Cambridge University Press & Assessment
978-1-108-44797-3 — Principles of Banking Regulation
Kern Alexander

Frontmatter

More Information

Principles of Banking Regulation

An accessible, comprehensive analysis of the main principles and rules of banking regulation in the
post-crisis requlatory reform era, this textbook looks at banking regulation from an inter-disciplinary
perspective across law, economics, finance, management and policy studies.

It provides detailed coverage of the most recent international, European and UK bank regulatory and
policy developments, including Basel IV and Brexit, and considers the impact on bank governance,
compliance, risk management and strategy.

Kern Alexander is Professor of Banking and Financial Market Regulation and Chair for Law and Finance at
the University of Zurich. He teaches the Principles of Financial Regulation course at the University of
Cambridge and is Senior Fellow in Financial Regulation at the University of London School of Advanced
Study. He has taught international economics and law, banking and financial regulation and corporate law
at the University of Cambridge, Queen Mary University of London and University of Warwick. He has
authored numerous books, articles and research reports. He was Specialist Adviser to the British Parlia-
ment's Joint Select Committee on the Financial Services Act 2012, Member of the European Parliament's
Expert Panel on Financial Services (2009-14), Adviser to the United Nations and the G20 Secretariat on
banking regulation. He also advised the UK Treasury, Foreign and Commonwealth Office and Serious Fraud
Office on bank governance, financial sanctions and regulatory and compliance issues.

© in this web service Cambridge University Press & Assessment www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

Cambridge University Press & Assessment

978-1-108-44797-3 — Principles of Banking Regulation
Kern Alexander

Frontmatter

More Information

Principles of Banking Regulation

KERN ALEXANDER

University of Zurich

@© in this web service Cambridge University Press & Assessment www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

Cambridge University Press & Assessment
978-1-108-44797-3 — Principles of Banking Regulation
Kern Alexander

Frontmatter

More Information

CAMBRIDGE

@Y UNIVERSITY PRESS

Shaftesbury Road, Cambridge CB2 8EA, United Kingdom

One Liberty Plaza, 20th Floor, New York, NY 10006, USA

477 Williamstown Road, Port Melbourne, VIC 3207, Australia

314-321, 3rd Floor, Plot 3, Splendor Forum, Jasola District Centre, New Delhi - 110025, India

103 Penang Road, #05-06/07, Visioncrest Commercial, Singapore 238467

Cambridge University Press is part of Cambridge University Press & Assessment,
a department of the University of Cambridge.

We share the University’s mission to contribute to society through the pursuit of
education, learning and research at the highest international levels of excellence.

www.cambridge.org
Information on this title: www.cambridge.org/9781108447973

DOI: 10.1017/9781108551557
© Kern Alexander 2019

This publication is in copyright. Subject to statutory exception and to the provisions
of relevant collective licensing agreements, no reproduction of any part may take
place without the written permission of Cambridge University Press & Assessment.

First published 2019
A catalogue record for this publication is available from the British Library

Library of Congress Cataloging-in-Publication data

Names: Alexander, Kern, 1962- author.

Title: Principles of banking regulation / Kern Alexander, University of Zurich.

Description: Cambridge, United Kingdom ; New York, NY, USA : Cambridge University Press, 2019. |
Includes bibliographical references and index.

Identifiers: LCCN 2018048592| ISBN 9781108427265 (hardback : alk. paper) | ISBN 9781108447973
(paperback : alk. paper)

Subjects: LCSH: Banking law. | Banks and banking, International-Law and legislation.

Classification: LCC K1066 .A952 2019 | DDC 346/.082-dc23

LC record available at https://lccn.loc.gov/2018048592

ISBN  978-1-108-42726-5 Hardback
ISBN  978-1-108-44797-3  Paperback

Cambridge University Press & Assessment has no responsibility for the persistence
or accuracy of URLs for external or third-party internet websites referred to in this
publication and does not guarantee that any content on such websites is, or will
remain, accurate or appropriate.

© in this web service Cambridge University Press & Assessment www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

Cambridge University Press & Assessment

978-1-108-44797-3
Kern Alexander
Frontmatter

More Information

— Principles of Banking Regulation

Contents

O 0 N O U b W N =

S
g bHh W N = O

List of Figures
List of Tables
Preface

Table of Cases

Introduction

The Business of Banking

Economic Theories and Institutional Design
International Banking Regulation

Capital Adequacy and Risk Management

Bank Corporate Governance: Law and Regulation
Deposit Insurance and Bank Resolution

Bank Organisation and Structural Regulation

Bank Mis-Selling

Misconduct and Financial Crime

Shadow Banking

Regulating Risk Culture

Financial Technology, Digital Currencies and Inclusion
Environmental Sustainability

Administrative Sanctions and Regulatory Enforcement
Future Challenges for Banking Regulation

Bibliography
Index

page xiv
XV

xvii

Xix

33

61

85
127
163
207
237
263
293
307
329
347
373
395

416
457

© in this web service Cambridge University Press & Assessment

www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

Cambridge University Press & Assessment

978-1-108-44797-3
Kern Alexander
Frontmatter

More Information

— Principles of Banking Regulation

Detailed Contents

vii

List of Figures
List of Tables
Preface

Table of Cases

Introduction
The Business of Banking: History, Function and Organisational Structure
Introduction
I The Origins of Banking
I The Economic Function of Banks as Intermediaries
Il Advantages of Banking Intermediation over Direct Finance
IV Liberalised Financial Markets and Bank Disintermediation
V Bank Motivation
VI Fixed-Income Investors
VII Fintech and Peer-to-Peer Lending
VIII The Organisational Structure of Banking
Conclusion
Questions
Further Reading

Economic Theories and Institutional Design
Introduction
I Banking and Agency Problems
II Externalities and Systemic Risk
Il The Economic Importance of Banks and the Costs of Crises
IV Theories of Financial Regulation
V Financial Stability and the Banking System
VI Changing Philosophy of Financial Regulation
VII Institutional Design of Financial Regulation
A Redesigning UK Regulation
B US Dodd-Frank Act of 2010
Conclusion
Questions
Further Reading

page xiv
XV

xvii

Xix

10
18
22
24
25
25
26
27
30
31
31

33
33
34
37
42
45
46
48
50
54
55
59
60
60

© in this web service Cambridge University Press & Assessment

www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

Cambridge University Press & Assessment
978-1-108-44797-3 — Principles of Banking Regulation
Kern Alexander

Frontmatter

More Information

viii Detailed Contents

3 International Banking Regulation
Introduction
I International Banking Regulation and the Rise of G10
Committees
II International Decision-Making: Accountability and Legitimacy
Il Regulatory Capture in International Banking Regulation
A The G20 Response
B The Financial Stability Board
IV Consequences of International Financial Regulatory Reforms
V Reforming and Restructuring Financial Supervision
VI Environmental and Social Risks and Banking Stability
Conclusion
Questions
Further Reading

4 Capital Adequacy and Risk Management
Introduction
I Bank Capital: Definitions, Concepts and Importance
II The Basel Accord and Risk-Based Supervision
A Basel I
B Basel II
1 Operational Risk RWA
2 Leverage Limits
3 Basel II and the Crisis
C Risk Management
1 Balance Sheet Management
2 Economic Capital Management
3 Regulatory Capital Management
D Basel III
1 Pillar 1: Minimum Capital
2 European Union Bank Capital and Liquidity
Requirements
E Basel IV and Future Challenges
1 The Rationale of the Output Floor
Conclusion
Questions
Further Reading

5 Bank Corporate Governance: Law and Regulation
Introduction
I International Standards of Bank Corporate Governance
II Corporate Governance and Directors’ Duties
A Directors’ Duties

61
61

63
69
73
74
75
77
79
81
82
83
83

85
86
86
90
91
93
97
97
98
99
101
101
102
106
108

116
119
121
123
124
124

127
128
128
131
131

© in this web service Cambridge University Press & Assessment

www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

Cambridge University Press & Assessment
978-1-108-44797-3 — Principles of Banking Regulation
Kern Alexander

Frontmatter

More Information

ix Detailed Contents

B Directors’ Duties and Regulatory Law 139

C Sound and Prudent Management of the Bank 141

D Regulating Appointments to the Management Bodies of the Bank 143

III Shareholder Rights 145
A Human Rights and Shareholders 148

B Regulatory Action and Shareholder Rights 151

1 Limiting Shareholder Rights to Reduce Moral Hazard 151

2 Legal Principles to Constrain Regulatory Powers 153

IV Supervisory Tools for Bank Governance 155
A The Basel Committee and Bank Governance 155

B Pillar 2: Basel IIIl Supervisory Review 156

C Pillar 3: Market Discipline (Enhanced Disclosure) 160
Conclusion 160
Questions 161
Further Reading 161
6 Deposit Insurance and Bank Resolution 163
Introduction 164
I The Rationale of Deposit Guarantee Schemes 165
IT Deposit Guarantee Schemes, Moral Hazard and Banking Crises 168
A International Association of Deposit Insurers 169

B European Union Deposit Guarantee Directive 2014 171

C Deposit Insurance and Moral Hazard: The US FDIC 173

1 The Need for Risk-Based Deposit Insurance 173

D The Lender of Last Resort, Bank Manager and Fixed Claimants 174

1 Prompt Corrective Action 176

III Bank Resolution 177
A The FSB’s Key Attributes of Effective Resolution Regimes 179

B Bank Resolution Regimes: The Rationale 181

C UK Bank Resolution Regime 182

D US Bank Resolution Regime 186

1 Single Point of Entry (SPOE) and Multiple Points of Entry (MPOE) 188

E Loss-Absorbent Capital 190

F Creditor Hierarchy under US OLA 191

IV European Union Bank Resolution 193
A The BRRD 194

1 Creditor Hierarchy 194

B Resolution Tools 196

1 Bail-In 196

2 Minimum Required Eligible Liabilities (MREL) 200

V EU Bank Resolution and Deposit Guarantee Schemes Post-Brexit 202
1 Bank Outsourcing Plans 203

2 Recognising Cross-Border Resolution Decisions 203

© in this web service Cambridge University Press & Assessment www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

Cambridge University Press & Assessment
978-1-108-44797-3 — Principles of Banking Regulation
Kern Alexander

Frontmatter

More Information

X Detailed Contents

3 Membership in Deposit Guarantee Schemes and Resolution
Financing Arrangement
Conclusion
Questions
Further Reading

7 Bank Organisation and Structural Regulation
Introduction
I Universal Banking Model
A Multi-Functional Banking Groups: The Benefits
B Multi-Functional Banking Groups: The Risks to Society
I Ring-Fenced Banking: The UK Approach
A The Location of the Ring-Fence
1 Accepting Deposits
2 Exemptions
B Excluded Activities
C Prohibitions
D The Height of the Ring-Fence
1 Legal and Operational Links
2 Economic Links
3 Governance and Disclosure
III The EU Commission Proposal on Other Structural Reforms
A General Ban on Certain Trading Activities
B Trading Activities Triggering Separation
1 Subsidiarisation and Ring-Fencing Requirements in National
Legislation
2 Separation Requirements in the EU Proposal
IV The Pros and Cons of Structural Reforms
A Advantages
B Disadvantages
V Does the EU Resolution Regime Make Ring-Fencing Unnecessary?
Conclusion
Questions
Further Reading

8 Bank Mis-Selling
Introduction
I Information Disclosure Paradigm
I Pre-Crisis Regulatory Framework
I UK Mis-Selling and Case Law
IV A Change in Focus
A MIFID II/MiFIR
B MiFID I Shortcomings

204
205
206
206

207
208
209
210
211
212
215
216
216
217
218
220
220
220
221
222
223
224

224
226
229
229
230
231
234
235
235

237
237
239
241
244
248
248
253

© in this web service Cambridge University Press & Assessment

www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

Cambridge University Press & Assessment

978-1-108-44797-3
Kern Alexander
Frontmatter

More Information

— Principles of Banking Regulation

Xi Detailed Contents

10

V Regulatory Agency Design for Retail Financial Protection

A Institutional Models
B Institutional Design at National Level

VI Adjusting Regulation to Protect Bank Customers
A The European Commission’s Draft Legislation on

Representative Actions

B Shortcomings and Potential challenges

Conclusion

Questions

Further Reading

Misconduct and Financial Crime
Introduction
I International Standards Restricting Bank Misconduct
A International Organization of Securities Commissions (I0SCO)
B Core Principles for Banking Supervision
II Market Abuse Laws
A The European Union Market Abuse Regulation (MAR)
1 Bank Insiders Who Leak Inside Information
B The Market Abuse Regulation and the OTC Derivatives Markets
1 MAR’s Application to Derivatives
2 Market Manipulation
3 Public Disclosure of Inside Information and Delays
III LIBOR: Manipulation Benchmarks
A What was Libor and How Did It Work
1 LIBOR Rate-Rigging Prosecutions
B The Wheatley Review
IV Financial Crime and AML/CTF
Conclusion
Questions
Further Reading

Shadow Banking
Introduction
I What is a Bank?
I A Functional Approach to Banking Regulation
A Designing Functional Banking Regulation
B Responding to Institutional and Market Innovations
III The Challenge of Shadow Banking
A The Nature of Shadow Banking
B Assessing the Benefits and Costs of Shadow Banking
C Regulating Shadow Banking
Conclusion

255
255
256
257

258
259
259
260
261

263
264
265
265
267
267
270
273
274
275
276
277
279
279
280
282
286
290
290
290

293
293
295
298
298
299
300
301
302
303
306

© in this web service Cambridge University Press & Assessment

www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

Cambridge University Press & Assessment
978-1-108-44797-3 — Principles of Banking Regulation
Kern Alexander

Frontmatter

More Information

Xii Detailed Contents
11 Regulating Risk Culture 307
Introduction 307
I Bank Governance and Risk Culture 308
II UK Regulatory Initiatives for Risk Culture 312
A Senior Managers and Certification Regime 314
III Self-Regulation and the Role of Professional Bodies 316
A Chartered Bankers: Professional Standards Body 316
B FICC Markets Standards Board 317
C Banking Standards Board 318
IV Regulating Bank Culture: Where Should the Focus Be? 319
Conclusion 327
Questions 327
Further Reading 327
12 Financial Technology, Digital Currencies and Inclusion 329
Introduction 330
I Fintech and Banking 330
A Peer-to-Peer Lending 331
II Open Banking 332
A Customer Bank Relationship Today 334
B UK Open Banking 335
C Covered Institutions and Disintermediation 336
III Digital Currencies and Bitcoin 337
IV Regulation Technology (RegTech) 340
A The Rationale 340
B Regulatory Initiatives 341
V Fintech and Financial Inclusion: The International Dimension 343
A Barriers for Developing Countries 344
Conclusion 345
Questions 346
Further Reading 346
13 Environmental Sustainability 347
Introduction 348
I Environmental Sustainability Risks and Banking 349
A Historic Links between the Environment and Banking Stability 349
B The Role of the Banking Sector 351
II Environmental Challenges and Regulation 353
III Banking Regulation and Environmental Sustainability Risks 357
A Disclosure 359
B Bank Governance 360
C Risk Management 362
D Regulatory Capital 362
E The Role of the Basel Core Principles for Effective Banking Supervision 363
F Financing Products 364

© in this web service Cambridge University Press & Assessment

www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

Cambridge University Press & Assessment

978-1-108-44797-3
Kern Alexander
Frontmatter

More Information

— Principles of Banking Regulation

xiii Detailed Contents

14

15

IV International Initiatives
A Sustainability Network
B European Commission High Level Expert Group on Sustainable Finance
V The Way Forward for Banking Policy
Conclusion
Questions
Further Reading

Administrative Sanctions and Regulatory Enforcement
Introduction
I Administrative Sanctions for Regulatory Breach
A EU Capital Requirements Directive IV
B The EU Charter of Fundamental Rights (EU Charter) and the European
Convention on Human Rights (ECHR)
1 Proportionality and Regulatory Decisions
2 The Right to Property and Proportionality
3 Due Process in Appealing the Imposition of Administrative
Sanctions
I UK Sanctions for Breaches of Prudential Regulation
A Bank Director Misconduct and Regulatory Enforcement
IIT Regulatory Enforcement and Human Rights
A Bank Shareholders, Regulatory Discretion and Due Process
B Judicial Review of US Regulatory and Resolution Measures
Conclusion
Questions
Further Reading

Future Challenges for Banking Regulation
Introduction
I Developing a Coherent Macro-Prudential-Micro-Prudential Framework
A Micro-Prudential to Macro-Prudential Supervision
B Institutional and Supervisory Gaps Remain
C Differences in Regulatory Philosophy
D Looking to the Future
I BREXIT and Beyond
A Brexit and the EU Internal Market
B Designing a New Trade Arrangement
C Regulatory Parity and Cross-Border Banking
Il Banking Regulation and Environmental Sustainability
Epilogue: Trust and Banking Regulation
Questions
Further Reading

Bibliography
Index

365
365
366
369
370
371
371

373
374
374
374

379
380
381

381
383
383
386
387
390
392
393
393

395
395
396
396
399
403
407
408
408
409
410
411
413
415
415

416
457

© in this web service Cambridge University Press & Assessment

www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

CAMBRIDGE

Cambridge University Press & Assessment
978-1-108-44797-3 — Principles of Banking Regulation
Kern Alexander

Frontmatter

More Information

Figures
2.1 Crisis depresses global GDP page 41
2.2 Bank failures and interventions in selected countries 43
4.1 Basel I capital calculations 91
4.2 Comparing regulatory capital between Basel II and Basel III 107
4.3 International comparison of RWA density 121
6.1 FSB Total Loss-Absorbent Capital standard (TLAC) 190
6.2 BRRD creditor hierarchy for absorbing losses in a bank resolution 195
6.3 Stylised model of bail-in 198
6.4 MREL to be expressed as % of total liabilities and own funds 201
10.1 Shadow banking sector assets (Q1 1999-Q4 2015) 301
12.1 Pre-PSD2/open banking 334
12.2 Post-PSD2/open banking 335
13.1 Global planetary boundaries 351
xiv

@© in this web service Cambridge University Press & Assessment www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

CAMBRIDGE

Cambridge University Press & Assessment
978-1-108-44797-3 — Principles of Banking Regulation
Kern Alexander

Frontmatter

More Information

Tables

4.1 Basel III Standardized Approach ECAI Risk-Weightings page 96
4.2 Basel III's three-pillar framework 108
4.3 Transition and implementation schedule for Basel IV 122
7.1 Comparison of structural regulation requirements of Belgian law and

the draft EU Regulation 228
XV

@© in this web service Cambridge University Press & Assessment www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

Cambridge University Press & Assessment
978-1-108-44797-3 — Principles of Banking Regulation
Kern Alexander

Frontmatter

More Information

Preface

Banks are important because they bring communities together by accepting deposits from
savers and lending to borrowers to start businesses, buy houses, pay university fees or
engage in a number of other socially useful activities. In doing so, banks provide credit and
liquidity for their customers which supports the economy. To do this effectively, banks must
manage financial risks, including credit, market, liquidity and operational risks, which if
managed effectively, benefit society economically, but if mismanaged may result in costs
for society. Banking regulation is therefore important to ensure that banks manage these
risks efficiently and that they do not create social costs. This book is about the regulatory
principles, standards and legal frameworks that govern the banking business and why it is
important to society.

Banking regulation has undergone dramatic transformation in recent years following the
financial crisis of 2007-2008. International regulatory reforms have resulted in major
changes in the regulation and supervision of the banking and financial services industries.
Banks are now required to hold more loss-absorbent capital and liquid assets and to have
more stable sources of funding. Banks are also required to have living wills (resolution
plans) to ensure that if they fail they do so without imposing significant costs on society.
Regulators now scrutinise more closely bank business strategies, including the financial
products they sell to customers, and they approve the appointments of senior management
and board positions and control certain aspects of their compensation. They require stricter
stress tests and oversight of risk management practices. They also are concerned with the
integrity of banks as organisations and the conduct of their staff. Moreover, banks are
required to cap their overall leverage, and certain ‘systemically important’ banks are
required to hold more capital depending on their size and interconnectedness with other
institutions. Banking regulation has become more comprehensive and the relationship
between banks and regulators since the crisis has become more adversarial. This book
analyses the main principles and rules that govern this relationship and whether they are
achieving their objectives.

Despite extensive reforms, regulators face uncharted waters. Across major economies (i.e.
United States, China and Germany) house prices are increasing again and banks and non-
bank lenders (so-called shadow banks) are lending much more to meet growing demand.
Bank regulators are monitoring whether an asset price bubble may be growing that cannot
be explained by underlying economic fundamentals, and although they do not foresee any
imminent threat to financial stability, it is clear that they want to avoid the mistakes that
regulators and policymakers made in the 1990s and 2000s that led to the last crisis.

Xvii

© in this web service Cambridge University Press & Assessment www.cambridge.org



www.cambridge.org/9781108447973
www.cambridge.org

Cambridge University Press & Assessment
978-1-108-44797-3 — Principles of Banking Regulation
Kern Alexander

Frontmatter

More Information

xviii Preface

This book examines some of the uncertainties surrounding the scope of banking regula-
tion and whether post-crisis reforms are achieving their objectives. The topic of banking
regulation has been written about from a number of perspectives. This book adds to the
literature by explaining the rationale and economic and legal theories of banking regula-
tion in an accessible format for the general reader with an interest in public affairs and for
the student and specialist. The book analyses all of the main post-crisis regulatory reforms
including the 2017 amendments to Basel IIl, known as Basel IV, regulatory initiatives
concerning environmental sustainability and climate change, risk culture, financial technol-
ogy, and misconduct and mis-selling. The book also ties together the post-crisis regulatory
reforms with the newly emerging theory of financial regulation known as ‘macroprudential’
regulation and supervision. Indeed, most regulatory authorities are now empowered with
macroprudential tools to monitor and minimise the risks of instability across the financial
system. An effective application of these tools, however, requires that in globalised financial
markets national regulators cooperate and agree on certain ‘rules of the game’ with their
counterparts in other countries regarding how and to what extent the ‘rules’ should be applied.
This book aims to analyse the ‘rules of the game’, that is, the principles, standards, norms and
laws that govern the banking business.

An overarching theme in the book is that banking regulation has evolved from a focus on
individual institutions that assumed that they could manage their risks efficiently to a
broader focus on the banking systems as a whole, that is, its organisational and insti-
tutional structure and how it manages and controls systemic risks across the financial
system. Although banking regulation has undergone significant changes since the crisis, it
is submitted that the banking system may still be exposed to systemic risks from a number
of new sources including shadow banking and environmentally sustainable activity.
Banking regulation in its current form should not ignore the development of
fundamental market failures that could likely lead to the next financial crisis.

This book attempts to provide an analysis of the concepts and practices of banking
regulation that have emerged post-crisis and to analyse critically the new regulatory terrain
as of January 2018 and whether it is achieving its objectives. The book will be especially
useful for academics, students, regulators and practitioners.

The book has benefited from the inspiration and influence of many individuals and
organisations. I am particularly grateful to Sir William Blair QC, Philip Wood QC and CBE,
Dr Paul Fisher, Lord Eatwell, Niamh Moloney FBA, Danny Ralph, Christos Gortsos, Guido
Ferrarini, Gudula Deipenbrock, Mads Andenas, Nikoletta Kleftouri, Danny Busch, Richard
Herring, Alexandra Balmer, Rosa Lastra, Francesco de Pascalis and Steven Schwarcz, all of
whose insights and comments helped hone my ideas. I am also grateful to the University of
Zurich, especially Barbora Castell, Bruce Pollock, Aleksandra Gebicka, Leonardo Gelli,
Vivienne Madders, Sara Hampel, Fabrizio Wyss and Annina Melliger. Special thanks to
Cambridge University Press, including Valerie Appleby, Toby Ginsburg, Rosie Crawley and
Denise Bannerman for their invaluable contribution to publishing the book. All errors and
omissions are my responsibility. Finally, I would like to thank my family for their support
and devotion, Kern IV, Natalia and Ruth Alexander.
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