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20th September, 2007
Efficiency, Stability, and Integrity in the Financial Sector:
The Roles of Governance and of Regulation
Introduction

There are two ways for governments to get organisations to do what they think is in the public interest. One is telling them what to do. This can mean prescribing the outcome, prescribing the process, or even both together.  These are forms of regulation. The other is explicitly to recognise that organisations are run by people, not by automata waiting passively to be told what to do. That recognition suggests that rather than simply issuing instructions one should organise incentive structures such that these rational individuals, out of their own self interest, do what the government wishes. The latter course can best be described as governance. The aim of this paper is to contrast regulation and governance. First, brief definitions of regulation and of governance are proposed. Then three examples, from different areas of life, are considered, and it is suggested on the basis of these that in general governance is better than regulation in two ways. First, it is more likely to achieve the desired result. Second, it is likely to be effective for longer. 
Having set out examples which suggest this conclusion, an analytical framework is sketched out which suggests that claim, based on examples, is likely to hold in general. The discussion is then briefly related to the distinction between common law and civil law. After that the paper concludes with, as is appropriate for a conference paper, some suggestions for further work.

Definitions

An excellent definition of regulation, one which covers its role in all areas of life, was provided by that most eminent of scholars of it, George Stigler, in 1975.   Regulation, he wrote, is “… the exercise of coercive government power”.  It is, in other words, telling people what to do and punishing them in some way if they do not perform as instructed. 

Now, there are is a problem with this definition. Stated baldly it is somewhat too wide. It seems to imply that any legal rule is regulation, so that a libertarian who wants state enforcement of contracts would be said to be in favour of regulation. But it does help capture the difference which is at the heart of the argument of this paper. Regulation tells people what to do, while governance involves setting up structures, inside or outside organisations, so as to make it desirable for the organisations in the best service of their own interests to do what is thought also to be in the public interest. They may be told how to organise, but after that they are left to themselves; state-imposed governance is a particular type of regulation, one which focuses on structures rather than on either processes or outcomes.
Examples of regulation and of governance are helpful at this point. The setting of speed limits on roads, enforced by supervision and punished by one of a range of penalties, is an example of regulation.  The repeal of the Bubble Act in 1825 is example of governance from English financial history – it provided a framework to facilitate still further large scale investment in risky projects, and thus to facilitate a faster stage of industrialisation.
So much for definitions of regulation and governance.
The three examples by use of which regulation and governance will be contrasted are as follows.

1. The regulation of capital ratios for banks under the Basle accord.

2. The regulation of investment trusts

3. The regulation of accounting standards.

These are taken in turn.

Capital Ratios

Banks are frequently contrasted with other types of firms because of the interdependence between them.  Now, there is interdependence between many types of firms, not just between banks.  Take a currently topical example.  Should Marks and Spencer be taken over, there can be little doubt that its relationships with its suppliers, and no doubt to a possibly considerable extent its suppliers themselves, would be changed.  Or suppose Marks and Spencer were to fail (that word “fail” is for the moment used loosely; the need for greater clarity is set out in appendix one.)  That would affect its suppliers – adversely; and its competitors favorably.

And it is really in that last that the crucial difference between banks and other types of firms emerges.  When a bank fails (again still using the term loosely) there is an immediate and adverse effect on its competitors.  This adverse effect comes through three channels.  The first is that, certainly if the bank is large, there is some turmoil in financial markets.  Second, to the extent that other banks had contracts with the failed bank, these contracts are at the least frozen.  Even if most of the money eventually comes back, it may come back slowly.  (Continental Illinois eventually paid out over 90 cents in the dollar; but that took place over several years.)  And third, confidence in banks generally is weakened, and this loss of confidence can lead to a “flight to quality” which in the last resort can become a flight to liquidity requiring central bank assistance.

In summary, the interdependence between banks is different in kind from that between other types of firms.  Now, that of itself does not justify interest in them by government.  But what does seem to justify that interest is the important role of banks in the economy.  They transmit monetary policy (they are certainly one of the channels) and they transmit funds from lenders to borrowers.  Both of these are important functions.

This has led, surprisingly recently in the case of some countries, to governments (or central banks) imposing regulations on how much capital banks should hold. This is currently set by the Basel committee of central banks and supervisors, so the current set of regulations are known as Basel II (the II is because there was a previous set of regulations, produced by the same organization, which these have replaced.)

The fundamental difference between Basel II and its predecessor, Basel I, is that required capital ratios are related to risk in a much more complicated way.  Thus, the more risky a bank’s portfolio (of assets) the higher is the capital required.  This seems eminently sensible.  It is what prudent banks would do without prompting.  This is no doubt exactly the viewpoint that has led to such widespread support for the principle of Basel II.  But supporting Basel II because it produces what prudent banks would choose to do involves a misconception.  
First, assessing relative risks in a continually changing market, with rapid financial innovation, is not easy.  Assessments are likely to be wrong, and to change frequently.    Indeed, there are some who argue that they are wrong already, in that insufficient allowance is made for the risk - diversification produced by investing across a wide range of countries and activities (e.g. Repullo and Suarez, 2004).    Second, the attempt at greater accuracy inevitably involves greater complexity.    Third, although there is reliance on banks’ internal risk assessments, Basel II actually suggests quite strongly how such assessments be made. This has two difficulties associated with it.  First, we can certainly not be sure we know the right model; and second, it may encourage herding, all banks responding to the same stimulus in the same way.

And fourth, there is widespread agreement that Basel II will produce “pro-cyclicality” – increased bank lending in booms and reduced in slumps – since risks in general fall in booms and rise in slumps. The disagreement that exists over this issue is only over how big the effect will be. 
Now, all these criticisms are generally accepted at least to some degree.  There is however a more fundamental point that is less often stated.  Banks hold capital to use:  they run it down as a result of negative shocks and build it up as a result of positive ones.  In contrast, regulatory capital sets a floor below which capital is not allowed to fall.  Regulatory capital is not for using.
Does this mean that banks should be left to choose their own capital?

They certainly were in the past; and some systems, notably the UK, proved singularly robust.
  Now, this is important.  It is undoubtedly correct that regulators are concerned primarily about the above-discussed “external effects” of bank failures, while banks are concerned to survive to earn future profits.  But despite this apparent difference of interest, (note that it is difference not conflict: both regulators and banks want banks to survive) in the past banks, it seems highly likely, took heed of both issues.  One cannot of course infer this from the ratios they held (even if one can get the data).  But one can infer it from actions banks took to monitor other banks, and to protect themselves from failures by others.  See in evidence clearing houses, the famous Suffolk Banking System in the USA, and note return arrangements in Scotland under free banking.  Why can we not rely on self interest now?  The answer, it may be argued, is that the governance structure within banks has changed.  In the periods just considered banks, although sometimes quite large, were smaller than now and, very important, in much more concentrated ownership.  Further, those who managed the banks usually had a large amount of their wealth in the bank.

So why not reform “governance”?  Why not require bank management to hold their wealth, in increasing proportions as they become more senior, in the Bank’s equity?  This would start to produce the alliance of desired outcome with incentive that we saw in the past.

Unfortunately it cannot be denied that there is a problem with relying on that alone.  Banks nowadays often operate across many jurisdictions.  Some bank failures are so significant relative to the size of the economy (e.g. in Finland in the 1990s) that re-capitalisation is required.  (That re-capitalisation is not the same as a bail-out.)  Often such re-capitalisation requires at least some taxpayer funds, and governments and regulators understandably want to minimize these costs, at least for their own citizens.  Hence, to prevent squabbling, delay, and economic problems following major international bank failures, a simple course could be adopted.  To ensure a minimum amount of capital, the principles of the US FDICIA Act could be used to supplement governance.

A basic level of capital is set.  But it is not a minimum.  Rather, a move below it requires a series of pre- prescribed actions, quasi automatic penalties such as not paying dividends or bonuses, and the requirement to raise more capital in a prescribed period.
In sum, because of the international nature of banks, governance reform alone is probably not a satisfactory substitute for Basel II; but in conjunction with some simple capital rules a basic form of regulation), it is.

In addition, of course, it is important that investors, and if possible depositors, understand the risk management procedures being applied.   They could then do what they wished in the light of the understanding.   This could increase pressure on management by helping enforce market discipline. 
Let us now move on to our second example.

Investment Trust Regulation
The FSA has recently proposed a set of changes to the rules governing investment trusts. These new rules were the consequence of a particular problem. To understand them, therefore, it is necessary first to describe the background to that problem, and then the problem itself.
The U.K. stock market had by late 2000 witnessed a remarkable bull run that had lasted for almost ten years, starting in the early in the 1990s. The FTSE All Share Index stood at 960 in October 1990. By September 2000 it had reached 3,266, an increase of some 240%. 
What about the people who were “creating” all of this wealth, the management and executives of the companies?  Many of these managers, or the relevant boards of directors, decided to introduce remuneration packages linked to the share price of the company. We now had an additional element in the spiralling process. Management who were previously focussed on delivering to shareholders sustainable high quality earnings focussed instead on strategies aimed at boosting shares prices in the short-term, thus increasing both own their remuneration and the value of shareholders’ funds. (These remuneration arrangements, by failing to distinguish between company performance, and market performance were themselves surely a failure of corporate governance.)
In 2000 the market hesitated, stopped altogether, and then dived. The magnitude and longevity of the fall took most by surprise. Thousands of people who had lost money on their savings, their pensions, and their endowment policies looked to ways of making good their losses. It was often asserted that they were either not told of the risks involved or that they did not understand the risk when had been mentioned. 

Mis-selling became the single most important issue facing both the FSA and the investment management industry. The claims of mis-selling of endowment and pension products are well documented.  There are similarities with the possible mis-selling of split capital investment trusts(“splits”), (ie of trusts with different classes of shares, usually one getting the capital gain and the others dividends).   In the case of splits, some products were sold as low risk. There were allegations that a small number of people had deliberately orchestrated a situation whereby, through a series of cross holdings, the share prices of some trusts had been artificially maintained.

Before turning to the response of the regulators, it is useful to set out a timetable of relevant events (Table 1). 

	Table 1
Timetable of events


	

	Bull market

Technology bubble


Major expansion of splits

Bear market starts


Concerns mounting

FSA discussion paper

Treasury Committee agreed to talk to the FSA

FSA Update Report

Shareholder Complaints

Guernsey Financial Authority letter


Treasury Committee took oral evidence

FSA consultation paper

Responses to the consultation paper


FSA Guidelines
	1990- 1999

1998-2000

1998-2001

2000

2001

December 2001

April 2002

May 2002

May 2002

July 2002

July/October 2002

January 2003

April 2003

Late 2003


The FSA’s initial response
Following its own investigations, comment from independent analysts, and increasing interest in the financial press, the FSA decided to gather information on 113 Split Capital Closed End Funds at the end of September 2001. The FSA then issued a Discussion Paper in December 2001 and a Policy Statement in May 2002.

Following discussions with a number of investment trust practitioners the FSA produced a consultation paper in January 2003, in which it laid out what it saw as the main causes of the problems within the investment trust area, and what it saw as the abuses perpetrated.  These were as follows.

Gearing

Cross Holdings

Ineffectual Boards

Dominant investment managers

Some of the proposals received a sharp critical response. The FSA perhaps inadvertently and unnecessarily provoked some of this. For in their preliminary discussions with the industry the FSA had raised hackles by implying that the proposed changes were not really for discussion.
But there were also rather more fundamental reasons for the objections of the investment trust sector.
All investment trusts were, in varying degrees, affected by at least some of the proposed changes. Some of the major issues were as follows. Gearing can enhance the returns to shareholders when managed effectively; artificially restricting gearing may not inevitably be in the interests of shareholders. Preventing investment trusts from investing in other investment trusts could, far from reducing the market risk to shareholders, actually increase the risk; a means of risk diversification would no longer be available to the investing trust. Proposed changes to the eligibility of certain directors to remain on the board and the total exclusion of a representative from the investment manager being a director were regarded by some as inconsistent with the European Law on Human Rights, and would certainly lead to a reduction of industry-experienced directors being available.

These regulations were, however, aimed at a particular set of recent problems.  But the events surrounding the splits crisis were not unprecedented, and will surely occur again in the future. Buoyant markets and bull market expectations produced an environment that encouraged over-optimism and downplayed risk. There were three forces that then produced the crisis in the split trust sector.

The first force was a financial one. A sustained bull market from 1990 – 1999 led to both individual investors and professional advisers being lulled into a false sense of security. The severe bear market of 2000-2002, when the U.K. markets plummeted, tested both pension schemes and equity based savings schemes more generally, as well as the firms that supplied these products to the public.

The second force was a political one. Britain’s government (along with most other western governments) was eager to free itself from the responsibility it had earlier taken up eagerly, of providing an ageing population with pensions.  The aim was to pass this responsibility onto the private sector, but with safeguards and a policing system. In Britain the FSA had the role of providing both of these.

The third was the greatly increased willingness of individual investors to complain, and to demand financial redress. The extent to which these complaints were justified is beside the point. The willingness to complain was enough to produce political pressure for a quick and clear-cut response.

These three forces combined to create a highly vocal and to an extent litigious population with a newly formed statutory body specifically designed (inter alia) to protect people.  The response by the FSA to the splits crisis could well have been different had the FSA been in existence for a number of years before the market fall. By then the FSA’s ability to monitor and react would have been more developed. In particular, it might well have had an opportunity to remind directors of investment trusts of their responsibilities. Directors should ensure: that managements do not undertake self-serving actions, for example buying shares in one trust in the expectation of that trust in turn buying some of their shares; that the risks of gearing are fully understood by the managers and explained to the shareholders (who then have the choice of selling their shares if they are unhappy with the increased risk); and that any advertising literature issued on behalf of the trust is accurate
.  All these already existing responsibilities clearly implied that directors should ensure their organisations maintain good governance. Had directors paid greater heed to that, the splits crisis, if it happened at all, would have been very much smaller.
As it is, the response, more and tighter regulation, deals with a particular set of problems but does nothing to prevent different problems developing in the future (and creates some new problems). This is in contrast with insisting on good governance, which would have maintained in place the kind of framework which could have kept better aligned the interests of shareholders and management. Again, as in the capital regulation of banks, governance rather than regulation could produce a more flexible and therefore more durable outcome.
Accountants and Accountancy
Now we come to our third example from the area of finance.

The two examples discussed so far have in common a feature not so far remarked on in this paper;  there was, or was thought to be, a problem for which no existing remedy existed, so new regulations had to be introduced.   Accountancy, the third area examined, shares that feature.

British (and North American) accounting both derive from the same tradition.   The original purpose – and still probably the primary purpose – of company accounts is as follows: 

“…in law the object of annual accounts is to assist shareholders in exercising control of the company by enabling them to judge how its affairs have been conducted” (Caparo Industries plc.  V Dickman and others:  House of Lords, 8th February 1980; Lord Jaunay.)
Such accounting originated from the practice of ‘accounting for ventures’ – for discrete operations, such as a voyage to the Indies - and evolved into accounting for the stewardship of going concerns.   In the first, the returns, if any, were divided among the shareholders at the conclusion of the venture.   Going concern accounting required regular measurement of profit to determine how much a company could distribute to the ‘shareholders’ without diminishing its capital.    These dividends might equal profits if there were no retention of profit in the business.

The one-year accounting period is a convention around which other conventions have evolved - annual tax payments, for example.   There are arguments for a longer accounting period or periods (Myddleton, 2004), but the accounting period is now so intertwined with other aspects of life that change would be difficult.   But be that as it may, what matters for our purposes is that the annual accounting period emerged originally as a convention, just as accounting emerged from accounting for stewardship of a venture to accounting for that of a going concern.

In 1966 there was in the USA a proposal (from the American Accounting Association) to move away from stewardship accounting to accounting for decision making (Myddleton, p36).    This was followed up by the US Financial Accounting Standards Board:

“Financial Accounting should provide information that is useful to present and potential investors and creditors and other users in making rational investment, credit and similar decisions.” (p37).

There is thus disagreement about the purpose of accounts, and invariably, as we shall see, disagreement about what kind of regulation of them might be sensible.

For over 50 years British law has required that company accounts provide a ‘true and fair view’ of the state of a company’s affairs and of its profit or loss for the financial year. Thus, so long as the procedure is revealed, different companies can depending on the nature of the business do different things – for writing down old or damaged stock, for allowing for bad debts, for depreciating capital. It is, and this is a point and distinction returned to, a requirement over outputs rather than over inputs or processes.  
Formal accounting standards, restricting the use of judgment, started to be discussed in the UK after the 1967 takeover of Associated Electrical Industries by the General Electric Company.  (Before then, there had been “Recommendations on Accounting Principles” – voluntary guidelines on best practice which often described several possible approaches.)  After the takeover, AEI’s projected profit of £10mn for the year turned out to be a loss of £4.5 mn.  (In fact, two thirds of the turn round was the result of a different judgment about the prospective outcome of long-term contracts.)

But what was laid down was still not a set of standards; rather it was a basic framework from which departures were expected to be disclosed and explained.  They were not a code of rigid rules.  The over-riding requirement remained to give a ‘true and fair view’.

International accounting standards have emerged in the last 30 years.  There are two basic templates:  International Financial Reporting Standards (IFRS) and US Generally Accepted Accounting Principles (GAAP).

The differences can be summarised as follows.  IFRS is more principle based standards than detailed prescriptions.  Under it, ‘true and fair’ is the over-riding rule.  Alternative treatments are allowed rather than a single one being prescribed.

US accounting is more authoritarian.  This, Myddleton (2004) suggests, is a result of the much greater influence there of government agencies over the subject.  As a result,

“In the USA ‘presenting fairly’ requires absolute compliance with US GAAP even if it might lead to a misleading view.  There is no provision in law or practice for any equivalent of the UK’s ‘true or fair ‘override’.”

What can be said about the positions?  What are the arguments for and against imposing a common set of rules?

First the ‘for’.  Six arguments for accounting standards are as follows.

They prevent dishonesty by preparers of accounts.  Auditors can lack independence.  Investors may be damaged without standards.  Accounting decisions can be complex.   Uniformity in words and layout is helpful.  Standards will facilitate cross company comparisons.

Now, how strong are these arguments?  All have encountered criticism.  It pays insiders to provide information to outsiders.  Auditors’ incomes depend in the long run on their honesty.  So long as accounts provide a clear account of stewardship they can give no further guidance.  Complex tasks can often differ from one another; this can require different solutions.  As to uniformity, a sufficient degree tends to evolve.  To quote in example a development in a related area, “Prospectuses in the UK (fell) voluntarily into a reasonably uniform format because users liked it that way.” (Myddleton, op. cit. p91) 

Regulation could freeze practice when evolution is desired.
 

As well as these “negative” arguments against imposed standards, there are “positive ones.

They can stifle or even forbid independent judgment.  They can reduce competition in ideas, and restrict evolution.  They may legitimize bad accounting; and they can mislead by raising expectations unduly.  On the first, they can lead to “… an approach [which] implies that unless the rules explicitly forbid it, anything goes.”  (Myddleton, op. cit. p99).  In a voluntary regime, views on the treatment of difficult issues can evolve slowly; disclosure of the method is what matters.  As for compelling bad accounting, many argue (for example) that the treatment of research expenditure under SSAP requires just that (Myddleton, op. cit. p104).  And finally, people can be confused by the clear implication that the presentation of accounts has no grey areas.  Everything is not black or white; but compulsory standards imply that it is.

In his study of accounting, Myddleton (op. cit.) describes the members of the Accounting Standards Boards and as “revolutionaries”.  The table below (from his book) summarizes his arguments for saying this.

Table 2
Orthodox versus revolutionary accounting
	
	Orthodox
	
	Revolutionary

	Purpose
	Stewardship
	v
	Decision-usefulness

	Audience
	Existing shareholders 
	v
	Existing and potential investors

	Source of legitimacy
	General acceptance
	v
	Compulsory standards

	Basis of measurement
	Historical cost
	v
	Current value


Source:  Unshackling Accountants by D R Myddleton (op. cit.)
He goes on to say “In each case the ASB shuns the orthodox opinion …”.  He is on balance against these compulsory standards, making points such as the following.  The absence of standards seems to have been no worse for investors than is their presence;  most  improvements in accounting came before standards, and, after standards, were produced independently of them;  and in addition, he questions whether a board established to set standards could ever decide that the right thing to do was to do nothing.

But be all that as it may, as with the previous  examples, capital standards in banking and the regulation of investment trusts, it is clear that governance has for a long time done a good job – governance in this present context being a situation where auditors who prepare and check company accounts prosper by being independent, honest, and providing information helpful to the users of the accounts.

At least in those three areas, governance appears to trump regulation.  Now, one cannot generalize simply from three cases.  But in fact there is a well developed body of analysis, neglected in this area, which is helpful in exploring the issues further and considering whether the argument is generalisable. 

A neglected approach
So far it has been maintained in three cases that detailed prescription of processes will not necessarily produce desired outcomes.  Even if they do produce such outcomes initially, they are unlikely to do so in the long term, when circumstances change (that including people finding their way round the regulation).  What can be done, apart from continually changing the regulations?
The alternative, implied by the above discussion is to consider what kind of behaviour is desired, and then put in place the appropriate “governance” within the firm so as to promote that behaviour.  In the three cases examined the behaviour desired is respectively:  to avoid becoming insolvent; to behave as if the manager of the investment trust had the same objectives as the holders of shares in the trust; and to provide accounts which, so far is the data permit, allow an accurate appraisal of the financial performance of a firm over the time period covered by the accounts.
We can, in other words, specify the objective.  Can we design contracts to deliver these objectives?  

Contract design has in fact received a good deal of attention over the years from economists.  It is usually handled under the heading of “The Principal-Agent Problem” the nomenclature invented by Steve Ross in 1973.  The “principal” is the person who wants something done, the “agent” is the person employed to do it.  
The “problem” as we shall see, can arise for a variety of reasons.  A little background from the history of economics is helpful is helpful in showing both the difficulties and the solutions.
Adam Smith touched on the subject in some detail.  This he did at several points.  For example:


“…….. the work done by slaves, though it appears to cost only their maintenance, is in the end the dearest of any.  A person who can acquire no property, can have no interest but to eat as much, and labour as little as possible”.  (Smith, 1776 book 1 chapter 8). 
But his most detailed, and best known, discussion arises in the context of his explanation for the decline of agriculture in Europe after the fall of the Roman Empire.  The system was one where the land was worked by “metayers”: 
“The Landlord furnished them with the seed, cattle, and instruments of husbandry.  The produce was divided equally between the proprietor and the farmer”.  (Book 3 chapter 2)
Now, what was the problem?  Smith identified two problems – there would be underinvestment and there would be misuse of resources.
“It could never, however, be the interest even of this last species of cultivators (the metayers) to lay out, in the further improvement of the land, any part of the little stock they might save from their own share of the produce, because the lord, who laid out nothing, was to get one-half of whatever it produced …… It might be the interest of metayer to make the land produce as much as could be brought out of it by means of the stock furnished by the proprietor; but it could never be in his interest to mix any part of his own with it.  In France ….. the proprietors complain that their metayers take every opportunity of employing the master’s cattle rather in carriage than in cultivation;  because in the one case they get the whole profits for themselves, in the other they share them with their landlords.”
- Smith (1776, bk. 3, chap 2. p 367)

Contract design has appeared in various contexts over the years, both before that famous discussion and after it.  Hume (1740) seems to have been the first to state the free rider problem.

“Two neighbours may agree to drain a meadow, which they possess in common;  because it is easy for them to know each other’s mind;  and each must perceive that the immediate consequence of his failing in his part, is the abandoning the whole project.  But it is very difficult, and indeed impossible, that a thousand persons shou’d agree in any such action;  it being difficult for them to concert so complicated a design, and still more difficult for them to execute it;  while each seeks a pretext to free himself of the trouble and expence, and wou’d lay the whole burden on others.”
-Hume (1740, p 538)

This was followed up in 19th century discussions of public finance – on the “benefit approach” and the “ability to pay approach” to taxation.  Various writers, notably Pantaleoni and de Viti de Marco, advocated the benefit approach.  Wicksell (1896) pointed out what became known subsequently as the free rider problem with this approach.

“If the individual is to spend his money for private and public uses so that his satisfaction is maximized he will obviously pay nothing whatsoever for public purposes.  … Whether he pays much or little will affect the scope of public service so slightly, that for all practical purposes, he himself will not notice it at all.  Of course, if everyone were to do the same, the State will soon cease to function.”
-Wicksell (1896, p 81)
In other words, it can be advantageous to the individual to conceal preference.  That, too, is a problem for contract design.

This “voting” problem has been tackled by various authors:  Borda, Bowen, and Vickrey are the best known.
Borda(1781) showed he was aware of the problem – but, as he acknowledged, his “solution” was a purely academic one: “My scheme is intended only for honest men.”
Bowen (1943) proposed a sequential voting procedure, but one which depended on myopia.  Each voter voted according to his time preferences at each stage – but only because the voter did not look beyond that stage.  Vickrey (1960) was led to the conjecture that there is no way of aggregating individual preferences by voting that cannot be distorted by strategic behaviour.  (A formal proof of this was provided by Gibbard in 1973.)
The problem of monopoly regulation has also been recognised as essentially one of contract design.  This was done by Loeb and Marget (1979) who recognised that (as with the voting problem above) the difficulty is lack of information.  The regulator, in advance of setting the regulation, knows less about costs (and possibly demand) than does the regulated firm. 
The problem of concealment (or non-disclosure) of course also lies behind the problem of moral hazard that has been recognised for centuries in insurance.  A number of economists have grappled with how to design contracts for this – see, for example, Arrow (1963) Pauly (1974) and Grossman and Hart (1983).

The same problem inhibits price discrimination.  This was discussed in the context of infrastructure provision by Dupuit (1849).
“The best of all tariffs would be the one which would make pay those which use a way of communication a price proportional to the utility they derive from using this service ….. I do not have to say that I do not believe in the possible application of this voluntary tariff; it would meet an insurmountable obstacle in the universal dishonesty of passants, but it is the kind of tariff one must try to approach by a compulsory tariff.”
- Dupuit (1849, p 223)

It arises too in economic planning.  Hayek and Robbins had both pointed out the difficulty of such an activity – a market was needed before the information a planner needed would be disclosed.  (As late as 1967, Lange did not acknowledge this point.)
“Were I to rewrite my essay today my task would be much simpler.  My answer to Hayek and Robbins would be: so what’s the trouble?  Let us put the simultaneous equations on an electronic computer and we shall obtain the solution in less than a second.  The market process with its cumbersome tatonnements appears old fashioned.”
- Lange (1967, p158)
If we stand back to see the problems of contract design that economists have grappled with since Hume and Smith what do we find?

We see first why the subject temporarily (for at least a hundred years) vanished from view.

In a large economy, with many buyers and many sellers and no entry barriers (such as natural monopoly) to a particular activity, the problems vanish.  Rational individual behaviour translates into profit maximisation for firms’ owners.  This leads to cost minimisation, and hence to productive efficiency.  Similarly, consumers facing exogenous prices have the appropriate incentives for utility maximisation.
But of course that treated the firm as a “black box”.  How did the owners of firms align the interests of the various members of the firm (workers, managers) with profit maximisation?  The moment that question returned to view, we came to the issue of contract design.  The extensive and often complex literature touched on above, which has examined contract design problems, faces such difficulties and sometimes reaches impasses because of three main types of information problem – adverse selection, moral hazard and non-verifiability.    The first is when the agent has private knowledge (about cost or valuation) that is not available to the principal.  The second is when the agent can take action (of a type the principal would not wish) unknown to the principal.  The third is when both principal and agent have the same information after the event, but no third party can observe it – so even after the event the information can not be used for contract enforcement in, for example, a court of law.
Now, do these three issues arise in the examples with which this paper opens?
Relevance in the Examples
Consider the three examples – banking system stability, appropriate information disclosure and behaviour towards Investors, and accountants and auditors producing “accounts of stewardship” which are fit for that purpose.
Banking sector instability can be said to be all too visible.  The kind of behaviour that was problematic in the “splits crisis” can certainly be seen after the event, at least in part.  Risk disclosure, for example, can be objectively reviewed ex post.  Similarly the results of faulty audits reveal themselves. Not necessarily immediately, but in due course. In all three cases there is ex post visibility which can be verified by a third party.  So one of our problems is not present. What about adverse selection and moral hazard?
Neither of these is relevant . For in the case under review we are concerned only with observable outcomes after the event, and not at all with what goes on inside the firms; and we can observe the outcomes.

Now, what goes on inside these firms is of course of concern for their owners, and there may be problems of contract design there.  But that is no concern of ours.  We need specify only that the contracts have characteristics which regardless of their other features will provide what  the authorities regard as desirable
An example shows how this might be done.

My friend and colleague Charles Goodhart has proposed (I think partly in jest but am not sure) that the Chairman of any bank which gets into difficulties should be put in stock outside the Bank of England, and then, as was traditional with those placed in the stocks, be pelted with rotten fruit.  This, he suggests would sharpen their attention to their respective bank’s stability.  He is I am sure right.  But I am not persuaded that any prospective British government would adopt that measure.

Another course, much more plausible, is however prompted by the proposal.  The proposal was designed to make senior management focus on stability.  This could also be done by insisting that contracts do not grant options with no risk of loss;  that management have to place its wealth, the more senior they are the higher the proportion, in the bank’s stock, and that stock be held, untradeable, by trustees until, say, five years after retirement of the respective manager (and that any contract designed to offset the risk  be unenforceable at law);  and, if it were so wished, to sharpen incentives also for the owners double or even triple liability for each shareholder could be reintroduced.
In other words, the nature of the contract design problem allows relatively straightforward solutions – not necessarily optimal, whatever that is thought to mean in this context, - but certainly one free of the problem of the regulator continually chasing the regulated.
Similar suggestions can be made for investment trusts and accounting. One has, indeed, already been implied for investment trusts - rigorously enforce the existing body of company law and in particular that part of it governing the conduct of directors.
Governance can do a better job than regulation in these areas, provided we are willing to intervene in that part of the firm rather than be equally intrusive (at the least) in other parts.
Now, where does that lead in general? What general lessons can be drawn?
General Conclusion

Regulation has invariably led to attempts to circumvent it. Accordingly, it is surely worth considering an approach which aligns the interests of the regulated with the regulators, rather than the latter simply telling the former what to do. There is extensive work by economists on contract design. It is worth attempting to draw on that. This claim is surely reinforced by the work of lawyers – notably Richard Posner – showing how judicial interpretations under common law tend to evolve towards economically efficient outcomes. Law, a form of governance, has worked. Why not try it again? 

As the economic literature discussed above has shown, there can sometimes be substantial problems with attempting to do so. But so long as there is public concern only with observable outcomes, governance can at least in principle replace regulation. It should certainly replace regulation as the first resort of governments seeking to influence the behaviour of firms. It will be more durable in its effects, and relying on it, and thus focussing on outcomes rather than processes, will ensure that the regulated firms seek the most economically efficient way of doing what the government wants. We would thus be exploiting the most fundamental of all economic insights, one stated by Adam Smith and reiterated by Hayek in his famous "The Use of Knowledge in Society". Each individual knows more about his own situation, interests, and desires than any outside observer can. This insight has (with the exception of the work of Stephen Littlechild) been neglected in the field of regulation. Ending this neglect might well prove productive. 
APPENDIX

Defining "Fail"

Sometimes when economists use the word "fail" a definition of exactly what is meant is unnecessary. An example of this would be the phrase "…a wave of bank failures swept the southern states of the USA". That phrase, from the discussion of the consequences of the failure of Cauldwell and Co. of Nashville, is taken from Friedman and Schwartz's "A Monetary History of the United States". In that context further definition is unnecessary, for what was relevant was that such a wave followed from a surge in the demand for cash (instead of bank deposits) following the closure of an important bank and unchecked could have continued still further, because of that same surge in demand. In the context it was immaterial how much capital bank shareholders eventually got back, for the concern was not with them but with depositors.

But for shareholders, and creditors other than depositors, the meaning of fail is crucial. Several issues have to be clarified. How much of their funds did they eventually get back? When did they get it? When did they know they would get something back? When did they know how much they would get back? The answers to these questions are surely likely to affect their behaviour.

But answers are seldom provided. Rather it is simply assumed that the word "fail" has an unambiguous meaning, and subsequent behaviour then deduced.

There is also discussion of the consequences of a big bank failing, and what the monetary and perhaps fiscal authorities should do about this failure. This, aside from neglecting the above issues, also ignores an important fact. Banks the overnight failure of which would disturb the whole banking system, and perhaps the financial system more generally, rarely fail overnight. Indeed, no example exists in British banking history, and in the USA the case of LTCM (not a bank in any case) is arguable. Rather they decline slowly. From Britain consider the now defunct Midland Bank. In the 1930s (just after it opened its magnificent head office in Poultry, just across the road from the Bank of England), it was the biggest bank in the world. It steadily declined, suffered the ignominy of receiving a takeover bid from its advertising agency, and was eventually taken over by HSBC. That process took some 50 years. In the USA the failure of Continental Illinois, though often described as an overnight collapse, actually was not. Many of its counterparty banks and other financial institutions had noticed the increased riskiness of its lending, and had reduced or eliminated their exposure to it before the collapse came.

To summarise, the word "Fail" should be used carefully.
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� I am indebted to Forrest Capie, Andrew Colquhoon, Richard Epstein, and David Mayes for most helpful comments.


� It should be noted that the Basel I regulations are these still in force; although agreed, Basel II regulations do not come into force for just under three years.


� This was the case even before the mid 20th Century, by when UK banks were a well capitalised and well diversified cartel


� Refer to Companies Acts


� As an aside, it is worth observing that there appears to be little evidence that company accounts are good at predicting future profits – except of course when they provide evidence of fraudulent or incompetent stewardship.   (Benston, 1969)


� Some have argued that on those grounds common law is a superior  basis for commerce to Roman law.
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