Vidauki 8

Birtur med sk}'frslu

rannsOknarnefndar Alpingis



The importance of government supervision

in producing financial services

Author: Mark J. Flannery

Reykj avik 2009



Hiﬁpundur

Mark J. Flannery feddist i New Jersey 1 Bandarikjunum arid 1950. Hann hefur hagfradigradur fra haskolunum
Princeton og Yale 1 Bandarikjunum. Fra arinu 1989 hefur hann verid professor 1 fjarmalum vid haskolann 1 Florida
(University of Florida) { Bandarikjunum. Adur var hann adstodarprofessor og professor 1 fjarmalum vid haskoélann 1
Nordur Karolinu (University of North Carolina) og adstodarprofessor vid haskolann 1 Pennsylvaniu (University of
Pennsylvania). itarlegri upplysingar um feril og énnur st6rf Flannery eru adgengilegar gegnum leitarvélar 4 netinu.
Greinagerd pessi birtist hér badi a ensku og 1 islenskri pydingu. Pa er Flannery héfundur dttektar med
yfirskriftinni ,Iceland’s Failed Banks: A Post-Mortem® sem birtist 1 vidauka 3 med prentadri atgafu skyrslu
rannsoknarnefndar Alpingis.



The importance of government supervision in producing financial

services

The political decision to encourage Icelandic banks’ to enter international banking seemed to make good
use of the island-nation’s comparative advantage. Iceland’s geographic isolation makes it difficult to
compete in “brick and mortar” industries that require shipping tangible goods long distances. Financial
services are more readily exported, and the country’s well-educated population made the banking
industry a plausible avenue of economic growth. However, a successful banking industry cannot survive

on private resources alone.

Nearly all countries regulate their banking industries quite heavily. In part, such regulation
reflects formal and informal government policies that choose to subsidize troubled banks instead of
letting them fail. Much regulation is motivated by a belief that government will not permit their banks
to fail and impose losses on depositors. Such “conjectural government guarantees” permit banks to
borrow funds at an artificially low rate of interest, regardless of the risks they undertake. The banks thus
have an artificial incentive to take high risks, because the good outcomes accrue to sharcholders and the
bad outcomes will probably be absorbed in part by the state. The government therefore wishes to limit
its banks’ risk-taking, in order to protect taxpayers and to reduce the distortion of financial incentives.

This activity is called “prudential regulation,” and it tends to limit bank profitability.

However, government supervision also provides crucial support for private banking firms. First,
government can maintain predictable currency values and interest rates. Second, competent “prudential”
supervisors can certify the banks’ accounting statements and underwriting standards to the outside
world — assuming that supervisors have good assessments of the banks’ operations. (To maintain
prudential supervision, the regulatory authority must promptly scale up as the industry expands).
Finally, a healthy banking system requires a reliable governmental agent that can act as a lender of last

resort in case of a severe downturn.

Producing financial services thus requires a combination of private and public actions. The private
banks should not get too far ahead of their supervisor’s ability to monitor them because prudential
oversight helps assure the banks’ solvency and liquidity. Why could other countries with relatively large
financial systems (e.g. Switzerland, Singapore, Hong Kong, Belgium, and the Netherlands) manage to
avoid disastrous banking outcomes? Unlike Iceland, those nations had been supervising large,
international banks for many years. Their accumulated reputation for careful prudential supervision
could therefore offset their inability to provide fully reliable lender of last resort protection, at least to

some extent.



With hindsight, it seems clear that competent prudential supervision was particularly important
for the Icelandic banks. They burst onto the international stage rapidly between 2000 and 2008, and
foreign investors had little history to evaluate. When the banks’ foreign activities had grown too large
for the Central Bank of Iceland to support them, any big problem was likely to cause the bank’s demise.
The banks’ remaining protection against foreign investors’ skepticism should have been the supervisors’
ability to monitor and control risky behaviors. But the supervisory authorities had not kept pace with the
banks’” expansions. Indeed, the resource-starved FME had become less effective at prudential supervision
as the banks expanded overseas. In the end, public inputs to a successful financial system had failed to
keep pace with private expansion. Outside creditors viewed Icelandic banks whose accounts were
difficult to understand, and the banks had no credible supervisor to help those creditors understand the

full value of the banks’ future plans.
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Mikilvaegi eftirlits stjornvalda med fjarmalapjonustu

St politiska akvérdun ad hvetja islenska banka til ad hefja alpjodlega starfsemi virtist byggd a
hlutfallslegum  yfirburdum eypjodarinnar. Landfradileg stadsetning [slands torveldar samkeppni 1
adseturshadum greinum sem krefjast flutnings a efnislegum v6érum langar vegalengdir. Fjarmalapjonusta
er audveldari i atflutningi og vel menntud pjodin gerdi bankastarfsemi ad liklegri leid fyrir hagvoxt. Hins

vegar getur érangursrik bankastarfsemi ekki prifist eingongu a framtaki einstaklinga.

I neer 8llum 1ondum gilda strangar reglur um bankastarfsemi. Ad hluta til endurspegla slikar reglur
formlega og oformlega stefnu stjornvalda sem kjosa ad styrkja banka 1 fjarhagserfidleikum 1 stad pess ad
lata pa verda gjaldprota. Flestar reglur byggjast a peirri tri ad stjornvéld muni ekki leyfa bonkum sinum
ad falla og gera innlanseigendum ad bera tapid. Slikar ,,atladar rikisabyrgdir gera bénkum kleift ad fa
lanad fjarmagn a mun laegri véxtum en ella, par sem ekki er tekid tillit til ahaettu peirra. Bankarnir hafa
pvi 6edlilegan hvata til ad taka mikla ahattu pvi pegar vel gengur hagnast hluthafarnir en pegar illa
gengur munu stjornvold sennilega taka a sig hluta tapsins. Stjornvold vilja pvi takmarka ahaettutoku
banka, 1 pvi skyni ad vernda skattgreidendur og draga ur bjégun a fjarmalalegum hvétum. Slikar adgerdir

nefnast ,,varadarreglur® (e. prudential regulation) og slikar reglur geta gjarnan takmarkad ardsemi

banka.

Eftirlit stjornvalda veitir einnig mikilvaegan studning fyrir banka i einkaeigu. [ fyrsta lagi geta
stjornvold vidhaldid fyrirsjdanlegu gengi og voxtum. I 6dru lagi geta heefir eftirlitsadilar 4 grundvelli
vartidarreglna vottad arsreikninga og utlana ferla banka gagnvart utanadkomandi — ad pvi tilskildu ad
fyrir hendi sé vandad mat a starfsemi bankans. (Til ad vidhalda varadareftirliti verdur eftirlitsadilinn ad
vaxa jafnhardan og greinin farir Gt kviarnar). Ad lokum parf heilbrigt bankakerfi a traustum

stjornvoldum ad halda sem lanad geta fe til prautavara ef porf krefur.

Til pess ad hagt s¢ ad bjéda upp 4 fjarmalapjonustu er samblanda opinberra og ecinkaréttarlegra
adgerda naudsynleg. Einkarcknu bankarnir attu ekki ad fara of langt fram ar getu eftirlitsadilans ad
fylgjast med peim pvi yfirsyn eftirlitsadila studlar ad pvi ad veita 6drum vissu um eiginfjarstédu og
lausafjarstdu bankanna. Hvers vegna gatu onnur lénd med hlutfallslega stor fjarmalakerfi (s.s. Sviss,
Singapur, Hong Kong, Belgia og Holland) komist hja slemri atkomu bankastarfsemi? Olikt {slandi,
hofdu pessar pjodir haft eftirlit med storum alpjodlegum bénkum { moérg ar. Ordstir peirra til margra ara
vardandi eftirlit byggt a vartdarreglum gat pvi vegid upp a moti vanmaetti peirra til ad veita fyllilega

trausta vernd sem lanveitendur til prautavara, a.m.k. 1 einhverjum meli.



Eftir a ad hyggja virdist ljost ad haeft eftirlit med raddeild fjarmalafyrirtaekja hefdi verid sérlega
naudsynlegt 1 tilviki islensku bankanna. Peir skutust fram a alpjodasvidid a arunum 2000 til 2008 og
erlendir fjarfestar hofou litla forségu til ad meta. Pegar erlend starfsemi bankanna var ordin of stor til
pess ad Sedlabanki [slands geti veitt henni studning var liklegt ad hvers kyns stort vandamal yrdi
Sedlabankanum ad falli. St vérn sem eftir stod fyrir bankana gagnvart efasemdum erlendra fjarfesta hefdi
att ad vera geta eftirlitsadila til ad fylgjast med og hafa hemil a ahettusamri starfsemi. En sterd
eftirlitsadila hafdi ekki haldid 1 vid utpenslu bankanna. Vanmattugt Fjarmalaeftirlitid hafdi ordid
oskilvirkara vid eftirlit med raddeild a medan bankarnir uxu erlendis. Vidleitni stjornvalda til ad skapa
farsaelt fjarmalakerfi hafdi ekki haldid 1 vid penslu einkageirans. Erlendir krofuhafar matu islenska banka a
grundvelli torskilinna reikningsskila peirra og enginn traverdugur eftirlitsadili var til stadar til ad hjalpa

krofuhéfunum ad skilja hvert virdi framtidaraeetlana bankanna var.
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