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Almost inevitably, the current financial crisis has again triggered a debate about the 
appropriateness of the international financial architecture. When this subject was last 
addressed – viz. in the wake of the Asian crisis – the emphasis was on strengthening 
financial systems in emerging markets and on devising instruments and mechanisms for a 
more orderly resolution of sovereign debt crises. Institutionally, the IMF was at the core of the 
debate then, even though it is worth recalling that the Financial Stability Forum (FSF) was 
created as a result of the deliberations at the time. This time, emphasis is on strengthening 
the resilience of the global financial system as a whole (with a special emphasis on mature 
markets), while institutionally a plethora of different institutions are being reviewed. All of this 
is, of course, a reflection of the further globalisation and differentiation of the international 
financial system that has taken place in the intervening years.  

The term “architecture” may suggest that changes in the institutional structure of financial 
regulation and supervision should be at the core of policy efforts. While there is no denying 
that institutional structures are of major relevance, there can also be no doubt that the key to 
a more stable financial system does not primarily lie in institutional changes per se, but in 
creating structures, processes and incentives that reduce the financial systems susceptibility 
to recurring shocks and bolster the system’s ability to withstand such shocks. In what follows, 
we will therefore, after first establishing some principles for the reform of the international 
financial architecture, discuss such structures, processes and incentives, before turning to 
institutional aspects. This is followed by sections on the specific role of the ECB and on the 
role of central banks in macroprudential supervision respectively. 

1) Principles
Efforts aimed at reforming the international financial architecture should be based on the 
following principles: 

Openness: Over recent years, financial market regulation has been built on the premise that 
open, liberal financial markets are conducive to a more efficient allocation of resources, 
higher growth and closer integration of nations and economies. This premise still holds as 
true after the crisis. Any reform efforts should therefore be guided by the principles of an 
open, liberal market environment, based on the free flow of capital and freedom of 
establishment, as well as the contestability of national markets on equal terms for foreign-
owned and domestic firms. All efforts should be made to prevent a relapse into fragmented 
national markets. At the same time, global, integrated financial markets require a regulatory 
framework that is commensurate with the level of market integration.  

International consistency: Given political interests and accountabilities as well the legislative 
dimension of financial regulation, reform of the financial regulatory framework will, inevitably, 
take place within national jurisdictions (including the EU legislative process). As seen in the 
past, this creates the danger of divergent approaches and, as a result, an inconsistent global 
framework for financial regulation, which endangers global financial stability (due to 
regulatroy arbitrage) and the effectiveness of financial supervision; it also – although this is a 
lesser concern – causes unnecessary compliance costs for cross-border groups. The 
dangers of such a divergence could clearly be seen with the delayed implementation of 
Basel II in the US and in recent proposals by the EU (e.g. on CRAs and on securitisations) 
which would in effect create distinct European regulatory standards that would not only be 
incompatible with a globally integrated financial market, but would be to the detriment of EU-
based financial intermediaries. 

Consensus on objectives: Governments, regulators and the financial industry should 
strengthen and maintain the emerging consensus on the objectives of financial regulation. 
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This should include the following key principles: (1) Regulation and supervision should 
improve safety and soundness, mitigate system risks, prevent periodic crises, improve 
efficiency in the intermediation of savings; improve transparency of price discovery and the 
integrity of financial markets, and provide equitable and effective business conduct 
regulation; (2) Financial regulation should create a system where financial intermediation is 
efficient and innovation is encouraged to the extent that it is consistent with the other key 
principles; (3) appropriate protection against fraud is essential, with the level of protection 
tailored to the degree of sophistication of the customer or investor; and (4) competition 
among intermediaries and markets should be promoted.  

Inclusiveness: So far, the regulatory framework for global financial markets has largely been 
set by the G7 countries. This reflects, of course, the fact that the financial markets of the 
established industrial countries represent by far the largest share in total global market 
volume and the fact that, as of now, the largest, globally active financial institutions are 
domiciled in these countries. However, the relative weight of emerging markets and of 
financial institutions based there is obviously on the rise. Against this background, it is highly 
desirable that the future regulatory debate should be conducted in a broader setting that 
includes key players from EMs in an appropriate form, which may vary depending on the 
issue at hand.

Principles-based regulation: Before the crisis, there was a clear tendency to balance 
prescriptive rules with a principles-based regulation. This yielded considerable benefits in the 
shape of more targeted, efficient regulation which worked with the market and was aligned to 
market practices. Notwithstanding the need for regulatory adjustments, these benefits should 
be maintained in the future. Indeed, greater coherence and convergence of the regulatory 
framework will only be possible by using principles-based regulation. This holds equally true 
for the creation of supranational structures for financial supervision in the EU, and for reform 
efforts on the global level. 

Political accountability: Until now, financial market regulation – especially as regards 
international rule-setting – has largely been a technocratic process, driven, as far as 
standard-setting is concerned, by supervisory cooperation (esp. within the BIS / FSF 
frameworks) or by independent standard-setters, such as the IASB and FASB. With the 
recent crisis, which required the large-scale use of taxpayers’ money, financial regulation has 
left the technocratic sphere. It is therefore necessary to clarify who is responsible for what 
within and among jurisdictions. In doing so, it will be advisable to strike the right balance 
between the benefits of efficient, targeted and apolitical processes on the one hand and the 
need for political acceptability of both the process and the results on the other, so as to 
maintain a broad political acceptance of the regulatory framework. In this context, an 
appropriate inclusion of parliaments into the policy process should be striven for.  

2) Structures, processes and incentives to strengthen the financial system
It is instructive to note that national financial systems worldwide as well as the global 
financial system have all been subject to recurrent periods of instability despite the fact that 
these systems display very different institutional set-ups for financial regulation and 
supervision. This seems to suggest that, in order to enhance the stability and the resilience 
of any given financial system, looking at institutional structures alone will not provide 
satisfying answers. Preserving financial stability is not only a regulatory and supervisory task, 
but must include the appropriate setting of monetary and fiscal policies as well as a 
consistent exchange-rate framework. 
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a) Reducing procyclicality
The financial system has always displayed a strong tendency for procyclicality. During an 
economic upswing, actors in the financial system grow more optimistic; an expansion of 
lending volumes and better prospects for economic growth combine to increase asset prices, 
which, in turn, support a further growth in lending volumes. Arguably, this procyclical 
tendency has become even more pronounced by regulatory changes over recent years, such 
as the greater importance of mark-to-market accounting rules, the introduction of more risk-
sensitive capital requirements, and more generally, by the transition towards a more market-
based financial system. 

Procyclicality is an inevitable element of a market-based, modern financial system. Hence, 
the key question is not how to eliminate cyclicality from the system, but how to reduce its 
amplitude. This will require changes in the following fields: 

 Monetary policy: Monetary policy must be more pro-active in responding to the build-
up of financial bubbles and excessive movements in asset prices. The built-up and 
unwinding of financial imbalances have a bearing on financial stability as well as price 
stability. In particular, a rapid unwinding of imbalances (i.e. the bursting of an asset 
price bubble) can cause substantial economic dislocation which can have a heavy 
impact on the normal conduct of monetary policy.  Therefore, in setting monetary 
policy, central banks should, within their mandates, take a holistic view of monetary 
stability and include the evolution of asset prices in the set of indicators that are used 
to guide monetary policy decisions as well as by central banks’ communication with 
the financial markets. By addressing asset price developments, central banks can 
influence market dynamics and thereby make a contribution to reducing cyclical 
tendencies of the financial system. 

 Accounting systems: Here, the delineation between assets held to maturity and 
tradable assets must be more clearly defined and the issue of cyclicality should be 
considered in rules for, inter alia, reclassification from the trading to the banking book.

 Capital requirements: on the basis of full implementation of Basel II in all relevant 
jurisdictions flexible use should be made of Basel II pillar 2  in: 

o assessing and responding to weaknesses of business models,
o complementing pillar 1 risk-sensitive (and therefore potentially cyclical) capital 

requirements by alternative or complementary mechanisms to pillar 1 and 
pillar 2 regulatory requirements such as dynamic provisioning,

 Compensation arrangements: banks, in collaboration with supervisors, should devise 
internal mechanisms to ensure that their business strategies and compensation 
policies look through the cycle. 

Most of the instruments mentioned above do not work automatically (nor should they 
necessarily), but have a strongly discretionary nature, in other words, authorities must decide 
to act depending on their assessment of the building up of imbalances. Hence, measures 
aimed at reducing the cyclicality of the financial system will only be successful if financial 
stability is effectively monitored. This is essentially the role of macro-prudential supervision, 
which, in turn, needs to be effectively aggregated and coordinated at the European as well 
as the global level. There is no need to set up new institutions or fora for this;1 rather, what is 
needed is bringing together key central banks, treasuries and financial supervisors on a 
regular basis, based on a systematic analysis of all aspects that pertain to financial stability. 
A systematic, structured dialogue with market participants could be helpful for authorities to 

                                                  
1 In particular, we see no need for the creation of a “European Financial Stability Forum”. 
Creating such an institution would only further complicate to the already existing Kafkaesque 
structure of financial supervision in the EU adding another voice to the chorus which will make 
sound analysis, let alone targeted action, even less likely. 
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gather information on ongoing market developments. Likewise, a close dialogue should be 
maintained with accounting standards setters, rating agencies, and auditors.  

Incidentally, it should be noted that efforts to reduce the procyclical tendencies of the 
financial system need strong political support. This may sound trivial, but is far from being so: 
All interest groups and stakeholders share an interest in avoiding the excessive downturn of 
financial markets and the real economy in a crisis – and would hence, be able to agree on 
regulatory measures that prevent such a downward spiral, such as the temporary suspension 
of mark-to-market accounting rules; however, similarly all interest groups share an interest in 
maintaining a period of rising asset prices and lending volumes: Investors are interested in 
rising asset prices, borrowers in continued access to funds, consumers are interested in 
spending, even if debt-fuelled (all three of course constitute the electoral base!); banks are 
interested in profits, politicians in continued growth, and central banks and supervisors are 
not interested in triggering political pressure by choking off (allegedly prematurely) a boom 
phase. Consequently, there is no natural constituency for curtailing a boom. Given their 
independence, central banks might be seen as the most likely candidate to bear this 
responsibility, but, as the build-up of the severe imbalances in the run-up to the current crisis 
has shown, even central banks can fail in this role. It would therefore be inappropriate to 
conclude that central banks are the natural choice when looking for a financial stability 
supervisor. 

b) Risk-based supervision and focus on systemically important institutions
Much has been made of the passage in the G20 declaration, according to which the G20 
commit to ensure that, henceforth, “all financial markets, products and participants are 
regulated or subject to oversight, as appropriate to their circumstances.” The political 
commitment made with this declaration is neither economically sensible nor credible. It is not 
credible, because the qualification (“as appropriate”) leaves sufficient scope for political 
discussion between governments and for loopholes in the application of this principle; in 
addition, “oversight” is a lose term that can simply mean monitoring.2 More importantly, the 
declaration is not economically sensible because by, in principle, aiming at comprehensive 
control, authorities are in danger of spreading scarce regulatory and supervisory resources 
too thinly, which will not be conducive to financial stability.

Instead, efforts should be focused on identifying and on supervising systemically important 
market participants. The traditional definition of a systemically important financial institution is 
a large bank whose failure would result in losses on deposits by the public, impairment of 
other institutions and/or a collapse of the clearing and settlement system for cash 
transactions. As the intermediation of financial savings has become more “marketized,” and 
financial institutions have come to rely increasingly on transactions in financial markets to 
manage their financial risks, certain non-bank financial institutions, markets and clearing and 
settlement infrastructures have become much more central to the maintenance of financial 
system soundness. For example, these include financial institutions that act as 
counterparties in the over-the-counter derivative transactions that are used by insured banks 
to hedge their financial risks or systems that provide clearing and post-trade settlement of 
such transactions. These developments provide a rationale for extending the definition of 
“systemically important” to a broader array of institutions, markets and infrastructures that 
may need to be regulated and supervised by the authorities in order to ensure the overall 
stability of the financial system. Indeed, the blanket guarantees, government capital 
injections, asset purchases and officially encouraged mergers that the authorities in key 
financial jurisdictions have undertaken over the past eight months reflect an implicit 

                                                  
2 Unsurprisingly, no material progress seems to have been made on the practical 
implementation of this part of the G20 declaration. 
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recognition that certain non-bank financial institutions, markets and infrastructures are 
sufficiently important to the stability of the financial system that they cannot be allowed to fail. 

In the context of a comprehensive reform of financial regulation, policymakers will therefore 
need to consider which institutions, markets and systems should be designated as 
“systemically important” and subject to regulation and supervisory oversight. In a reformed 
financial regulatory system, the agency that bears responsibility for overseeing and 
maintaining the overall stability of the financial system should have the authority, subject to 
governmental review, to designate an institution, market or system as “systemically 
important” and subject it to appropriate oversight. 
This approach would also tend to reduce the incentives for regulatory arbitrage that have 
undermined the stability of the current financial system up to now, since it limits the scope to 
transfer the ownership of assets from regulated institutions to unregulated ones that can hold 
the same risks with lower amounts of capital. The authorities’ designation of “systemically 
important” entities would need to evolve and change over time, reflecting the impact of 
financial innovations that change the elements of the system that most strongly affect its 
financial safety and soundness. The extent of regulation and the degree of supervisory 
oversight should also be risk-sensitive: that is, the authorities should engage in closer 
oversight of an element of the system the greater is their assessment of the systemic risk 
resulting from the collapse of an institution, the seizure of a market, or the failure of a key 
component of the financial infrastructure.
   

c) Harmonisation of policy tools
In addition to efforts aimed at reducing the cyclicality of the financial system, better tools are 
needed for a more effective crisis management. This requires action on several fronts, which 
would include the following: 

 Central bank liquidity support: A greater harmonization of central banks’ policies for 
liquidity operations (e.g. range of eligible collateral, haircuts applied) would not only 
help to make banks’ liquidity management more efficient, but would also avoid 
distortions in times of emergency liquidity provisioning.

 Insolvency rules: The failure of Lehman Brothers has confirmed that failures of 
complex, large cross-border groups are difficult to manage, because of differences in 
winding-up procedures and insolvency laws. This does not only make such processes 
more complicated than they are by their nature anyway; it also creates incentives for 
ailing banks (and authorities) to shift assets across jurisdictions.

 Effective exchange of information between supervisors: Authorities can only make 
informed decisions that help reduce the damage done by financial crises if and when 
they have access to all the necessary information. In the era of large, cross-border 
financial groups, effective crisis management therefore requires the possibility to 
effectively exchange the necessary data between the supervisory authorities 
concerned and, in an aggregated, anonymous form, with central banks.   
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3) Institutional issues

There is a need to distinguish between institutional arrangements for prudential supervision, 
arrangements for financial regulation and arrangements for policy coordination. 

a) On the organisation of prudential supervision

Arrangements in the EU: Institutional arrangements for prudential supervision in the EU 
require a fundamental overhaul. While this has long been ignored by many policy-makers, 
some momentum seems to have been created by the crisis. The recommendations of the 
High-Level Group chaired by Jacques de Larosière will presumably point to institutional 
options. For our own recommendations, we refer to our previous contributions, especially our 
August 2007 paper. We use the opportunity, though, to reiterate the important point that the 
EU will only be able to have a meaningful influence on the debate on the international 
financial architecture if it can credibly demonstrate that arrangements established within the 
EU are effective, powerful and contributing to financial stability. 

Arrangements on the global level: In the absence of appropriate legal, political and 
institutional preconditions, the task will, for better, for worse, remain embedded in 
international supervisory colleges. This being said, a lot can be done to enhance the 
effectiveness of these international colleges, which, so far, are little more than informed 
discussions on major strategic aspects of the financial institution concerned. Also, while the 
G20 have decided that such colleges be established for all large cross-border groups, they 
have not set institutional parameters for these colleges in order to ensure that these work 
according to the same principles and standards. This, however, is not only a pre-condition for 
their effectiveness, but also a precondition for ensuring competitive neutrality. 

For the sake of completeness, it is pointed out that grand plans for global supervision should 
be shelved, as there is no political support for such an idea3 and none of the legal and 
organisational pre-requisites for such an arrangement are in place. Besides, none of the 
existing institutions is even remotely qualified to assume this task. Thus, the IMF is unsuited
to assume such a role, as it lacks the necessary expertise and, at present, the necessary 
resources for this role. In addition, the IMF is too much of a political institution. Likewise, the 
FSF does not have the institutional underpinning for such a task. The BIS, in turn, could draw 
on its existing expertise and infrastructure as well as the competences of its member 
institutions; however, it lacks satisfactory arrangements for political accountability which are 
a necessary pre-condition for any financial supervisor.   

b) On the organisation of financial regulation
As far as regulation is concerned, the achievements of technical committees such as the 
Basel Committee and the FSF are noticeable. Both fora, the FSF in a leading political role 
and the Basel Committee as the key drafter of new regulation, have been exceedingly 
effective since end-2007 in steering the regulatory debate and in transposing the political 
commitments of governments into practical regulatory rules and policies. The FSF, in 
particular, while it is unsuited as a global supervisor for large cross-border financial groups, is 
the perfect forum for the effective coordination of global regulatory activities. By virtue of 

                                                  
3  Indeed, the G20 declaration explicitly notes that regulation is “first and foremost the 
responsibility of national regulators who constitute the first line of defence against market 
instability”.
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representing the major financial centres and largest financial markets, both fora dispose of 
the necessary gravitas to make such rules effective even beyond their own jurisdictions, 
especially if their proposals are seen as conducive to fostering financial stability. 

This is not to deny that the relative weight of emerging markets and of financial institutions 
based there is obviously on the rise. Against this background, it is highly desirable that the 
future regulatory debate should be conducted in a broader setting that includes key players 
from EMs in an appropriate form, which may vary depending on the issue at hand. With the 
internationalisation of financial markets and against the background of the growing economic 
and political weight of many emerging market economies, these countries need to be 
involved more intensively in the restructuring of the global regulatory process. Negotiations 
on new global financial market regulation need to become increasingly inclusive, bringing in 
key emerging market players, so as to progressively increase their “buy-in” into the global 
regulatory framework. The existing outreach exercised by the Basel Committee, the G7 and 
the FSF provide good platforms for this process to go forward. 

In turn, emerging markets that purport to play a greater role in international fora must be 
expected to apply and implement existing international standards first. As their financial 
markets mature, emerging market economies should progressively adopt the full set of 
existing global financial regulatory rules. The key will be for the emerging markets countries 
to see the adoption of internationally consistent standards and norms as being in their own 
interest as important stabilising elements in their financial systems.

Nonetheless, we would warn against premature efforts to expand the membership of the FSF 
beyond the current membership, as this would probably reduce the effectiveness of the 
FSF’s work. This corresponds to our cautious assessment of whether the G20 really is the 
best forum to deal with the global regulatory agenda. Notwithstanding the powerful political 
symbolism of the G20 summit of Nov 15, 2008, it remains a fact that almost all of the G20’s 
reform programme had already been incorporated in the FSF’s agenda finalised in April 
2008. Also, the EM members of the G20 have failed to demonstrate convincingly that they 
can make a meaningful contribution to most of the regulatory issues. Thus, instead of 
expanding membership of the fora, a more encompassing observer status for emerging 
markets may be the more appropriate approach (as already practised in the Basel 
Committees).4   

As regards the cooperation between FSF and IMF, there should be a clear separation of 
roles based on the core competences of the two institutions. Given the membership of the 
IMF in the FSF, proper coordination of their respective work should not be a problem.  As 
discussed, the core competence of the FSF is the development of international regulation. In 
turn, the IMF’s core competence is in macro-prudential analysis, based on its traditional 
surveillance work enriched by the FSAP (Financial Sector Assessment Programmes) 
programmes. Building on the framework established over recent years, emphasis should be 
on multilateral surveillance and a closer integration of financial sector stability analysis with 
traditional macroeconomic analysis. FSAPs need to be expanded and need to become a 
regular, mandatory exercise for all IMF members. The IMF must review each member 
country’s financial system of financial supervision and regulation to ensure that its policies 
and practices are consistent with international standards. 

                                                  
4 Incidentally, the warning against an overhasty expansion of membership and a
politicisation of regulatory bodies also applies to standard-setting bodies such as the 
IASB.
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An important value-added which the IMF could create with its work clearly lies in the 
aggregation of risks identified in the individual assessments, by identifying the interlinkages 
between national financial markets and by assessing whether risks identified in individual 
national markets and market segments reinforce each other or cancel out. 

A possible area for joint work by the IMF and the FSF is the advancement of early warning 
systems (EWS). We would caution against expecting too much from this, though, as there 
are limits to what EWS can achieve. Uncertainty is a defining characteristic of the financial 
system due to human nature, finance being a bet on uncertain future and feedback loops.
EWS can, however, be important tools to underpin an informed international dialogue on 
potential threats to global financial stability. 

c) Arrangements for policy coordination
As said in the beginning, the preservation of global financial stability is not just a function of 
regulatory and supervisory activities, but, given the impact of macroeconomic policies on the 
emergence of financial imbalances, is also dependent on macroeconomic policy interaction. 
As discussed above, the IMF is the appropriate institution to bring this about. Multilateral 
surveillance is, in principle, the right tool for this. It is true, that the results of multilateral 
surveillance have been disappointing so far. This, however, can neither be blamed on the 
instrument, nor on the institution. Rather, it directly reflects the unwillingness of IMF 
members – particularly its rich member states – to have their macroeconomic policies be 
scrutinised, let alone be influenced by the IMF. It remains to be seen whether the fact that 
global imbalances, based on non-sustainable, uncoordinated macroeconomic policy action, 
contributed materially to the present crisis will be sufficient to bring about a change in 
thinking.  

4) What role should the ECB play in a restructured financial architecture? 

Over the past 18 months, the ECB has demonstrated its importance and its eminent position 
in the concert of the most important financial institutions. It is obvious that the ECB, as the 
ultimate provider of liquidity denominated in EUR, carries an enormous role for maintaining 
financial stability in times of stress. Consequently, there can be no doubt that the ECB does 
and must play a crucial role in all efforts and in all institutional arrangement aimed at making 
crisis management more effective at both the European and the global level. 

Similarly, there can be no doubt that the ECB will play a crucial role in the context of macro-
prudential supervision. Not only is monetary policy, as demonstrated, a crucial instrument to 
achieve greater financial stability, but central banks also have a major interest in macro-
prudential supervision, as they are directly affected (in their role as the ultimate providers of 
liquidity) if financial stability is compromised (which, in turn, may threaten central banks’ 
ability to achieve their primary objective, i.e. price stability).     

Recognising the important role of the ECB in international crisis management, is not 
tantamount to saying that the ECB should assume a direct role in going-concern, day-to-day 
prudential supervision. There is no unanimity in the academic literature on the optimal 
arrangement between central bank and financial supervisors. In recent years there had been 
a dominant trait of thought arguing for separate supervisory agencies. Under the impression 
of recent events, however, more voices could be heard recently arguing for a greater 
involvement of central banks in financial supervision, especially in banking supervision. 
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In part this may reflect a genuine conviction that banking supervision is more effective, 
especially in times of crisis, when executed by the central bank. In part, however, it may 
simply reflect political opportunity: As the ECB is the only existing supra-national institution in 
the EU in the area of financial stability and since the EU Treaty (art 105,6 TEU) offers a 
comparatively easy option to establish banking supervision at the EU level, many supporters 
of a EU-level financial supervision simply seize on this option.  

On balance, however, there are still weighty arguments against entrusting financial 
supervision to the central bank (and to the ECB, specifically), in our view: 

 The traditional argument is that a conflict of interest can arise between the tasks and 
aims of a central bank and those of a financial supervisor. Central banks responsible 
for financial sector (especially: banking) supervision might be tempted to maintain a 
loose monetary policy in order to support financial institutions. It is occasionally 
claimed that this is no longer an issue in the Eurosystem, as in this system monetary 
policy is no longer determined by individual national central banks acting on their 
own. This argument is not entirely convincing: First, national central banks have an 
active part in determining the role of monetary policy in the euro area. So, while the 
potential for a conflict of interest may have diminished because a national central 
bank only has one vote, it is clearly still there. In fact, it will be even greater, once a 
greater number of financial institutions emerge, which operate on a European scale 
and which will therefore be of interest to a number of ECB Council members. Second, 
if the supervisory function were given to the ECB, the argument of a potential conflict 
of interest would hold all the more, given the weight of the ECB Directorate in the 
ECB Council and the pivotal role of the ECB in analysing monetary conditions in the 
euro area.

 Second (and related to the first), assuming the supervisory role would, given the 
nature of financial supervision as the exercise of sovereign authority, inevitably bring 
the ECB under greater political scrutiny and, most likely, greater political pressure. 

 In addition, central banks that are also banking supervisors have a reputational risk: if 
they fail in their role as supervisor, this will undermine their credibility for monetary 
policy, too.

 It is a fundamental rule that institutions should have clearly defined mandates in order 
that parliaments and the public can hold them accountable for their actions. This is all 
the more important for institutions which – for good reasons and rightly so – enjoy as 
much independence as central banks. Giving the ECB two mandates – one for 
fighting inflation and one for financial supervision – would make it more difficult to 
define clear accountability structures. This argument carries particular importance in 
the EU, where accountability of EU-level institutions is often questioned anyway. 
Moreover, the more diverse and the more political the task of a central bank is, the 
greater the risk of political interference.

 It would be incompatible with basic democratic principles to entrust too much power 
to a single institution. This holds particularly true in the case of institutions that enjoy 
a great level of autonomy and independence, as the ECB – rightly – does.5

 In addition, a strong case can be made for an integrated form of supervision 
comprising banking, insurance and securities markets supervision under one roof. 
Again this would speak against entrusting supervision to a central bank not only on 
the basis of the arguments against a concentration of powers, but also because it is 
not evident why central banks should have a comparative advantage in supervising 
conduct of business in securities markets (or insurance markets, for that matter).

                                                  
5 Though it needs pointing out that central banks that have a supervisory function enjoy autonomy and independence only as 
regards monetary policy, not as regards their role as banking supervisors.
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Notwithstanding the arguments above, there is a strong case to be made for a very close 
cooperation between the central bank and the financial supervisor, in order to have micro-
and macro-prudential supervision interlink optimally. Central banks should have full insight 
into the aggregate micro-prudential data of the banking system. In the euro-area, the ECB 
needs to have full access to the aggregate data for the 50 or so systemically relevant 
financial institutions.  

5) Should central banks in general be given more powers and responsibilities in the 
field of financial stability and supervision?

As argued above, central banks should not be accorded the task of micro-prudential 
supervision. However, central banks should play a major role in macro-prudential 
supervision. 

The micro-prudential perspective prevailing in the current firm-specific approach to 
supervision has resulted in insufficient supervisory attention being given to macroeconomic 
developments and risk trends. Too little has been done by supervisors to properly analyse 
such developments and how they may affect financial institutions given, in particular, their 
respective business models. Arguably, the micro-prudential approach has become more 
pronounced by the Basel regulatory framework aimed at drawing as much as possible on the 
internal risk management methodologies (such as supervisory recognition of internal models 
for regulatory capital) and their micro-economic focus.

The analysis and supervisory response to such macro-economic trends must play a more 
prominent role in day-to-day supervision. The macro-prudential analysis must inform the 
micro-prudential supervisory activities. 

 Micro- and macro-prudential perspectives and functions must be aligned (cf. 
discussion on the need for appropriate fora to monitor financial stability in section 2a 
above). 

 Supervisors, together with central banks, should develop a macro-prudential strategy 
for each supervisory cycle, addressing specific macroeconomic developments and 
resulting risk trends as they affect financial institutions. The IMF financial stability 
assessments programme has produced useful findings on this subject for many Fund 
member countries. These insights would then flow into the development of institution-
specific supervisory action, specifically supervisory measures taken in the context of 
Pillar 2. 

 The decision-making on the macro-prudential strategy should be informed by a 
formalised public-private dialogue between authorities and the industry. 

 Suitable tools including in particular horizontal, thematic supervisory work for peer 
groups should be developed. The use of similar stress-test scenarios for institutions 
with comparable risk profiles is a good example for such tools; such stress-test 
scenarios would be based on the comprehensive assessment of risks to financial 
stability as conducted in the macro-prudential analysis. Such tools would also ensure 
that financial institutions with similar risk profiles and, hence, similar exposures to 
potential macro-prudential shocks are supervised on a comparable basis. 

Specifically, central banks should be tasked with identifying the build-up of unsustainable 
leverage in the financial system and to deploy the necessary tools to contain it. This will also 
require that central banks act against the built-up of financial imbalances even in the 
absence of traditional (goods market) inflation. 



11

Prof. Norbert Walter
Briefing Paper: How to restructure the international financial architecture?

Contact: Prof. Norbert Walter, Theodor-Heuss-Allee 70, 60486 Frankfurt am Main
Tel.: (069) 910 - 318 12, Fax: (069) 910 - 318 26


	Financial Architecture Walter 120109.doc

