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Changes on the markets

Retrospectively banking underwent in the 
recent half century major changes:

1.Leverage increased more than tenfold (by 50% since 2000!);
2.Savings and loan patterns changed;
3.Innovation accelerated & new products (credit derivatives & 
securitisation) were developed;
4.Trading volumes exploded;
5.Markets became global by deregulation and technological 
(IT) progress
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Increased leverage, increased prices

in Ireland
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Stages of the crisis and consequences
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Consequences / Costs

Within 
Schemes 

Outside 
Schemes 

Guaran-
tees

Loans
Within 

schemes 
Outside 

schemes 

Euro area 1 (1) 1 5 (18) 2 (-) 0 (3) 1 27 
United Kingdom 2 (3) 3 10 (19) 4 (-) - (-) 13.8 43 
United States 2 (5) 0 2 (4) 0 (5) 2 (11) 1 26 

Sources: National authorities, Bloomberg and ECB calculations.

Notes: Numbers are cumulative, from the beginning of the f inancial crisis, and expressed as a rounded percentage of GDP. Numbers in 
brackets show the total commitment for each measure and the numbers in front of the brackets the actual amounts extended. 

Government support measures taken since October 2008 
(as a percentage of GDP; as at end-February 2010)   

Capital injections 
Liability guarantees 

and loans 
Asset support 

Total 
commit-

ment over 
all 

measures 
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The problems

Financial sector was not prepared to all this 
changes.
Furthermore was also not able to withstand a 
substantial macroeconomic volatility.
Consequently EU MS had to provide guarantees 
and capital injections equalling 25% of the GDP, 
while Central Banks had to provide several 
hundred billions of extraordinary facilities to 
preserve the entire banking system.
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The roots of the evil

But why the banks took such huge risks if 
they were not prepared to cope with them?

Two possible answers:

1) Either they understood the risk but went 
ahead because it suited then;

2) Or they went ahead, because they did not 
understood the risks.
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Opt ions Paradigm

Agency paradigm
Taking advantage of asymmetric information; 
capturing upside, leaving downside to others

Collective welfare paradigm
No ill intent, but focussing on private cost and 
benefit not equal to society

Sec ond
Collective cognition paradigm
Difficulties to understand the dynamics and 
interconnectedness of the system

Fi r s t

What were the problems?



9

What was the main flaw of 
regulation?

Regulation followed piecemeal approach, 
focussing on one aspect (paradigm), thus 
allowing emergence of additional problems 
elsewhere.
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G20 answers
Principles Immediate Medium Term

Strengthening transparency and 
accountability 3 3

Enhancing sound regulation 3 3

Promoting integrity 3 3

Reinforcing international 
cooperation 2 2

Reforming IFIs 4 4

15 15
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The future regulation

Will be more intrusive and onerous;

Requires more disclosure and transparency;

Will be more holistic and focus on systemic risk 
(size, interconnectedness, substitutability, and speed of 
loss transmission to third parties.)

Implications
Perimeter of regulation & supervision increases

Constraints on financial institution (higher expectations)

Intense global coordination (align rules, prevent 
regulatory arbitrage)
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Three pillars of regulation

Prudential
ex-ante Aligns principal-agent 

incentives

Safety net
ex-post

Deposit guaranty
LOLR

Line-in-
the-sand both

Reliance in perfect 
markets, self regulation, 
corporate governance
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CRD IICRD II CRD IIICRD III CRD IVCRD IV

Large exposures Trading book Liquidity standards

Colleges Remuneration Definition of capital

Hybrid capital Resecuritisation Leverage ratio

Liquidity risk 
management

Countercyclical 
capital framework

Securitisation 
(retention)

Counterparty credit 
risk

SIFI

Single rulebook

Under transposition In EP
2nd Consultation 

closed
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Are all risks covered?
Basel II ratios do not explicitly address: 

Concentration risk, 
Funding liquidity risk,
Tail risk, 

Strategic risk and 
Reputation risk.

These risks are excluded from Basel II ratios because minimum 
risk based capital requirements are not necessarily the optimal 
solution for addressing every form of risk. 
However, banks are expected to identify, assess and manage 
these risks under Pillar 2 of Basel II.
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Further regulatory initiatives

Supervision (ESRB / EBA+EIOPA+ESMA)
Credit Rating Agencies
AIFM (hedge funds)
Central Counterparties 
Credit derivatives (CDS)
Crisis management and resolution framework
Bank Tax / Resolution Fund
Deposit Guarantee System
Accounting practices
Exit strategy
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Assessing the impacts
Cumulative impact of the various contemplated measures might be 

substantial, which is why

Active consultations are essential: 252 submissions were received by 

the Basel Committee and 160 by the Commission. Most were broadly 

supportive of the regulatory reform but disagreements on the 

methodology are wide-ranging.

Critical importance of thorough impact assessments:

- Quantitative Impact Study conducted by the Basel Committee 

- European Quantitative Impact Study conducted by CEBS

Implementation - G-20 Leaders Declarations: New prudential regulatory 
standards should be phased in as financial conditions improve and 
economic recovery is assured, with the aim of implementation by end-
2012
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Cross border crisis management 
The Commission s work plan


