Response to Basel Committee's Consultative Proposals to
Strengthen the Resilience of the Banking Sector from

Financial Competitive System Perspective

Li Zhen

Staff of KUNMING Sub-branch of People’s Bank of China

1. All views in this paper are presented only on behalf of
those of the author, but not those of People’s Bank of
China.

2. In order to improve understandability, this paper is
written in English and Chinese. The main ideas stated

are same in these two editions.

For further information, please contact the author:
Business Telephone: 0086 871 3212220
Mobile Telephone: 0086 15987109277

Email: leezeng1220@gmail.com

April 2010


mailto:leezeng1220@gmail.com

MNEUEMERHERAANFREEREZERSNS
HIB RIGRIRITHR R IR EERN— R FERENESR
HE th PO Y

Crp N RARAT B B SATHR 52

1. AURERAEE DN AR, FAEFTENEHEA
FRARAT I

2« AT ORUEEBRIMERTE, 18 2R84t T P
A, HW R AR

WMHEEZEN, EE51FEEIKA:
TAHERTE: 0086 871 3212220
BahHi%: 0086 15987109277

HT{E46: leezengl1220@gmail.com

—O—0O4% UH


mailto:leezeng1220@gmail.com

CONTENTS
(English Edition)

GENERAL COMMENTS ...t 1
BACKGROUND ..ottt 2
SPECIFIC RECOMMENDATION ON STRENGTHENING THE RESILIENCE OF
THE BANKING SECTOR ...ttt 3
SPECIFIC RECOMMENDATION ON INTERNATIONAL FRAMEWORK FOR
LIQUIDITY RISK MEASUREMENT, STANDARDS AND MONITORING........... 12






GENERAL COMMENTS

1. It is my honor to have this opportunity to provide comments on
consultative proposals issued by the Basel Committee in
December 2009.

2. With the aim of underlining the requirements in banking
supervision of capital adequacy and increasing regulatory
standards on liquidity risk, the Basel Committee on Banking
Supervision issued proposals of Strengthening the resilience of
the banking sector and International framework for liquidity risk
measurement, standards and monitoring for consultation in
December 2009. This set of proposals promotes the reduction of
instability in operation of banking sector and the avoidance of
potential financial crisis in future, which is further improvement
on international banking supervisory system.

3. However, the proposals neither emphasize one of the most
important reasons that competition in the financial industry was
not protected effectively by the regulations in the latest
international financial crisis, nor reflect the international trend of
fighting against financial monopoly with legal systems.

4, It is recommended that in the process of setting relevant standards,

the Basel Committee should consider the role and value of



Financial Antimonopoly in the enforcement of the resilience
of banking sectors and adopt the introduction of Financial

Competitive System.

BACKGROUND

5. By implementing Financial Services Modernization Act of 1999,
the barrier between commercial banks and investment banks was
broken down. Although the competition in the financial industry
flourishes since then, a few “too big to fail” financial giants
control most of financial resources. On one hand, they have taken
advantage of antimonopoly exemption in financial industry to
occupy a significant part of market shares, and on the other hand,
they have abused their power to deceive financial consumers.

6. Following Leman Brother’s collapse, the Domino Effect spreads
among international financial markets. In order to stabilize
financial markets and speed up the economic recovery, America,
England and other countries have provided state aids to the
systemically important financial institutions by means of
recapitalization, guarantee and etc, whereas the distorting
competition disturbs the whole world consequently. In addition,
people are shocked when the institutions impudently paid huge

bonuses after bailout.



7. In probing the causes of financial crisis, main economies have
initiated the financial regulation reform aiming at the
enhancement of financial competition. Legislation in USA
focuses on application of antitrust rules to financial industry. For
the sake of avoiding distorting competition, EU Commission
strictly examines the members’ aid plans implemented in
financial services. Chinese Premier Wen Jiabao expressed his
opinion to break financial monopoly in the announcement of
reform in monopoly sectors’ compensation regulation in March

2010.

SPECIFIC RECOMMENDATION ON STRENGTHENING

THE RESILIENCE OF THE BANKING SECTOR

8. Paragraph 1.1.4 describes “Ultimately the public sector had to
step in with unprecedented injections of liquidity, capital support
and guarantees, exposing the taxpayer to large losses.”

€ Analysis: Government’s rescue plans result in distorting
competition in financial markets.

€ Suggestion: Ultimately the public sector had to step in with
unprecedented injections of liquidity, capital support and
guarantees, exposing the taxpayer to large losses, and distorting

competition in financial markets.
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10.

Paragraph 1.1.6 describes “The reforms also have a
macroprudential focus, addressing system wide risks that can
build up across the banking sector as well as the procyclical

amplification of these risks over time.”

€ Analysis: One of the main goals of macroprudential supervision

Is to solve issues of systemic risk in ‘too big to fail’ financial
Institutions, and to a certain extent, “BIG” per se refers to the
monopoly caused by large scale.

Suggestion: The reforms also have a macroprudential focus,
averting financial monopoly, addressing system wide risks that
can build up across the banking sector as well as the procyclical
amplification of these risks over time.

Paragraph 1.1.8 describes “The Committee also is reviewing the
need for additional capital, liquidity or other supervisory
measures to reduce the externalities created by systemically
Important institutions.”

Analysis: Other supervisory measures should include the
Financial Competitive Supervision aiming at preserving the
competition in financial market.

Suggestion: The Committee also is reviewing the need for
additional capital, liquidity, financial competitiveness or other

supervisory measures to reduce the externalities created by



systemically important institutions.

11. Paragraph 1.1.9 describes “Market pressure has already forced the
banking system to raise the level and quality of the capital and
liquidity base.”

€ Analysis: Serious competition brings forth great market pressure.

€ Suggestion: Market pressure arising from severe competition
has already forced the banking system to raise the level and
quality of the capital and liquidity base.

12, Paragraph 1.1.10 describes “... these measures will promote a
better balance between financial innovation, economic efficiency,
and sustainable growth over the long run.”

€ Analysis: Financial competition is an effective means to realize
financial innovation, economic efficiency, and sustainable growth.

€ Suggestion: ... these measures will promote a better balance
between financial innovation, economic efficiency, and
sustainable growth over the long run, which will depend on
effective financial competition.

13. Paragraph 1.1.12 describes “Finally, the Committee is introducing
a number of macroprudential elements into the capital framework
to help contain systemic risks arising from procyclicality and
from the interconnectedness of financial institutions.”

€ Analysis: From the financial competitive system perspective, one



14,

of the ultimate goals of macroprudential supervision is to prevent
the creation of financial monopoly.

Suggestion: Finally, the Committee is introducing a number of
macroprudential elements into the capital framework to help
contain systemic risks arising from procyclicality and from the
interconnectedness of financial institutions, and to prevent the
monopoly.

Paragraph 1.2.28 describes “The tendency of market participants
to behave in a procyclical manner has been amplified through a
variety of channels, including through accounting standards for
both mark-to-market assets and held-to-maturity loans, margining
practices, and through the build up and release of leverage among
financial institutions, firms, and consumers.”

Analysis: Under the global Laissez-Faire trend, the regulators
lack sustainable and resilient supervision on financial monopoly
behaviors, causing procyclicality in regulatory arbitrage made by
market participants.

Suggestion: The tendency of market participants to behave in a
procyclical manner has been amplified through a variety of
channels, including through accounting standards for both
mark-to-market assets and held-to-maturity loans, margining

practices, regulatory arbitrage on monopoly and through the



build up and release of leverage among financial institutions,
firms, and consumers.

15. Paragraph 1.2.46 describes “While procyclicality amplified
shocks over the time dimension, the interconnectedness of many
large banks and other financial institutions transmitted negative
shocks across the financial system and economy.”

€ Analysis: Financial competitive system is an efficient and
Innovative measure against systemic risk and interconnectedness.
Regulators can measure systemic risk from the viewpoints of
market concentration and competitive market entry, and contain
the interconnectedness among financial institutions by restriction
of interlocking directors and tied selling of mixed financial
products. These measures are included in financial competitive
system.

€ Suggestion: While procyclicality amplified shocks over the time
dimension, the interconnectedness of many large banks and other
financial institutions transmitted negative shocks across the
financial system and economy. Sustainable and resilient
financial competitive system is an efficient manner to restrict
interconnectedness and procyclicality.

16. Paragraph 1.2.47 describes “It also is considering a liquidity

surcharge and other supervisory tools as other possible policy
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options.”

€ Analysis: Financial competitive supervision focusing on financial

antimonopoly should be a significant supervisory tool.
Suggestion: It also is considering a liquidity surcharge and other
supervisory tools including financial competitive supervision as
other possible policy options.

Paragraph 1.3.50 describes “As with the global capital standards,
the liquidity standards will establish minimum requirements and
will promote an international level playing field to help prevent a
competitive race to the bottom.”

Analysis: The liquidity standards will help foster the sound
financial competitive environment and promote the international
level playing field for realization of fairness.

Suggestion: As with the global capital standards, the liquidity
standards will establish minimum requirements, will foster the
sound financial competitive environment, and will promote an
international level playing field to help prevent a competitive race
to the bottom.

Paragraph 11.1.62 describes “Often there is insufficient detail on
the components of capital, making an accurate assessment of its

quality or a meaningful comparison with other banks difficult.”

€ Analysis: Weak transparency deteriorates competition in financial
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20.

market.

Suggestion: Often there is insufficient detail on the components
of capital, making an accurate assessment of its quality or a
meaningful comparison with other banks difficult, and
accordingly weakening competition.

Paragraph 11.1.72 describes “The transparency of capital will be
improved, with all elements of capital required to be disclosed
along with a detailed reconciliation to the reported accounts.”
Analysis: Improvement in the transparency of capital will help
the enhancement of competition in financial market.

Suggestion: The transparency of capital will be improved, with
all elements of capital required to be disclosed along with a
detailed reconciliation to the reported accounts, and therefore the
improvement in the transparency of financial information will
promote the efficient financial competition.

Paragraph 11.1.77 describes “‘Innovative’ features such as
step-ups, which over time have eroded the quality of Tier 1, will
be phased out.”

Analysis: One of the goals of innovation is to strengthen the
competitive advantages.

Suggestion: ‘Innovative’ features such as step-ups, underlining

the purpose of gaining competitive advantages, which over



21,

22,

time have eroded the quality of Tier 1, will be phased out.

Paragraph 11.2.135 describes “During the crisis, financial
institutions’” credit quality deteriorated in a highly correlated
manner and they proved to be relatively more sensitive to

systemic risk than nonfinancial firms.”

€ Analysis: Interlocking directors and tied selling mixed financial

products are the main reasons for the high correlation in financial
Institution’s credit quality. Both are objects of financial
competitive system.

Suggestion: During the crisis, financial institutions’ credit quality
deteriorated in a highly correlated manner which is caused by
insufficient supervision of financial monopoly and they proved
to be relatively more sensitive to systemic risk than nonfinancial
firms.

Paragraph 11.2.179 describes “During its review, the Committee
identified three negative incentives arising from the use of
external ratings to determine regulatory capital requirements and
has developed proposals to mitigate these incentives.”

Analysis: One of the reasons for Subprime Crisis is the monopoly
of three main international credit rating agencies, Moody’s,
Standard & Poor’s and Fitch, which abused their dominant

position. As a result, it is highly recommended to state the fourth
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24,

25,

negative incentive arising from monopoly.

Suggestion: During its review, the Committee identified four
negative incentives arising from the use of external ratings to
determine regulatory capital requirements and has developed
proposals to mitigate these incentives.

Paragraph 11.2.180-182 describes “Three Negative Incentives”.
The document should insert an incentive as the fourth one.
Analysis: The top three credit rating agencies abused their
dominant positions in the industry and hence did not rate financial
clients’ products objectively and accurately.

Addition: The fourth negative incentive originates from the
insufficient competition in credit rating industry. The existing
credit rating agencies abused their dominant positions, and
inclined to produce ‘good ratings’ (ie high-rating grades) for
exposures instead of objective and accurate assessments.
Paragraph 11.2.196.2 describes “An ECAI must satisfy each of the
following six criteria.” The document should insert another

criterion as the seventh one.

€ Analysis: Insert Competitiveness as the seventh criterion.

€ Addition: Competitiveness. ECAI should not abuse the power.

Paragraph 11.4.253-255 describes “Experience during the

financial crisis”. The document should insert one paragraph.
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€ Analysis: The implementation of antimonopoly rules in financial
industry also has the characteristic of procyclicality.

€ Addition: When economy is in blossom, the implementation of
antimonopoly rules in financial industry is too weak; and in
the period of economic recession, the implementation is too
strong. Such procyclicality is one reason for the Financial
Crisis.

26. Paragraph 11.4.256-258 describes “The proposed framework”.

The document should insert one paragraph.

€ Analysis: Whenever the economy is in depression or in prosperity,
the authorities should enforce the financial competitive system
without bias.

€ Addition: Whenever the economy is in depression or in
prosperity, the government should strictly execute the
financial competitive system with the same extent of

enforcement.

SPECIFIC RECOMMENDATION ON INTERNATIONAL
FRAMEWORK FOR LIQUIDITY RISK MEASUREMENT,

STANDARDS AND MONITORING

217. Paragraph 1.1 describes “Unprecedented levels of liquidity

12
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support were required from central banks in order to sustain the
financial system and even with such extensive support a number

of banks failed, were forced into mergers or required resolution.”

€ Analysis: Excessive liquidity support, merger and acquisition

result in financial monopoly. Regulation of financial
antimonopoly is helpful for sustainable development in banking
sector.

Suggestion: Unprecedented levels of liquidity support were
required from central banks in order to sustain the financial
system and even with such extensive support a number of banks
failed, were forced into mergers or required resolution. In such
case, liquidity support, merger and acquisition will lead to
financial monopoly, which is not beneficial for sustainable
development in banking sector.

Paragraph 1.15.a-d describes “The proposed set of monitoring
metrics”. The document should insert the metric of Concentration
in Banking Sector as e.

Analysis: The higher the concentration in banking sector is, the
higher the concentration of funding is.

Addition: e. Concentration in banking sector. This metric
involves analysis of market share in banking sector. The

higher the concentration in banking sector is, the higher the

13
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30.

31.

concentration of funding is. Thus, concentration in banking
sector should be included in banking supervision.

Paragraph 11.29 describes “Listed on a developed and recognised
exchange market: being listed increases an asset’s transparency”.

Analysis: Increase in transparency can strengthen the market
competition.

Suggestion: Listed on a developed and recognised exchange
market: being listed increases an asset’s transparency and hence
intensifies the market competition.

Paragraph 11.29 describes “Low market concentration: diverse
group of buyers and sellers in an asset’s market increases the

reliability of its liquidity.”

€ Analysis: Diverse group of buyers and sellers in an asset’s market

Is moderate in case of high concentration.

Suggestion: Low market concentration: without inclination to
distort competition diverse group of buyers and sellers in an
asset’s market increases the reliability of its liquidity.

Paragraph 11.36 describes “Traded in large, deep and active

markets characterised by a low level of concentration.”

€ Analysis: In general, low concentration originates from high

competition.

€ Suggestion: Traded in large, deep, active and competitive

14
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33.

markets characterised by a low level of concentration.

Paragraph 111.94 describes “The metrics discussed in this section
include the following: ....” The document should insert a metric
of Concentration in Banking Sector as I11.5.

Analysis: It is important to consider the index of Concentration in
Banking Sector for diversification of market participants inducing
healthy competitive environment.

Addition: 111.5 Concentration in Banking Sector.

Insert Paragraph 111.5.130-132

Analysis: The introduction of Concentration in Banking Sector
should include objective, definition and utilization.

Addition: Paragraph 111.130. Objective. Concentration in
Banking Sector is used to measure the competitiveness in
banking sector. The reason why it is important in monitoring
is that the concentration in banking sector affects the
concentration of funding.

Addition: Paragraph 111.131. Definition. Concentration in
Banking Sector measures the rate of market occupancy in
banking sector for a specific financial institution.

Addition: Paragraph 111.132. Utilization. Concentration in
Banking Sector mainly calculates the percentage of market

share for a specific financial institution’s credit funds
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34,

compared to total credit funds available in whole banking
sector. It plays a role as the bridge between micro-financial
supervision and macro-financial supervision, and it is the
main component of the macro-prudential supervision.
Paragraph 111.128 describes “To monitor whether the market is
losing confidence in a particular institution or has identified risks
at an institution, it is useful to collect information on equity prices,
CDS spreads, money-market trading prices, the situation of
roll-overs and prices for various lengths of funding, the
price/yield of bank debenture and/or subordinated debt in the
secondary market.”

Analysis: The information on competitiveness in financial
markets is indispensable during the process of monitoring the
banking sector. The competitiveness in financial markets mainly
refers to competitiveness of financial products, market share,
scale, influence in financial markets and so on.

Suggestion: To monitor whether the market is losing confidence
In a particular institution or has identified risks at an institution, it
Is useful to collect information on equity prices, CDS spreads,
money-market trading prices, the situation of roll-overs and prices
for various lengths of funding, the price/yield of bank debenture

and/or subordinated debt in the secondary market and

16



competitiveness in financial markets.
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