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The regulatory pendulum

“Thus, among the lessons that emerge from this analysis
is the obvious case for strong banking regulation […].“

Kaminsky and Reinhart (1996): The Twin Crises: The Causes of Banking
and Balance-of-Payments Problems.

Crises data copied from Laeven and Valencia (2012)

“regulation
friendly“
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The regulatory pendulum

“The existence of asymmetric information problems also explains
why there is an important role for the government to both regulate 
and supervise the financial system.”
Frederic S. Mishkin (1997): The Causes and Propagation of Financial Instability: Lessons
for Policymakers.

Crises data copied from Laeven and Valencia (2012)

“regulation
friendly“
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The regulatory pendulum

“regulation
sceptical“

“In essence, prudential regulation is supplied by the market through 
counterparty evaluation and monitoring rather than by authorities.”

Alan Greenspan (2005): Remarks to the Federal Reserve Bank of Chicago's Forty-first 
Annual Conference on Bank Structure, Chicago, Illinois (via satellite) May 5, 2005

Crises data copied from Laeven and Valencia (2012)
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The regulatory pendulum

“regulation
sceptical“

“Regarding the implementation of Basel II the German Ministry of Finance
will pay particular attention to avoid any unnecessary checks and
documentations for banks, when they invest in `standard´ ABS with good
external ratings.“
A Treasury´s Head of division, in the Journal Zeitschrift für das gesamte Kreditwesen, 19/2006.

Crises data copied from Laeven and Valencia (2012)
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The regulatory pendulum

The Queen yesterday called the global financial crisis "awful “
and asked why nobody had seen it coming (6/11/2008).

Crises data copied from Laeven and Valencia (2012)

“regulation
friendly“
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The regulatory pendulum

“regulation
sceptical“

“Regulation as a factor of systemic risk “

Title of a Workshop by the ÖFG, November 2016.

Crises data copied from Laeven and Valencia (2012)
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The financial system is
seen as one portfolio;
drivers of large losses:
• Systemically important

institutions
• Common exposures, 

contagion, collective
behaviour

Macro-prudential perspective

Rational for regulation:

Systemic crisis => costs to the economy

Policies:

Adjust regulation conditional on
two dimensions of systemic risk

• Time dimension (financial cycle)

• Cross-sectoral dimension
(differentiated contributions to
systemic risk via risk concentration
and interconnectedness)

Andrew Crockett: Marrying the micro- and macro-prudential dimensions
of financial stability, Speech in Basel, September 2000

“The macro-prudential objective can be defined as limiting the costs to the 
economy from financial distress, including those that arise from any
moral hazard induced by the policies pursued .” 



Building blocks of the macroprudential policy framework in Europe
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ESRB

(Dec. 2010)

ESRB recommend.
on national macro-
prudential mandates
(Dec. 2011)

German Financial
Stability Committee

(Jan. 2013)

Recommendation
on instruments
LTV, DSTI, LTI
(Jun. 2015)

SSM macropru.
function

(Nov. 2014)

CRR, CRD IV
Instruments

(Jan. 2014)

Counter-cyclical
capital buffer; SIB
capital surcharge
(Jan. 2016)

ESRB recommend.
on intermediate
objectives
(Apr. 2013)



The German FSC´s strategy
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“(20) The FSC also addresses deficiencies in the regulatory framework
with respect to possible negative effects on financial stability.

In the course of reviewing the crisis from a prudential perspective,
significant adjustments were made to the regulatory framework for the 
financial system in order to appropriately counter systemically important
risks in the future. The monitoring of this framework is performed by the 
Committee on an ongoing basis .

Future regulations should not amplify pro-cyclicality at a systemic level.

Moral hazard , eg as a result of an anticipated government bail-out, should
at the very least be curbed.

Moreover, the financial system is in a constant state of flux , which could 
make it necessary to adjust the existing rules. […]”



The German FSC´s annual report to parliament
3rd Report (June 2016)
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− Overall the committee found little evidence for excessive risk taking in the
German financial sector (but low interest rates a common risk factor).

− Transfer of credit risk to the shadow banking system was not a major concern
yet. However, amid stricter regulation of banks a closer monitoring of regulatory
arbitrage was seen as necessary.

− The committee started an assessment of national and international accounting
rules , in particular, the pro-cyclicality of goodwill and risks regarding pension
liabilities. No additional measures were recommended.

− The regulatory tools for addressing systemic risks related to housing finance
were seen as insufficient . A set of additional instruments was formally
recommended.

− The Single Resolution Mechanism (SRM) and the bail-in regime were 
welcomed as significant steps to correct misaligned incentives of implicit 
government guarantees.
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− The committe explicitely supported the correction of flawed regulation.
Regulatory privileges for sovereign exposures were mentioned
as an example. They should be reduced over the medium- to longer-term 
(ongoing work in BCBS, EFC).

− The committee considered risks related to concentrated market shares
in OTC derivatives as well as in centrally cleared transactions via CCPs.

The German FSC´s annual report to parliament
3rd Report (June 2016)



Example: managing systemic risk of Central Counterparti es (CCP)

G20´s lesson from the global financial crisis:
− Standardized derivatives should be cleared via CCPs

−However, this implies more transactions will be concentrated on CCPs
−Tendency to a monopoly due to cost efficiency of netting arrangements

Regulatory response:
− Improved data base for monitoring and identifying systemically important

infrastructures (interconnectedness, risk management practices over time)
− Resilience of CCPs has to be strengthened
− Stress testing (EU-wide, ESMA)
− Recovery and resolution planning (FSB principles)
− Consideration to complete macroprudential framework, instruments,

in particular, to counteract pro-cyclical collateralization practices
(ongoing ESRB work).
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Systemic risk can be addressed with macroprudential instruments
even when there is uncertainty about the root cause of the risk

Intermediate objective Indicators (EWM, ST) Instrument s

Excessive credit growth 
and leverage

Credit-to-GDP gap; 
leverage; real estate prices; 
lending standards;
private sector indebtedness

CCB buffer;
sectoral capital requirement;
macro-pru. leverage ratio;
LTV, DSTI, LTI requirement

Excessive maturity 
mismatch and market 
illiquidity

Market liquidity indicators; 
bank funding structures; 
foreign currency positions;
asset encumbrance

Macro-pru. adjustments to
the LCR or NSFR;
loan-to-deposit ratio;
margins and haircuts

Direct and indirect
exposure concentration

Concentration indicators 
(e.g. geography, sectoral); 
financial network indicators

Sectoral capital requirement;
large exposure restrictions;
CCP clearing requirement

Misaligned incentives 
such as moral hazard

Size; interconnectedness; 
substitutability; complexity; 
cross-border activities

SIFI capital surcharges;
structural systemic risk buffer;
additional liquidity requiremt.

Resilience of financial 
infrastructures

CCP stress tests Margins and haircuts on CCP 
clearing; disclosure;
structural systemic risk buffer;
resolution planning
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European Commission Staff – Impact Assessment
Basel III framework, CRR, CRD IV                  SEC(2011) 949 final, July 2011
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Stakeholder consultation Examples

BCBS Comprehensive QIS (2010)
• 263 banks from 23 Committee member 

jurisdictions 
Basel III semi-annual monitoring report, ongoing

CEBS (Committee of European 
Banking Supervisors),
in 2011 succeeded by the  European 
Banking Authority (EBA)

EU Quantitative Impact Study (2010)
• 246 banks from 21 member countries

EU Commission
public consultations

• Summer 2009

• February-April 2010

• October-November 2010

• February-March 2011

EU Commission
consultations with the
financial industry

• Group of Experts in Banking Issues (GEBI)

• Various EU banking industry associations

• Individual banks



European Commission Staff – Impact Assessment
Basel III framework, CRR, CRD IV                  SEC(2011) 949 final, July 2011

Seite 19

Key analytical steps Examples

1. Identifying the problem a) Shortcomings in liquidity risk management
b) Pro-cyclicality of lending

2. Define the policy objectives General
• Enhance financial stability
• Enhance safeguarding of depositor interests
• Ensure international competitiveness of EU

banking sector
• Reduce pro-cyclicality in the financial system

3. Develop main policy options • Retain current approach

• Introduce Liquidity Coverage Ratio 
(QIS for variations of eligible assets and haircuts)

• Introduce Net Stable Funding Ratio
(as adjusted after numerous public consultations)

• Introduce leverage ratio
(Conduct extensive monitoring of leverage ratio)

• Introduce countercyclical capital buffer
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Key analytical steps Examples

4. Analyse impacts of the 
options (individually 
and combined)

Combined capital shortfall
of EU banking industry:
in the longer run €460 bn

Combined economic 
impact in transitional period
(MAG-, ECB-, EC- Results)

5. Compare the options,
ranking: 

effectiveness/efficiency
1 = most
3 = least

Enhance
capital
requirements

Enhance
bank risk
management

Reduce
cyclicality
of lending

Retain current 3 3 3

Leverage Ratio 2 2 2

after monitoring 1 1 1

6. Outline policy 
monitoring and 
evaluation

− Various ongoing monitoring exercises both at the EU and 
the international level (e.g. EBA, ECB, BCBS)

− CRR, Article 502 - Cyclicality of capital requirements
Periodic monitoring by EC, EBA, ESRB, ECB

− Necessity to make adjustments as dictated by the markets

European Commission Staff – Impact Assessment
Basel III framework, CRR, CRD IV                  SEC(2011) 949 final, July 2011



Standard approaches to minimizing unintended side-effects
of new regulation are phasing-in and transitional periods

10. November 2016
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Angaben zum Referenten, Ordnungsmerkmal, Ortsangabe

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

Basel III capital released in 2010,
agreed start of implementation 1/2013

Capital conservation buffer 0.625 1.25 1.875 2.5

Counter-cyclical buffer 0.625 1.25 1.875 2.5

Capital requirements for equity     (F)
investment in funds

Standardised approach for
measuring CCR

(F)

Securitisation framework (F)

Margin requirements for non-
centrally cleared derivatives (F)

Capital requirements for bank 
exposures to CCPs

(F)

Ineligible capital instruments Phasing-out 2013-2023

Phase-in adjusted



2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

Leverage ratio: framework issued in 2014

Reporting to national supervisors

Public disclosure

Monitoring of disclosure impact

Final definition and calibration (F)

Potential migration to Pillar 1

Liquidity coverage ratio (F) 60% 70% 80% 90% 100%

Net stable funding ratio (F)

G-SIB (D-SIB) framework (F) ¼ b. ½ b. ¾ b. buffer

Pillar 3 disclosure requirements (F)

Large exposures framework (F)
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Reporting

Standard approaches to minimizing unintended side-effects
of new regulation are phasing-in and transitional periods



Transmission map of raising capital requirements
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Sources: ESRB Handbook (2014), CGFS (2012)
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10. November 2016
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Angaben zum Referenten, Ordnungsmerkmal, Ortsangabe

Assumptions made about monetary policy and tighter lending
standards can materially affect the assessment of r egulatory costs
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Overview of the implementation period scenarios for
new capital standards (2010)

10. November 2016
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Angaben zum Referenten, Ordnungsmerkmal, Ortsangabe



Industry views
Association of state owned banks in Germany (VÖB), February 2016 
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− Study constructs a representative bank from 2014-data
for 17 (out of 20) banks in Germany supervised by the ECB

Regulatory measure Impact

Another increase in 
RWAs by 30%

CET1 falls from 10.8% to 8.3%

CET1 of 13% With unchanged net-income (after tax)
RoE falls from 4.2% to 2.9%

Leverage Ratio 4.5% Isn´t binding (5.5%)

MREL-Ratio 13% Higher refinancing cost reduce RoE further to 2.7%

Cost of LCR, NSFR Lower income from liquid assets and
higher refinancing cost from stable funding reduce
RoE further to 2.5%

Administrative cost RoE falls to 2.0%

=> compares to cost of capital of 8.8%
=> gap could be closed by massive reduction in 

RWAs and/or increasing profitability



Managing extensive adjustments will be challenging

€ bn

Net interest
income (blue)

Net interest income
+ net commissions

Operating income
before valuation

Staff cost

Staff cost + general expenditure

Staff cost
+ general expenditure
+ risk provisioning

P&L of the German banking system

Slide 27



1.3 

1.2 

Will a market driven process of consolidation and improving
cost efficiency be fast enough?

Slide 28
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Reasons for potentially persistent regulatory flaws

� Difficulty of measuring systemic risk, limited capability of monitoring

� Path dependence, low net benefit of changing past decisions

� Assessment of risk could depend on predominant paradigms

� Overburdening of regulation with inappropriate policy objectives

� Lack of coordination on who is best placed for an efficient response

� Lack of international harmonization, ruinous competition

� Conflicts of interest, concealing legacy problems, past failures

� Regulatory capture, influence by special interest groups
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Regulatory privileges for sovereign exposures as an example for 
potentially persistent regulatory flaws

Five areas where the Bundesbank has proposed actions to be taken:

(1) Abolishing the zero weighting in the capital regime; 

(2) Applying the limits on large exposures ;

(3) Amending the liquidity regulation ;

(4) Enhancing the transparency of risk exposures to sovereign debtors;

(5) Ensuring consistent regulation of all financial intermediaries .

Such a reform may have considerable repercussions for investors
as well as for sovereign issuers, so its implementation has to be planned
as a medium to long-term process.
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Germany´s Council of Economic Advisors (Report November 2016)
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Regional disctribution of savings banks‘ exposure to municipal
and state-level sovereigns; not the federal level
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Revisiting the potential obstacles to a correction of flawed
regulatory privileges for sovereign exposures 

� Difficulty of measuring systemic risk, limited capability of monitoring

� Path dependence, high cost/ low benefit of changing past decisions

� Assessment of risk could depend on predominant paradigms

� Overburdening of regulation with inappropriate policy objectives

� Lack of coordination on who is best placed for an efficient response

� Lack of international harmonization, ruinous competition

� Conflicts of interest, concealing legacy problems, past failures

� Regulatory capture, influence by special interest groups
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Thank you for your attention

sebastian.wider@bundesbank.de
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The credit-to-GDP ratio is one simple indicator for monitoring
excessive (domestic) credit growth ; data for Germany



Monitoring of maturity mismatch (and market liquidity)
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Net Stable Funding Ratio of SSM banks in Germany                                           



Monitoring of interest rate risk
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Credit
cooperatives

Savings
banks

Central institutions of networked banks

Commercial banksMortgage banks

Average of capital depleted (in percent)
by a 200bp interest rate shock

Distribution of capital before and
after the IR-shock (1614 banks)

before
after

Capital ratios
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Monitoring of misaligned incentives

If “bank size“ increases by €1000 bn, how much higher is the rating-uplift ?

0.9

0.6

0.3

0

Notches

2011               2012                 2013                  2014                  2015



Banks´ resilience to systemic risk has improved
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Capital as a percentage of RWAs

Capital as a percentage of
Total Assets

Capital ratios of all banks in Germany



Main risk factors for banks: profitability, NPLs, liti gation
Regulation (uncertainty) is seen as a subordinated factor
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Angaben zum Referenten, Ordnungsmerkmal, Ortsangabe

Euro Stoxx Banks, Price Index


