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Background

The international community recognizes the importance of having tools that are effective at
achieving financial stability goals. The expanded emphasis on such tools has fueled extensive
discussions of a range of possible instruments targeted at micro-prudential and macro-
prudential objectives. The emphasis is especially acute at times when monetary policy and
fiscal instruments may be constrained, either by the zero lower bound, by fiscal rules, or if these
policies are directed at alternative goals. While it is well understood that multiple instruments
and multiple targets might not be precisely coordinated, policymakers seek to come as close as
possible to achieving different objectives subject to constraints.’

Instrument effectiveness at influencing desired outcomes should be preconditions for
use. Both the effectiveness of domestic policy instruments such as monetary policy, and the
effectiveness of financial stability instruments, whether micro or macro-prudential, may be
influenced by the ability of financial institutions to engage in regulatory arbitrage and leak to
non-covered entities. In the debate over how to deal with bubbles in asset prices, regulatory
arbitrage is one argument provided by those that favor monetary policy over regulatory
instruments that might be more prone to policy leakages (Bengui and Bianchi 2014). Leakages
can be to “shadow banking”, to banking institutions not directly covered by the specific policy
instrument (Aiyar, Calomiris and Wieladek 2013), or to activities in other geographic regions
(Houston, Lin and Ma 2012). In the case of monetary policy and prudential policies, financial
openness in the international context creates added challenges for policy effectiveness
(Obstfeld 2014).

Some empirical evidence already exists on regulatory spillovers in the international
setting. Houston, Lin and Ma (2012) use data aggregated at the country level and survey data on
global regulations to argue that banking flows move to circumvent regulations. A recent study
by Bremus and Fratzscher (2014) reaches similar conclusions that inflows and outflows of
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capital internationally through banks respond to the stance of regulation and supervision
around the time of the global financial crisis. Both studies rely on indices taken from the Barth,
Caprio and Levine (2013) database of prudential policies, with the observations available at 3-
year intervals. Forbes, Fratzscher, Kosta and Straub (2012) use cross-country data to argue that
there is arbitrage and leakages of Brazilian capital controls to neighboring countries. Other
empirical evidence on spillovers has been provided in the context of the UK experience, both
within a country when a policy tool is applied to domestic banks but not foreign institutions
competing in the same markets (Aiyar, Calomiris and Wieladek 2014) and through reallocation
of activity between domestic and international locations (Aiyar, Calomiris, Hooley, Korniyenko,
and Wieladek 2014). Beyond these few studies, broad-based empirical work on the cross-border
effects of domestic regulation, combined with consideration of domestic effects, is still lacking.
Most of the available analysis covers domestic consequences of prudential policies (examples
include IMF 2011, Bruno and Shin 2013, Jimenez et al 2014 and Vandenbusshe, Vogel and
Detragiache 2012).

Research Question and Data

This gap in evidence on policy spillovers is the subject of this multi-study initiative of the
International Banking Research Network (IBRN) commenced in 2014. The IBRN is uniquely
positioned to inform the issue of regulatory spillovers and arbitrage. The IBRN was founded in
2012 to analyze issues pertinent to internationally active banks, with participants in 2013
analyzing the transmission of liquidity risk domestically and internationally through the activities
of global banks. Currently, the network brings together researchers from about 25 countries®,
with each team having access to bank-level data on cross-border banking activities. Essentially,
the confidential micro-data underlie the international banking statistics of the Bank for
International Settlements (BIS) that have been used for many previous studies in aggregated
form.* Yet, the aggregate data do not allow studying important issues such as heterogeneity

across banks in responding to regulations.

Researchers in the network use these bank-level data to provide evidence on policy
transmission across countries and effects of regulatory policies on international banks. This

network confronts important policy questions on international banking with frontier research
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methodologies, country-specific micro-data on banks, and local knowledge about policy

instruments needed for careful experiment design.

In the current IBRN initiative, the comprehensive analysis to be performed by a team in
each country (mostly recruited from central banks) examines domestic effects and international
spillovers using detailed micro-banking data, and relying on more precise measures of
prudential regulation than were available to prior researchers studying cross-border spillovers.
More specifically, research conducted in this project uses micro-banking data for the period
between 2000 and 2013 to determine inward transmission of foreign prudential policy to
countries through different channels, and domestic versus outward reallocation of activity
within global banks. The project brings evidence from detailed examinations, using similar
methodology, but conducted by distinct IBRN countries using their own country’s confidential

regulatory data.

An important and unique part of this effort is the IBRN collaboration with the
International Monetary Fund on extending and utilizing the Global Macro Prudential
Instruments (GMPI) survey, which the IMF conducted in 2013. The GMPI provides information
on different types of regulations, ranging from capital and liquidity requirements to exposure
limits. The IBRN is collaborating to build a relevant cross-country and quarterly time series
database for prudential instruments that all participants in the initiative will use to explore the

effects of home and foreign policy instruments.

Our initiative that commenced in 2014 contributes to knowledge of prudential policy effects

by answering the question:

e How do lending, risk-taking, and funding of banks respond to prudential policies
implemented in home and foreign markets? What is the evidence on the inward
transmissions to the domestic economy and the outward transmission to foreign

economies?

Within these broad questions, countries focus on generating even more specific insights as
relevant to the structure of their banks and available micro-banking data. In particular, these

include addressing:

e Do responses differ by types of banks (domestic or global; or domestic versus foreign
bank branches versus subsidiaries) and by types of funding flows (cross-border versus

through local affiliates or by counterparty types)?



e Do banks respond differently to alternative types of policy measures? Types of
measures include those targeted at credit supply, at credit demand, and at specific
categories of flows.

e Do responses to prudential policies vary over financial cycles or business cycles?

e Which bank-specific features shape the observed responses?

Overall, the results of these detailed analyses, which take into account specific features
of banking systems and the balance sheet data of banking firms operating within countries and
financial cycle conditions and use state of the art academic research methods for working with
micro data ° should provide valuable perspectives on the spillovers that occur from some of the
effects of instruments in the toolbox already in play and lessons for the application of macro-
prudential instruments. Moreover, as researchers apply a common research methodology to
the experiences of each country and common prudential policy database for responses, the
IBRN generates broadly relevant insights, going well beyond the interesting single country case
studies in research conducted outside such a network. In addition to providing papers with
country-specific results and perspectives, the project presents a careful and homegrown meta-
analysis of the results, a description of the prudential database, and a cross-country analytical
study.® Results are expected to be disseminated to the policy community in late 2015 and to the

public through a symposium issue of a journal.
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