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I. Introduction
The aim of this essay is to clarify the place and the

role of central banks in financial regulation. For this pur-
pose the following question must be answered: what
role should a central bank play in financial regulation?
This question is not easy to answer. The role of Central
Banks in the financial regulation is highly controversial
and one of the most debated issues in this field. There
are many questions related to it: should financial regula-
tion have an integrated or functional character? Should
central bank be banking regulator? Should central bank
have power to regulate the whole financial system, also
nonbanking institutions? If there is a single, integrated
regulator, should it be outside or inside the central bank,
so should central bank be this integrated regulator?

Historical and theoretical conditions related to this
issue makes answering of these questions more compli-
cated. There is no prescribed standard for operation of
central banks and for regulation of banking and non-
banking financial sectors.  There is no universal model,
no common scientific approach in the academia to how
the financial regulation should look like. On the basis of
this reality, it is difficult to argue which system is better.
Moreover, after the financial crisis there are also no ex-
amples which could serve as a model for best practice.
One of the main issues here is that none of the models
proved to be efficient during the global financial crisis
and could predict and prevent it. At the same time the
crisis has sharpened the need for answering these ques-
tions and demonstrated the necessity for changes to cre-
ate better system of financial regulation.

The emergence of financial conglomerates and glo-
balized markets requires integrated regulation of the finan-
cial system. The globalization brought new reality where
the financial markets have international character and op-
erate on the world scale. Functional approach to regulation
is inconsistent with this new reality. The question it follows
is what role the central banks should have in this integrated
regulation, whether the integrated regulation must emerge
within or outside the central bank. Even though it may be
argued that the central banks are better placed to effective-
ly regulate and monitor the financial system and thus bring
overall financial stability, because of the knowledge of de-
velopments in money and securities markets and in market
infrastructures that central banks possess, this essay pleads
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for the integrated regulation outside the central bank. Con-
flict of interest problems, endangering the reputation of
central bank, the danger of accumulating excessive power
in hand of central bank, what can lead to negative effects
and to endangering the proper conduct of monetary policy
are strong enough arguments to overweight the probable
positive effects of the central bank as an integrated regula-
tor. Same can be true for the central bank as the banking
regulator. Because of its financial stability function, bank-
ing system can not be wholly separated from the oversight
of the central bank and the central bankwill always have
the certain amount of power on banking stability, neces-
sary to meet its financial stability objective. Making central
bank additionally the regulator for the banking system is
therefore not important. So, the best solution is to carry on
the tendency of creation the integrated regulators, estab-
lished before the crisis, by creating the integrated regula-
tors outside the central banks.

II. The common roles of central banks in fi-
nancial regulation

The safeguarding financial stability is a core func-
tion of the central bank even though it may not be re-
sponsible for regulating and supervising banks and oth-
er financial institutions1. This function of the central bank
is widely recognized across the countries. All central
banks contribute to financial stability through their in-
fluence on banking regulation relating to liquidity and
capital2. Irrespective of the decision about the role in
regulation and the supervision of individual financial in-
stitutions, the central bank has the responsibility for safety
net arrangements, liquidity support, the payments sys-
tem, and maintaining stability in the financial system as
a whole3.

An exception of the central bank to be responsible
for financial stability is the European central Bank. The

1 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.35.
2 H. Davies and D. Green, Banking on the Future : The Fall and
Rise of Central Banking, 2010, Chapter 3, p.69.
3 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.35.
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responsibility for financial stability in the EU does not lie
with the ESCB4.The ECB may only offer advice to and
be consulted by the Council, the Commission and the
competent authorities of the Member States on the scope
and implementation of Union legislation relating to the
prudential supervision of credit institutions and to the
stability of the financial system.

III. Central bank with or without regulatory
powers – a structural dilemma

It is debated whether the aforementioned functions
can be effectively performed by central banks while not
also being responsible for the prudential supervision of
the individual institutions that make up the system5.

International experience to this issue varies consid-
erably. In some countries central bank is responsible only
for supervising banks.  In a small number of countries it
has also been responsible for prudential regulation of all
three sectors6.Few central banks have shown enthusi-
asm for taking on direct responsibilities for the supervi-
sion of nonbank financial institutions7. In many coun-
tries responsibility for prudential supervision of all fi-
nancial institutions (including banks) has been withdrawn
from the central bank8. National differences are based
on several factors: political traditions and structure, his-
torical evolution, the structure of the financial system,
and the size ofthe country and financial sector9. So, there
is no universal model around the globe and the question
which of the different approaches is more effective is
hard to answer.

1. Arguments for the banking regulatory pow-
ers of central banks

There are several arguments in the literature and
financial world for the banking regulatory powers of
central banks. It is stated that regulatory powers eases
the exchange of information, co-ordination and co-op-
eration between the monetary and financial stability func-
tions on the one hand and the supervision of institutions
on the other10. Moreover, that it is essential for a mone-
tary authority to have some direct links with the banking
system, not only for financial stability reasons but also

to assist with the conduct of monetary policy11. Even if
the banking regulation is outside the central bank, cen-
tral bankis still responsible for systemic stability in the
banking sector, so there might happen the duplication of
roles between a central bank and a regulatory agency.

2. Arguments against incorporation of bank-
ing regulation into the central banks

The arguments against incorporating the banking
regulation into the central bank seem to be more power-
ful:

1. Conflict of interest - Central bank may misuse
its powers for securing the safety and soundness of
banks, what can have negative effects on its monetary
policy objectives12.

2. Endangering the reputation –Regulatory failures
damage the central bank’s reputation and therefore its
authority to conduct monetary policy13.

3. Loss of independence –regulation requires dif-
ferent and closer relationship with the political authori-
ties, which may decrease the independence a central bank
needs in the conduct of monetary policy14.

4. Moral hazard problem - Nonviable institutions
could be inappropriately supported by the central bank
to cover up the inadequacy of its own supervision, gen-
erating moral hazard and therefore potential financial in-
stability15.

3. Central Bank – integrated regulator?
The close link between financial system, financial

stability and monetary policy can be seen as a justifica-
tion for a central bank to be the integrated regulator of
the financial system as a whole. But generally across the
countries, in case of integrated regulation, this integrat-
ed regulator tends not to be the central bank.16There can
be found more arguments against the central bank as an
integrated regulator than for:

1.While it may be argued that central banks should
regulate and supervise banks, it could be hazardous for
the central bank to regulate all aspects of the financial
system and all types of financial institution. One reason
is the perception that the safety net might be extended to
the full range of financial institutions17. A moral hazard

4 H. Davies and D. Green, Banking on the Future : The Fall and
Rise of Central Banking, 2010, Chapter 3, p.59.
5 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.6.
6 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.28.
7 H. Davies and D. Green, Banking on the Future : The Fall and
Rise of Central Banking, 2010, Chapter 3, p.73.
8 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.28.
9 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.4.
10 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.32-33.

11 H. Davies and D. Green, Banking on the Future : The Fall and
Rise of Central Banking, 2010, Chapter 3, p.71.
12 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.32-33.
13 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.32-33.
14 H. Davies and D. Green, Banking on the Future : The Fall and
Rise of Central Banking, 2010, Chapter 3, p.76.
15 H. Davies and D. Green, Banking on the Future : The Fall and
Rise of Central Banking, 2010, Chapter 3, p.76.
16 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.37-38.
17 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.7.
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may be created to the extent that the public may get the
wrong impression that they have the same protection
with all financial business as they have with banks18.

2.There is also the threat of excessive power allo-
cation. The combination of regulatory functions with
monetary control may concentrate excessive power in
the hands of an unselected central bank whose account-
ability may be weak19.

3.The responsibility for the actions of the several
financial institutions can endanger the stability of the
monetary system.

This essay pleads for integrated regulation of financial
markets which should be practiced outside the central banks.
The arguments for the central bank as an integrated regula-
tor are defeated by the threats this approach can provide: the
problems of conflict of interest, the problem of endangering
the reputation of central bank, the danger of accumulating
excessive power in hand of central bank, what can lead to
negative effects and to endangering the proper conduct of
monetary policy. The essay takes the same approach to the
banking regulatory powers of central banks. Because of its
financial stability function, banking system can not be whol-
ly separated from the oversight of the central bank and the
central bank will always have the certain amount of power
on banking stability, necessary to meet its financial stability
objective. Making central bank additionally the regulator for
the banking system is therefore not important.

IV. The Eurosystem perspective
Does the reality look different in the Eurosystem?

Does these arguments maintain their power also in re-
spect the Eurozone central banks? The Introduction of
euro triggered several changes for the Eurosystem cen-
tral banks. Eurosystem NCBs have transferred their mon-
etary policy powers to the ESCB and now the European
Central Bank has exclusive control over the monetary
policy for the Eurozone member states. So, the arguments
about conflicts of interests and allocation of excessive
powers in hands of central banks lose their importance
here. Accordingly, arguments in favour of a separation of
prudential supervision and central banking lose most of
their force, while those in favour of combining become
even stronger. So, when viewed from a Eurosystem per-
spective, the attribution of extensive supervisory respon-
sibilities to NCBs can be beneficial. The   NCBs’ involve-
ment might also extend beyond the banking sector, since
systemic concerns are more and more related to the pres-
ence of large, cross-sectoral organisations20.

V. Conclusion
There is no common approach to the appropriate

role of the central banks in financial regulation. The in-
ternational practice to this issue varies widely, which
makes the judgment of efficiency of one or another sys-
tem almost impossible.

There is no universal regulatory model in financial
regulation. According to the historical experience and
the practice, none of the in the world existing models
can be declared as a standard or a good example of best
practice. The global financial crisis demonstrated that
all structures were equally ineffective. Nevertheless, the
integrated regulation must be deemed as the right per-
spective of development of the financial regulation. In-
tegrated regulation is in line with the recent tendencies
of the financial system, but important is to create this
integrated regulation at all levels, national, regional and
international. The globalization has created new reality
where the functional approach to regulation becomes
inconsistent with the global character of the markets
and with the emerged financial conglomerates. So, the
integrated financial regulation is the requirement of the
present state of the financial system and the markets.
The essay argues that this integrated regulation has to
be outside central banks.

The question arises here is that: Is it really the reg-
ulatory structure that matters rather than the way the
decision within this structure are made? As Llewellyn in
his article argues, It is an illusion to believe that there is
a superior model of institutional structure that is appli-
cable to all countries. Equally, it is an illusion to believe
that any structure can guarantee effective and efficient
regulation and supervision of the financial system. Chang-
ing the institutional structure ofregulation should never
be viewed as a panacea, or as a substitute for effective
and efficient conduct of regulation21.

18 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.32-33.
19 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.32-33.
20 European Central Bank, The Role of Central Banks in Prudential
Supervision.

21 D. Llewellyn, Institutional Structures of Financial Regulation
and Supervision – The Basic Issues, World Bank 2006, p.7.

salome jibuti



149

ra roli unda Seasrulon centralurma

bankebma finansur regulirebaSi?
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londonis ekonomikisa da socialur
mecnierebaTa skolis magistranti

centraluri bankebis roli finansur regulirebaSi upirveles yovlisa ganisazRvreba
maTi adgiliT mocemuli qveynis finansuri regulirebis sistemaSi.  avtori askvnis, rom
dReisaTvis msoflioSi ar arsebobs raime erTi universaluri finansuri regulirebis
modeli da romelime saukeTeso praqtika, romelic sxvaze ukeTesia. msoflio  finan-
surma krizisma aCvena, rom yvela maTgani erTnairad araefeqtiania. gamomdinare am
mdgomareobidan, avtoris azriT, ganviTareba unda warimarTos  integrirebuli da ara
funqcionaluri finansuri regulirebis mimarTulebiT, bankebis regulireba unda iqnas
integrirebuli erTian finansur regulirebaSi da instituciurad is unda ganxor-
cieldes centraluri bankebis gareT.
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