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The Financial Regulator serves the needs of the financial
markets and those who regulate them. It aims, firstly, to
enhance market practitioners’ ability to manage
regulatory challenges. It aims, secondly, to enhance
regulators’ understanding of developments in the
financial markets. All subscribers benefit from an
informed insight into the regulatory process. That is why
key institutions in 80 countries now rely on The Financial
Regulator for analysis of international regulatory
developments.

Interviews that matter
Critical to The Financial Regulator’s approach are regular, in-depth
interviews with the policy-makers overseeing the major markets.
Interviews with Frits Bolkestein, European commissioner, Sir Howard
Davies, FSA chairman, Gerd Häusler, the IMF’s head of capital markets
and Andrew Crockett offer readers an exclusive insight into their current
thinking.

The international dimension
Under the guidance of a distinguished Advisory Board (see panel
overleaf), The Financial Regulator aims to meet the needs of supervisors,
market participants and professional advisors.

Just as bankers, lawyers, accountants and insurers need to understand
the needs and legitimate concerns of the regulators, so do regulators and
supervisors need to keep up with fast-changing markets and ever-more
complex financial products. Probing behind the headlines, The Financial
Regulator delivers the inside story on the work of the key supervisory
institutions. 

Rapid analysis of new developments
As markets become global so regulators too have to adapt. The Financial
Regulator is unique in the speed with which it analyses market
developments which affect the work of regulators and regulatory
professionals worldwide. In every issue correspondents in Washington,
London, Tokyo, Brussels and Frankfurt report the breaking regulatory
news. In addition they analyse the implications for practitioners,
supervisors and for policy formulation. Correspondents and scholarly
experts analyse evolving credit markets, banking reconstructions, and
techniques in derivatives.

Safety nets, bailoutsand market discipline
Capital accord on asingle pageProceeds of corruption
Liberalisation vs. regulation

Keeping the dollar
clean

Interview: Charles Calomiris

Avinash Persaud’s slimmed-
down alternative to Basel II

Richard Pratt on how to deal
with looted funds

Christopher Robertsanalyses WTO financial services rules

Interview: John Moscow Manhattan’s assistant DA
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Understanding innovation
The Financial Regulator focuses on how financial innovation really
affects market regulation. Each issue investigates clearly and without
jargon what readers need to know about:

• money laundering strategies • the internet
• new derivatives products • extraterritorial regulation
• OTC markets • e-banking
• credit risk modelling

Tomorrow’s ideas today
Those responsible for ensuring the integrity of markets and payments systems know
all too well that today’s “unthinkable” can be tomorrow’s reality. The Financial
Regulator helps readers to keep up with the latest thinking of the world’s leading
experts. Contributors include regulators (like John Hawke, US comptroller of the cur-
rency, or the ECB’s Tommaso Padoa-Schioppa) politicians (for instance Chris Huhne
MEP) and leading academics and experts including Professor Charles Calomiris, Sir
David Tweedie, chairman of the International Accounting Standards Board, and Peter
Cooke, former chairman of the Basel Committee.

Who should read The Financial Regulator?
• Senior staff of regulatory agencies
• Senior executives of banks, securities houses and insurers
• Heads of risk management departments in financial institutions
• Heads of compliance
• Financial regulatory practices of law and accounting firms
• Trade associations and industry groups
• International financial institutions
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development of

internet banking has

proceeded fitfully and

erratically from country to country,

both in terms of industry activity and user

acceptance.  But in my discussions with

colleagues from financial regulatory agencies around

the world, I’m often struck by the similarities in our

experiences in dealing with the internet banking phenomenon.

Many financial supervisors have learned the pitfalls of placing too much

credence in the predictions of the “dot.com forecasters”, who have almost invariably

been overly optimistic about how rapidly and profoundly the internet would

transform the banking world.  All of us have felt the tension in balancing the proper

support for innovation against the requirements of safety and soundness.  And I sense

a broad and building recognition that, as a global phenomenon, internet banking

requires an even higher level of international cooperation among bank supervisors if

its risk
s are to be effectively managed and controlled.

Given the state of internet banking today — a time of reassessment

and stock taking — this is an opportunity to review what we’ve learned as regulators

and some of the steps we’ve taken internationally to deal with the challenges it

presents.  That’s what I propose to do in this article.

One of the important things we do as financial regulators is to
 serve as

a counterweight to the tangible and psychological excesses of the marketplace.  Most

of us took with a grain of salt the inflated predictions of Internet banking boosters,

and we are equally sceptical of the pessimism that currently clouds the outlook for

Internet banking.  At the Office of the Comptroller of the Currency, we have always

believed that the Internet has tremendous promise to transform banking for the

better — and we still d
o today.

Internet banking in the United States.

To some degree, the well-publicised difficulties of internet-only financial institutions

to build market share and realise profitability have overshadowed the rapid growth

in the number of Americans now doing at least some of their banking over the

internet today.  An average of industry estimates indicates that about 13 million US

households banked online by the end of 2000 — twice as many as in the previous

year.  At the beginning of 2001, 37 % of all U.S. national banks (banks regulated and

supervised

by the OCC), including nearly all of the largest national

banks, were offering full transactional capabilities on-

line — a near twofold increase in little over a year.

Yet what is most striking is not the inroads that

internet banking has made to date — impressive

though they are — but the opportunities for

expanded use by new and existing customers that

still lie
 ahead. 

Banks offering internet-based

transaction service — and there are more of

them each day — should be well positioned to

compete in the financial markets of the future.

But we also know that execution, especially in

managing the risks associated with new

technologies and new delivery systems, is

crucial. 

New risks

Internet banking poses risks that are

different from those that bank

supervisors customarily deal with in

assessing credit, market, or interest

rate risk.  First, banks must manage

t
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Interview:  Frits Bolkestein

Forcing through liberalisation of Europe’s stalled single market in financial services

is the job of Frits Bolkestein, European Commissioner for the internal market.

Frederik (Frits) Bolkestein is European commissioner for

the single market, and as such responsible for the

Commission’s action plan to liberalise European financial

services.  Born in 1933, he worked from 1960 to 1976 for

Shell Group, with postings to East Africa, Honduras, El

Salvador, London, Indonesia and Paris.  From 1976 he was

directory of Shell Chemical in Paris.  H
e was later elected

as a liberal member of the Dutch parliament, serving as

minister for foreign trade and defence minister.

BCCI

T
he collapse of BCCI in July 1991 has

given rise to a considerable amount

of litigious activity, both in England

and in a number of other countries.  A

decade later some of this litigation

continues to occupy the courts.  The

purpose of this article is to consider

only those decisions which may

have direct consequences for

banking regulators, namely:•

the two decisions of the

House of Lords in Three Rivers District

Council –v- Bank of England handed

down on 18 May 2000 and 22 March

2001, respectively; and• the less well-known decision of the Court

of Appeal  in Hall –v- Bank of England,

handed down on 19 April 2000.The two House of Lords decisions consider

whether the BCCI depositors can claim any

recourse to the Bank of England, which was

responsible for the supervision of BCCI at the

time of its closure.  The Court of Appeal

decision in Hall offers another approach to

the potential liability of the bank regulator.

At the outset, it should be emphasised

that the House of Lords decisions in the BCCI

cases have now merely established that the

depositors may have their day in court – that

is to say, they are entitled to a full trial of their

claim on the evidence and merits.  The

litigation to date has not finally established the

extent of any possible regulatory responsibility

for the BCCI collapse; it has merely

BCCI: suing the supervisor
BCCI’s depositors are being allowed to sue the Bank of England for failures in its

supervision of the bank.  Should regulators around the world be nervous of

similar claims?  Charles Proctor, partner in the law firm Tite & Lewis, London,

discusses the implications of the decision.
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In your career you have worked in the Bank of
England, the Audit Commission, the
Confederation of British Industry, McKinsey, the
Treasury and the Foreign Office.  Which has
proven most valuable in your work at the
Financial Services Authority (FSA)?While my experience as Deputy Governor of the
Bank of England was useful, in that I was responsible
for banking supervision, the Audit Commission, in
terms of the character of the organisation and the
breadth of responsibilities, is more similar to the
FSA.  At the commission we were auditing local
government, health and social services, transport,
roads.  You could not plausibly claim to be an
expert in every sector straightaway.  What you had
to do was devise a quality-control system which
gave the person at the top a handle on the quality
of what was being done in all these areas.  This also
required a consistent approach to problem solving
whether you were auditing a police force or a
hospital accident and emergency department.  The

current FSA has several echoes of the Audit
Commission, including the thematic work we do
and the common risk assessment methodology.
Talking of the FSA’s risk assessment, surely the many
different types of institution which you supervise,
from large insurance companies to independent
financial advisors, need very different approaches to
supervision. In the three and a half years since the
FSA was established, we have become more and
more convinced that a common analytical approach
is both possible and desirable.  Let me say a little
about what this approach involves.  It is anchored
first of all by our statutory objectives and our

Interview: Howard DaviesFollowing the passage of the Financial Services and Markets Act,  the UK’s

Financial Services Authority is gearing up to assume full legal powers as the UK’s

single regulator.  In an exclusive interview, Howard Davies, FSA chairman and

chief executive, explained to Neil Courtis how the new model will work.

Howard Davies is chairman and chief executive of the
UK Financial Services Authority (FSA).  He was appointed
chairman of the FSA’s forerunner, the Securities and
Investments Board, on 1 August 1997.  Prior to that he was,
for two years, deputy governor of the Bank of England.  He
was knighted in summer along with Sir Eddie George, gover-
nor of the Bank of England.   A varied career has included
three years as director general of the Confederation of British
Industry, five years (from 1987 to 1992) as controller of the Audit

Commission, and five (1982 to 1987) with management consult-

ants McKinsey & Company in London.  During 1985-1986 he
was seconded to the Treasury as special adviser to
the chancellor of the exchequer. He had previous-
ly worked at the Treasury and the Foreign and Commonwealth
Office, including two years as private secretary to
the British ambassador in Paris. Howard Davies,
who is 49, is married to a journalist. They have
two sons and live in London.
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be additional diversific
ation potential from

merging portfolios of SME loans. Even if the

current debate does not produce a prima-facie

favourable treatment for SMEs, regulators

would conceivably allow (under pillar two)

relatively lower capital for larger/better

diversifie
d SME portfolios.

Finally, th
e operational risk

 charge is lik
ely to

be another driver for M&A and spin-offs. T
he

OR charge will disproportionately affect non-

credit business areas that currently enjoy light

or zero capital requirements. W
hen businesses

such as asset management and corporate

advisory become more capital intensive,

economies of scale will be recognised as much

more important than currently. And for some

businesses, e.g. custody and clearing, there

even may be a question of whether they should

remain under banking licence umbrella.

This differentiation among banks and business

areas is likely to become a major driver for

corporate activity in the sector. Consider for

example residential mortgages: if bank A

adopts the standardised approach, their

mortgage book will likely keep the 50%

weighting. However, if a more sophisticated

bank (B) adopted an IRB approach, the risk

weighting could fall to 16%
2, hence requiring

less than one-third the capital of the less

sophisticated bank. This translates into what

we call a capital economy of scale and

sophistication – by buying bank A, bank B

could free up a substantial amount of bank A’s

capital.

The same logic may be applicable for

wholesale lending, and perhaps even for

lending to small and medium-sized enterprises

(SMEs). In
 the case of the latter, the logic would

Barclays – Regulatory versus Economic Capital, £bn, June 2001

RWAs
Regulatory  

Economic Excess capital as 

tier 1 capital* capital 
% of regulatory capital

Woolwich

29.4

2.3

0.9

60%

Barclays Capital

51.2

3.9

1.8

54%

Business Banking

45.5

3.5

2.2

37%

Barclays Private Clients

8.6

0.7

0.8

-21%

Barclaycard

9.3

0.7

1.0

-40%

Barclays Africa

1.9

0.1

0.2

-41%

Barclays Global Investors

0.5

0.04

0.1

-144%

Other operations and Head 

office functions

2.4

0.2

0.5

-175%

Personal Financial Services

5.9

0.5

1.3

-187%

Total/Average

155
11.9

8.8

26%

* Calculated by applying group Tier 1 ratio to RWA by division. 

Sources: Barclays and Schroder Salomon Smith Barney calculations.

Winning Businesses

Losing Businesses

• Investment-grade corporate lending
• Non-investment grade corporate lending

• Real estate secured lending, 

• Lending to/in emerging markets (p
erhaps

especially residential mortgages

excluding ‘advanced’ ones like Hong Kong)

• Other secured lending – trade finance, • Non-credit related businesses – asset 

leasing, project finance

management, clearing, custody, fo
rex

••  Consumer lending (perhaps 

• Prime brokerage (business w
ith hedge funds)

excluding credit cards) 

High degree 

of certainty

Reasonable

degree

Certainty

2 Our estimate is c
alculated from the modified formula published in November 2001, based on LGD of 10%, EL of

12bp, resulting in PD of 1.2%.

The authors are part of the SSSB banks team -  voted Number One in 2002 Reuters Institutional Investor All Europe

Research Teams Survey.
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D
espite increasing confusion about the

shape and timetable of Basel II, 
some

of its 
impacts seem reasonably

transparent. First, 
the differences in outcome

for individual banks are likely to be significant.

A growing gap will emerge between the

largest, m
ost so

phisticated banks and the rest.

Increasingly, we see a world where global

‘super-banks’ will come to dominate many

business lin
es. Furthermore, the ability of new

entrants to break into the market may be more

limited than in the past. Second, capital

requirements will change significantly across

different banking business areas, which is

likely to challenge many conventional

wisdoms. The profitability of areas such as

vanilla corporate banking could be

transformed. Furthermore, as the economics

of different business lin
es are changed, so we

expect banks to react accordingly. A lot of

corporate strategies were developed in

response to the original 1988 Basel accord,

and we expect new strategies, and related

pressure for mergers and acquisitio
ns, (M

&A)

to follow Basel II.

Shedding capital

In other words, there will be winners and

losers. Why? At the heart of Basel II is

alignment of economic and regulatory capital.

This alignment, even if imperfect, creates

substantial scope for change. To illustrate this,

compare economic and regulatory capital for

Barclays across th
e bank’s business lin

es.

The figures in the last column speak for

themselves. M
ortgage banking (Woolwich) has

60% excess capital; wholesale banking

(Barclays Capital) 54%; in contrast, asset

management (BGI) needs nearly 2.5 times

more capital than prescribed by regulator.

Overall, the bank calculates that it requires

26% less capital than the regulator (under

Basel I) c
urrently prescribes

1 . The table, on the

next page, summarises potential winning and

losing business lin
es. 

Discrimination

Alignment with economic capital also means

that Basel II m
oves away from the idea that the

rules are the same for everybody, and instead

recognises that the more sophisticated, the

better managed, and perhaps the larger the

bank – the less capital will be required. After

all, banks are simply portfolios of assets (in

economic rather than accounting terms) and

hence there is sc
ope to minimise risk

 through

portfolio diversific
ation. Therefore, a bank

adopting the more advanced Basel II a
pproach

could now enjoy an advantage over other

banks (and new entrants) using the simpler

approach.

The best way to identify winners and losers

early in the process is 
to see which banks are

already employing economic capital allocation

and risk management. These banks have

already made the investment and are likely to

be ahead, both in terms of adopting the right

philosophy and getting the systems and data

ready. They are likely to be first 
in line for

advanced IRB qualification, and will probably

become early recipients of the capital

incentives promised by Basel. In contrast,

banks that have been managing their business

simply following Basel I ru
les are likely to face

higher preparation costs and receive few if any

incentives in the first 
couple of years upon

implementation. 

Basel II – winners and losers

In a guest editorial, Dennis Ischenko and Simon Samuels, of Schroder Salomon

Smith Barney, assess who stands to gain most from the new capital accord.

1 Deutsche Bank sim
ilarly estimates a reduction of 27% in required economic capital (to 15.8 billion).  W

hile it is

unsurprising that management lobby for lower required capital, practitioners agree present capital requirements are

too high:  if 
such a crude system carried western banks through several downturns, su

rely a better system could

manage with less capital.

INTEGRATED REGULATION

Table 1. The organisational structure of financial supervision: national and 

European models

1. Sectoral

Separate supervisors

for banking, insurance

and securities business

e.g. Portugal

Cooperation in

sectoral committees

Coordination between

national sectoral

supervisors:

• harmonisation in

sectoral regulation

• covergence in

supervisory

practices in

banking, insurance

iti

A. 
Decentralised

& cooperation

B. 
Coordination

2. Cross sector:

functional

Separate supervisors

for prudential

supervision and

conduct of business

supervision e.g.

Netherlands proposal

Cooperation in

functional committees

Coordination

between national

functional superviors:

• EU-wide functional

legislation

• convergence in

supervisory

practices in

prudential

supervision and

3. Cross sector:

integrated

Single supervisor for

banking, insurance

and securities

combined e.g. UK

Cooperation between

national FSA’s

Coordination between

national FSA’s:

• single financial

services market act

within the EU

• convergence in

supervisory

practices between

national FSA’s

National arrangements for supervision

an
ge

m
en

ts
 fo

r 
su

pe
rv

is
io

n
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Integration in the financial industry, both

across borders and across sectors, has led to

the emergence of an almost seamless

financial industry. These market

developments have implications for the

organisational structure of supervision and

crisis management as well as the political

f pervision and financial

strengthen cross-sector cooperation). The

Netherlands is moving toward the middle

column, which also represents aspects of

Italy and France. The present European

structure is based on a mixture of

cooperation and coordination and on

sectoral committees (first column, rows A/B),

with a marginal arrangement to strengthen

oss sector cooperation (Pearson).

Does Europe need a 

Euro-wide supervisor?

While European financial markets continue to integrate, there is no agreement

about a “grand design” for European financial supervision. Jeroen Kremers, Dirk

Schoenmaker and  Peter Wierts from the Netherlands Ministry of Finance1

consider the alternatives discussed at a conference on financial supervision in

Europe.
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Regulator journal.  Among them:

KPMG, Bank of Japan, Linklaters and
Alliance, Bank of Korea, Freshfields,
Bruckhaus Deringer, Reserve Bank of
Australia, Canada’s Superintendent of
Financial Institutions, Commission des
Operations de Bourse, European Central
Bank, Hong Kong Monetary Authority,  Hong
Kong Securities & Futures Commission,
Reserve Bank of India, CONSOB,
PricewaterhouseCoopers, Kuala Lumpur
Stock Exchange, ABN-AMRO, Euronext,
Bank Handlowy W Warszawie, Bank for
International Settlements, Moody's, UK
Financial Services Authority, Jersey Financial
Services Commission, US Federal Reserve,
Institute of International Finance, IMF, World
Bank, Commodity Futures Trading
Commission, Eastern Caribbean Central
Bank.



Intelligence on the key
institutions
The Financial Regulator provides up-
to-the-minute analysis and the
intelligent reporting needed to
understand what is going on in
institutions like the Basel Committee
and regulatory groupings at the Bank
for International Settlements,
IOSCO, the International Association
for Insurance Supervisors and the
World Bank and IMF.
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New directives need City scrutiny

OECD tax blacklist shrinks to seven •  New chairman for
FASB •  FASB “broken” says Pitt • New enforcer at
CTFC •  Senate kills off bid to control trade in energy
derivatives •  Senior appointments at the FSA •  OSFI
appointment •  Temporary MD for Cayman Islands
Monetary Authority •  FRS 17 comes under fire •  Was
The Plumber out of order? •  A healthy appetite – for risk
•  UK banking competition •  SEC probes banking
conflicts of interest •  Watchdogs bark at telecoms
companies •  Fed opposes expansion of deposits
insurance •  Financial stability rules come under scrutiny
•  More accounting difficulties •  Visa off the hook •  A
catalogue of errors •   BBVA offshore accounts scandal •
Japan cracks down on short-selling •  Tokyo tax “illegal”
•  Hong Kong tightens up on the markets •  Troubles in
China •  Securities regulators criticised •  Malaysia to
house Islamic regulator •  Nigerian banks face forex fines
•  The slide in the rand •  Decline in currency trading •
ADI secretariat established •  US relaxes rules for some
foreign banks   

Interview: Charles Calomiris
Government safety nets, over-generous bailouts and lack
of market discipline are the root causes of financial sector
weakness, argues Professor Charles Calomiris of
Columbia University’s Graduate School of Business.  

A new capital accord on a single page
Despite good intentions, the Basel capital accord is
chock-a-block with idiosyncrasies.  Avinash Persaud
outlines an alternative.

Interview: John Moscow
Preventing money laundering and the financing of terror
requires a much tougher stance from regulators around
the world.  Manhattan assistant district attorney, John
Moscow, discusses how US authorities are responding.  
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Tracking the proceeds of corruption
When tracking funds looted by government officials,
regulators cannot ask the corrupt regime itself for help.
An international clearing house for reports of corruption
is needed, argues Richard Pratt, director general of the
Jersey Financial Services Commission.  

Russia’s peculiar post-Soviet banks
A decade on, Russian banks still retain many features of
the Soviet era.  Professor David Lane examines Russia’s
peculiar post-Soviet banking system.  

Can Argentina’s financial system recover?
In the face of an unprecedented economic crisis, the
prospects for Argentina’s financial system are bleak.
Pablo Curat considers how, and whether, the financial
system can recover.

Financial services in the WTO: do
liberalisation and regulation conflict?
The WTO is investigating how trade in financial services
can be opened up.  Christopher Roberts, from Covington
and Burling, analyses whether the demands for
liberalisation conflict with existing prudential regulation

Rebuilding trust in the post-Enron economy
Edward J. Waitzer on the aftermath of Enron.  

Hong Kong’s new securities law
Hong Kong’s new Securities and Futures Ordinance rolls
up ten existing statutes into one.  The Hong Kong
Securities and Futures Commission prepared this
summary for The Financial Regulator.

Implementing Credit Derivatives by Israel Nelken.
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