86 Finance and economics

Economics focus Markets as watchmen

The new international regime for regulating banks ought to give a bigger role to
market discipline through subordinated debt

XPERTS all acknowledge that the

world still lacks a system of financial
oversight that makes banking a safe and
stable business. Given that deposit-taking
banks are inherently risky enterprises
(they borrow short-term, promise to re-
pay in full on demand, and then lend the
proceeds long-term), there may be no
such system—short of a radical rethink of
what banks are for. Still, in the meantime,
regulators ought to be able to improve on
the present approach.

The apparently endless efforts to craft
Basel 2, a new capital-adequacy standard
for banks, are intended to remedy known
defects in the existing rules, which were
laid down in the first Basel accord and
adopted in 1988. Everybody agrees that
the new rules must strike a better balance
between regulation (with incentives for
effective self-monitoring), supervision
and market discipline. The signs are that
Basel 2 will rightly put more emphasis on
the third of these than did Basel 1—but
still not as much as it should.

Disclosure of information is one way
t0 help markets keen an eye on what
bariks are getting up to, Basel 2 will be all
for more disclesure. But more informa
tion is not enough by itself. Markets also
need an lncentive it. Bank share-
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run on the banks) assures a steady inflow
of deposits until it is too late. What is
needed for effective discipline is creditors
who stand to lose if the bank gets reck-
less, and who have no stake in the profit-
able upside from unduly risky lending.
The answer, some economists argue®,
is simple. Insist that banks issue, in pro-
portion to their deposits, a slice of subor-
dinated debt—that is, debt which will not
be repaid in full if the bank defaults. The
owners of this debt (unlike shareholders)
receive an interest rate determined by the
market, rather than a share of the bank’s
profits; and, unlike depositors, their expo-
sure is uninsured. So the incentives are
properly aligned for effective monitoring.
The price of this debt in the market ought
therefore to reflect the riskiness of the
bank’s operations. If the bank has to pay
a high yield to attract buyers for its subor-
dinated debt, that is an ominous sign.
Strong versions of the subordinated-
debt proposal would link regulatory ac-
tion to trigger-levels of the risk premium
implied by this yield. Mild versions
would merely “'a"P repulators keep an
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mild version of the idea. The draft pro
posals rely mainly on éncouraging banks
to develop their ownmisk rating sysiems:
This addresses a big weakness of the cur
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a lighter capital requirement. Supervisors
will watch out for this, but that may not
be enough. Why the reluctance, then, to
supplement supervision with market dis-
cipline by means of subordinated debt?

Perhaps because regulators think they
are better at gathering and interpreting in-
formation than markets. The confidence
seems misplaced. One recent study sug-
gests that supervisors are better at gather-
ing some kinds of information, markets
better at others. Why not use both? Cer-
tainly, market discipline puts a lot more
people to work on the problem.

Some sceptics question whether the
yields on subordinated debt would actu-
ally tell you very much. Studies of sys-
tems where some banks voluntarily issue
subordinated debt suggest that the yields
do adjust to the riskiness of the banks’
operations. Another problem is that small
banks may issue too little debt to support
a liquid market, so that trading is infre-
quent and the yields correspondingly un-
informative. One way to get round this
would be to require the bank to auction
small tranches of debt each month: an
other would be o exernpt small banks
from the requirement. A third worry i
that the yields would be open to manipt
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