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The two great challenges for any authority are hatextent and how to intervene in the functioning
of the society. These challenges originate botiénworld of ideologies, defining the type of state
authority based on its propensity for regulationd dn the technical expertise of technocratic
management that can identify the “good practicel ‘ggood governance” features.

Both policy sources are necessary and legitimatee Tdeological sources help support a
representative mandate obtained by an elected pdweérg validated by citizens’ vote, while the
technical ones contribute to optimising the efficig of the public option by managing it in an
appropriate manner. To set a simple example, iidbeelogical option is in favour of maintaining a
company under state ownership, then the technigabro may be to ensure a competency-based
management controlled solely according to perfomaatriteria. If the ideological option promotes
the privatisation of a state-owned company, thea tichnical option may seek to ensure a
privatisation procedure that should maximise thélipubenefit (through price, other contractual
terms, enhanced market competition, clauses orunesto protect consumers, etc.)

Before starting a discussion on the topic, it ipamant first to define the terminology. It shatitrbe
easy. There is no generally accepted definitiorthef term “regulation” in legal and economic
literature. For the benefit of this presentatior, will attempt to identify one from an ideologigall
neutral perspective, as the employment of publer@on instruments, whereby prescribed behaviour
is rendered mandatory under penalty of sanctioitk, avwiew to implementing social and economic
policy objectives. (den Hertog, 2010)

Based on the envisaged mechanism, there are tves typregulation, namely structural regulation
and conduct regulation. Regulation may concermtheket structure and its parameters: restrictions
on market entry or exit, rules mandating firms twosupply professional services in the absence of a
recognised qualification, mutual support systemsniarket players or ensuring a level playing field
in terms of non-competitive services applicablaltamarket players. Regulation may equally aim at
market participants’ behaviour: price controls, tieguirement to provide equal treatment for all,
obligations related to consumer protection, cdréeining.

The legitimacy of regulation as an act of authoigyper se a controversial issue. However,
overlooking it implies a major discretionary belwwi risk, the risk of regulation going beyond the
necessary limits and beyond public interest. Thadyais of the legitimacy of regulation requires an
approach based on the values that may be subjgcotection — the axiological approach, as well as
an approach based on the efficiency of regulatonthe relation between the pursued goals and the
employed means — the economic appréach

In terms of values, a question arises as to howrdgulation should go in controlling human
behaviour? In other words, where should we trace ltayek’'s boundary between Law and
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legislation? The present crisis has raised a whetees of ethical accusations against the financial
community and urged the authorities to regulatetwiaa been previously deemed as a fundamental
value of capitalism, but seemed to have been Tdst. matter deserves a more in-depth analysis and |
will do that in what follows.

From the regulation efficiency point of view, thests related to the initiation and administratidn o
regulation, as well as the systemic coherencegflation should be considered.

As regards coherence, it must be noticed that, mftea than not and definitely in the financialldie
regulations must be assumed within a system thatldhensure generality and universality. If the
social player may circumvent the regulations goweyrdifferent institutions or choose the most
suitable one — i.e. domestic regulatory arbitragben the regulatory process fails to meet its ,goal
proving itself inefficient. Hence, the probabilitiyat the decision to regulate a certain field -hsas
credit institutions — may trigger the need to easat a national level, contiguous regulationdetdé
such as financial markets, capital markets, consgmogection, etc.

Nevertheless, this is not enough, once the secbaleage becomes apparent, namely ensuring that
the regulation of the envisaged field covers thir@melevant market. To set an example, limitadion
on the volume of foreign-currency loans in Romaam@ not efficient if the bank may grant the same
volume of loans via a structure based in anothanttg where this regulation is not applied. We can
see here a second type of regulatory arbitragmtetnational level, by choosing the preferred law
from among similar laws in place in different caugd. In this case, the classical legal princigléhe
territoriality of the law is challenged by the eoanic reality of globalisation, via market integmati

and openness, which push the limits of the uniligysaoncept from national territoriality towards a
open market territoriality (which, in rare casea) @e national, being extended to the Europeanrinio
level for agricultural products, or quasi-globat fmancial products).

At present, regulators comprehend the need foratay coherence quite well, which is not the case
with deregulation coherence. Indeed, for identiedsons, the deregulation process is at risk of
causing the same two imbalances — in terms of haisatiori and territorial coverageFurthermore,
given the usual duration of a regulation — deregpriacycle, the know-how, the institutional memory
of the previous process fades away unless it desgrompletely.

This is why the deregulation approach must focusonéy on identifying the impact of the norm to be
abrogated, but also, simultaneously, on pinpointhey consequence of other relevant norms being
kept in place. As a matter of fact, this gives ts¢he main pros and cons concerning regulatioanwh
it comes to its economic approach. Let us lookhat financial market for instance. Examining
statistical data on numerous business cycles witllaver the last centuries, gathered by K. Rogoff
and C. Reinhart, deregulation is found to triggewgh, overheating, followed by crises. Promoters
of tight regulation argue that responsibility falsderegulation itself. On the other hand, promsobd
minimal regulation blame the insufficient deregidat | shall not come with an ideological option,
that would rest with the polity. An ideologicallyeuatral vision might point particularly to the non-
systemic and imbalanced approaches to dereguldtiather words, if one regulation that was part of
a stable system (or seemingly stable, accordintibtstarians) is eliminated, this will render the
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system unstable; yet, the blame does not lie wattegllation, but with its lack of correlation tceth
system of regulations and its effects.

In terms of the costs of regulation, the generaltknowledged principle is that there must be a
difference between the financial and, by and laggial benefit of applying regulation and its
attached cost, a “profit”, large enough to waritiret implementation of the regulation. The estimates
on the benefit and cost related to enforcing reguiaake into account the financial dimension, but
also aspects related to timing, social harmony gmotizens, as well as between citizens and the
authority or the functioning of the political repemtation — the fulfilment of electoral commitments

The regulation costs and benefits may be deemathssute costs when they are related to a unique
intervention formula or when they come with noremention respectively. Where there are several
intervention solutions, they are assessed by mferdo the alternative solution. Thus, in the
economic field, including the banking system, tlegulation costs must be assessed either by
reference to the costs related to the regulatiofolice, or by reference to those attached to privat
mechanisms such as self-regulation, the enforcewfeptivate contracts and commercial practices,
the use of arbitrage as an alternative to pubitiga.

So much for regulation as the instrument of théslatpr. When talking about the manner to use it,
namely about therocess, we will refer to the increase in the number ghtness of constraints on
how citizens and credit institutions conclude fici@ahagreements or manage their financial portfolio
as the financial and bankimggulation process.

In turn, thederegulation process in the banking and financial field would envisage decrease in
the number and tightness of the said constrairgssifown by the classical literature written before
the Great Deregulation that took place after tHg0$9deregulation aimed at ensuring that:

- banks may charge for their services as they dettidend provide any conditions to take
deposits;

- banks may hold and trade any category of finaragakts and resort to any financing source,
except to issuing currency.

Thus, deregulation was not theoretically perceiedontain prudential regulations, but we will come
back to this issue in the course of the analysigithérmore, during the *“classical period”,
deregulation would not go as far as to suppressrtimémum required reserve system, the capital
adequacy rules, the deposit insurance or the galesrning the access to the Lombard credit.

In the financial and banking world, the regulatissue was brought up for discussion many times and
it is of utmost interest at present, with its twmensions, namely to what extent one should intexve
in the market and how — according to rules or disaretionary manner.

The first dimension of the dilemma implies a segésptions. Depending on the regulation degree at
the moment of the decision, there may be regulatioderegulation. Looking at historical records,
there is reregulation or overregulation.

The second dimension, i.e. the degree of discretigrublic action implies a well-thought-out chaice
weighing predictability, transparency, efficien@gdaptability to circumstances and last but nottleas
accountability. An equivalent with the exact megnaf “accountability” is missing in Romanian and
the reason for this word’s absence is the histbtazzk of the institution. Mention should be made
that, in the financial and banking field, the de@nary room for manoeuvre of the public authority
in charge of monetary policy, supervision or mastability is markedly larger than in most public
policy areas, for reasons developed by econonagter than by politologists or constitutionalists.



As a matter of fact, if we go beyond the boundaoktoday’s debates, we shall find an alternation
between regulation and deregulation, between madyfeaw laws, as well as a relatively continuous
increase in the acceptance of discretionary ac#wsowsing the literature, we learn that, until the
Great Depression, regulations were extremely femd the state’s discretionary behaviour was
virtually inexistent based on the epoch’s golddegwn the inviolability of private property anceth
state’s non-involvement in the economy. In realtyen at that time these rules had their limitajon
if we look at the arms industry or the navigatioompanies, but interesting enough, not in the
financial field, where even issuing institutionsre/generally private institutions.

Starting with the New Deal, there followed a perwmfdstrict regulation of the financial sector: the
segregation of investment banking from retail atiéig, interest rate control, capital flow contrads
time of great stability. As for the authoritiest@an, this was limited to enforcing legal provisgofi.e.

to set the overnight rate), since the very solabitity of the system at that time never posed any
challenges calling for intervention.

The 1970s ushered in the period of the Great Déatgn. This time, the very concept of
deregulation as defined above — namely the liteatitin of fees, lending and deposit rates, asset
holdings and the use of financing sources, curréssyance excepted, of financial transactions and
the capital account — was taken one step furtherddntial requirements in terms of both bank
capitalisation and customer eligibility for loanse cut down in the United States and elsewhere. On
the other hand, the discretion of administrativiioacrose moderately, particularly via more frequen
active monetary policy measures, particularly gedéogvards loosening the screw.

The tide turned yet again with the advent of theabRecession. Regulation was back on the agenda
and a return to the levels seen after the Greatddsjn cannot be ruled out. Discretion skyrocketed
including via resorting to ad-hoc monetary policystruments, administrative interventions in the
management of credit institutions, nationalisati@msl other types of administrative changes in
ownership with a view to safeguarding macro-stahili

Anecdotal evidence points to similar century-olst@mces in the history of the Romanians. Thus, what
we would now scholarly refer to as rule-based adbtrative action might trace its roots back to the
hearth tax levied by the ruler squeezed by creslitBonversely, the propensity for discretion remsind
us of the Wallachian ruler Mihai Viteazul (Michdéhe Brave”) locking up his creditors and setting
the dungeon on fire.

Nowadays it is clearly interventionism that presailt suffices to look at the G8 and the G20
discussion fora of the major economies, includihg Financial Stability Board charged with
implementing their decisions, the Basel CommitteeBanking Supervision — the melting pot of the
future standard for global prudential regulatidre Dodd-Franck Act and the proposal to implement
the Volcker rule in the United States, the legis@package the British Cabinet is currently wogkin
on, as well as the avalanche of EU directives, bickva flood of EU regulations will probably add
soon. Tighter regulations and keener discretiorvigible at all levels throughout the world.

As far as regulation is concerned, several lineactibn can be identified, all of which are subject
controversy. The rationale behind the heated dshate the identity of the debate participants are
actually quite interesting when it comes to assgstie importance of the proposed changes.



1. Capital Requirements

A first line of action is a prudential one, whiclctises on higher bank capital and liquidity
requirements. The goal is to enhance bank res#éiearod mitigate the risk of credit institutions
defaulting on their obligations, case in which eftthey become insolvent or, due to the large velum
of externalities generated, they force governminitscostly bailouts hurting the public budget.

Several criteria, some of them minimal, have besrfar assessing capital adequacy, complemented
by a capital conservation buffer — i.e. additioeauity for systemically-important banks — and aetim
varying, countercyclical capital buffer, which i3 be accumulated in times of growth and be used
during an economic downturn.

Banks in Romania are in a comfortable positiorhia tespect. Capital requirements in Romania have
long been markedly higher than elsewhere. In thedlievent that Basel 11l comes up with an increase
in the Tier 1 capital ratio to 7 percent from 4qmet previously, along with a capital conservation

buffer of 2.5 percent for systemically-importantnka and a countercyclical buffer of 2.5 percent,

credit institutions in Romania already boast atehpidequacy ratio in excess of 10 percent.

Criticism to Basel Il proposals came from two diiens. On the one hand, independent analysts and
authors of studies published by highly-regardedreéibanks, such as the Bank of England, suggest
that the capital adequacy ratio should actuallydiged to around 20 percent of risk-weighted assets
at least for large credit institutions. Such a redrkeduction in risk would obviously imply a drasti
cut in the volume of financial intermediation. Giveoth the current and the foreseeable levels of
banking industry profitability, shareholders ar@ested to go for deleveraging rather than for such
capital increase. On the other hand, the promifigates in the banking industry are not enthralled
with the idea; the shareholders and bondholderd®fand large European banks alike look upon
recapitalisation as an unwarranted cost in termstafn.

However, in light of the aforementioned accounigbissue, what regulators need to point out is the
dual effect of these regulations. Additional equigytantamount to extra safety, but it also means
lower return ratios and hence a potentially legseapng banking sector for investors. Further on,
since financial intermediation is pivotal to markiinctioning, incentivising investors implies
improving the margins, and thus enhancing profiitgbiwhich can only be achieved by matching the
rise in revenues (via higher prices of banking ises) with capital increases. More plainly saidhi
society pursues extra safety of financial servidegseeds to accommodate a higher cost for such
services.

Similarly, setting higher liquidity thresholds eitéaa decline in the financial intermediation aittiv

In institutional terms, this means a narrowing ahks’ social function, whereas in economic terms it

is a cut in the financing of the real economy, iy slacker economic growth and a more strenuous
exit from the recession. In other words, more liglanks mean lower risks of non-redeeming

deposits on demand, but this comes at the expémsated economic growth.

2. Lending Regulations

Reregulation by reintroducing lending limits anchdiions is yet another line of action currently
pursued in the regulatory field. The purpose ohswgulations is to ensure the public-interestlitypa
of financial intermediation, namely the closing af loan cycle (originate-service-repay). Any
disruption in this cycle entails major private stcurred by the borrower and lender alike, ad wel
as public costs arising from inefficient resourtiecation.



In this case, criteria are usually defined at donal level and may seek to contain an entity’sralve
indebtedness, to introduce tighter requirement®an down-payments and length or to stress-test the
debt servicing capacity depending on risk factoushsas income, interest rates and, where
appropriate, foreign exchange rate movements.

We saw the response to such a regulation only ariemths ago in Romania. The main objection to
the new NBR regulation on lending was that theoitiction of stricter requirements would depress
lending, already hurt by the recession. But hereaveedealing with a confusion of terms, generated
by the confusion of principles referred to earlibe very process of lending means, or at leasildho
mean, the complete cycle ending with full repayménis this particular type of lending that should
not be deterred, because it contributes to econogrigal. On the other hand, it is of public intgtre
and to the benefit of each stakeholder not to fastsustainable lending, which deepens the reagessio
by wasting resources.

3. Regulations on Business Ethics and Remuner ation M echanisms

There is a century-old dispute as to the extenwhich law can intervene in public and/or private

ethics. The starting point now is a virtually coetpl lack of regulation. Back in 2007-2008 and for a
long time beforehand, as early as the introductibfree market mechanisms, it was believed that
business ethics related to economic agents’ indalidultural dimension, be it religious or secular,
and to market self-regulation — at the level offgssional and industrial associations. As for
remuneration mechanisms, the belief was that theng wegulated exclusively by the market and by
corporate governance controls, also an integrdlgfahe market — the shareholders’ control over th

board of directors and the latter’s control ovez@iives.

In fact, it turned out that industry showed no @mcwhatsoever for ethical matters, which were not
regulated, monitored or discussed within the tramfethe financial world. In addition, the “classic”
expectation according to which an economic agemizsket activity is usually ethical for fear of
market rejection was proven wrong for at least teasons: one has to do with remuneration, which
will be discussed in more detail hereunder, andbther relates to information asymmetry. The latter
is a specific trait of the financial and bankingas, given the complex operations that are diffitul
fathom by customers. The more complex these opasatrew, the less intelligible they became even
for bank managers in the run-up to the crisisum tthis led to serious conflicts of interestsl@aling
with these instruments. Providing buy recommendatito customers for derivatives while short-
selling the underlying assets is a good exampihignsense.

As far as remuneration is concerned, it is obvithas the mechanisms introduced by market players
were wrong and that the corporate control toolsraitt work. This issue of shareholders losing the
grip emerged not only in the banking industry, betame widely-spread among corporations. Since
there is a deeply-entrenched rejection of the idaathe remuneration system might ever malfunction
for a long time and across numerous companiedreeamarket context, let us look into how practice
has not proven theory wrong, but rather has degnef its underlying premises. The short-circuit
occurred as follows: the management and the shigieisoare two different groups of stakeholders
for most of the large corporations. The majoritytted shares are, more often than not, held either b
small investors or by portfolio investors, nonewdfom are essentially specialists in the company’s
line of business. This generates an obvious infaomeasymmetry between such investors and the
management. Besides, the management resorted widbescale technique of linking the stipends of
shareholders’ representatives — members of thedBaair Directors or Supervisory Boards — to the



remuneration of the executive management, whicbeplasuch representatives in a clear conflict of
interests in relation to those they representedwitheame to wage policy decisions.

This led to bank managers being remunerated bas#ted own appraisals, rather than the appraisal
and the degree of satisfaction of the beneficiasfetheir performance. Two consequences emerged
related to the specifics of their term in officehuE, the time-limited tenure resulted in linking
managers’ bonuses to their short-term and verytgbon performance. The risk of terminating a
manager’s employment by shareholders’ decisioncwastered by severance payments that were not
linked to performance — the so-called “golden planaes”.

Further down the hierarchical ladder, managergheestage for cashing in their own bonuses. Inrothe
words, they based their remuneration on the astlaime of loans granted, regardless of the default
risk. The subprime mortgage crisis traces its rbat to this practice. Or, at least, this is tinepte
explanation. There are more intricate accounts &l @o it is up to the reader to choose the most
plausible version.

The regulators’ response to this market distortemgeted especially its effects, namely the way in
which bankers’ remuneration was determined. As tloe underlying cause, i.e. the lack of
shareholders’ control over the management of laggporations, it is still to be tackled. Returniiog
the effects, regulations were introduced wherelmkees’ incentives and bonuses were linked to the
institution’s long-term interests, depending on themk’s longer-term performance (around four
years). In addition, it was decided that such h&nbek provided mostly in other forms than in cash.
Such regulations are already in place across theviala directive of the European Parliament and of
the Council, and they have also been transposedattonal legislation. However, mention should be
made that domestic bankers have pursued a reasomageé policy.

4. Regulationson Macro-Stability

The very concept of macro-stability, or financitkslity, still lacks a positive definition. Untthen,
we have to make do with an institutional definitidimancial stability as the absence of financial
instability.

Given the negative externalities peculiar to thekiiay system, financial instability is an extremely
serious threat to private life and the functionofgthe economy alike. Besides, a close scrutiny of
banking crises across countries and across higiefgls the same statistical conclusion: among all
types of economic crises, banking crises leaveroesignificant increases in public indebtedness.

For these two reasons, at the end of the day ibrbes apparent that preventing the emergence of
financial instability, costly though it is, provesss pricey over the medium term than leaving itap
market rules. This implies a wide array of earlyeimention tools in relation to banks that run tis&

of facing an unsustainable position in case of mgkecourse to the usual means, such as funding of
last resort, capitalisation, market takeover. We raferring to administrative tools, i.e. asset/and
liability transfer, bridge-banks, temporary natitisetion. All these involve key decisions on the
financing source (shareholders and bondholders,btnking industry or the public budget) and
enhanced corporate governance mechanisms. Aftethall bailout is meant to give the business
renewed impetus, not a push back into a statefafitie



5. Conclusions

Public debate is admittedly tilted in favour of thiict regulation of the financial sector. A major
moral objection raised as part of this argumergreefo the blatant inconsistency between the social
function and the individual motivation of financigtermediation. Thus, the social function means
securing the funding of projects that bring addedia value, one of the components of which is,
undoubtedly, loan repayment. After all, the amowasmarked for lending in the financial system do
not usually come from a bank’s shareholders, himerafrom its depositors. Instead, both in the run-
up to and in the aftermath of the crisis, it hasrbund that banker remuneration mechanisms have
not targeted social finality; quite on the contratlyey fostered granting doubtful loans, treasury
operations and trading in derivatives, all the waynanifest conflicts of interests, such as prdprie
trading operations to the detriment of their owstomers.

In my opinion, the system is now firmly on the pafthstrengthening regulation. But in order to lead
to a successful outcome, this path needs to haveriper ethical and systemic foundation. Let me
conclude by listing several examples of such ppies:

- Ensuring a competitive environment: the overcomegion of the industry implies the risk of
losing the benefits of competition and a wider sh@r“too big to fail” institutions;

- Bringing bankers’ individual motivations in line tithe industry’s social function;

- Strengthening the industry’s ethical basis by retid) conflicts of interests between the banker
and the bank and between the bank and the customer;

Setting up buffer funds and mechanisms to ensugkehiresilience of institutions and the system
alike during times of crisis, enabling the systemreégain balance via its own resources and thus
precluding any further bailouts from public money.
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