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1.0 Introduction

Financial System impact on economic growth and economic stability is well established in the economic literature.

· Efficient financial intermediation contributes to higher productivity of capital and long term growth.

· Risks in any segment may affect stability of whole system.
· Therefore, to achieve higher and faster growth, countries should pursue the development of financial markets and institutions.
· There is consensus that liberalization and competition in financial markets result in efficient intermediation.
Free market fundamentalism has produced extreme laissez–faire prescriptions for financial markets, and this has produced inadequate regulatory frameworks that have failed both to prevent financial crises and to protect other financial sectors and overall economies from those crises
.
· In the 1980s, the wave of liberalization was followed by a series of crises in banking and credit institutions.

· Causes ranged from factors such as inadequate regulation, inappropriate macro-economic policies to a skewed tax system. 

· The 1990s witnessed the banking sector withstanding major shocks, except Asia, without significant failures.

· In the region, Jamaica experienced a major banking crisis largely because of weak regulation and supervision.
· Given the risks and crises resulting from liberalized financial systems, this paper examines how appropriate prudential financial regulation should be designed.

2.0 Regulation: Objectives and Empirical Evidence
· The objectives of banking regulation are: promoting strong national financial institutions, offering consumer protection, assisting sector development, preserving financial stability and safeguarding of the payment and settlement system.

· The main objectives of regulation have generally become more narrowly focused, with the main emphasis put on crisis prevention, on limiting risks should one or more institutions get into trouble.

· The concern about the safety and soundness of the financial system has led to tight and widespread regulation, ranging from branching restriction to capital requirements.

· Figure I show the focus of regulation on competition and stability. 

· Stability and competitiveness are seen as conflicting rather than complementary objectives.

· Empirical results show that the regulatory indicators related to competition were generally tighter for Korea, Greece, Iceland and Central and Eastern European countries while for New Zealand, UK, France and Finland they were permissive.

· Regulations related to prudential conduct were comparatively strict in some low-income countries and relatively light in some Nordic Countries, New Zealand and the Netherlands.

· Correlations of banking regulations and financial development show a negative association with anti-competition regulations and stability oriented regulations.

3.0 Regulation:  The two elements of Direct and Indirect 

· Direct Regulation – explicitly prescribe and dictate the activities banks can engage in. 

· Indirect Regulation – relies on price and non–price incentives to induce the desire choice of financial institutions, e.g. Risk-based capital requirements or adequacy rule and liquidity reserve requirements.

· Indirect Regulation aims at making undesirable activities more expensive.

· Existing bank regulatory practices have elements of both direct and indirect forms of regulation.

· Regulations both direct and indirect are seen as intrusive and distortion.
· They are both costly, but in a more competitive and rapid changing environment, Direct regulations are much more costly where issues of a level playing field and regulatory arbitrage are of primary concern.

· Financial innovations as well as expansion of scale and scope in banking underscores the lesser emphasis put on Direct Regulation in developed countries.

· Indirect Regulation – has consequently gained importance with increased emphasis put on further refining the risk–based capital requirements and other indirect control instruments such as liquidity reserve requirements, so that they do not cause competitive distortions.

4.0 Factors Influencing Design of Regulation
· Regulations can contradict competition in the financial sector. Therefore competition policy is central to regulation and regulatory reform. 

· It principles and analysis provide a benchmark for assessing the quality of economic/financial regulation. 
· It is important to stimulate innovation and production while keeping prices of services/products increases in check.
· It can complement regulation where it may control market power directly, by setting prices and controlling entry and access.
· The degree of financial sector development as reflected by the characteristics of the economy are also important when proposing or implementing regulations.
· Developed financial sector is characterized by:

· Specified property rights.
· Well defined and enforceable legal and regulatory structures.
· Self-regulatory elements with dependence on certification requirements and internal control systems.
· Strong disclosure requirements and high quality financial information.

· Sophisticated risk management system.

· Government integrity. 
· Highly skilled human capital. 
· Underdeveloped Financial System is characterized by:
· Banking sector which cannot be disentangled from the rest of the economy.
· Information systems which are underdeveloped and information problem are larger especially on the borrower side.
· Banking sector that has no reputation and corruption is a major problem.
· Lack of trained personnel.
· High level of concentration. 
· Preferential treatment by governments.
· Limited entry.
· Weak legal infrastructural developments.
· Highly leveraged financial intermediaries.
· Limited institutional developments.
· Uncertainty and inside information

5.0 Regulation for Developed Financial Sector
The critical elements of financial infrastructure in developed financial sector suggest a regulatory framework with the following elements:

· Indirect approach to regulation is less costly because of the competitive environment and developed state of the financial system.

· Regulation is set to basic minimum standards such as certification requirements.

· Primary role of supervisor should be timely intervention in the case of non-compliance.

· Discretionary supervision is needed to monitor the integrity and viability of the financial institution.

· Internal supervision and appropriate internal control systems are important for self-regulation.

· Bank’s internal systems should be certified by stress-testing against pre-specified standards. 

· Reputation of financial institutions is also important.

· An internal incentive is critical for prudent risk taking.
6.0 Regulation for Underdeveloped Financial Sector
The diffuse situations that exist in an underdeveloped financial sector with poor data and resource constraint make both forms of regulation indispensable. 

· Indirect regulation is less desirable because of the need to fine-tune price signals and grant substantial discretion which is problematic given the above characteristics.

· Larger Direct elements in bank regulations are necessary to argument the transparency of banks’ activities.

· Increased disclosure and transparency is recommended to reduce market uncertainty and limit risk of contagion.
· Strengthen incentives of owners and managers to take responsibility for their actions.
· Maintain sound fundamentals through high capital adequacy and liquidity ratios.
· Prudent loan classifications and provisioning.
· Sound risk management and corporate governance.

· Focus on validating accounts and records, valuing risk assets.

· Effective internal controls with strong internal asset function.

Table I: Competition, the development of financial system and regulatory design
	Competitive Environment
	Developed Financial System
	Underdeveloped Financial Systems

	Highly competitive environment
	Certification requirements
	No excessive competition

	Intermediate and low competition
	Direct and indirect forms of regulation and feasible Monopoly rents help control incentives.
	Mainly direct regulation, but supplemented with some indirect controls.


7.0 Conclusion and Lessons for the Caribbean

· Financial systems in the Caribbean have varying degrees of competitiveness and development. They are going through the evolutionary stage to be fully developed, therefore the regulatory system must be different from those of industrial countries and even between developing countries at different degrees of financial sector development.

· Regulation must be dynamic and closely mirror the realities of the financial sector for which it is created. Therefore, there is no single framework that fits all types of banking systems. 

· In order to improve the living standards for all people, it is imperative that a financial regulatory framework be designed in the interest of their prosperity. In order to do so, the economic analysis that serves as the basis for formulating economic policy must take markets as they are and regulations as they might be.

· The policy challenge is to strike the right balance between preserving the overall soundness of the banking system and fostering its efficiency. 
· A minimum level of regulation is needed to ensure the development of the financial system by boosting public confidence, preventing destructive competition, providing deposit safety, and preventing it from being misused for private and public corruption. 
· Financial systems in the Caribbean have been adopting and implementing codes and standards of best practices on financial regulation such as the Basel 1 and II processes for harmonization.
· Finally, Financial stability is a public good and therefore, there must be collective action to address risks and crisis prevention. 
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Figure 1 . The system of regulatory indicators for the banking system 
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� The validity of Laissez-Faire policy proposals that are built upon these assumptions about perfect markets in turn suffer in so far that the assumptions differ from the actual world to which the policies are applied.





