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This paper discusses the relative merits of the two approaches of financial regulation
and supervision for the case of Latin America and the Caribbean (LAC). In doing so, it
reviews the main arguments advanced in the specialized literature in pro and against of
each approach. All the theoretical arguments are contrasted with available country
experiences from around the world and discussed with a focus on the Latin American
and Caribbean countries. A methodology to analyze the efficacy and the efficiency of
each approach in meeting the main objectives of financial regulation is also provided.
The paper concludes that in the present circumstances, the net benefits of adopting an
integrated approach probably exceed the net benefits stemming from the adoption of a
specialized approach for most of the countries in the region.
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I. INTRODUCTION

There has been a strong interest around the world in the organization of
financial regulation in recent times. During the last few years, a significant
number of developed and developing countries have moved toward integrating
their specialized regulatory agencies into a single entity.! An active debate on the
pros and cons of integrated supervision' models began only recently, despite the
fact that some countries, most notably those in the Scandinavian region, began
adopting integrated supervision models as early as the 1980s. In the case of the
Scandinavian countries, the decisions to fully integrate financial regulation in a
single institution were part of an evolutionary process. In some of the more
recent cases, the reform was implemented after holding a debate on the main
advantages and costs of integration.

' See Abrams and Taylor (2000) and Briault (1999 and 2002), for instance.
" Following Carmichael (2001) and other authors, this paper does not distinguish between
the terms “regulation” and “supervision”.
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Nowadays, the question about the factors stimulating the debate on the
institutional design of financial regulation arises naturally. According to
Goodhart et al. (1998), there are five main reasons behind its recent emergence.

1. A rapid structural change has taken place in financial markets spurred by the
acceleration in financial innovation. The main question here is whether the
institutional structure of regulation and supervision should mirror the evolu-
tion of the structure of the financial system. Financial innovation has lead to a
change in the risk characteristics of financial firms. As a result, the capacity of
existing specialized regulators to adapt to these changes is in question.

2. The financial activities have become increasingly complex, as evidenced by
the emergence of financial conglomerates.’ The question is whether a series
of agencies supervising parts of a complex financial institution can have a
good grasp of developments taking place in the institution as a whole.

3. The actual financial regulatory and supervisory structure is the result of a
series of ad hoc policy measures put in place, at times, in the wake of
financial crises. The question is whether, after the crises, a more coherent
structure should be put in place.

4. There is an increased demand for enhanced regulation and supervision of
financial products like insurance and pension schemes, which raises two
concerns. First, it might not be clear which regulator should oversee a
particular issue and, as a result, more than one specialized regulator, or
none at all, might be doing it. Additionally, there is the concern regarding
the ability of existing specialized regulators to deal with new challenges
without an enhanced set of regulatory and supervisory faculties.

5. The increasing internationalization of banking and other financial services
has implications for the institutional structure of agencies at national and
international levels. Again, the capacity of existing specialized regulators to
adapt to these changes is in question.

Indeed, factors one through four were found to be crucial in the adoption of
the integrated approach in the Scandinavian countries (see Taylor and Fleming,
1999), while factors one through five were of particular importance in the British
reform (see Briault, 1999). All these factors are relevant for countries in Latin
America and the Caribbean (LAC), where the debate about the optimal finan-
cial supervisory structure is gaining momentum.

However important these factors may be when addressing the problems
affecting the specialized approach to financial regulation and supervision in
LAC countries, the case for an integrated approach is not a straightforward
one. There remain differences between banks, securities firms, and insurance
companies that refer to the nature of their businesses, the type of contracts they
issue, the maturity structure of their assets and liabilities, and the nature and

il A financial conglomerate is usually defined as a group that undertakes at least two major
financial service activities.
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type of the risk and asset transformation functions they perform. Financial firms
have diversified their portfolios, but often it is their main business that continues
to dominate their activities. Additionally, differences in the nature of the risks
involved in financial activities could warrant some degree of specialization in the
approach to prudential and conduct-of-business regulation.

Furthermore, it should be recognized from the start that there is no single
“optimal” model for the organizational structure of financial regulation. Local
circumstances in a particular country are very important in determining the best
institutional arrangement for that country. Therefore, no specific organizational
model can be applicable to all countries, including countries in the same region.
Moreover, it must be noted that the countries that have adopted an integrated
approach have done so in different ways."

The issue of an integrated versus a specialized approach to financial regula-
tion is, thus, well defined, of much interest, and very relevant to the countries of
Latin America and the Caribbean. The different trade-offs need to be carefully
balanced to assess the relative efficacy and efficiency of each institutional
arrangement in meeting the main objectives of financial regulation. The issue
is of particular relevance for the countries of LAC, some of which have already
started their move toward an integrated approach. An active discussion of this
issue is likely to surface soon in many others. Moreover, LAC is a region with a
rich history of financial crises, where the issue of designing institutions that
minimize the probability of crises is particularly important.

The present study discusses the relative merits of both approaches to financial
regulation (i.e., specialized v. integrated) for the LAC countries. It also provides
a methodology to analyze the efficacy and the efficiency of each approach in
meeting the main objectives of financial regulation,” discussing the main pro-
blems that are known to affect both approaches in practice, and analyses how
well (efficacy) the specialized and integrated approaches achieve the main objec-
tives of financial regulation, and at what cost (efficiency).

The remainder of this paper is organized as follows. The second section of the
present study briefly presents the main objectives of financial regulation. The
third section analyzes the main problems and advantages of the integrated
approach vis-a-vis the specialized approach, in light of both country experiences
and economic theory. In particular, the efficacy and efficiency in attaining the
objectives of financial regulation are discussed taking into account the particular
situation of the countries of Latin America and the Caribbean. The fourth
section concludes with a summary of results and some final thoughts.

" We thank Clive Briault for calling our attention to the importance of emphasizing this
issue. This point is also underlined in Carmichael (2001).

Y Roy (2000) used a similar methodology to analyze the effectiveness and efficiency of
different funding arrangements to achieve the potential objectives of deposit insurance
schemes.
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II. OBJECTIVES OF FINANCIAL REGULATION

The economic rationale for financial regulation is a complex matter that exceeds
the scope of this paper. There is a vast literature on this topic and the interested
reader is referred, for instance, to Llewellyn (1999). This section does not
reevaluate that rationale but poses and addresses the more concrete question
of what is expected from financial regulation. Two general types of financial
regulation and supervision are usually identified: (i) prudential regulation, which
focuses on the solvency, safety and soundness of financial institutions, and (ii)
conduct-of-business regulation, which focuses on fraud avoidance, or, more
generally, on how financial firms conduct business with their customers.

Different approaches to the subject arise when the normative issues of pru-
dential regulation and supervision of financial institutions are discussed in the
literature. Goodhart (1996) distinguishes between consumer protection and
systemic protection. Alternative approaches consider a more comprehensive
set of objectives."! But there is a consensus in the specialized literature about
the necessity to have a limited range of well-defined set of objectives for financial
prudential regulation."' This belief can be explained in a very straightforward
manner: avoidable costs are imposed on the economy if prudential regulation
focuses upon inappropriate objectives, an event that becomes more likely as
the number of objectives increases. There is wide agreement in the literature on
the need to include systemic stability and consumer protection in the list of
‘core objectives’ of prudential financial regulation. There is less agreement
around the need to include system efficiency in that list, but Cargill (1991)
presents a very persuasive case. Given that the cost of accessing different
financial services across the financial systems in LAC is quite high, as a large
amount of anecdotal evidence from different countries testifies, we propose
adding the efficiency of the financial system to the list of core objectives. It
should be emphasized that this objective also includes the explicit and implicit
costs imposed by regulation itself.

Consumer Protection. Consumer protection issues arise for two main reasons:
(1) an institution where clients hold funds might fail (an issue of prudential
regulation); and (ii) the way in which a financial firm conducts its business
with its customers might be unsatisfactory (an issue of conduct of business
regulation). The ultimate rationale for financial regulation designed to protect
the consumer is to correct for market imperfections or failures that would
compromise consumer welfare in a regulation-free environment. This paper
focuses on the prudential aspects of financial regulation. In that regard, the
general case for prudential regulation and supervision of financial firms is that

Y For instance, the Financial Services Authority in the United Kingdom has four main
statutory objectives: (i) to maintain confidence in the financial system; (ii) to promote public
understanding of the financial system; (iii) to secure an appropriate degree of protection for
consumers; and (iv) to contribute to reducing financial crime.

Vil Llewellyn (1999) exemplifies this consensus very neatly.



Financial Supervision: Integrated or Specialized? 47

consumers are not in a position to effectively judge the safety and soundness of
financial firms.

Systemic Stability. Given that financial markets can sometimes be driven by
market sentiments (manias, panics, bubbles, runs, for instance) that give rise to
crises, and the well-documented existence of a variety of market failures
affecting financial markets,"" preserving the stability of the financial system
naturally arises as a main objective for the financial authorities.

Efficiency of the Financial System. If the financial sector is of critical
importance for the normal operation of the overall economy, but it is
rendering services at unacceptably high costs, then the efficient operation of
the system should be a relevant concern for the financial services authorities. In
addition to private cost considerations, the issue of efficiency also arises because
regulation imposes a wide range of costs, which are ultimately reflected in the
price of financial services. If these costs are “excessive” —in the sense that they
exceed the economic benefits to be derived from regulation—then financial
regulation imposes a net cost on the economy.

III. FINANCIAL SUPERVISION: INTEGRATED OR SPECIALIZED?

This section discusses how the integrated and specialized approaches to financial
regulation and supervision deal with the objectives of consumer protection,
efficiency of the financial system, and systemic stability. In particular, we
compare how effectively and efficiently each approach fulfills the core objectives
of financial regulation. Since the goal of the present analysis is to focus on the
case of Latin America and the Caribbean, the discussion that follows makes
explicit reference to the characteristics of these countries whenever possible.

The existing literature on the subject has dealt with the benefits and costs of
each approach,™ but, to the best of our knowledge, it has not linked them
explicitly to the core objectives of financial regulation.® It is important to
proceed in this way because without a clear analytical foundation based on
the rationale and objectives of regulation, any institutional structure is likely to
be ad hoc and arbitrary. Moreover, it may even compromise the objectives of
financial regulation, as recognized by Goodhart ez al. (1998).

Why is the issue under consideration interesting and relevant? To start
answering this question it is worth noticing that over the last several years the
world financial services landscape has shifted. As a result, many of the products
and services offered to consumers by the insurance, deposit-taking and securities

Y Carmichael (2001) identifies four main sources of market failure in the financial system:
(i) anti-competitive behavior; (ii) market misconduct; (iii) asymmetric information; and (iv)
system instability.

™ Briault (1999, 2002), Taylor and Fleming (1999), and Abrams and Taylor (2000) all
identify the costs and benefits of the specialized and the integrated approach.

* Abrams and Taylor (2000) analyze the costs and benefits of unified supervision in
connection with a set of proposed prerequisites for effective supervision.
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industries are becoming increasingly hard to distinguish. Many financial services
providers are developing products and services that cut across traditional reg-
ulatory boundaries. The mismatch between the regulatory structure and the
marketplace has resulted in duplication and overlap of regulations, different
regulatory treatment of similar products, and gaps in consumer protection.
Regulatory and supervisory authorities are concerned about this. For example,
this has led authorities in the Canadian province of Ontario to conclude that:

“The pace of change in the provision of financial services is extremely fast,
and all indications point to that path accelerating. A regulatory framework
designed in the era when deposit-taking institutions, securities firms and
insurers operated entirely different businesses cannot adapt fast enough to
address new issues ... both consumer protection and industry efficiency may
be at risk of being compromised ... It is timely for Ontario to create a new
regulatory agency by merging the Ontario Securities Commission and the
Financial Services Commission of Ontario into the Ontario Financial
Services Commission.” (Young, 2000, p. 3)

However, the case for integration is not straightforward. Some researchers,
policymakers, and supervisors disagree on the merits of integration relative to
specialization. As pointed out before, there still are some differences between the
businesses, activities, maturity structures, and risks associated to the assets and
liabilities of banks, securities firms, and insurance companies that may imply
that some kind of specialized approach to prudential regulation could indeed be
advisable. The Reserve Bank of Australia provides an interesting example of the
differences between the core businesses of banks and insurance companies:*

“ ... Insurance companies have long-term liabilities with ill-defined value,
while their assets are generally marketable with readily ascertainable values.
Banks, in contrast, tend to have relatively short-term liabilities, with assets
that are difficult to liquidate and to value. Consequently, the applicable
prudential supervisory regimes are different and there would be few (if
any) efficiencies in bringing their supervision together.” (Thompson, 1996,
quoted by Goodhart et al., 1998, p. 153)

In what follows, we first discuss the issues that the literature has identified as
most problematic for the integrated approach. We show that the pessimistic
conclusions that are usually drawn based on these grounds are not always
warranted. Indeed, it is not always clear how they operate in the Latin
American and Caribbean context. Moreover, we show that the same problems
usually affect the specialized approach as well, in some cases harming its

Xt is worth noticing that despite the identified differences, Australia brought together the
prudential regulation of banks and insurance companies.
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operation even more than they do in the case of an integrated system. Only after
discussing the problems associated with integration we turn to a discussion of
the more advantageous issues associated with the integrated approach.

MAIN ARGUMENTS AGAINST INTEGRATION

Among the main obstacles that an integrated approach to financial supervision
faces, the potential for moral hazard, regulatory capture, Christmas tree effects,
the creation of a bureaucratic leviathan, and the perils of separating banking
regulation and supervision from the central bank are all issues of particular
interest.

Moral Hazard
The moral hazard problem due to implicit contracts is usually ranked as a
prominent cost of the integrated approach. Llewellyn (1998, p. 153-54) notes:

“A potential moral hazard could result from a public perception that the risk
spectrum among financial institutions had disappeared or become blurred.
In particular, the distinction between deposits which are redeemable on
demand at face value, and investments (e.g., life assurance) where the value
of an institution’s liability is a function of the performance of the institution
in managing its assets, could become obscured.”

The main idea is that a new implicit contract could be created between a
newly integrated financial authority and the public, leading to excessive risk
taking behavior on the part of the public, if the risk spectrum between different
financial products becomes blurred. Excessive risk-taking behavior on the part
of the public could eventually jeopardize the stability of the financial system.

Briault (1999, p. 26) disputes this point on practical grounds, arguing that “in
practice, the public’s understanding of the regulatory system is—regrettably—
likely to be so low that this type of moral hazard should not arise.” Even if this
problem were bound to arise, Briault argues that its effects can be substantially
mitigated by including a legal provision in the form of a specific statutory
objective for the unified financial services regulator to raise public awareness
of the risks, costs and benefits of different financial services. This was done in
the United Kingdom, where the objective of raising public awareness was legally
imposed on the Financial Services Authority.

To the best of our knowledge, the existing specialized literature has not
concentrated on moral hazard problems different than those of the implicit
contract variety. However, in practice, other types of moral hazard problems
could be associated with different institutional regulatory arrangements. Indeed,
some of those moral hazard problems could have especially serious adverse
consequences on the effectiveness of the specialized approach to fulfill the core
objectives of regulation.
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In this regard, we have identified a type of moral hazard related to excessive
risk taking by financial institutions. This type of moral hazard would not result
from the existence of implicit contracts, but instead it would originate in hidden
action/information by financial institutions. Holes, overlaps, and inconsistencies
in the legal framework are bound to become apparent in situations in which the
regulatory framework was originally established to avoid cross-institutional
financial activity but was progressively modified by the behavior of market
participants. If holes and/or overlaps in legislation/regulation (or supervision)
are prevalent, excessive risk-taking behavior on the part of financial institutions
could take place with the intention of profiting from those inconsistencies in
financial regulation and/or supervision.

The literature has recognized the existence of loopholes, inconsistencies, and
overlaps in the legal framework. But it has not considered the potential moral
hazard problems that could arise as a consequence of them (the literature has
recognized that overlaps lead to excessive regulatory costs). As a way of exam-
ple, consider what could happen during a period of financial distress (such as a
situation of strong pressure against the national currency) in countries where
banks participate, directly or indirectly, in administering private pension funds if
specialized financial regulation and supervision are subject to holes and/or
inconsistencies. Since private pension schemes are generally administered by
limited-liability companies, which operate under relatively weak supervision,*!
banks could engage in highly speculative activities in futures markets for the
domestic currency, using pension fund resources for that purpose. In this case,
banks can take excessive risks, while their actions remain unsupervised by either
the pension system regulator or the banking regulator. Under those circum-
stances, the whole society may end up bearing the costs of eventual losses
incurred by banks, if they exceed the limited legal liability of pension funds.
This case is not a mere theoretical possibility; it did occur in Argentina during
episodes of strong pressure against the domestic currency in the years 2000—
2001. A case like this is much less likely to arise if an effective integrated
supervisory approach were adopted. According to Taylor and Fleming (1999,

p. 13):

“One undoubted benefit of the integrated approach when compared with
specialist regulatory agencies is that it is less likely that specific regulatory
problems will be lost in the gaps between regulatory jurisdictions. A number
of cases in the U.K.—ranging from Barings to the so-called Home Income
Plans—had contributed to the perception that too many problems were
simply falling between regulatory agencies. The formation of a single reg-
ulatory body has been deliberately designed to eliminate the possibility that
disputes over regulatory turf may result in certain types of financial activity
going unregulated, or inadequately regulated.”

xii Meaning, lack of consistent integrated supervision.
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What objectives of financial regulation and supervision are in danger if moral
hazard problems arise? The answer is that both consumer protection and
systemic stability could be compromised. In the examples of moral hazard due
to implicit contracts that have been considered in the literature so far, mainly
consumer protection is shown to be at risk. However, as argued above, both
consumer protection and systemic stability could be compromised if generalized
holes, overlaps and inconsistencies in the regulatory framework are prevalent
under the specialized approach.

In terms of the relative efficacy of the specialized and the integrated
approaches to fulfill the core objectives of financial regulation when faced
with problems of moral hazard, the answer depends on what specific kind of
moral hazard is thought to be more relevant. Given the prevalence of the
specialized approach (see Table 1 in the Appendix for a detailed review of the
institutional organization of financial regulation and supervision in the coun-
tries of LAC) and the existence of clear gaps both in the statutory objectives of
specialized financial regulators and in the regulatory frameworks of most Latin
American and Caribbean countries (see Table 2 in the Appendix), the possibility
of moral hazard problems due to hidden action/information cannot be easily
dismissed. At the same time, if LAC countries decide to start moving toward an
integrated approach, the problem of moral hazard due to implicit contracts
needs to be taken seriously, paying special attention to the remedy discussed
above.

In terms of the efficiency of both approaches to fulfill the core objectives when
faced with moral hazard problems, the integrated approach is probably more
efficient in the present case. Including a legal provision in the statutory objec-
tives of the financial regulatory authority seems less costly than correcting
inconsistencies in legislation and devoting the necessary resources to improve
supervision in the various areas in which holes are prevalent. These last two
actions could be rapidly subject to diseconomies of scale. The case-by-case
approach to correct inconsistencies and holes in the financial regulatory frame-
work could also have a negative impact on the enforcement capabilities of the
supervisory authorities. This is a first-order problem in countries where the
enforcement of rules is particularly weak, as it tends to be the case in Latin
America.

Yet another problem when trying to correct legal loopholes on a case-by-case
basis is the well-known differential in the speed of reaction of the financial
industry relative to that of the financial authorities. Indeed, part of the reason
why the regulation of various restrictions on private financial activities has been
relaxed in recent years is that they have become ineffective, given the ability of
market participants to find ways to bypass those restrictions.

In conclusion, two types of moral hazard problems could indeed affect the
effectiveness and efficiency of financial regulation and supervision to fulfill the
core objectives of regulation. The first involves excessive risk-taking behavior by
the public and could jeopardize the protection of consumers under an integrated
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approach. But there are methods to mitigate this problem, and they are poten-
tially less costly than the case-by-case alternative of trying to correct various
inconsistencies in a legal framework originally designed to fulfill a set of objec-
tives different from the core ones. More importantly, the specialized approach
cannot be said to be free of moral hazard problems either. The second type of
moral hazard problem identified in this section involves excessive risk-taking by
financial institutions when key aspects of market participants’ behavior or
crucial pieces information are not known by the financial regulator. This
moral hazard is likely to affect the specialized approach more, jeopardizing
both consumer protection and the stability of the financial system.
Furthermore, trying to correct or eliminate holes in legislation and supervision
could indeed be very costly, involving numerous case-by case modifications.

Christmas Tree Effect™
Another potential problem that could adversely affect the integrated approach is
the so-called “Christmas tree effect,” according to which the number of hetero-
geneous objectives to be fulfilled by an integrated agency might grow progres-
sively in an endogenous, potentially unbounded, fashion. The basic idea is that,
since it may be difficult to include all the relevant objectives in the legislation
creating the new integrated financial authority, additional objectives may have
to be incorporated after the new authority is established.* The risk of this
initial remit-incompleteness is that it opens the possibility for heterogeneous
objectives to be later introduced, even ones that could be in conflict with the
main objectives of financial regulation. Consequently, this problem has the
potential to affect the fulfillment of the three core objectives of financial regula-
tion. Indeed, there seems to be some evidence of this serious problem in the
Scandinavian experience with integration (see Taylor and Fleming, 1999).
When considering the Latin American and Caribbean cases, a clear picture
emerges: a wide range of heterogeneous functions already exists at the level of
specialized regulators, with consumer protection being usually neglected as a
main objective. Take the case of the banking regulators, for example. A review
of 20 banking regulators across different countries in the region reveals that only
six of them clearly and explicitly include consumer protection as a main reg-
ulatory objective of regulation (see Table 2 in the Appendix). In some cases,
mandatory objectives are to fully develop the skills of the employees, to use up-
to-date information systems, to give advice to financial institutions on portfolio
strategies, to encourage a culture of excellence and leadership, or to strengthen
the capabilities of the employees to work as a team. In 11 of the 20 cases, the
number of objectives exceeds the number of core objectives, and in all but two of
the cases the list of core objectives is not complete; In other words, at least one

M This section borrows heavily from Demaestri and Guerrero (2003a).

XV We are referring to the possibility of adding new, less relevant, objectives, and not to the
extension of the scope of a single financial regulator, which is a necessary feature naturally
associated to the process of integration.
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main objective is missing. At the same time, some noisy objectives are typically
included (See Demaestri and Guerrero, 2003a for more details.) A rather natural
question arises at this point: can the integration of financial regulation and
supervision worsen the situation in these countries? In theory, the answer is
yes. However, in practice the answer is probably no. Indeed, the move to
integration could act as an opportunity to adopt a consistent, sensible, narrow,
and well-defined set of objectives. In fact, the LAC countries that recently
modified their regulatory framework and started to move toward integration
do have a less heterogeneous, better defined, set of objectives.

As shown by the previous empirical analysis, a ‘Christmas tree’ effect seems to
be affecting specialized banking regulators in Latin America and the Caribbean
already. In particular, the objective of consumer protection is generally absent
from their statutory objectives. This does not happen in some cases (Peru and El
Salvador, for instance) that have recently moved in the direction of the inte-
grated approach to regulation and supervision. Given these developments, it
seems that the adoption of a limited number of objectives while moving towards
an integrated approach to regulation can be less costly than a case-by-case
revision of mandatory objectives at the level of the specialized regulators.
Furthermore, the integrated approach also seems to be more effective in achiev-
ing the fulfillment of the core objectives of regulation, particularly consumer
protection, given the large amount of heterogeneous objectives currently in place
in LAC countries under the prevalent specialized approach.

Bureaucratic Leviathan

Another main concern that has been raised in connection with the integrated
approach is that a single regulator could potentially become a bureaucratic
leviathan divorced from the industry it regulates. As argued by Taylor (1995,

p- 18):

“ ... (a single regulator), with a remit covering both prudential and conduct
of business regulation in banking, securities and insurance and with the
power to undertake civil proceedings against those it suspected of insider
dealing or market abuse, could potentially become an over mighty bully, a
bureaucratic leviathan divorced from the industry it regulates.”

This is indeed a meaningful critique, one that arose in the debate prior to the
establishment of the integrated agency in the United Kingdom. In his analysis of
the British case, Briault (1999) acknowledges that there is no easy way to avoid
the perception of this risk. However, there are ways to prevent it from occurring.
The key principles that the legislative framework of an integrated approach to
financial regulation should take into account are the predictability, transparency
and accountability of the integrated agency regarding its actions and
procedures.
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According to Briault (1999), the British regulator has addressed this problem
in two main ways: (i) by strengthening the statutory accountability mechanisms
in the legislation, and (ii) by improving the legislative provisions that govern the
investigation and discipline powers of the single regulator agency. To strengthen
statutory accountability, the Financial Services Authority established and pub-
lished clear rules regarding supervision, investigation and competence in a single
handbook of rules and guidance, and a single complaint-handling regime. To
improve the legislative provisions on the investigation and powers of the reg-
ulatory authority, the Financial Services Authority was explicitly required to
establish and publish procedures on disciplinary actions and to act in accor-
dance with them. At the same time, the integrated agency itself published clear
rules concerning: (i) how it intended to meet its responsibilities under the new
single agency act; (ii) how it planned to consult with interested parties in
formulating its standards and requirements; and (iii) how it planned to establish
the internal procedures necessary to ensure that its enforcement processes are
used fairly and are widely accepted as fair ones. This explicitly included a
separation of functions between the staff that investigate a case from those
who take enforcement actions. The institutional arrangement in the United
Kingdom also included the establishment of an independent Tribunal to hear
cases against the FSA brought by firms that disagree with disciplinary actions
proposed by the FSA against them.

We do not know of any evidence that the recently created single financial
regulator in the United Kingdom has become “a bureaucratic leviathan divorced
from the industry it regulates.” However, the potential for this to happen and to
affect the efficiency of the financial system exists. It should come as no surprise
if it occurs in a case in which no precaution is taken. However, there are effective
remedies (in the form of legal provisions and mandatory statutory limits) at
hand. In this regard, an interesting question arises: How many specialized
regulators in Latin America and the Caribbean include provisions like these to
limit arbitrariness? A review of the legislation and regulatory framework indi-
cates that only a few.

Concluding with the issue of the bureaucratic leviathan effect, we notice that
in the countries of Latin America and the Caribbean, the integrated approach
has the potential to be more effective in fulfilling the core objectives of financial
regulation, particularly regarding financial system efficiency. This mainly
derives from the prevalent lack of internal separation within specialized regula-
tors between the staff who investigate potential cases of crime or corruption and
those who proceed with enforcement activities.

Regulatory Capture

Another relevant problem that could affect an integrated approach is the potential
for regulatory capture. The basic underlying idea is that bribing many regulators
would be considerably more difficult than bribing only one, if competition among
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them were possible. Consumer protection is mainly at risk in this case. Claessens
and Klingebiel (1999) note that competition among regulators has been advocated
in similar contexts as a means to ameliorate, if not avoid, the problem.

At face value, this argument gives the specialized approach a strong advan-
tage relative to an integrated one. However, the case is less clear-cut once some
relevant qualifications are introduced. First, the argument that competition is
a strong barrier against regulatory capture applies forcefully in cases in which
information among participants (regulators, in this case) is perfect, the number
of participants is large, anonymity is assured, and the activity is a legal one. In
the present case, these conditions do not fully apply. Second, in practice, a
financial conglomerate might not need to bribe all the regulators to be able to
get rid of the firewalls that impede profit maximization on a group-wide basis.
Usually, the binding firewall is just one. Third, problems of information
among the regulators could be present, so that the bidding process that is
necessary for competition to preclude regulatory capture could not materialize.
This argument of asymmetric information among regulators seems to be
particularly strong in the present case in which trade involves an illegal activity
and only a few non-anonymous regulators are involved. Fourth, at least to
some extent, organization along functional activity lines would be preserved in
the case of a (new) integrated agency. This would be especially true during the
transition phase. It also tends to make the case for competition a less clear-cut
one in the present context. Last, but not least, there is the issue of the
enforcement of rules by a superior authority. In principle, it seems easier for
the Judiciary and its financial police branch to enforce the law (thus making
bribing more difficult) if only one supervisor is in charge, than if multiple ones
are in place.

A more radical argument can be used to make the point that the potential
for regulatory capture is not necessarily important in the practice of the
integrated approach. As noted by Claessens and Klingebiel (1999), what
matters to determine the degree of competition in a market is not the number
of competitors, but how contestable the market is, which is mainly determined
by the existence of barriers to entry. If the institutional arrangements set up to
put in place the integrated authority are organized in such a way that the
legislature has the power to replace officials involved in cases of corruption
in an expedited and legal manner, strong incentives against accepting bribes
are present, thus making potential regulatory capture more difficult. That is,
the existence of a credible threat to remove officials involved in bribing using
a legal, transparent, publicly known, and expedited procedure may reduce
the potential risk for regulatory capture when an integrated authority is
established.

Based on the previous discussion, it seems that under the proper institutional
arrangements the problem of regulatory capture can be avoided if an integrated
regulatory authority is put in place.
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The Perils of Separating Banking Regulation from the Central Bank™

In some countries, one effect of creating a single financial services regulator
would be to move banking regulation and supervision away from the central
bank. This section approaches the problem from two perspectives: monetary
policy issues, and banking regulation issues.

Monetary policy issues pose two main questions. First, what are the costs and
benefits of combining the monetary policy function and the banking regulation
responsibility within the central bank? Second, does the lender of last resort
function provide a rationale for the central bank to undertake financial regul-
ation of those financial institutions that are deemed to give rise to systemic risk?
The answers are as follows. First, even when it is not generally possible to
provide an unambiguous cost-benefit result on purely theoretical grounds, in
the case of the Latin American and the Caribbean countries, the costs probably
outweigh the benefits of combining monetary policy with the financial regulator
role in a single institution —the central bank. Second, the central bank role as
lender of last resort does not generally provide a rationale for making it the
financial sector regulator. The lender of last resort function (like the benefits of
combining monetary policy and banking regulation) only provide support for
close links and a proper flow of information between the relevant banking
regulator and the monetary authorities, but has no unambiguous implications
for the structure of regulation. We now focus on the first question. The infor-
mational advantages of combining monetary policy and regulatory responsibil-
ities in a single institution have been highlighted by Peek ez al. (1999) who find
evidence that confidential supervisory information on the financial conditions of
U.S. banks has been successfully used in setting U.S. monetary policy.*"
However, this finding seems of limited relevance for the economies of Latin
America and the Caribbean where the scope for the type of monetary policy
followed by the Federal Reserve is severely limited. A big central bank, like the
U.S. Federal Reserve System, can engage in a truly independent monetary
policy that sets domestic interest rate targets. However, only a few, if any, of
the central banks in LAC are in a position to engage in that kind of policy.
Whether because there is a true, widespread, ‘fear of floating” (Calvo and
Reinhart, 2002), or because of a lack of deep markets for government bonds
that prevent central banks from engaging in money control strategies based on
the use of indirect instruments (i.e., open market operations), central banks in
the LAC region tend to resort to exchange rates arrangements that imply some
sort of fixed or semi-fixed rate. In an environment of high international capital
mobility, the scope for an independent monetary policy is hence severely cur-
tailed (this is, of course, an implication of the well-known “impossible trinity of
international finance”.) Therefore, the case made by Peek ez al. (1999) for the

’“’» This section borrows heavily from Demaestri and Guerrero (2003b).
*YI' The credit channel literature in the spirit of Bernanke and Gertler (1995) provides a reason why
monetary policy may need to pay close attention to financial sector developments.
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US weakens considerably when applied to the LAC countries. However, this
does not mean that, in general, there will be no need for close links (and a
proper flow of information) between the monetary authority and the financial
sector regulator. This becomes particularly relevant during periods of financial
distress when the core objective of financial stability could potentially be in
jeopardy. This has been explicitly recognized in the recent British move toward
the adoption of the integrated approach to financial regulation. As expressed by
the Governor of the Bank of England:

“Monetary and financial stability are inter-related. It is inconceivable that the
monetary authorities could quietly pursue their stability-oriented monetary
policy objectives if the financial system through which policy is carried on—
and which provides the link with the real economy—were collapsing around
their ears ... This inter-relationship means that, whatever the precise institu-
tional arrangements for financial regulation and supervision, central banks
necessarily have a vital interest in the soundness of the financial system.”
(George, 1994, as quoted in Briault, 1999, p. 29)

Another recent example of institutional reform that separated banking reg-
ulation and monetary policy —while keeping close links between the banking
regulators and the monetary authorities— is the creation of the European Central
Bank. This institution has separated financial regulation and monetary policy
functions across the Euro area, leaving some central banks with responsibility
for banking supervision, but not for monetary policy, and some with respon-
sibility for neither function.

The fact that some (prominent) central banks in a position to implement
independent monetary policies have recently decided to separate the banking
regulatory and supervisory functions from monetary policy suggests that there
are indeed some costs associated with the merger of both functions under the
same authority. What are those costs? First, there might be a conflict of interest
that tempts the central bank to loosen monetary policy because of concerns
about the financial health of the banks it regulates.*! As a consequence of this,
there could be an upward bias in the rate of inflation a la Barro-Gordon. This
case constitutes a canonical example of time inconsistent policies due to conflicts
of interest (Drazen, 1999).X"!l The problem could be especially serious in the
case of liquidity assistance credits to ex-post insolvent commercial banks. The
Southern Cone banking crises of the early 1980s illustrate this point neatly.*™

' Goodhart and Schoenmaker (1995) convincingly make the case that the argument does
not hold when the central bank, acting as the lender of last resort, lends to an individual
bank. Notice that our point refers to the aggregate banking system, and involves time-
consistency issues.

I The issue of time inconsistent policies in a monetary economy was first addressed by
Calvo (1978).

** See Sundararajan and Balino (1991) for an account of some of the most relevant of
those banking crises.
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The Argentine banking crisis of 1980 is, indeed, a textbook example (See Balino,
1991). A more recent example is provided by the Paraguayan banking crisis of
1995 where inadequate supervision allowed banks to hide high levels of insider
lending and outright fraud, and expansionary monetary policies were used by
the Central Bank of Paraguay to bail them out in times of trouble. According to
Garcia Herrero, (1997, p. 40-41):

“Although the Superintendency of Banks™ was aware of the distressed situ-
ation of part of the financial system, it was not allowed to apply appropriate
sanctions by the political authorities. Meanwhile the Central Bank of Paraguay
continued to give credit to problem banks ... To avoid a run on the entire
banking system ... the Central Bank of Paraguay provided distressed banks
with massive liquidity support.”

The Chilean case in the early 1980s illustrates the symmetric case: the conflict
of interest that arises when monetary authorities wish for high interest rates to
maintain a pegged exchange rate or to bear down inflation, and the banking
regulator who is frightened about the adverse effects of high interest rates on the
solvency of the system (See Diaz Alejandro, 1985). This is the case stressed in
Goodhart and Schoenmaker (1995).

A second important cost, as stressed in Cukierman (1992) and Bruni (1997)
among others, stems from the fact that a wider central bank role increases the
risk that its functions will be subject to political pressures or political control.
This argument seems particularly relevant in the case of the Latin American and
Caribbean countries. The removal of the governor of the Central Bank of
Argentina in 2001 is just one example. According to the report written by the
Argentine legislators, the argument for removal of both the governor of the
central bank and the superintendent of banks™! was that they failed to act free
of political influence in issues ranging from money laundering to financial
assistance to distressed banks. Not long after the report was made public the
legislators themselves were facing accusations of having “politicized” the issue.

Turning to the issue of the lender of last resort, there is a clear rationale for
financial regulation in response to systemic liquidity risk (see Llewellyn 1999a,
for instance). But does this provide an argument in favor of the central bank
undertaking banking regulation? The answer is probably no. The decision to
provide official support will, more often than not, involve the government rather
than just the central bank, as recognized in Goodhart and Schoenmaker (1995).
In fact, recent experiences in crisis management point in this direction. In the
Venezuelan banking crisis of 1995, for instance, the creation of the Junta de
Emergencia Financiera involved the participation of the fiscal authority, the
central bank, the banking regulator, and the deposit insurance corporation.

** The Superintendency of Banks is in the orbit of the Central Bank of Paraguay. See Table
1 in the Appendix.

** In Argentina, the Superintendency of Banks operates under the authority of the Central
Bank. See Table 1 in the Appendix.
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Does the fact that more often than not the fiscal authority will be involved in
managing banking crises™ mean that we have found a rationale for their
undertaking banking regulation? Clearly, the answer is no. Similarly, the parti-
cipation of the central bank in the resolution of systemic banking crises does not
provide a rationale for the monetary authority to undertake banking regulation.
Moreover, as is already the case in many countries, formal or informal informa-
tion-sharing mechanisms that cut across institutional boundaries can be set up
to make institution-specific information available across boundaries.

So far, the analysis has been done from the point of view of the central
banker. We now turn to the benefits and costs that the banking regulator
could derive from the merger of monetary policy. From the benefits side, it
can be argued that merging monetary policy with banking regulation functions
reduces the coordination problems, facilitates the access to relevant information,
and diminishes the risk of deteriorating the quality of human resources (a point
emphasized by Goodhart, 1999).

The advantage of reducing the problems of coordination is undeniable, but
has to be carefully balanced against the potential for different conflicts of
interests to arise, as discussed above. It is not at all clear, on purely theoretical
grounds, if the benefits of the merger are high enough to outweigh the costs
stemming from conflicts of interest.

In practice, it is even less clear that the benefits in terms of facilitating
coordination will outweigh the costs from potential conflicts of interest. The
experience of many of the countries of Latin America and the Caribbean in
dealing with financial crises of different varieties is rich enough and provides
plenty of cases of loose, time inconsistent, supervisory policies. The case of Chile
in the early 1980s, as described in Diaz Alejandro (1985), may constitute a
paradigmatic example of loose financial supervisory policies undertaken by a
banking regulator that was subordinated to the monetary authority. The
“tablita” exchange rate plan of the 1980s put a strain on banks’ balance sheets,
deteriorating the quality of loans already allocated to firms operating in the
tradable sector (and generated strong incentives for banks to venture into
speculation in non-tradable businesses, as well). However, given the prevailing
institutional arrangements of the time, the banking regulator was unable to elicit
these problems in lieu of exposing the weaknesses of the central bank’s monetary
policy.

The second potential advantage of the merger of functions from the stand-
point of the banking regulator is related to the increased amount of information
(regarding monetary conditions) and of the number of instruments that the
banking regulator could have available. As an example, consider the access to
the discount window, in the context of strengthening programs for banking
institutions that include increasing conditionality clauses, as the program is

i The content of truth in this statement is probably region-specific. However, some cross-
country evidence is reported in Goodhart and Schoenmaker (1995, p. 552, Table 3).
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being implemented. In the presence of adverse aggregate (systemic) liquidity
shocks, access to the discount window could give the banking regulator extra
degrees of freedom to continue with the implementation of the reform program,
even in an adverse environment. Again, this has to be taken with a grain of salt.
In the presence of conflicts of interest, given the usual institutional arrangement
in the LAC countries, where the banking regulator is subordinated to the
monetary authority even if the former does not operate within the orbit of the
latter, the quality of banking regulation and supervision could be compromi-
sed. ™ For a discussion of this issue in the context of the 1995 Paraguayan
banking crisis, see Garcia Herrero (1997).

Moreover, and borrowing once again from evidence of the Southern Cone
banking crises during the early 1980s, a dangerous cost of the merger of func-
tions would be the potential for compounding errors in regulation and super-
vision when an inconsistent monetary policy is in place and the institutional
arrangement is such that the banking regulator is not independent from the
monetary authority.

The concern among some banking regulators about the danger of deteriorat-
ing the quality of human resources after separation takes place goes along the
following lines. The relative quality of human capital in a central bank is
typically high. If it happens to be higher than the average quality prevailing in
the other specialized financial regulators, the creation of a single financial
authority that moves banking regulation outside of the central bank could
lead to a reduction in the quality of banking regulation and supervision across
financial products and firms in the industry. This does not need to be the case,
however, if the creation of the single financial services authority is done follow-
ing best practices in institutional reform. In particular, insofar as the potential
economies of scope and scale that exist in financial regulation can successfully
materialize, an upgrade in the quality of human capital in financial regulation
and supervision would be possible (see, below, section, on economies of scale
and scope in financial regulation).

Finally, even if the separation of banking regulation from the central bank
were to be accepted as an important cost in the move to the integrated approach
(thus potentially jeopardizing financial stability), which, as the previous discus-
sion has made clear, does not have to be the case, we still would like to know for
how many countries in LAC this can be a concern. Table 1 in the Appendix
provides an answer: less than half (10/24) of the countries in the region surveyed
for this paper currently have banking supervision within the orbit of the central
bank. Therefore, whatever our impression about the impact of separation on the
effectiveness of the integrated approach, for more than half of the countries in
Latin America and the Caribbean it will not be a problem. Moreover, in the case

I Additionally, it should be noted that even if banking regulation is separated from the
central bank, this does not preclude the possibility of using central bank instruments in
situations of banking distress and of ensuring an adequate flow of information between the
banking regulator and the central bank.
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of those countries for which the separation of banking regulation from the
central bank could be a problem, it should be recalled that, if properly done,
the move toward an integrated approach should not constitute a major risk for
financial stability. We believe that the arguments discussed above and the
experiences of recent successful institutional reforms clearly justify this point.

MAIN ARGUMENTS FOR INTEGRATION

Although the literature considers several arguments in favor of integration, we
will concentrate in this section on four relevant issues: economies of scale and
scope, the prevalence of financial conglomerates, competitive neutrality, and
transparency and accountability.

Economies of Scale and Scope

One crucial issue that is usually cited as providing support for the adoption of
an integrated approach to financial regulation and supervision is related to the
existence of economies of scale and scope in regulation. Conditional on the
existence of such economies, there might be advantages in having a small
number of agencies or even a single authority. There are economies of scope
in regulation if the joint costs of regulating two or more financial activities
simultaneously are less than the sum of the costs of regulating each financial
activity separately. Similarly, there are economies of scale if, for a single finan-
cial activity the average cost of regulation and supervision falls as the volume of
that activity increases. ™"

The concept of scale economies is relatively well known. However, economists
are not so familiarized with the concept of economies of scope. Therefore, the
question of what economies could be achieved by centralization, in excess of
pure scale economies is a legitimate one. In addition to pure scale economies, a
single agency could be more efficient in the allocation of regulatory and super-
visory resources both across firms and types of regulated activities. One crucial
element here is the elimination of overlaps from multiple specialized regulators
concentrating their attention on the same subset of issues. Indeed, one of the
main criticisms that the financial industry in the United Kingdom had about the
earlier fragmented structure of regulation and supervision was the frequency
with which different specialized regulators wanted to discuss with the senior
management of a firm how its business was structured and operated (Briault,
1999). For the case of the U.S., the leading example of multiple specialized
financial regulators, Cargill (1989, p. 66) concludes that:

“The multiplicity of regulatory authorities has led to an inefficient utilization
of regulatory resources. Duplicate administrative structures, despite the
XV Pormally, there are economies of scope in the regulation of activities x and y, if:

c(x,y) < c(x) + c(y). Similarly, there are economies of scale in regulating activity X, if: avg
c(ax) < avg c(x), where a > 1, and ¢ denotes costs.
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extensive amount of cooperation that exists among the regulatory
authorities, adds to the cost of government”

Second, potentially more serious problems than the duplication of regulation
costs are the incomplete overview and the reduction of agency responsibility in
dealing with financial system problems. Cargill (1989, p. 66) provides examples
of this for the U.S. and concludes that:

“ ... the multiplicity of regulatory authorities reduces agency responsibility
for dealing with problems in the financial system ... This division of labor
results in less than complete overview and unwillingness to accept responsi-
bility for a failure to ensure soundness of the banks within the holding
company.”

Examples of these problems are not in short supply among the LAC coun-
tries. A very illustrative one is provided by the Venezuelan case in the mid 1990s.
According to Garcia Herrero (1997, p. 51 and p. 55), prior to the banking crisis
of the mid 1990s, “the Venezuelan banking system was composed of a large
number of specialized banks, belonging to financial groups. These groups were
practically outside the control of the superintendency of banks ... Because of
the lack of consolidated supervision, financial groups had clear incentives to
divert problem loans to related affiliates so as to avoid limits on bank loan
concentration and especially to their off-shore branches since they were not
supervised”

Another crucial element that could help promote a better allocation of
regulatory and supervisory resources under the integrated approach is the
development of a single system of risk-based supervision. Under such a system,
regulatory resources are devoted to those firms and areas of business that imply
the greatest risks when judged against the main objectives of financial regula-
tion, as was the case in the United Kingdom.

After this brief introduction to the subject, we can go back to the main course
of reasoning. In trying to evaluate the potential cost reductions that could be
achieved in financial regulation and supervision from the move to integration, it
is useful to identify the type of costs imposed by financial regulation. Those
costs can be classified, following Goodhart ez al. (1998), in three categories: (i)
institutional costs (the costs of running regulatory agencies); (ii) compliance
costs (the costs imposed on firms through regulation); and (iii) structural costs
(such as excess burdens, stifling of innovation, etc.).

The existence of economies of scale and scope in regulation and supervision
would imply that an integrated approach would have the potential to reduce
institutional costs. But does it necessarily imply an advantage of the integrated
approach in terms of reducing compliance and structural costs vis-a-vis the
specialized approach? The answer is no. Once again, the importance of a clearly
defined and narrowly limited set of objectives guiding the actions of the financial
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authority applies forcefully. If a single regulator encompassing a wide variety of
financial institutions adopts an inappropriate regulatory regime (say because its
remit is too wide and unfocused), the compliance and structural costs of regula-
tion would rise, potentially outweighing the benefits stemming from the eco-
nomies in purely institutional costs. Thus, if the existence of potential economies
of scale and scope in regulation has been identified, the adoption of the inte-
grated approach requires the simultaneous establishment of a narrow and
clearly defined set of objectives in order to make those economies effective.

Once a narrow and well-defined set of objectives has been put in place, and the
potential for relatively important scale and scope economies in regulation has been
identified, is there any practical way to realize the potential institutional cost
reductions? This is an important question in the practice of institutional reform,
and no definite answer can be provided. The answer depends on implementation.
However, there is some guidance that can be obtained from both theory and recent
case studies in the institutional reform of financial regulatory frameworks.

Economic theory would suggest some pre-commitment mechanism to allevi-
ate the potential for time inconsistency that could be present in a case like this
one, in which the policymaker could be tempted not to realize the economies,
once the reform has already taken place and the time to economize has come.
The United Kingdom provides a prominent example in which these economies
were successfully realized. To guarantee these economies, during the first year of
operation, the newly created Financial Services Authority (FSA) budgeted costs
that were lower in real terms than the aggregated costs of all the regulatory
institutions being integrated in the FSA in either of the previous two years. That
restriction was imposed despite the FSA having a slightly wider scope than
that of the nine regulatory bodies being brought together (Briault, 1999).
Budgeting the projected savings from scale and scope economies provides the
pre-commitment technology necessary to avoid the time-inconsistent solution
and minimizes the risks of not realizing the potential scale economies when
moving to the integrated approach.

The Scandinavian countries provide another example in which these eco-
nomies of scale and scope in regulation seem to have been realized to an
important extent. According to Taylor and Fleming (1999, p. 18): “In
Denmark, Norway and Sweden it is maintained that the small country rationale
for integration has been conclusively vindicated by subsequent experience.”

So far, we have been discussing the possibility of achieving scale and scope
economies in financial sector regulation through institutional reform in some-
what abstract terms. But what concrete examples of economies of scale and
scope are usually provided in the literature? Moreover, which of them have been
stressed in recent experiences of institutional reform? The answer to the first
question has a number of different dimensions. First, it has been argued that
centralizing regulatory functions and activities permits significant economies
through the development of joint administrative, information technology, and
other support functions (Goodhart et al., 1998; Taylor and Fleming, 1999;
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Briault, 1999). Second, it has also been argued that centralizing regulatory
functions would assist in the recruitment and retention of suitably qualified
regulatory personnel, who might perceive that the career opportunities available
to them in an integrated agency would be significantly better than in a series of
specialized organizations (Taylor and Fleming, 1999). Third, economies can also
be attained with regard to the gathering and using of know-how in special areas
and to the development and improvement of supervisory methods. Finally, it
has been argued, especially in the case of the Scandinavian countries, that
centralization of functions permits the regulatory authority to achieve efficien-
cies in the deployment of staff with rare intellectual capital. The Scandinavian
countries, the argument goes, had the need to optimize their use of scarce, highly
specialized, human resources to be able to participate fully in international
regulatory forums (Taylor and Fleming, 1999). The last two considerations
seem to have played an especially significant role in the move toward the
adoption of an integrated approach in both Norway and Sweden.

A review of the experience of the United Kingdom in its move to an inte-
grated regulatory agency highlights a couple of additional examples of eco-
nomies that could potentially be achieved from the centralization of functions
in a single organization. On top of the already discussed elimination of
unnecessary duplication across multiple specialized regulators (apparently very
relevant in this case), Briault (1999) stresses: (i) the introduction of a unified
statistical reporting system for regulated firms; (ii) the operation of a single
database for the authorization of firms (and the approval/registration of
individuals); (iii) the introduction of a consolidated set of rules and guidance;
and (iv) the provision of a single fixed point of contact to both regulated firms
and consumers, through a single complaints handling regime and a single
compensation scheme.

Is there room for economies of scale/scope in regulation to be realized in
Latin America and the Caribbean? How can the situation in Latin America and
the Caribbean be compared to the situation in countries like the United
Kingdom, or the Scandinavian countries that decided to reform their institu-
tional financial regulation arrangements? The relevance of these questions is
twofold. First, different institutional configurations have implications for the
cost of regulation, as argued above. Second, the costs of regulation have a
direct, first order impact on one of the core objectives of regulation: the
efficiency with which the financial system operates.

As a first attempt at addressing the two questions posed above, the reader
should notice that the discussion about scale economies in regulation could be
restated as an application of the small country principle.*™™" Hence, countries
with smaller financial systems would benefit more from adopting the single
agency approach. We use the size of money and quasi-liquid banking liabilities
(M3) as a proxy for the size of the financial system. We are aware of the

¥ As correctly pointed out by Taylor and Fleming (1999, p. 10).
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shortcomings of proceeding in this way, but availability of data restricted our
choice. Many interesting observations can be drawn from Table 3, presented in
the Appendix.

In terms of the first question posed above, it should be noticed that, with the
exception of Brazil, Mexico, Argentina, Chile, Colombia and Venezuela, all the
remaining countries have financial banking systems below the regional mean
size. At least eighteen countries with banking systems below the regional median
value could be unambiguously called small countries: Panama, the Dominican
Republic, El Salvador, Costa Rica, Guatemala, Bolivia, Ecuador, Trinidad and
Tobago, The Bahamas, Jamaica, Honduras, Paraguay, Barbados, Nicaragua,
Haiti, Guyana, Belize, and Suriname.™"!

Moving to the second question posed above (i.e., how do these figures
compare to those of the United Kingdom or the Scandinavian countries), all
the countries in the region have smaller financial systems than the United
Kingdom. Second, with the possible exception of Brazil, Mexico, and
Argentina, the size of banking systems in Latin America and the Caribbean is
significantly smaller than in Sweden, Denmark, and Norway. Similar arguments
apply when the comparison is made against other reformers elsewhere. Unless
one thinks that the situation would change dramatically when including proxies
for the size of the securities, pension, and insurance sectors, the present evidence
suggests that the case in favor of a single financial regulator cannot be easily
dismissed by appealing to a diseconomy of scale argument based on cross-
country comparisons.

There is an important additional reason why the small country rationale
would also seem to apply to many of the countries in Latin America and the
Caribbean. That reason is simply that many of the regulatory agencies in the
region are still in the process of building up their human capital. Hence the
problem of thinly spread human resources among different specialized agencies
would be compounded in Latin America and the Caribbean. Where regulatory
resources are scarce, and a cadre of regulatory professionals is being developed,
the argument that all the relevant human capital should be concentrated in a
single organization becomes particularly strong.

The previous discussion has made clear that institutional costs of regulation
affect the efficiency with which the financial system operates. A proxy for the
efficiency of the banking system is the size of the spread between lending and
deposit rates. Some quick, back-of-the-envelope, calculations reveal that there is
plenty of room for improvement in terms of spreads in Latin America and the
Caribbean. Anecdotal evidence points in the same direction. Accordingly, the
adoption of effective, cost-economizing methods of financial regulation could
indeed be beneficial. The extent to which the adoption of an integrated
approach can contribute to reduce costs is difficult to evaluate. However, the

i Even when they do not belong in our sample of countries, it is worth noticing that this
argument would also apply to the Eastern Caribbean economies.
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previous discussion seems to suggest that an integrated approach can be both
more effective and more efficient than a specialized one for the achievement of
an efficient financial system. A crucial necessary condition for this hold is the
budgeting of the proposed economies to be realized after integration.

The previous small country argument in favor of the integrated approach has
to be carefully balanced against the potential loss of valuable information and
knowledge that the centralization of decisions could bring about. If relevant
knowledge is already spread along institutional lines among the different spe-
cialized regulators, and centralization does not take this fact into account,
relevant human capital could be destroyed and relevant information could not
be communicated. This case resembles certain key features (information destruc-
tion due to centralization) of the classical Hayekian case against central plan-
ning. However, there is a crucial difference: in the case of regulation and
supervision, centralization will not imply the disappearance of the market
price mechanism. In any event, the potential loss of knowledge/information
could still be important, even if not decisive, suggesting that the rationale
for the division along institutional lines should be preserved, at least to some
extent, even if a single agency is to be put in place. Since this is an issue of
implementation closely linked to the transitional phase from a specialized
regime of financial regulation to an integrated one, and this largely exceeds
the purpose of the present paper, we do not expand our reflections on this issue
here (Goodhart 1999 discusses the problems of centralization in the context of
separating financial supervision from the central bank with special attention to
the case of developing countries). However, we stress that if the transitional
phase is not handled carefully, this could become a serious problem.

Prevalence of Financial Conglomerates

One of the most prominent arguments in favor of integrating regulation is based
on the need to better regulate and supervise the activities of financial conglom-
erates. “The rise of financial conglomerates, which operate diverse groups of
financial institutions domestically, and often internationally as well, has led
regulators to seek to identify ways to efficiently and effectively oversee their
operations” (Abrams and Taylor, 2000, p. 10). Financial conglomerates, gen-
erally through individual institutions, offer a vast assortment of products related
to at least two of the operations associated with banking, insurance and secu-
rities (Goodhart et al., 1998, pp. 147-150 provide a discussion of the regulatory
issues; Saunders and Cornett, 2004, pp. 406410, provide a clear exposition of
the developments involving the merging of commercial and investment banking
and banking and insurance for the case of the US).

The diverse nature of the activities developed by financial conglomerates
requires that the risk of the group be assessed on a consolidated basis and
that its supervision be free of gaps. In addition to assessing the risk and
determining the minimum level of capital for each of the member institutions,
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there is a need to determine an adequate level of capital for the conglomerate as
a whole. This capital requirement should take into account the risks assumed by
the conglomerate, as well as the existence of intra-group risks. Demaestri and
Sourrouille (2002) describe some relevant aspects of the experience of countries
with integrated supervisors in regulating and supervising financial conglomer-
ates, with particular attention to the case of the Latin American and Caribbean
countries.

There are also systemic considerations. As pointed out by Briault (1999, p.
33): “the increasing prevalence of financial conglomerates means that a multiple
regulator structure might make it more difficult to assemble and to assess the
available regulatory information at times of emergency, than would be the case
with a single regulator. The synergies arising from a single regulator may
outweigh those arising from undertaking the regulation of a sub-set of finan-
cial institutions within a central bank.” However, if banking is the most
important activity of the conglomerate and the establishment of an integrated
supervisor implies the separation of the supervision from the central bank,
efficiency in the achievement of a stable financial system may be compromised.
See section above, on the perils of separating banking regulation from the
central bank.

The presence of financial conglomerates seems to be particularly relevant for
the LAC countries. Table 4 in the Appendix presents an index of conglomera-
tion of financial activities in a sample of countries from the LAC region. Half of
the countries in the sample (5/10; information was not available for many of the
countries) have indices of conglomeration that are greater than or equal to the
one in Norway, which is one of the main reformer countries in Scandinavia
where the issue of conglomeration was one of the critical elements that con-
tributed to the adoption of the integrated approach to financial regulation and
supervision (Taylor and Fleming, 1999).

Under these circumstances, achieving the core objectives of financial regula-
tion requires the elimination of supervisory gaps and the sharing of information
related to the different institutions that form the conglomerate. Close coopera-
tion among supervisors is also required, as well as the definition of a lead
supervisor in case the conglomerate as a whole should implement certain actions
to preserve its health and reduce systemic risks. Clearly, an integrated regulator
is in a much better position to effectively achieve the objectives of consumer
protection and system stability. The costs associated with the functioning of an
integrated supervisor are also probably lower than those required to coordinate
the actions of specialized institutions. Consequently, there are also potential
gains in terms of efficiency in the achievement of the objectives by an integrated
regulator.

If the participation of conglomerates in the financial sector were significant,
the achievement of the objective of increased efficiency of the system would be
both more effective and less costly in the case of integrated regulation. The
requirements of information and other costs associated to actions of a single
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supervisor would probably be lower than those resulting from the coordination
of individual, specialized supervisors.

Competitive Neutrality

During recent years, market developments have been characterized by con-
sumers demanding a set of diverse and relatively more sophisticated financial
products and financial institutions supplying diversified products to maximize
benefits in a more competitive environment. These developments have been
accompanied by a blurring of the boundaries between financial products and
services. As Briault (2002, p. 7) points out: “Banks, insurance companies and
securities firms are now competing in the same market for the same customers,
with similar and often even identical products, and via the same distribution
channels.”

In a context of specialized regulation, the blurring of boundaries between
financial products may imply that financial institutions offering similar products
are supervised by different agencies. This may result in those institutions being
subject to different regulations and requirements of information and, conse-
quently, facing uneven supervisory costs. This differential regulatory treatment
and costs would lead to competitive advantages for certain institutions.
Incentives to engage in supervisory arbitrage would also develop. The behavior
of the financial institutions in this environment would run against the efficacy in
achieving the core objectives of consumer protection and market efficiency.
Also, the increases in costs for both the supervisors and the financial institutions
would make the achievement of consumer protection more costly. Under inte-
grated regulation, the activities of a single supervisor could minimize the risks of
introducing competitive advantages among the financial institutions thus avoid-
ing the creation of supervisory arbitrage.

The arguments regarding the achievement of the objective of systemic stability
are less clear-cut. Based on the diverse potential systemic risks associated with
different financial institutions, as Abrams and Taylor (2000, p. 12) point out:

“ ... supervisors can argue that it is proper to supervise the same operation
differently, depending on the nature of the institution which is carrying out
the transaction.” However, integration may still be more efficient (less cost-
ly), if not more effective, in this regard because it could discourage the
engagement of financial institutions in supervisory arbitrage.

Transparency and Accountability

The adoption of an integrated approach to financial regulation and supervision
provides an excellent opportunity to give the single agency a clear, limited set of
responsibilities. The definition of clear responsibilities could make possible a
substantial increase in the transparency and accountability with which the
financial regulator operates, not only in terms of its performance relative to
the statutory objectives, but also in terms of the regulatory regime, the costs of



Financial Supervision: Integrated or Specialized? 69

regulation, the application of its disciplinary policies, etc. In this respect, as
discussed in the section about the potential for the single agency to become a
bureaucratic leviathan, it is important for governments deciding to move toward
a single agency to:

1. Strengthen the statutory accountability mechanisms in the legislative fra-
mework, introducing a single complaint handling regime and a single
compensation scheme;

2. Improve the provisions in the legislative framework that govern the inves-
tigation and discipline powers of the single regulator, including a require-
ment on the single regulator to establish and publish simple and clear
procedures on taking disciplinary action and to act in accordance to
them: and

3. Establish the internal procedures to ensure that its enforcement processes
are used fairly and are seen to be fair, including a clear separation of
functions between the staff who investigate a case and those who make
decisions related to enforcement actions.

IV. SUMMARY OF RESULTS AND FINAL THOUGHTS

This section summarizes the main results of the analysis about the pros and cons
of both the integrated and the specialized approaches to financial regulation and
supervision in Latin America and the Caribbean. Table 5 in the Appendix
presents the summary of findings, taking into account both the three main
objectives of financial regulation and the effectiveness and efficiency of each
approach to fulfill them.

Table 5 shows what objective of financial regulation is being affected by what
issue(s) and how effective and efficient each approach is in fulfilling the core
objectives of regulation, in the presence of that issue(s). A plus sign (4) indicates
that the corresponding approach to which the (4) sign is attached has an
advantage in fulfilling a certain objective of financial regulation. If a (+) sign
is attached to one approach, then a corresponding minus sign (—) is attached to
the alternative approach. A (4+/—) sign indicates ambiguity (in other words, it is
not clear which approach is more effective/efficient in dealing with that issue(s)).
An absence of a sign indicates that the issue does not affect that particular
objective.

The first thing to notice from Table 5 is the concentration of (+4) signs in the
columns corresponding to the integrated approach. Moreover, the advantage of
the integrated approach seems to stem more from its effectiveness than from its
efficiency. A second thing to notice is that the distribution of the signs is more or
less uniform across the different issues. In other words, the overall relative
superiority of the integrated approach is not stemming from its advantage on
some particular issues, but, aside from some ambiguities, it seems to apply along
the whole range of issues. A third thing to notice, which complements the
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previous statement, is the strong advantage attributed to the integrated
approach in dealing with financial conglomerates and on the issue of transpar-
ency and accountability to fulfill the three core objectives of financial regulation.
Yet another thing worth remarking is the unambiguous advantage attributed to
the integrated approach regarding the issues of regulatory capture and eco-
nomies of scale and scope. Turning to the issue of regulatory capture, the
integrated approach is superior both in terms of the efficacy and efficiency to
achieve the objective of consumer protection. Regarding economies of scale and
scope, the integrated approach is also preferable regarding the efficacy and
efficiency to achieve the objective of promoting efficiency in the financial
system.

Three issues about the efficacy of the integrated approach are inconclusive
in Table 5. They are: (i) moral hazard problems affecting consumer protection;
(ii) the separation of banking regulation from the central bank; and (iii)
competitive neutrality that does not have a conclusive effect regarding systemic
stability.

We opted to underscore the inconclusiveness in terms of efficacy regarding
these three issues to highlight where the main difficulties may lie when trying to
move toward an integrated approach. We have done so even when the discus-
sion presented in the third section was about potential remedies that could make
the integrated approach a more effective one, when dealing with consumer
protection in the face of moral hazard problems, and better suited when dealing
with systemic stability issues in the presence of conflicts of interest. It goes
almost without saying that the inconclusiveness associated with the separation
from the central bank would only be a relevant issue for those countries where
the supervision of banks is currently performed by the central bank. However,
as already remarked above, in most Latin American and Caribbean countries
the supervision of banks is already performed outside the monetary authority.

For the remaining issues, the integrated approach seems to be more effective
in fulfilling the core objectives of financial regulation than the specialized one, in
the case of the countries studied in this paper. The notorious ineffectiveness of
the current regulatory and supervisory framework goes a long way in explaining
the alleged superiority of the integrated approach.

Turning to the efficiency with which each approach fulfills the core objectives
of financial regulation in the region, the only ambiguities arise when: (i) the
potential for the single agency to become a bureaucratic leviathan may affect
financial system efficiency, and: (ii) regarding the prevalence of financial con-
glomerates and systemic stability. In all the remaining cases, the integrated
approach is potentially more efficient in the fulfillment of the core objectives
of financial regulation. Once again, it is not as much a case of super-powers of
performance on the part of the integrated approach, as strong evidence of the
many weaknesses of the currently prevalent specialized approach for the LAC
countries reviewed in this study.
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Since the comparison in Table 5 is done under the implicit assumption that
the integrated approach is introduced following the guidelines and principles
discussed in the third section, we summarize them here. It should be noticed that
if a generalized failure to follow these principles is observed, many of the
conclusions may change, diluting all or part of the benefits from reform, or
even leading to additional costs. Nevertheless, if the recommendations made
here are generally followed, substantial benefits could be expected from the
move to an integrated approach.

Among the main principles that a move to the integrated approach should
take into account in order to minimize the chances that the new institutional
arrangements either fail to provide the expected benefits or, even contribute to
making things worse, the following ones are worth considering:

1. Including a specific statutory objective for the unified financial services
regulator to raise public awareness about the risks, costs and benefits of
different financial services should help to deal with the potential moral
hazard problems arising from implicit contracts between the single agency
and the public.

2. Introducing a new legal framework that gives the legislature the power to
remove officials involved in cases of corruption in a simple, transparent,
and predetermined way should help to deal with potential problems of
regulatory capture.

3. Including clear rules to govern the investigation and discipline powers of
the single regulator agency. In this way, the new legal and regulatory
framework would help to enhance accountability and reduce the scope
for the single agency turning into a bureaucratic leviathan.

4. Budgeting the projected savings from economies of scale and scope to be
realized by the newly created single regulator agency could help to avoid
the time-inconsistent solution in which no ex-post economies are realized.

5. Including a legal provision for the automatic and immediate disclosure of
information when requested by the central bank would contribute to
alleviating the potential costs of separating the banking regulator from
the monetary authority.

6. Introducing a well defined, restricted set of mandatory objectives should
help to avoid Christmas tree-type of problems, and would also contribute
to make the cost savings stemming from economies of scale and scope
effective. Ideally, the three core objectives should be included, thus avoid-
ing ambiguities, reducing the scope for holes and inconsistencies, and
helping to enhance accountability, as well.

7. Publishing a clear, unified set of rules regarding operational procedures,
including a clear internal separation of investigative functions and enforce-
ment tasks; a single complaint-handling regime; and a single compensation
scheme. In this way, the integrated regulator agency would contribute to
enhance accountability and reduce arbitrariness.
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8. Developing a single system of risk-based supervision under which regula-
tory resources are devoted to those firms and those areas where risk is the
highest, the single regulatory agency would help to improve the allocation
of regulatory resources.

One final, important issue is related to the enforcement of rules. This issue
clearly exceeds the scope of this paper, but a brief reflection is appropriate. In
environments with weak legal enforcement, as is the case in several LAC
countries, one could argue that there is no guarantee that the new, clearer and
more transparent legal framework will indeed be enforced. However, as soon as
one notices that in such an environment simpler rules should be preferred, the
case in favor of the integrated approach can be perceived as presenting a unique
opportunity to introduce a more transparent, effective and efficient regulatory
framework for financial services activities across many of the countries of the
region. Indeed, the weak enforcement of laws probably adds to the reasons for a
careful adoption of the integrated approach to financial regulation and super-
vision in circumstances similar to those prevailing in many of the LAC countries
that have been studied in this paper.
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