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Introduction

We shape our buildings; thereafter, they shape us.
Winston Churchill

This book analyses how the principles of banking regulation, including the regulatory
standards, norms and legal frameworks, develop and interact with the institutional and
organisational structure of banking. The fractional reserve banking system discussed in
Chapter 2 allows the banking system collectively to create and allocate credit - which
means they decide who gets access to scarce economic resources. This means that banks
have control over the redistributive process in the economy and as a result have become
essential to the political settlement of a country. Banking regulation reflects the very nature
of this settlement.

The global financial crisis of 2007-2008 has been the subject of much debate and
analysis. The causes of the crisis have been attributed to over-expansive monetary policies
in developed countries which led to property and share price bubbles in the United States,
the United Kingdom and many other countries. Most large banks and financial insti-
tutions failed to measure and manage the risks to which their highly leveraged balance
sheets were exposed. Regulators and supervisors also played a role by failing to require
that banks hold adequate levels of capital while also failing to detect the serious liquidity
exposures of financial institutions in the wholesale funding markets and the large build-
up of leverage in the financial system. Few observers paid attention to systemic risks
which had arisen from global macroeconomic imbalances and a substantial increase in
leverage and debt across the financial system. Bank regulatory capital models were
heavily dependent on risk-weightings of assets on bank balance sheets, which were based
on historic default and loss data that were inadequate for estimating the institution’s
future credit, market and liquidity risks or for estimating systemic risks across the
financial system. Moreover, banks and their interconnected financial agents and insti-
tutions in the wholesale capital markets devised and traded complex collateralised debt
obligations and credit default swaps that contributed significantly to systemic risk. Also,
accounting standards impeded adequate provisions and valuation of assets when whole-
sale markets suddenly collapsed.

In addition, the crisis management measures of regulators and central banks failed to
manage the fallout from the crisis. Central banks, including the Bank of England and the
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2 Introduction

Board of Governors of the Federal Reserve, were slow to recognise dangers from the
collapse of confidence in inter-bank markets in mid to late 2007. In August 2007, the
Bank of England refused to provide the British bank Northern Rock with lenient lending
terms after the bank, which was solvent at the time, had lost access to the wholesale
funding markets." A few months earlier, in March 2007, at a time when US mortgage
loan defaults were increasing sharply and when mortgage lenders were going out of
business, Federal Reserve Chairman Ben Bernanke testified before the US Congress that
‘[tlhe impact on the broader economy and financial markets of the problems in the
subprime market seems likely to be contained’.” Similarly, William Poole, former Presi-
dent of the Federal Reserve Bank of St Louis, stated in late 2007 that ‘[m]y own bet is
the financial market upset is not going to change fundamentally what’s going on in the
real economy’.® This suggests that UK and US central bankers had very little, if any,
understanding of the risks that were threatening the financial system nor how to
respond to a crisis once it began.

The regulators of the world’s most sophisticated banking and financial markets failed to
learn the lessons from previous banking crises in Japan and Scandinavia in the early 1990s
and from the Asian financial crisis of the late 1990s, including that banking sector losses
must be recognised early and sometimes separated from viable assets in so-called ‘bad’
banks.* Market panic and the collapse of confidence in counterparties should have triggered
faster official guarantees. For instance, it was not until December 2007 after the crisis had
intensified that the US government established the Term Auction Loan Facility, the first in a
series of government-subsidised loans to the financial sector. Later, US authorities failed to
pre-empt the collapse of Lehman Brothers in 2008 or to limit the fallout, while most
European states had inadequate legal frameworks to allow the restructuring of their largest
and most systemically important banks.

The fall of Lehman Brothers demonstrated that in an increasingly interconnected world, a
localised economic shock (such as a market or institutional failure) can affect financial
institutions and markets in other countries, even causing the global financial system to
collapse like a row of dominos. Such a chain of failures that threatens all or part of the
financial system epitomises ‘systemic’ risk. Prior to the global financial crisis, regulators

1 See House of Commons Treasury Committee, ‘The Run on the Rock’ (2008) 38ff.

2 See Federal Open Market Committee of the Board of Governors of the Federal Reserve System, Transcript of
Minutes of Meeting of 7 August 2007 (Federal Open Market Committee meeting transcript, Board of Governors
of the Federal Reserve System 2018) www.federalreserve.gov/monetarypolicy/files/FOMC20070807 meeting.pdf
accessed 3 January 2018, with Ben Bernanke stating after the crisis had begun, ‘[m]y own feeling is that we
should try to resist a rate cut until it is really very clear from economic data and other information that it is
needed’, and he went on ‘T'd really prefer to avoid giving any impression of a bailout or a put, if we can.’

3 See Poole W, President of the Federal Reserve Bank of St Louis, stating ‘[m]y own bet is the financial market
upset is not going to change fundamentally what’s going on in the real economy’, Binyamin Appelbaum, ‘Days
Before Housing Bust, Fed Doubted Need to Act’, New York Times (New York, 18 January 2013) www.nytimes
.com/2013/01/19/business/economy/fed-transcripts-open-a-window-on-2007-crisis.html accessed 3 January
2018.

4 See Fujii M and Kawai M, ‘Lessons from Japan’s Banking Crisis - 1991-2005’, in Alexander K and Dhumale
R (eds), Research Handbook on International Financial Regulation (Edward Elgar 2012), 259, 284.
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focused almost entirely on ‘micro-prudential’ regulation: correcting market failures that
threaten economic efficiency at the level of the individual firm, such as by maintaining
competition, protecting investors against fraud and other abuses, preventing standard
externalities, and preserving the viability of individual banks and other financial insti-
tutions. The crisis revealed that regulation must also focus on correcting market failures
that cause systemic risk both from within the banking sector and from the broader financial
system. Such regulation is often called ‘macro-prudential’.

In the relatively few years since the crisis, no overall conceptual framework has emerged
for designing a macro-prudential regulatory regime to control financial market failures that
cause systemic risk. In some cases, macro-prudential regulation - as exemplified by the US
Dodd-Frank Act and European legislative reforms - remains constrained by its predomin-
ant focus on standard externalities caused by individual banking institutions but without
adequate focus on the market failures across the financial system that create systemic risk.
And although it is now apparent that both financial institutions and financial markets can
be triggers and transmitters of systemic risk, macro-prudential regulation in its current
form rarely addresses the systemic risks that arise from the regulatory arbitrage that results
in the business of borrowing and lending and the trading of risky financial instruments that
increasingly takes place in the so-called shadow banking markets.

A large part of the problem is that regulators and policymakers view macro-prudential
regulation in an ad hoc manner - as a collection of ‘tools’ in their regulatory ‘toolkit’. This
results in either overly specific regulatory proposals without realistic guidance as to their
application or use, or overly broad propositions that provide no concrete regulatory
guidance at all. Furthermore, the misapplication of these tools - such as stricter restrictions
on leverage and credit growth — may be as likely to increase financial risk-taking, however,
as to control it. At an October 2015 US Federal Reserve conference, regulators themselves
recognised that ‘policymakers have made little progress in figuring out how they might
actually’ prevent another financial crisis and that both monetary and macro-prudential
policies are not really effective.”

This book argues that to develop a coherent and consistent approach to banking regula-
tion the regulator’s objectives must be clear and guided by certain principles that aim to
correct the fundamental types of market failures that undermine banking sector stability
and threaten the legitimate interest of bank customers, depositors and investors and other
stakeholders who depend on the banking sector for their economic livelihood. It also
attempts to build on recent academic and policy-based literature that analyses the need
to design a more coherent regulatory framework that links the objectives and theory of
micro-prudential regulation and macro-prudential regulation.® Indeed, Ingves (2011)
has identified the need to have a better conceptual framework that strikes a balance
between macro-prudential regulation and micro-prudential regulation: both are necessary

5 See Appelbaum B, ‘Skepticism Prevails on Preventing Crisis’ New York Times (New York, 5 October 2015).
6 See Brunnermeier M, Crockett A, Goodhart C, Persaud A and Shin H, The Fundamental Principles of
Financial Regulation (Princeton University Press 2009).
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for maintaining financial stability and the conditions for sustainable economic growth.”
But other principles of regulation such as accountability and transparency that aim at
protecting bank customers and investors are also important and should be recognised in the
analysis.

The first part of the book covers Chapters 1-5. Chapter 1 provides a general discussion of
the banking business and its origins and evolution in modern financial markets. It considers
the historic differences between commercial banks and other deposit-taking institutions,
such as savings banks/building societies and credit unions, by explaining when and why
they were created and what functions they serve. The evolution of the banking business has
often responded to regulatory changes. For instance, the chapter discusses how the primary
economic function of banking - credit intermediation - has evolved in response to financial
innovation, such as securitisation, and regulatory changes that resulted in bank disinter-
mediation - alternative forms of credit - outside the formal regulated banking sector. It also
discusses the role of banks in payment systems and the implications for systemic risk and
competition, while exploring how banks use low-margin lending to attract other higher-
margin business, such as underwriting. The chapter will also discuss the advantages and
disadvantages of direct and indirect finance and the role of technology. Also discussed is
the importance of bank organisational structure and how different organisational structures
have evolved in different jurisdictions.

Chapter 2 discusses the main theories and institutional models of banking regulation,
including how asymmetric information within banks and across the financial system can
result in moral hazard and adverse selection, thereby leading to negative externalities that
can undermine financial stability. The chapter considers some of the main theories of
regulation, including public interest and capture theories. It traces the recent development
of prudential regulatory concepts and supervisory practices and the move from a primarily
micro-prudential supervisory perspective to a macro-prudential perspective that focuses on
risks across the financial system and the role of banks in payments systems. Regulation has
to do with rule-making, while supervision involves monitoring institutions’ compliance
with regulatory rules and enforcement by imposing sanctions. The chapter discusses the
economic importance of banks and the importance of effective regulation to curb the costs
of banking failures and crises. The evolving regulatory concepts are also relevant for
understanding the different institutional models of banking regulation (e.g. Twin Peaks,
sectoral or mixed approach) and the advantages and disadvantages of certain models. In
this regard, the national institutional models will be analysed in terms of their interaction
with regional (i.e. EU ESAs/ESRB/SSM) and international institutional structures, with
particular focus on the Financial Stability Board and G20 policy framework. The experi-
ences of different jurisdictions, including the US, UK, Australia, China and EU, will be
considered.

Chapter 3 analyses global policy developments in banking regulation and the role of
international soft law norms and standards, with particular focus on the Basel Committee

7 See Ingves S in Brunnermeier et al. (n 6), 96.
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on Banking Supervision and the Core Principles for Banking Supervision and the import-
ance of the financial stability objective in international banking regulation. The chapter
discusses the role of the Financial Stability Board (FSB) in fostering macro-prudential
regulatory practices and its important influence on the development of bank resolution
regimes. It also discusses how the FSB coordinates its responsibilities with the G20 and the
International Monetary Fund in promoting international standards to safeguard financial
sector stability.

Chapter 4 analyses bank capital regulation and risk management. The chapter discusses
the role of regulatory capital and how the risk management function is essential for
calculating the bank’s regulatory capital. It will also discuss the evolution of bank capital
and liquidity requirements under Basel II and Basel III, and how Basel Il adopts stricter
regulatory capital and risk governance standards. It will also provide critical discussion of the
risk-weights used by banks to calculate regulatory capital and how reliance on risk-
weighting has come to be perceived as a major weakness in prudential regulation. It discusses
the application of higher capital requirements to so-called Systemically Important Financial
Institutions (SIFIs) and the systemic risks they pose. The chapter also addresses the amend-
ments to Basel III (so-called ‘Basel IV’) that were adopted in 2017 which, among other things,
reduce the extent to which banks can rely on their internal risk-weightings to calculate
regulatory capital. Moreover, the chapter will also discuss how risk management has evolved
from a micro-prudential approach to assessing risks to a macro-prudential approach that
focuses more on the stability of the financial system and the inter-linkages and operations of
the financial system.

Chapters 5 will analyse the law and regulation of bank corporate governance and how
governance processes for banks have undergone greater formalisation since the financial
crisis of 2007-2008. Governance reforms are a response to pre-crisis breakdowns that led to
excessive risk-taking in bank lending and derivatives trading and to criminal activity in the
case of LIBOR manipulation and other market abuse. The chapter will provide a comprehen-
sive discussion of the unique governance issues associated with banks arising from the
inherent complexity of bank business models and their risk profile. It will provide an
understanding of the duties and responsibilities of directors and the behaviour required
from them and well-functioning boards. Inadequate credit assessment was identified as a
key contributor to the banking crisis and governance issues in relation to risk will receive
attention in this chapter.

The next part covers Chapters 6-10. Chapter 6 analyses deposit guarantee schemes and
bank recovery and resolution frameworks. It considers the importance of depositor protec-
tion regulation with a particular focus on UK and EU regulations and comparison with the
United States. The inadequacy of deposit protection schemes in Europe became apparent
during the crisis and led to substantial reforms of bank deposit guarantee regulation in the
European Union. The UK’s experience with depositor guarantee reform will be discussed
along with a case study involving the bank run on Northern Rock in 2007. The conceptual
basis of deposit guarantee schemes is analysed along with the position of the depositor as
an unsecured creditor. The different types of deposit guarantee schemes (e.g. risk-based)
and pre-pay versus post-pay will be compared. The chapter will consider whether bank
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deposit guarantee schemes are complementary to achieving regulatory objectives and the
relationship between deposit guarantee schemes and bank resolution. The chapter also
reviews the main resolution tools in several jurisdictions and the main principles of bank
resolution adopted by the Financial Stability Board. It also considers the Dodd-Frank Act’s
resolution framework and the operation of the US Organised Liquidation Authority. The
importance of the bail-in principle is discussed in the context of the EU Bank Resolution
and Recovery Directive and the legal and regulatory issues raised by the bail-in tool. It also
analyses the requirements for total loss-absorbent capital on the bank’s capital structure
and operations.

Chapter 7 discusses structural regulation of banks and why this has become important
for achieving regulatory and resolution objectives. The chapter will discuss the conceptual
basis of structural regulation and how it has been applied in some countries. It compares the
main structural regulatory approaches - the UK, France, Germany and the US - and how
they are designed to meet regulatory objectives and their impact on bank governance. In
particular, the UK Banking Reform Act 2013 requires that banking groups with more than
£25 billion in deposits segregate their retail banking operations and payment services into a
separate subsidiary subject to higher capital requirements and different governance
arrangements than the rest of the banking group, while allowing other subsidiaries in the
group to engage in risky proprietary trading and other trading and investment activities.
The UK’s so-called ring-fenced banking regime has significant implications for the govern-
ance and strategy of the UK banking group, but does not apply to non-UK banking groups
that operate retail branches in the UK. The chapter concludes that the use of different
structural regulatory approaches across jurisdictions has important implications for the
regulatory level playing field in Europe and internationally.

Chapter 8 analyses the regulation and law of bank mis-selling of financial products with
particular focus on the sale of risky financial products and investments to non-professional
customers and how the EU, UK and US legal and regulatory frameworks have been called
into question because of widespread mis-selling. The legal concept of the duty of care is
discussed and how it impacts bank management and decision-making regarding the design
of retail financial products. It also discusses recent developments in EU regulation (e.g.
MIiFID 1I) that require banks to create organisational structures to review the development of
financial products and to ensure that products and sales processes are suitable for bank
customers. Chapter 9 addresses the growing regulatory challenges for banks regarding
misconduct risk and financial crime. The chapter reviews the large number of fines imposed
on many banks post-crisis for misconduct in their business practices and the extent of
administrative liability for banks and bankers who engage in market abuse including
manipulation of benchmarks such as LIBOR. It also considers the criminal law investi-
gations of the UK Serious Fraud Office of many international banks for manipulating LIBOR
and related criminal investigations and trials which led to both convictions and acquittals
for LIBOR manipulation.

Chapter 10 analyses the growing regulatory concern with shadow banking. Shadow
banking has been described as another form of bank disintermediation - that is, maturity
transformation, borrowing short and lending long - outside the formal regulated banking
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sector. The risks associated with shadow banking will be discussed and evaluated. The
chapter suggests that regulators should take a functional approach to finance which would
involve them identifying what functions the banking system performs (i.e. maturity trans-
formation) and attempting to promote the benefits of the function while curbing the
externalities associated with financial risk-taking. The chapter will also consider the
potential new risks that post-crisis regulatory reforms may be spawning as they relate to
bank trading of derivatives and their involvement in derivatives clearing houses.

The final part of the book covers Chapters 11-15. Chapter 11 explores the meaning of risk
culture and its contribution to bank governance and responsibility. Systemic failures and the
perception of a widespread culture of misconduct in UK, European and US banking practices
have led to a number of high-profile investigations into the culture of banking. The chapter
will discuss international initiatives to regulate risk culture in banking and financial insti-
tutions and recent developments in EU regulation. Among G20 countries, the UK has taken
the lead by introducing a Senior Manager’s Certification Regime that attempts to enhance
ethics and risk culture in British financial institutions. Regulatory reforms are also built on
the initiatives of industry and professional bodies, such as the Banking Standards Board,
FICC Market Standards Board and the Chartered Banker Professional Standards Board, to
enhance banking culture and professional standards. The chapter will conclude by consider-
ing what further organisational and regulatory initiatives can support the maintenance of
ethical behaviour and responsible attitudes that will induce bank employees to engage in
higher ethical standards and appropriate levels of risk-taking in the future.

Chapter 12 considers recent developments in financial technology and its potential to
transform the banking business and related regulatory challenges. The chapter reviews
recent regulatory and legal developments in open banking and how it may transform the
banking business by allowing third-party data firms to have access to bank customer data
and to offer them a multitude of financial services. This could lead to the unbundling of the
banking industry and could have important ramifications for regulation and policy. The
chapter also discusses the growing importance of digital currencies and Bitcoin, and
whether this is causing disintermediation in the banking sector. The chapter further
considers how certain international initiatives are promoting fintech solutions to support
the spread of digital financial technologies in order to increase financial inclusion. It also
discusses some areas of regulation that can support the establishment of responsible digital
practices to protect financial customers and improve financial literacy and awareness so
that digital financial products are better understood by end users.

Chapter 13 analyses recent developments in financial policy that have put environ-
mental sustainability on the regulatory reform agenda. This chapter addresses how environ-
mental sustainability is related to banking regulation and how banks have incorporated
sustainability objectives into governance and strategic objectives.

Chapter 14 analyses the growing use of administrative sanctions and civil liability
imposed on banks for breaching prudential regulatory standards and rules. It analyses the
administrative sanctions regime under EU and US law and discusses the administrative
process and legal principles and standards that regulators must comply with in order to
impose administrative and regulatory sanctions on banking institutions and their
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employees. Administrative and constitutional law are relevant for the analysis of how
regulatory sanctions and the importance of the proportionality principle are vital for
understanding how the EU and UK go about enforcing financial regulation. Similarly, US
regulatory authorities are constrained by the constitutional principle of due process in
applying and enforcing regulatory standards. The importance of the European Convention
of Human Rights’ protection of property rights is essential for understanding the scope of
authority of regulators. Indeed, the legal foundation of financial regulation and the
administrative law principles (e.g. proportionality) that apply to its enforcement are an
important focus. The principles governing regulatory investigations and enforcement are
essential for understanding how bank compliance strategies can be used to support risk
management and overall bank governance.

Chapter 15 concludes by summarising the overall themes and major regulatory issues of
the book; it considers the impending challenges of building a more effective banking
regulatory regime and some of the important issues raised by recent regulatory reforms.
It identifies future prospects, challenges and tensions in developing an effective regulatory
and policy framework. The chapter also considers some of the different approaches to
banking regulation adopted by the European Union, the United States and some other
jurisdictions, and whether these differences are significant enough to hinder the develop-
ment of an effective cross-border banking framework to control systemic risks and achieve
other regulatory objectives.

Also discussed are the implications for banking regulation of the Brexit negotiations and
how some of the mooted principles of regulation emerging from the Brexit debate are
relevant for international banking regulation. In particular, future market access between
the UK and EU - for cross-border banking in the context of Brexit — will likely be governed
by a trade agreement that contains the regulatory principles of equivalence and/or parity.
Also, the chapter suggests that important future developments in banking regulation will
involve efforts by regulators and bankers to manage environmental and social risks and to
understand the extent that sustainability risks can constitute material financial risks.
Indeed, understanding the linkages between environmental sustainability and social inclu-
sion risks and the banking sector will be a major challenge for regulators.

The reader should come away from this book with a deeper understanding of the objectives
and function of banking regulation and its vital importance to our economy and society.
Financial regulation cannot simply eliminate the market failures that threaten banking stabil-
ity and bank customers, depositors and investors. In a market-based financial system where
most decisions on the allocation of capital are based on the pursuit of private gain, financial
crises will be inevitable. The book will show instead how a shift in focus in traditional banking
regulation towards a more macro-prudential perspective can nonetheless reduce the risks
associated with market failures and reduce the impact of crises when they occur. To achieve
this, banking regulation should be designed to operate both ex ante, based on a coherent and
consistent application of certain regulatory measures or tools, and ex post, by stabilising parts
of the financial system afflicted by systemic shocks and reducing the impact of those shocks.
This book attempts to elucidate the main principles and standards that guide regulators in
fulfilling their tasks.
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