinsey & Co., January 2007
(www.nyc.gov/html/om/pdf/ny_report_final.pdf).

“Commission on the Regulation of U.S. Capital Markets in the 21st Century — Report and Recommen-
dations,” U.S. Chamber of Commerce, March 2007 (http://www.uschamber.com/publications/reports/

0703capmarketscomm.htm);

“The Competitive Position of the U.S. Public Equity Market,” Committee on Capital Markets Research, De-
cember 2007 (www.capmktsreg.org/pdfs/The_Competitive_Position_of_the_US_Public_Equity_Market.pdf).

www.treas.gov/ press/releases/reports/Blueprint.pdf.
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financial supervisors and the Parliament
appear to support targeted changes to
the existing Integrated Approach. In both
jurisdictions, the benefits and disadvan-
tages of other regulatory approaches have
been actively debated.

Ultimately, of course, the success of any
regulatory approach must be measured
by the ability of regulators to achieve the
policy goals of regulation in real world
contexts rather than by simply tallying
theoretical pros and cons. Arguably, there
is no single optimal approach for all juris-
dictions, because each has its own unique
issues. That said, there is merit in consider-
ing the benefits and disadvantages of each
approach in order to assist those who seek
to make informed decisions on possible

reforms.

The Institutional Approach
The Institutional Approach to supervision
is under some stress due to significant

The Institutional
Approach is based on
a business model that,
to a large extent, no
longer exists.

changes in financial services
business models. The Institu-
tional Approach is based on a
business model that, to a large
extent, no longer exists. Many
large financial firms are involved
in a cross-section of products
and services rather than in the
monoline activities of the past.

Indeed, they tend to operate
along business lines without regard to legal
status of the entities in which the activity is
technically situated or recorded for regula-
tory purposes.

The Institutional Approach suffers from
potential inconsistency in the applica-
tion of rules and regulations by disparate
regulators and the challenges associated
with interagency coordination. Because
the same or economically similar activity
may be conducted by entities that are

legally authorized and overseen as banks,
insurance companies, or securities firms,
the separate institutional regulators may
regulate the activity differently. This differ-
ent regulatory treatment may take the form
of different capital treatment or customer
protection rules, for example.

In practical terms, the Institutional
Approach may be the most difficult to
maintain given how much financial services
firms and products have evolved from their
institutional labels—banking, insurance,
and securities. As regulators expand the
scope of business that is permissible in
a regulated legal entity, that activity will
likely overlap with the regulatory purview
of another supervisor. At its most extreme,
this can result in regulators overseeing vir-
tually identical conduct under potentially
different rules. In practice, it has in at least
some cases moved the regulators to adopt
some functional elements of supervision
where there are clear overlaps in product
offerings. This appears to be occurring, for
example, in China. As cross-sector business
has expanded in China, questions of super-
visory prerogative have arisen. Agencies are
working to strengthen the coordination
among their activities involving cross-sector
products in order to reach agreement on
regulatory actions before approvals are
granted.

The Institutional Approach potentially
suffers from not having a single regulator
with a 360-degree overview of a regulated
entity’s business or of the market as a
whole. It also suffers from not having a
single regulator that can mandate actions
designed to mitigate systemic risk.

The Functional Approach

The Functional Approach to financial
supervision involves regulating activities
across functional, as opposed to legal
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entity, lines. The clear benefit of a Func-
tional Approach to supervision is that, at
least in theory, a single, technically expert
regulator will apply consistent rules to

the same activity regardless of the entity

in which it is conducted. Regulatory
arbitrage, which can occur when multiple
regulators interpret and enforce the

same, or perhaps even inconsistent, rules
in different ways, is avoided under this
approach. As an acknowledged expert
agency, the regulator may be better able to
attract and retain highly qualified subject
matter experts who can interpret and apply
applicable rules to the same functions
across different legal entities.

One of the major challenges of func-
tional regulation is that it can be extremely
difficult to distinguish which activity comes
within the jurisdiction of a particular
regulator.

As regulators expand the scope of
permissible activities of the entities under
their watch, there is a general reluctance to
cede to another agency authority for over-
seeing those new activities. A related and
quite significant concern with the Func-
tional Approach is that product innovation
can be inhibited as functional regulators
spar over jurisdiction. This problem is
often cited in the case of the SEC and the
CFTC in the United States. Disputes over
whether certain products are securities
or futures, whether the SEC or the CFTC
has authority to regulate them, and which
rules apply have hindered the introduc-
tion of certain new products by securities
and futures exchanges in the U.S. In some
instances, activity has migrated to countries
where this regulatory uncertainty does not
exist. Thus, one negative consequence of
this jurisdictional uncertainly is to drive
business offshore.

Another disadvantage of the Functional
Approach is that it forces financial institu-
tions to deal with multiple regulators,
which is often more costly in

terms of time and effort. There

is a tendency for multiple regula-
tors to duplicate efforts to some
degree. In rare instances, supervi-
sors may take disparate regulatory
positions relative to the same
activity, putting the regulated
institution in an untenable situa-
tion. Multiple regulatory agencies
must expend much time and
effort coordinating and commu-

nicating among themselves.

The clear benefit of a
Functional Approach
to supervision is that,
at least in theory, a

regulator will apply
consistent rules.

single, technically expert

As multiple regulators com-
pete for jurisdiction, not just nationally but
also internationally, they may act to gain
favor with regulated entities by being more
aggressive or permissive in ways that ben-
efit the firms. Some may argue that regula-
tory competition can lead to more efficient
outcomes, as no single monolithic bureau-
cracy has ultimate decision-making author-
ity. The contrary may be just as likely,
however. Regulatory competition may lead
to a “race to the bottom,” particularly if an
institution has a choice of regulator for a
particular activity and the regulator’s bud-
get is funded by assessments of the entities
it oversees. At its worst, a regulator highly
reliant on assessments may be particularly
vulnerable to regulatory capture, which
can compromise its vigilance.

There are other challenges to the Func-
tional Approach. A major disadvantage is
that no regulator has sufficient informa-
tion concerning all the activities of any
particular entity or entities to monitor for
systemic risk. Also, addressing systemic risk
may require having a single regulator with
authority to mandate actions across the
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entire financial system. No functional
regulator may be in a position to fulfill
that role.

The Integrated Approach
The Integrated Approach to financial
supervision garnered much favor in the last
several years, as regulators and policymak-
ers in many jurisdictions recognized that
changes in the business models of financial
institutions and proliferation of financial
products warranted commensurate reform
of oversight methodologies. Several juris-
dictions reviewed for this report, including
Germany, Japan, Qatar, Singapore, the
United Kingdom and, as of Janu-

The Integrated
Approach has the
advantage of a
streamlined focus
on regulation and

supervision.

ary 1, 2009, Switzerland, have
adopted this approach.

As with other models, there
are both positives and negatives
about this approach. First, the
Integrated Approach has the
advantage of a streamlined focus
on regulation and supervision

without confusion or conflict

over jurisdiction lines that are

possible under both the Insti-
tutional Approach and the Functional
Approach. This clarity of focus potentially
leads to higher-quality regulatory out-
comes. Another significant advantage of
the Integrated Approach is that it provides
a more comprehensive, panoramic view
of the regulated entity’s business. The
oversight perspective is potentially not
only deep but also broad. The supervisor
can test for compliance with regulatory
requirements and also review business
issues, management quality, risk manage-
ment, and control issues on a prudential
basis. It essentially gives the supervisor the
ability to look holistically at an entity and
to respond to changes in a timely manner.
Oversight of financial institutions that are

involved in multiple business lines can

be vastly simplified and presumably more
efficient and cost-effective with a single
regulator. It is also undoubtedly the case
that many supervised entities prefer an
integrated supervisory approach. Certainly,
with one regulator, a firm is more likely to
experience consistent application of rules
and is less apt to be caught in jurisdictional
disputes between regulators.

Notwithstanding the merits of the Inte-
grated Approach, there are also potential
downsides to this model. Some observers
suggest there are concerns related to
having a single point of failure. If an inte-
grated regulator fails to spot an issue, there
is not another agency to potentially fill the
void. Defenders of fragmented regulation
maintain that overlapping jurisdiction
potentially may increase the likelihood of a
supervisor recognizing a problem or issue.
With a single monolithic regulator, no such
system of checks and balances exists.

In a very large market, there may be
concern that an integrated regulator might
simply be too large and thus too cumber-
some to be managed effectively. A large
integrated supervisor that regulates across
all business sectors will likely have to divide
its workflows into manageable functional
or other business units. For example, the
Japanese FSA, as an integrated supervisor,
regulates the financial institutions under
its jurisdiction by function and is so orga-
nized internally. Likewise, BaFin, as the
integrated regulator in Germany, is gener-
ally organized along sectoral lines, with
separate departments created to handle
entities that cross various lines. Thus, com-
munication among the various functional
divisions of a large, unified regulator is as
important and may be as challenging as
it would be across separate organizations.
There is no certainty, for example, that a
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derivatives expert within a single integrated
supervisor is more likely to draw upon the
expertise of the insurance experts within
the same organization than he or she
would if the two disciplines were located in
separate entities.

There are concrete examples of the
challenges of coordination that are experi-
enced even when the Integrated Approach
is adopted. In Germany, notwithstanding
that BaFin is an integrated regulator, the
Bundesbank continues to play a role in
banking supervision. This reflects histori-
cal circumstances and is due in large part
to the Bundesbank’s expertise in banking
supervision and its interest in having an in-
depth view of banking activity as it relates
to its monetary policy role. This has led to
some overlaps and duplication in audits,
issues that admittedly may be manageable
through effective coordination efforts. The
Bundesbank and BaFin have addressed
this issue by entering into a Memorandum
of Understanding regarding their respec-
tive roles. A single, integrated regulator,
by definition, mitigates coordination and
information-sharing problems, but the
agency must still work to ensure coordina-
tion between the central bank and ministry
of finance.

The critical self-assessment by the FSA
of the run on Northern Rock in the U.K.
highlights the challenges of managing a
single, large agency that is responsible for
the regulation, supervision, and examina-
tion of all sectors of the financial industry,
including banks, insurance companies,
securities firms, mutual funds, hedge
funds, and private equity firms. In its
analysis of lessons learned, the FSA points
to internal reorganizations that resulted

' FSA Internal Audit Division, The Supervision of Northern Rock: A Lessons Learned Review, March 2008 (available at

www.fsa.gov.uk/pubs/other/nr_report.pdf).

in, among other things, responsibility for
Northern Rock being under three different
heads of departments in as many years.
The FSA also cites the possibility that a very
demanding workload may have strained
internal resources. It notes the breakdowns
in flows of intelligence and information
both internally and externally. The FSA
recommends internal structural changes
and cultural shifts within the organization
to address the shortcomings identified
through its internal assessment.'®

A single, integrated regulator

has the potential to become a
classic monopolistic bureaucracy,
with all the related inefficien-
cies. This model by definition regulator has the
lacks regulatory competition.
Some commentators advocate
competition among regulators to

bureaucracy...
ensure that they are challenged y

to outperform their competitors.

A single, integrated

potential to become a
classic monopolistic

Of course, others observe that
there is no certainty that the opposite will
not occur—that there will be a race to the
bottom as regulators compete to be in the
favor of the firms they oversee.

The Twin Peaks Approach

The Twin Peaks Approach to financial
supervision is designed to garner all

the benefits and efficiencies of the Inte-
grated Approach, while at the same time
addressing the inherent conflicts between
the objectives of safety and soundness
regulation and consumer protection and
transparency. The Twin Peaks Approach
has been referred to as “regulation by
objective.” One agency’s regulatory objec-
tive is prudential supervision with the
primary goal of safety and soundness. The
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second agency’s goal is to focus primarily
on business conduct and consumer protec-
tion issues.

The Twin Peaks Approach may help
insulate prudential supervisors from an
excessively intrusive consumer-oriented
approach. When safety and soundness
mandates conflict with consumer protec-
tion issues, the prudential supervisor may
give precedence to safety and soundness
mandates, because these are closely inter-
twined with financial stability. However,
even when the two objectives are divided
among separate regulators, tensions

may remain, especially when

The Twin Peaks

prudential and systemic stability
concerns are seen to override

consumer protection issues in

Approach may also be
the optimal means of
ensuring that issues of
transparency, market

the case of institutional failures.
Such decisions concerning
which goals take precedence are
ultimately subjective, based on

integrity, and consumer
protection receive
sufficient priority.

the institutional positions of the
respective actors and regulatory
agencies.

The Twin Peaks Approach
may also be the optimal means of
ensuring that issues of transpar-

ency, market integrity, and con-

sumer protection receive sufficient priority.
Each of the investor protection and market
conduct mandates can receive singular
focus. The approach is designed to ensure
that sales practice protections apply uni-
formly across all financial products, regard-
less of the legal status of the entity selling
the product.

This approach to financial supervision
is gaining currency as a means of achieving
the benefits of the Integrated Approach
with the added distinct emphasis on
consumer protection issues, particularly
for retail customers. Under this approach,
each regulator can hire employees with

appropriate expertise for their specific
functions. Prudential regulators can
employ persons with business and eco-
nomic expertise while business conduct
regulators focus on hiring enforcement-
oriented staffs. Having the functions in
separate entities can minimize the conflicts
between the disparate disciplines. This
approach has been adopted in three of the
jurisdictions studied in the profiles—Aus-
tralia, the Netherlands, and, in the near
future, Spain.

The U.S. Treasury Blueprint advocates
the adoption, over the long-term, of a
model that is similar to the Twin Peaks
Approach, and is based on regulation by
objective. The objectives encompass three
key goals: market stability, prudential
supervision, and business conduct. The
institutional structure underpinning these
objectives differs from the classic Twin
Peaks Approach in a number of ways.

The Treasury Blueprint differs from
existing Twin Peaks models in that it advo-
cates having a business conduct regulator
that is separate from the transparency
and markets regulator. It proposes that
the latter two functions remain with the
SEC. The jurisdictions that currently have
adopted the Twin Peaks Approach link
investor protection with market fairness
and transparency mandates and have a
single regulator in charge of all three man-
dates. Presumably, since most securities
regulators have significant experience with
business conduct regulation, this role has
tended to be delegated to securities regula-
tors in the jurisdictions that have adopted
the Twin Peaks Approach. This conduct-of-
business focus is not limited to rulemaking
authority. It also encompasses developing
arbitration or mediation systems, ombuds-
men programs, and other means of inves-

tor remediation.
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The Role of the Central Bank
The financial turmoil that unfolded in
several economic centers in 2008 tested the
ability of supervisors to respond effectively
to financial crises. It also brought into
sharper focus the optimal role of central
banks, both in benign market conditions
and during times of severe financial stress.
In addition to the role of central banks in
implementing monetary policy, in most
developed economies they perform one
or more additional essential functions,
including acting as a prudential supervisor,
ensuring financial stability, and acting as a
lender of last resort.

A threshold question arises whether
the central bank should be a supervisor
of financial services or whether that role
is best performed by another agency.
There are strong sentiments on both sides
of this issue. Those who support central
bank involvement in financial supervi-
sion maintain that central banks bring
significant expertise to the function that
might be compromised if the role were
assigned to another supervisor. Indeed,
some believe that central banks have a
supervisory competitive edge due to their
superior knowledge of market conditions
and the depth of their staffs’ expertise.
Central banks tend to understand well the
business of financial institutions by virtue
of their market functions. They may be in
a uniquely advantageous position to shape
the regulatory environment in ways that
are particularly beneficial in times of finan-
cial crisis. Through their role as supervi-
sors, central banks can respond directly to
issues they identify, and can require entities
they supervise to take certain steps aimed
at mitigating systemic risk.

17

As banking supervisors, central banks
have a window into financial activity that
is essential to the performance of their
other functions, such as setting interest
rates and performing a lender-of-last-resort
role. They are uniquely suited to function
as liquidity providers in a crisis

given their access to funding,
their knowledge of the financial
institutions they oversee, and
their relative independence from
political pressures.

In the United States, for exam-
ple, the Federal Reserve, in 2008,
provided access to the discount
window to systemically important

institutions such as primary deal-

Central banks have a
supervisory competitive
edge due to their superior
knowledge of market
conditions and the depth
of their staffs’ expertise.

ers and investment banks that, as
nondepository institutions, were not subject
to central bank oversight. It became clear,
however, that the Federal Reserve needs
substantially more in-depth information
concerning these financial institutions
before it can prudently extend credit. This
information includes all of the financial,
business, and operational information that
is customarily available to a prudential
supervisor. Thus, the Federal Reserve, in
July 2008, entered into a precedent-setting
Memorandum of Understanding (MOU)
with the SEC" providing that the Federal
Reserve and the SEC will jointly formulate
supervisory guidelines or rules concerning
capital, liquidity, and funding positions and
resources and associated risk management
systems and controls for SEC-regulated
entities that have access to the discount
window. The MOU further provides that
the Federal Reserve and the SEC will col-
laborate in communicating expectations

with these entities. It also provides that

Memorandum of Understanding between the U.S. Securities and Exchange Commission and the Board of Governors of the

Federal Reserve System Regarding Coordination and Information Sharing in Areas of Common Regulatory and Supervisory
Interest, July 7, 2008 (available at www.sec.gov/news/press/2008/2008-134_mou.pdf).
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the joint oversight of these entities will
continue even if the lending facilities are
terminated. The latter provision illustrates
the strong desire of the Federal Reserve to
access key information on these systemically
important non-bank players in order to
better satisfy its monetary policy, financial
stability, and lender-of-last-resort mandates.

A number of the jurisdictions reviewed
embrace the view that by virtue of its bank
supervisory function, the central bank is
better equipped to perform its other roles
related to monetary policy, financial stabil-
ity, and payment systems. Germany’s central
bank, for example, has retained a number
of supervisory functions, even though the
Integrated Approach has been adopted
in Germany and a number of functions
have been shifted to the unified regulator,
BaFin. The German central bank appears
to want to continue to have a role in super-
vising banks, in large part to stay abreast of
developments in the marketplace and to
bolster its lender-of-last-resort capability.

In Brazil, France, Hong Kong, Italy,
Spain, the Netherlands, Singapore, and
the United States, the central bank is also
a safety and soundness supervisor of the
banking sector. Thus, the central bank
performs this additional role in several
countries without regard to the approach
to financial supervision they employ.
Central bankers who are also safety and
soundness supervisors believe that a bank’s
supervisory activities contribute to its finan-
cial stability role. They maintain that the
link between liquidity management and
central bank operations is key to effectively
addressing financial crises and, moreover,
that when supervision extends to invest-
ment banks, such as in France, a central
bank’s supervisory activities garner insights
into nascent market issues, enabling it to

respond in a more timely manner.

Those who oppose having the central
bank take on a supervisory role for banks
raise concerns that the central bank might
become too powerful and omnipresent
in financial matters. They also raise con-
cerns that the central bank may become
overwhelmed by its equally challenging
mandates of setting monetary policy and
regulating the banking sector. They oppose
centralizing so much responsibility and
authority in a single entity. When the
central bank is involved in both supervision
and monetary policy, senior management
time may be strained without additional
resources or careful resource allocation.
Others argue that there are inherent
conflicts between the role of the central
bank as a prudential supervisor and that
of a financial stability or monetary policy
authority. Conversely, some would argue
that these conflicts are better handled
within one agency that can balance the
various objectives against one another
before taking a decision. Jurisdictions we
reviewed in which the central bank’s role
does not include that of a prudential regu-
lator include Australia, Canada, China,
Japan, Mexico, Qatar, Switzerland, and the
United Kingdom.

The policy debate over the role of the
central bank has been particularly robust
in the United Kingdom since the run
on Northern Rock. Since 1997, after the
problems with the Bank of Credit and
Commerce International (BCCI) and Bar-
ings, regulation and supervision of banks
has rested with its unified regulator, the
FSA. At that time the Tripartite Authorities
in the United Kingdom entered into an
MOU, which was updated in 2006. Under
the MOU, the Bank of England’s respon-
sibilities include “the maintenance of the
stability of the financial system as a whole,”
while the FSA has responsibility for the
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authorization and supervision of individual
banks. In a crisis, the MOU provides that
the FSA is responsible for “the conduct of
operations in response to problem cases
affecting firms, markets and clearing and
settlements systems within its responsibili-
ties,” which may include changing capital
or other regulatory requirements and
facilitating a market solution involving, for
example, an introduction of new capital.
The lender-of-last-resort function in the
U.K. resides in the Bank of England.

In light of criticism that the Tripartite
Arrangements were found wanting and
that the Tripartite Authorities did not act
quickly enough to avert a run on Northern
Rock, some have argued that the supervi-
sory role for banks should be returned to
the Bank of England. These critics main-
tain that it is very difficult for a central
bank that is the lender of last resort to act
quickly when the government agency with
knowledge of the particular failing bank is
not the same agency that is responsible for
extending the credit. By definition, lenders
of last resort need timely and complete
information on which to act promptly. The
Tripartite Authorities have defended the
division of responsibility for the regulation
of financial institutions and the lender-
of-last-resort responsibility between the
FSA and the Bank of England, with Her
Majesty’s Treasury chairing the Tripartite
body charged with making such decisions.
This division of responsibilities is thought
by some senior officials to be prudent
because it is felt that one institution—a
central bank—may not be able to manage
both monetary policy and the entire range
of financial supervision. In the U.K., the
Chancellor of the Exchequer has strongly
supported these separate roles for the FSA
and the Bank of England.

The U.S. Treasury Blueprint contem-
plates a similar division of duties between a

prudential supervisor and the central bank.

The Treasury Blueprint promotes a new
supervisory architecture for the U.S. that is
an “objectives-based” regulatory approach
designed to focus on three goals of regula-
tion—market stability, safety and sound-
ness through prudential oversight, and
appropriate business conduct. Under this
regime, the Federal Reserve would be in
charge of market stability regulation. The
Treasury Department believes the Federal
Reserve should be assigned this role due to
its traditional central bank role in promot-
ing overall macroeconomic stability. Ele-
ments of this function would be conducted
through the implementation of monetary
policy and the provision of liquidity in the
system. The Federal Reserve would also be
given additional powers, such as the power
to gather information, make disclosures,
and collaborate with other regulators on
rule writing and corrective action. It also
would have the authority to require correc-
tive action, but only when overall financial
market activity was threatened. This role
would replace, and be in lieu of, the Fed-
eral Reserve’s current role as a supervisor
of banks and bank-holding companies.
Under the proposal, prudential supervi-
sion of banks and investment banks that

is currently performed by five banking
agencies and the SEC and the CFTC would
be consolidated into a single, independent
regulator.

Since the publication of the Treasury
Blueprint, and as the credit crisis has deep-
ened in the United States, the role of the
Federal Reserve as a supervisor, lender of
last resort, and market stability supervisor
increased perceptibly. This enhanced role
for the Federal Reserve contrasts with the
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tenor of the recommendations in the Blue-
print. Indeed, the Federal Reserve is taking
a much more active role in supervision of
primary dealers and systemically important
investment banks. It would appear that,
notwithstanding previously expressed con-
cerns over both the Federal Reserves’ abil-
ity to handle such large mandates and its
ability to balance the various and potential
conflicting functions, in times of financial
stress there is a tendency to turn to the
central bank more than any other arm of

the government for assistance.

The Role of Deposit Insurance

Deposit insurance schemes have come
under greater scrutiny after the run on
Northern Rock in the U.K. Deposit insur-
ance can play a critical role in avoiding
bank panics and thus may contribute to
financial stability. A consensus seems to
have emerged in the U.K. that the existing
deposit insurance regime was inadequate
to inspire depositor confidence and
prevent a run on the bank. The

Any regime must be

structured to ensure that
depositors’ funds can be

accessed promptly.

House of Commons Treasury
Committee, in its Fifth Report of
Session 2007-2008, entitled “The
Run on the Rock,”'® reached a
series of conclusions and recom-

mendations that have informed

recent U.K. legislative proposals.

These “lessons learned” are
highly instructive in fashioning a successful
deposit insurance scheme.

Any regime must be structured to
ensure that depositors’ funds can be
accessed promptly. Among other things,
insured deposits should be segregated to
reassure depositors that their funds are
both safe and accessible. In the absence of
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confidence that they will have ready access
to their funds, depositors will have a strong
incentive to join a bank run and withdraw
their deposits.

Some observers believe that the U.K.
deposit insurance scheme’s inclusion of
a complicated co-insurance element may
have contributed to the run on Northern
Rock. For example, depositors’ funds
were insured 100 percent only on the
first £2,000 (British pound sterling), and
90 percent on the next £33,000. This
complexity detracted from depositor confi-
dence and indeed incentivized depositors
to withdraw all of their finds in order to
avoid any potential for loss sharing on
their part. The most successful deposit
protection schemes are those that are as
simple and transparent as possible. This
means providing clear explanations of how
depositors can maximize their protection.
To provide the optimal financial stability
benefits, the details of the scheme must be
well advertised and readily accessible.

Depositors also expect that a deposit
insurance scheme will be adequately
funded in order to meet any potential obli-
gations. Failure to provide this assurance
likewise fails to meet the objective of finan-
cial stability. This entails the ex ante capital-
ization of a deposit protection fund, most
likely with monies provided through assess-
ments from the banks. The size of the fund
depends on the amount of insured deposits
in the system and the likelihood that any
particular institution will fail. It may be
particularly challenging to adequately fund
a deposit insurance scheme in a small juris-
diction where there is a high concentration
of deposits in only a few dominant institu-
tions. In the absence of collecting very high

Issued January 24, 2008 (available at www.publications.parliament.uk/pa/cm200708/cmselect/
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deposit insurance assessments from those
institutions, the only means to adequately
fund such a regime may be through direct
government funding. Failure to do so may
increase the likelihood that depositors will
not be fully protected in accordance with
their expectations.

An examination of the jurisdictions we
reviewed reveals the widespread adoption
of deposit protection schemes in most
financial centers. The exceptions include
Australia and China, although both are
now in the process of establishing deposit
protection schemes. We can conclude
that all jurisdictions studied recognize the
importance of such schemes and their role
in shoring up depositors’ confidence in the
financial system generally, and in the safety
of the deposits in covered bank accounts
specifically.

Domestic Coordination Issues

among Supervisors

Virtually all supervisors cite the importance
of intragovernmental coordination and
information sharing for successful over-
sight of the financial system and the mitiga-
tion of systemic risk. Maintaining adequate
levels of cooperation and information
sharing across governmental agencies
appears to be both equally important and
challenging regardless of the supervisory
approach adopted in the jurisdiction.

In the United States, one of the pri-
mary means of coordination among the
Treasury, the Federal Reserve, the SEC,
and the CFTC is the President’s Working
Group on Financial Markets (PWG), which
was formed in the aftermath of the 1987
stock market crash. The PWG has been
the interagency coordination mechanism
for financial market regulation and
policy issues since 1988. Its mandate was

expanded in 2008 by the U.S. President
pursuant to recommendations made in the
Treasury Blueprint. Its focus now includes
the entire financial system rather than
solely capital markets. It also will focus on
four discrete areas: mitigating system risk
to the financial system, enhancing financial
market integrity, promoting consumer and
investor protection, and supporting capital
market efficiency and effectiveness. Also,
the Treasury Blueprint recommended

that membership of the PWG should be
expanded to include the Comptroller of
the Currency and the heads of the Federal
Deposit Insurance Corporation and the
Office of Thrift Supervision.

In addition to the PWG, there are vari-
ous bilateral MOUs between the federal
agencies that relate to information sharing.
These MOUs have taken on increased
importance in the aftermath of the Bear
Stearns wind down, where the inability of
the firm, which appeared to be adequately
capitalized, to obtain financing in the
overnight repo (repurchase agreements)
markets seems to have caught the regula-
tors by surprise. This event has exposed the
weaknesses of a regulatory system in which
functional regulators may be well informed
of the financial condition of the regulated
entity, but not have timely information on
the state of the markets in which they are
operating. This entails bringing together
the disciplines of multiple supervisors, in
this case the SEC and the Federal Reserve,
the latter having a better perspective on
the funding markets given its own open
market operations. The MOU between
the Federal Reserve and the SEC signed in
July 2008 was in direct response to this per-
ceived need for greater coordination and
information sharing with respect to certain
systemically important firms.
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A majority of the jurisdictions reviewed
in this report employ a PWG-type
approach, which melds an MOU (or series
of MOUs) between agencies with some
form of financial stability committee tasked
with ensuring information exchange and
coordination between the leadership of
the central bank and other supervisory
agencies. In most cases, this coordination

committee is a permanent feature of the

A majority of the

jurisdictions reviewed
in this report employ a
PWG-type approach...

structure; it works in both nor-
mal times and in times of crisis.
In other cases, such as in Japan,
the committee may only be trig-
gered when a banking failure is
imminent.

Where this structure is

employed, those interviewed

indicate a financial stability com-
mittee helps deliver better agency coordi-
nation, allowing for a frank exchange of
views among a small leadership group, on a
regular basis. In addition, such a coordinat-
ing committee structure often results in
closer coordination between and among
agencies at a deputy or lower level, in part
because of necessary preparatory work for
the regular principals’ meetings and the
ongoing linkages among agencies that this
creates.

In Hong Kong, for example, the four
main regulatory bodies—the Hong Kong
Monetary Authority (HKMA), the Securi-
ties and Futures Commission (SFC), the
Office of Commissioner of Insurance
(OCI), and the Mandatory Provident Fund
Schemes Authority (MFSA)—have all
signed a series of bilateral MOUs to fur-
ther enhance cooperation on regulation,
supervision, information exchange, and
mutual assistance. There are also two high-
level coordinating committees. One is the
Financial Stability Committee, which meets
once a month. It monitors the banking,

securities, and derivatives markets for
financial stability. The Committee is
chaired by the Financial Secretary and
includes the HKMA, the SFC, and OCI.
The other committee is the Council of
Financial Regulators. This forum for dis-
cussion for high-level officials is chaired by
the Finance Minister and includes, among
others, the SFC, OCI, and the MPFA.

Similarly, Spain employs a series of bilat-
eral MOUs and a Financial Stability Com-
mittee (CESFI) to coordinate the efforts of
the Ministry of Economy and Finance, the
Bank of Spain, the National Securities and
Exchange Commission (CNMYV), and the
General Directorate of the Insurance and
Pension Fund (DGSFP). This Committee
was created in 2006 in response to recom-
mendations from the European Union
(EU) that all national financial regulatory
authorities should seek to establish similar
coordination mechanisms designed to
anticipate and coordinate in times of finan-
cial stress and/or crisis. The Committee
meets once a month. It focuses on contin-
gency planning for financial stress and for
unforeseen events such as terrorist attacks.

Spain also employs a technique for
coordination that is used in several other
jurisdictions as well; that is, cross-board
memberships. The Ministry, the Bank of
Spain, and the CNMYV, for example, have
representatives on their boards from the
other agencies.

France makes liberal use of interlocking
boards to enhance the opportunities for
coordination among financial supervisors.
For example, each of the boards of the
Insurance and Mutual Societies Supervisory
Authority (ACAM) and the Banking Com-
mission has representatives from the other.
France also has a board—the Board of
Financial Sector Authorities (CACESF)—
that brings together the Governor of the
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Bank of France, the Chair of ACAM, the
Chair of the Financial Markets Authority
(AMF), and the Minister of the Economy
to discuss issues of common concern.

Mexico also employs similar coordina-
tion techniques. It has interlocking boards
among the financial supervisors, it makes
use of bilateral MOU s, and it established
a Financial Stability Committee modeled
after the PWG in the United States.

Of course, having a PWG-type structure
in place does not guarantee coordination
among principals, who may not concur
on policy matters, but those interviewed
felt that having a structure of MOUs and a
financial stability committee in place helps
engender closer ties and better coordina-
tion that can pay dividends in times when
speed is of the essence and decisions must
be taken with dispatch.

In “The Run on the Rock,” the House
of Commons Treasury Committee exam-
ined the role of the Tripartite Authorities
at the time of the Northern Rock crisis.
The report notes the Tripartite Authori-
ties could have perhaps more effectively
coordinated in order to act to thwart a run
on the bank. While the U K. has a single
unified supervisor that was widely viewed
as quite effective during normal times, in
times of crisis, when coordination with
other areas of the government was crucial,
these arrangements were viewed as inad-
equate. Accordingly, it has been proposed
by the government that one of the two
existing Deputy Governor positions at the
Bank of England also be designated as
Head of Financial Stability, have a specific
focus on systemic issues, and be respon-
sible for handling failing banks and over-
seeing the Deposit Protection Fund. The
proposed legislation would strengthen,
without radically changing, the existing
arrangements among the Tripartite

Authorities. Among other things, the
legislation would explicitly recognize the
Bank of England as the financial stability
regulator, introduce a resolution regime to
deal with failing banks, change the deposit
insurance regime in a manner that would
make it easier to understand, and provide
for faster payments to depositors and mea-
sures to improve coordination among the
Tripartite Authorities.

These arrangements, in normal circum-
stances, would provide for the FSA to be
the supervisor of financial institutions, with
the Bank of England having access to infor-
mation obtained by the FSA. In troubled
times, when it appears that a financial insti-
tution is having difficulties, the entity will
become subject to heightened supervision,
and the Bank of England, as a potential
lender of last resort, may want more direct
and fulsome data from the entity. There

would also be heightened infor-
mation sharing among Tripartite
Authorities during this period.
Thus, the legislative proposal

in the U.K. seeks to create an
arrangement for benign periods
that can more expeditiously shift
into effective crisis management
arrangements as necessary.

It is noteworthy that under

the Integrated Approach, which

Having a structure of
MOUs and a financial
stability committee in
place helps engender
closer ties and better
coordination.

could be viewed as the most

streamlined approach to financial supervi-
sion, supervisors still must work tirelessly to
coordinate with other financial oversight
bodies—primarily with their ministries of
finance and central banks—in order to
effectively monitor for financial stability
and systemic risk. The U.K. experience
points to the challenges of ensuring that
arrangements that are viewed as highly
effective in benign periods will also with-
stand the shocks of a financial crisis.

45



The Structure of Financial Supervison: Approaches and Challenges in a Global Marketplace

In summary, those interviewed agree
that close and effective coordination
and cooperation among the ministry of
finance, the central bank, and supervisors
is essential, whatever form of financial
regulatory structure a country or market
adopts. Efforts to enhance coordination
at the highest levels of the agencies can be
adversely affected if principals clash person-
ally or disagree over respective roles and
objectives. Ultimately, a collab-

...close and effective
coordination and
cooperation among
the ministry of finance,
the central bank, and

supervisors is essential...

orative tone must be established
at the top by the individuals in
charge. MOUs may provide a
necessary underpinning of these
linkages in that they can set

the ground rules and establish
responsibilities, but they are not
in and of themselves sufficient
to ensure smooth coordination.
In many cases, the supervisory

authorities have felt it necessary
to supplement these agreements with a
financial stability committee of principal
regulators. Linkages at the top of the
central bank and supervisory agencies
can be further cemented by cross-board
memberships. However, what appears to
work in “peacetime” cannot be assumed to
work as smoothly in a time of crisis. Many
of the frameworks for domestic coordina-
tion described in the profiles in Part II of
this Report have yet to be tested by the
failure of a systemically important financial
institution, and few of those interviewed
felt entirely confident that the structures in
place were adequate to the task of handling
a major systemically important bank failure.

Cross-Border Coordination Issues
There are several international fora for
cooperation among financial supervi-
sors. With a few exceptions, these groups
are organized along the traditional

institutional lines of banking, securities,

and insurance. As the business models

of financial institutions have converged,
the need for greater coordination and
interaction among these international fora
has become more acute. This need for
coordination is to a degree addressed by a
geographic concentration of a number of
these bodies in Geneva (for example, the
Basel Committee, the Financial Stability
Forum, and the International Association
of Insurance Supervisors).

Perhaps the best known of the interna-
tional committees is the Basel Committee
on Banking Supervision, which provides
a forum for international cooperation on
banking supervisory matters. The Com-
mittee members come from Belgium,
Canada, France, Germany, Italy, Japan,
Luxembourg, the Netherlands, Spain,
Sweden, Switzerland, the United Kingdom,
and the United States. The Committee’s
mission is to enhance understanding of key
supervisory issues and improve the quality
of banking supervision worldwide. The
Committee is known for its development
of guidelines and supervisory standards
that have been widely adopted worldwide,
including its Capital Adequacy Standards
and its Core Principles for Effective Bank-
ing Supervision.

The International Organization of
Securities Commissions (IOSCO) brings
together securities regulators from around
the world to promote high standards of
securities regulation in order to promote
fair and efficient markets. It functions
as a forum for information exchange on
domestic experiences in order to promote
the development of better markets world-
wide. It is also a standard-setting body
and promotes enforcement cooperation
through its multilateral MOUs.

The International Association of Insur-
ance Supervisors (IAIS) was established in
1994 to bring together insurance regulators
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from almost 200 jurisdictions, representing
about 97 percent of the world’s insur-

ance premiums. It seeks to contribute to
improved supervision of the insurance
industry in order to maintain efficient, fair,
safe, and stable insurance markets, pro-
motes the development of well-regulated
insurance markets, and contributes to
global financial stability.

Two more recently formed international
fora seek to foster cooperation and coor-
dination among supervisors across the
financial services sectors. The Joint Forum
was formed in 1996 under the aegis of the
Basel Committee on Banking Supervision
(BCBS), the IOSCO, and the International
Association of Insurance Supervisors
(IAIS). It addresses issues common to the
banking, insurance, and securities sectors,
including the regulation of financial con-
glomerates. The membership comprises an
equal number of senior bank, insurance,
and securities supervisors representing
each financial sector. A representative of
the European Union is an observer.

The Financial Stability Forum (FSF) is
the newest entrant in the field of interna-
tional fora designed to bring supervisors
together from various financial services dis-
ciplines. It was convened in April 1999 at
the initiative of the G-7 Finance Ministers
and Central Bank Governors to “promote
international financial stability, improve
the functioning of the financial markets
and reduce the tendency for financial
shocks to propagate from country to coun-
try, thus destabilizing the world economy.”
The FSF’s mandate is “(1) to assess
vulnerabilities affecting the international
financial system, (2) to identify and oversee
action needed to address these, and (3)

to improve coordination and information
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exchange among the various authorities
responsible for financial stability.”"

The FSF brings together senior rep-
resentatives of national authorities (for
example, representatives of the central
bank, securities regulators, and treasury
officials), international financial institu-
tions (such as the IMF, the World Bank, the
Bank for International Settlements [BIS],
and the Organization of Economic Coop-
eration and Development [OECD]), inter-
national regulatory and supervisory groups
(such as IOSCO, the Basel Committee on
Banking Supervision, the IASB, and the
TAIS), committees of central bank experts
(such as the Committee on Payment and
Settlement Systems and the Committee
on the Global Financial System), and the
European Central Bank. Thus, the FSF is a
coordinating body that spans all sectors of
financial services, but its primary focus is
on financial stability and systemic risk.

In addition to participation in these
international groupings, a number of
jurisdictions engage in information shar-
ing and cooperation bilaterally through
MOUs. There have also been some very
promising efforts of late for cooperative
efforts relating to areas of common con-
cern that may impact financial stability.
One particularly noteworthy effort was the
joint work of the Banking Commission of
France; the Federal Financial Supervisory
Authority of Germany; the Federal Bank-
ing Commission of Switzerland; the FSA
in the United Kingdom; and the Federal
Reserve Board, the Federal Reserve Bank
of New York, the Office of the Comptrol-
ler of the Currency, and the SEC in the
United States that resulted in a report
entitled, “Observations on Risk Manage-
ment Practices During the Recent Market

Mandate of the Financial Stability Forum, www.fsforum.org/about/mandate.htm.
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Turbulence.” The effort brought together
senior supervisors of major global financial
services organizations to assess which risk
management practices worked well and
which did not during the recent period of
market turmoil. It summarizes the results
of supervisory reviews and a roundtable
discussion that the supervisory agencies
held with industry representatives. The
report is significant not only for its find-
ings, but also for its success in achieving
collaboration among supervisors on an

ad hoc basis to examine a significant issue
of global importance. It has encouraged
supervisors to share findings and work
cooperatively to address weaknesses in the
financial system. Also, observa-

...virtually all of the
jurisdictions we
reviewed support

the efforts of these
international groups in
furthering cooperation

and information sharing.

tions noted in the report have
helped to define an agenda for
strengthening supervisory over-
sight in certain relevant areas.
Representatives of virtually all
of the jurisdictions we reviewed
support the efforts of these
international groups in further-
ing cooperation and information
sharing. There is significant
debate, however, concerning

whether these efforts are enough
or whether greater coordination efforts
need to be in place, particularly in crisis
situations.

Some jurisdictions favor more formal
mechanisms for cooperation and informa-
tion sharing. Still others indicate the need
for more real-time access to information
and believe that formal mechanisms
will promote more timely information
exchange.

A number of those interviewed were
supportive of more widespread use of a
series of “colleges of supervisors” on the
international level focused on large sys-
temically important financial institutions.

Such colleges may indeed be good fora for
more formalized information exchanges
and cooperation between home and host
supervisors. However, a number of those
interviewed felt that they should not
become overly large and must remain
flexible as to membership, size, and
composition, with these decisions being
taken by the home supervisor.

Within the European Union, some
supervisors favor establishing a more
elaborate system of coordination first
at the EU level, and then exporting the
concept internationally. Some supervisors
cited international cooperation as the first
and necessary step toward convergence of
supervisory practices and regulations, and
believe the new EU MOU will be an impor-
tant step forward when enacted. This EU
MOU is only part of the European Commu-
nity’s structure designed to deal with crisis
management. (See Part II of this Report for
a more detailed description.) None of the
European supervisors reviewed supported
the creation of an EU-level supervisor at
this stage, preferring instead to work on
reinforcing the structures for coordination
and cooperation among national agencies
and central banks.

In general, the review found support
for the use of colleges if they can enhance
information exchange and coordination.
Many supervisors believe that international
groupings such as Basel, the FSF, and
the IOSCO need to be supplemented by
colleges that facilitate communication
between home and host supervisors in
normal times so as to prepare the lines of
communication for times of systemic crises.

But not all of those interviewed felt
that more colleges are necessary. Some
supervisors believe that the current levels
of coordination and information exchange

are adequate. They express concern that a
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formal, structured college to deal with cri-
ses is unnecessary and potentially cumber-
some. Critics of colleges do not want exces-
sive and prescriptive over-formalization of
the process. They point to recent events as
having shown that supervisors know whom
to call when a problem arises. If answers
are not timely, it is generally due to the fact
that supervisors are overwhelmed with the
tasks at hand, and not to any reluctance

to share information. These regulators
expressed the view that bilateral and multi-
lateral coordination is far more successful
than a college system. They are generally
pleased with the level of cooperation and
do not recommend structural changes at
this time.

Lessons Learned From

Recent Experiences

As the turmoil caused by the credit

crisis in the United States spread to other
economies, it provided financial supervi-
sors across the globe with unanticipated
opportunities to test the effectiveness of
their supervisory approaches under stress
conditions. Regulatory approaches and
methodologies that may have worked
well under benign financial conditions
may break down during a major market
disruption.

The study has found no simple cor-
relation between the regulatory approach
adopted in a jurisdiction and its effective-
ness during a financial crisis. The U.K.
experience in the case of Northern Rock
illustrated that even those using an Inte-
grated Approach to financial supervision,
with its streamlined unified regulator, may
also face challenges in times of a banking
failure. While this approach was viewed
as highly successful in periods of calm,
existing arrangements were found to need

strengthening after the run on the bank.

On the other hand, notwithstanding its
somewhat dated and complex regulatory
structure, U.S. regulators have

been viewed by some as respond-
ing in a timely and aggressive
manner to recent conditions.
The sale of Bear Stearns to
JPMorgan Chase that U.S. finan-
cial regulators facilitated over a
weekend, followed promptly by
the unprecedented access to the
Federal Reserve discount window
that was granted to government
dealers and systemically impor-

Regulatory approaches
and methodologies that
may have worked well
under benign financial
conditions may break
down during a major
market disruption.

tant investment banks, evidenced
the relative success of existing
arrangements.

Clearly, the U.S. regulatory approach
did not alone contribute to this success.
What seems to have worked well were the
mechanisms that financial supervisors had
in place that fostered efficient coordina-
tion in a crisis. In particular, the ongoing
and fluid communication among regula-
tors, fostered by coordinating devices
such as the President’s Working Group on
Financial Markets, provided the backdrop
for U.S. financial supervisors to respond
quickly and decisively. That said, some
observers believe that the U.S. regulatory
structure did not effectively identify the
emergence or mitigate the results of the
credit turmoil, highlighting the need for
a significant restructuring of the financial
supervisory architecture.

Similarly, one can point to the French
regulatory response to the unprecedented
losses due to unauthorized trading at
Société Générale as evidence of the success
of the French regulatory structure, and in
particular the ability of all concerned to
coordinate effectively.

This is not meant to suggest, however,
that regulatory approach does not matter.
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The Integrated Model and the Twin Peaks
Model may more rationally reflect the
changes that have taken place in the finan-
cial services business over the past several
years, and thus are widely viewed as more
efficient and cost-effective by both regula-
tors and regulated entities.

Those who operate under the legacy
models—the Institutional Approach and
the Functional Approach—expressed

The Integrated Model
and the Twin Peaks
Model may more
rationally reflect the

changes that have taken

place in the financial

services business...

confidence in their ability to
meet the goals of regulation, but
there are clearly challenges to
doing so in efficient ways, given
the redundancies in jurisdic-
tion. However, making changes
to these legacy models should
not be undertaken lightly. The
process of reform can create
costs and burdens. Also, as
measured by ability to respond

to crises, no one model seems to

be clearly superior to the others.
Ultimately, to be successful, any regulatory
model must also encompass coordination
and information sharing among all rel-
evant supervisors—finance ministries, cen-
tral banks, and financial regulators. These
mechanisms must be in place and actively
functioning. MOUs and other contractual
coordination arrangements may not prove
to be as effective in a crisis as ongoing,

dynamic arrangements.

Twelve Principal Concluding
Observations

Having compiled this report, the Working
Group offers the following observations,
which have emerged out of the discussions
with scores of central bank governors,
supervisors, and finance ministries.

1. All policymakers and regulators
interviewed underscore the critical

importance of regulatory frameworks
accommodating and keeping pace
with dramatic changes and innova-

tion in financial markets.

. Many jurisdictions studied have mod-

ified or restructured financial regula-
tory systems within the last 15 years,
and a majority are in the process of
further restructuring or are actively
debating the need for significant
changes to modernize their systems.

. All those interviewed stress the need

to have effective coordination among
the regulatory agencies, the central
banks, and finance ministries. It is
critical to maintain good contacts
and interaction at all levels in the
agencies, including at the principal
level and the operational levels.

Coordination and communication
create challenges, even in jurisdic-
tions that have an integrated regula-
tor, although, other things equal,
the challenges are often greater the
larger the number of regulatory
agencies. Whatever the structure,
there is a need for a consolidated
view of each supervised institution.

. Well-functioning groups or coor-

dinating bodies that comprise the
heads or senior officials of the regula-
tory agencies, the central bank, and
the finance ministry are particularly
important during times of crisis, but
can also prove very useful in normal

times.

. We see a trend toward the adoption

of integrated regulators and also
toward regulation by objective (Twin
Peaks), although no one model has
proven unambiguously superior
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in achieving all the objectives of
regulation.

Most supervisors stress the impor-
tance of an effective, transparent,
and efficient deposit protection
scheme as a part of today’s financial
regulatory architecture.

Regardless of structure or model, all
supervisors stress the importance of
communication and coordination

with the central bank and the bank’s

involvement in crisis management.

Irrespective of structural approach,
central banks everywhere express

the critical importance of their hav-
ing information about, and a direct
relationship with, large systemically

important financial institutions.

10.A majority of supervisors recognize

11.

the value of supervisory colleges for
systemically important global finan-
cial institutions, but most also believe
that flexibility in the procedures and
operations of these colleges is critical
to their success going forward.

Central banks and supervisors remain
concerned that current structures

for international coordination have
yet to be tested by the failure of a
systemically important international

financial institution.

12.Strong leadership and high-quality

people can, to some degree, offset
impediments/deficiencies that stem
from suboptimal regulatory struc-
tures, but at some point regulatory
regimes need to be updated and
modernized to accommodate finan-
cial evolution, market realities, and

global integration.

A Final Comment

Issues of structure and design of financial super-
visory systems are important, and policymakers
should carefully consider reforms aimed at
updating their structwres to better reflect market
realities. That said, recent events have demon-
strated that underlying substantive rules are also
key to exercising effective regulation. Thus, while
a focus on regulatory structure alone clearly will
not lead to optimal outcomes, it can undoubtedly
contribute to greater regulatory success.

There are many questions related to
financial supervision that remain unan-
swered by this review, however comprehen-
sive it may be. As such, they will have to
be addressed by subsequent work, by the
G30 or another body. For instance, should
unregulated entities (for example, hedge
funds and private equity funds) ultimately
be integrated into the regulatory structure?
Given their monetary policy, financial
stability, and lender-of-last-resort responsi-
bilities, what is the optimal role of central
banks in the future regulatory landscape?
How effectively will regulators deal with the
failure of a large financial institution that
has systemically important operations in
several jurisdictions? What does it mean to
“rescue” a failing institution? Do supervi-
sors have the right mechanisms in place
to permit the orderly liquidation of major
financial institutions? Some of these key
questions going to the heart of the current
debate over the reform of national super-
visory responsibilities will be addressed in
a forthcoming G30 study of the future of
financial reform.

51






PART II: PROFILES






THE INSTITUTIONAL APPROACH

The institutional approach is one in which a firm’s legal status
(for example, a bank, broker-dealer, or insurance company) deter-
mines which regulator is tasked with overseeing its activity from both

a safety and soundness and a business conduct perspective.
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The Institutional Approach

Market Description

China’s banking sector is dominated by
five state-owned commercial banks: the
Agricultural Bank of China, the Bank of
China, the Bank of Communications, the
China Construction Bank Corporation,
and the Industrial and Commercial Bank
of China. In 2007, these banks held over 50
percent of total assets of all Chinese bank-
ing institutions. There are approximately
8,800 other banking institutions in China,
including 29 foreign banks. Total assets
held in banking are approximately 52.5
trillion Renminbi (RMB). The securities
market in China is relatively new and con-
tinues to develop. At the end of 2007, there
were approximately 106 securities firms
and 59 fund management firms.! There are
approximately 3,000 insurance institutions
with total assets of 2.9 trillion RMB.

Background
Today’s financial supervisory and regula-
tory framework in China is quite new; all
major reforms have taken place in the
last 25 years. The current institutional
approach to supervision in China has
begun to exhibit elements of the func-
tional approach toward financial supervi-
sion. The system is the result of supervisory
and structural reforms that have taken
place over a relatively short time. The cur-
rent organizational setup replaced a previ-
ous structure where the People’s Bank of
China (PBC) was the sole financial supervi-
sor. In 1983, the State Council® authorized
the PBC to act exclusively as a central bank
and as the country’s financial supervisor.’®
Currently, the PBC’s supervisory role is
limited to formulating and implementing

' www.oecd.org/dataoecd/5/32/18469881.pdf.

monetary policy, maintaining financial
stability, and overseeing anti-money laun-
dering. However, the PBC maintains con-
siderable influence on supervisory policy
matters through its Governor’s member-
ship on the State Council.

In 1992, to promote development
and regulation of the stock market and
enhance the socialist market economy,
the Securities Commission of the State
Council and the China Securities Regula-
tory Commission (CSRC) were established
to supervise the stock market jointly with
the PBC. These two institutions merged in
April 1998 and took the name of the latter,
the CSRC, creating an agency to supervise
and regulate the securities sector.

In 1998, to ensure more effective super-
vision and sound development of the insur-
ance industry, the State Council established
the China Insurance Regulatory Commis-
sion (CIRC) as an agency to supervise and
regulate the insurance sector.

In April 2003, the China Banking Regu-
latory Commission (CBRC) was established
to supervise and regulate the banking
sector. Its responsibilities include the
supervision of banks, financial asset man-
agement companies, trust and investment
companies, and other depository financial

institutions.

Statutory Framework

The Law of the People’s Republic of China on
Banking Regulation and Supervision, passed
by the National People’s Congress (NPC)
in 2003, authorizes the CBRC to oversee

all banks and all non-banking financial
institutions. This law, together with the Law
of the People’s Republic of China on Commercial

2 The State Council is the chief administrative authority of China.

3

Before 1983, the PBC served as both a central bank and a commercial bank.
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Banks, is the legal foundation for China’s
banking industry, combining financial
administrative regulations and prudential
supervisory rules. With the development
of banking supervisory measures, in which
off-site surveillance and on-site examina-
tion complement and coordinate with
each other, risk assessment and warning
mechanisms for the banking industry have
been preliminarily established.

The 2006 amendment to the Law of the
People’s Republic of China on Banking Regula-
tion and Supervision extended rights to the
CBRC, transforming regulatory oversight.
The Guidance on Compliance Risk Manage-
ment of Commercial Banks and the amended
Regulations of the People’s Republic of China on
Administration of Foreign-Funded Banks have
further improved the banking risk supervi-
sion system.

The CSRC has been strengthened
through changes in the Company Law of the
People’s Republic of China and the Securities
Law of the People’s Republic of China, which
updated the existing securities regulatory
laws. Administrative regulations, such as
the Regulation on the Supervision and Manage-
ment of Listed Companies and the Regulation
on Supervision and Management of Securities
Companies, have been passed into law.

The CIRC introduced a series of laws to
standardize the insurance industry, such as
Regulations on Qualifications of the Directors
and Senior Managers of Insurance Companies,
Regulations on Administration of Insurance
Salespersons, Provisional Guidelines for Stan-
dardization of Governance Structure of Insur-
ance Companies, Regulations on Investment
Insurance Actuarial System, and Regulations
on Flexible Insurance Actuary.

Nonstatutory Elements
The Securities Association of China (SAC)
is the self-regulatory organization for the

securities industry. It functions under the
guidance and supervision of the CSRC and
the Ministry of Civil Affairs of China. The
SAC supervises and inspects members’ con-
duct, and executes disciplinary measures
against those members violating laws and
regulations.

Government agencies work with
the Insurance Association of China, to
strengthen its professional self-discipline
and risk-prevention mechanisms.

Institutional Structure

of the Regulators

China’s financial supervision system is insti-
tutional in nature but is exhibiting func-
tional aspects as the economy and financial
markets develop. It includes a central bank
(PBC) and three parallel institutional
supervisory agencies (CBRC, CIRC, and
CSRC), as well as others, as follows.

Ministry of Finance (MOF)

The MOF has financial supervision
responsibility. The Minister of Finance, as a
member of the State Council, has input on
supervisory aims and matters of coordina-

tion among the agencies.

People's Bank of China (PBC)

The PBC is the central bank of China. The
Governor of the PBC is a member of the
State Council. The PBC formulates and
implements monetary policy, mitigates
financial risks, and safeguards financial sta-
bility. The main duties and responsibilities
of the PBC include issuing and enforcing
orders and regulations, formulating and
implementing monetary policy, issuing
Renminbi and administering its circula-
tion, and regulating the interbank lending
and interbank bond markets. Since the
reforms of the supervisory system and the
creation of the CBRC, the PBC no longer
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has a direct financial supervisory role, but
it nevertheless retains considerable influ-
ence over policymaking. The PBC contin-
ues to be the primary supervisory body for
anti-money laundering.

The PBC management is composed of
a Governor and several Deputy Governors.
The Governor, nominated by the Premier
of the State Council and approved by the
NPC, is appointed by the President of
China. The Deputy Governors are
appointed by the Premier of the State
Council. Funding for the PBC, which is a
government agency, comes from the State
Budget.

State Administration of

Foreign Exchange (SAFE)

SAFE manages China’s foreign exchange
reserves. It is responsible for drafting
regulations and authorizing national and
foreign financial institutions in conducting
foreign exchange operations. It adminis-
ters the regulations that China uses to keep
its currency convertible on the current
account (that is, for trade and other pur-
poses), but closed on the capital account
(for most types of investment). These
systems shield the domestic economy and
its banking system from global capital
flows. SAFE is an agency within the PBC
and is managed by an administrator and
four deputies.

China Banking Regulatory

Commission (CBRC)

The CBRC is responsible for the supervi-
sion of nationwide financial institutions
and operations. The Banking Supervision
Law applies to the supervision of financial

asset management companies, trust invest-

* CBRC 2006 Annual Report, page 104.

ment companies, financial companies,
and the financial lease companies estab-
lished within China, and other financial
institutions established within China

upon approval of the CBRC. The duties
and responsibilities of the CBRC include
approving new banking institutions, for-
mulating prudential rules and regulations,
and a wide range of powers of examina-
tion, including off-site and on-site investi-
gation. The commission is also responsible
for detecting risk in the banking sector and
establishing an “early-warning system.”

The CBRC is led by a board consisting
of a Chairman, the Discipline Commis-
sioner, and the General Secretary. In 2006,
the CBRC had a staff of 18,445, of which
6,680 were engaged in banking supervisory
activities.* Funding for the CBRC comes
from the State Budget.

China Securities Regulatory

Commission (CSRC)

The CSRC is responsible for conducting
supervision and regulation of the securi-
ties and futures markets in China. Major
functions of the CSRC include supervision
of securities and futures firms, stock and
futures exchange markets, publicly listed
companies, fund management companies,
the securities and futures investment
consulting firms, and other intermediar-
ies involved in the securities and futures
business. The CSRC seeks to protect inves-
tors’ rights and interests and to mitigate
market risks.

The CSRC has a Chairman, four Vice-
Chairmen, a Secretary General, and two
Deputy Secretary Generals. Funding for
the CSRC comes from the State Budget.
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China Securities Investor Protection Fund

In 2005, the CSRC, MOF, and PBC jointly
established the China Securities Inves-

tor Protection Fund Co., Litd, which is
responsible for the collection of fees, daily
management, and use of the fund. In 2007,
the CSRC and the MOF jointly issued the
Regulation on Futures Investor Protection Fund.
The CSRC is responsible for the use and
daily management of the fund.

China Insurance Regulatory

Commission (CIRC)

Similar to the CBRC’s role in the banking
industry, the CIRC oversees China’s insur-
ance market. The State Council authorizes
the CIRC to supervise and regulate the
Chinese insurance market. Major respon-
sibilities of the CIRC include formulating
insurance industry policies, strategies, and
plans; drafting laws and regulations regard-
ing insurance supervision and regulation;

examining and approving the establish-

ment of insurance companies; supervising
the insurance business operations; and
conducting investigations on irregularities
and imposing penalties. The insurance
supervision system has gradually been
established through the CIRC. In 2005,
the China Insurance Protection Fund was
established and is under the supervision
and management of the Insurance Protec-
tion Fund Council.

The CIRC is governed by a Chairman,
four Vice-Chairmen, a Secretary General,
and two Deputy Secretaries General. Fund-
ing for the CIRC comes from the State
Budget.

Figure 1 provides a graphic depiction
of the relationship among the above-

mentioned institutions.

Enforcement

When administrative violations occur, the
CBRC, CIRC, CSRC, and the PBC have
the authority to take enforcement actions,

FIGURE 1. The Financial Services System Regulatory Structure, China
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including imposing fines, the takeover of
an institution in crisis, and the injection
of liquidity. If a bank faces problems, the
CBRC takes the lead, gauging whether it is
a liquidity or solvency risk. The CBRC uses
on-site supervision to assess the health of
the institution. If necessary, the CBRC can
request that the PBC inject liquidity into
the institution.

The CSRC also has various options and
sanctions available in case of failing securi-
ties firms. It can require capital injections,
provide provisional liquidity support, and
back the introduction of overseas strategic
investors. When necessary, the CSRC has
the power to liquidate and close compa-
nies. Governance reforms related to these
powers were put in place in 2005. The
CIRC has similar enforcement powers.

Violations of specific laws, such as
money laundering, are prosecuted by state
prosecutors, who file lawsuits against the
responsible institutions and/or individuals.

Framework for Domestic Coordination
The State Council, the MOF, the PBC, and
the National Development and Reform
Commission (NDRC)® speak with and
coordinate on a regular basis with financial
supervisory institutions on various signifi-
cant issues associated with monetary policy,
financial reforms, and financial supervision
matters. In August 2000, the CIRC, CSRC,
and PBC established a joint conference for
financial supervision to discuss issues relat-
ing to financial supervision and regulation.
To meet the challenges posed by the
trend toward integrated business opera-
tions in the financial industry, the need for
strengthened coordination and coopera-

tion, the avoidance of supervisory gaps and
redundancies, and enhanced supervisory
efficiency, in June 2004, the CBRC, CIRC,
and CSRC signed the Memorandum

on Division of Labor and Cooperation

in Financial Supervision, establishing a
tripartite system to coordinate activities in
financial supervision and coordination.

The Memorandum provides for semian-
nual meetings at the level of principals.
There are further quarterly meetings at
the senior deputy level. The chairmanship
of the tripartite meetings rotates among
each institution on an annual basis. The
tripartite meetings discuss issues related
to financial stability, financial supervision,
and regulation. The respective roles of
each institution are clearly defined in the
Memorandum, in particular the agencies’
individual and collective supervisory roles
as applied to holding companies.

Further coordination on securities
policy matters is aided by the Task Force on
Capital Market Reform and Development,
composed of senior representatives of the
CSRC, MOY¥, and PBC, and other related
agencies. The task force, chaired by the
CSRC, advises the State Council on finan-
cial markets reform matters.

None of the coordinating mechanisms
above have been tested by financial insta-
bility and institutional failures. Chinese
authorities recognize that strengthening
coordination and cooperation among all
the financial regulatory authorities and
establishing and improving the mecha-
nisms for coordination of financial supervi-
sion are a prerequisite for further improv-
ing and safeguarding financial stability
and security. To that end, the revised Law

The NDRC is a macroeconomic management agency under the State Council, which studies and formulates

policies for economic and social development, maintains a balance of economic aggregates, and guides the
overall economic system restructuring. Although not a financial regulator, the NDRC has significant impact
on financial markets through its economic decision-making powers and prerogatives.
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of the People’s Republic of China on the People’s
Bank of China specifies in Article 9 that “the
State Council shall establish a coordinating
mechanism for financial supervision and
regulation.” Furthermore, in Article 35, it
states, “the PBC shall establish a supervi-
sory information sharing system together
with the banking regulatory authority and
other financial supervisory authorities

under the State Council.”

International Coordination
China’s supervisory agencies have Memo-
randa of Understanding (MoUs) with
other supervisory agencies. For example,
the CBRC has MoUs with over 20 agencies
internationally. The CSRC also has MoUs
with 39 other securities regulators. The
CIRC has MoUs with relevant authorities
in Germany, the Republic of Korea, Singa-
pore, and the United States, and Coopera-
tive Agreements on Insurance Supervision
with Hong Kong and Macau.

Please refer to the chart of international
coordination activities and organizational

participation on page 234.

Current Issues
China’s financial markets continue to
evolve at a rapid pace. Supervisors and

regulators understand the need to con-

tinue to adjust their regulatory approaches
and structures. The State Council has
stressed the need to improve coordination
among the banking, securities, and insur-
ance regulatory authorities and macroeco-
nomic departments of the PBC and MOF,
to enhance transparency and efficiency

of financial supervision, and to further
strengthen information sharing.

The CBRC, CIRC, CSRC, MOF, and
PBC are monitoring the development of
businesses and product lines that blur th