
1

Some Reflections on Financial Market Regulation and Supervision 

by Leon Podkaminer

Summary

To neutralize the uncertainties about the ways in which the risks and the capital adequacy are 
quantified under Basel 2, one may postulate raising the level of the risk-weighted capital adequacy 
ratio from the current 8%. Other revisions may include the introduction of multiple safeguards, 
making adjustments for the size and complexity of banks, and the introduction of cyclically-adjusted 
regulatory requirements. 

Systemically important hedge funds must not be left unregulated – though this may require 
compliance from the tax/regulation havens. The rating agencies sector must be also regulated. There 
are many other valuable recommendation which, when implemented, would make things much better. 
But the complexity and non-transparency of the financial system is likely to outpace the development 
of the system’s regulation and supervision.  

The opinion is expressed that what proves to be too hard to regulate and supervise, should be 
forbidden. Because it is difficult to efficiently regulate and supervise large, sufficiently complex and 
non-transparent financial conglomerates active in many jurisdictions, the legislation should require 
splitting such conglomerates into independent entities which would be more easily 
regulated/supervised with proven routines. This opinion agrees with Professor De Grauwe’s recent 
advocacy of the return to narrow banking.

Policies limiting the development of the assets price bubbles are essential. However, the monetary 
policy should control these bubbles by means of credit rationing instead of interest rate hikes.

The tendency for asset price bubbles to become more frequent and violent is related to the profound
structural changes initiated over 30 years ago. Apart from liberalisation/deregulation, the rise of 
bubble economy has been fed by the ongoing changes in income distribution, with the ballooning size 
of private liquid wealth – which is eager to engage in speculative activities. Undoing the changes 
introduced by the policies of the last thirty years would require unusual circumstances. The radical 
changes (comparable e.g. to the ones introduced under the New Deal) could come only if the world 
economy plunged into a long and deep depression

The surveillance of individual institutions should be left to the national bodies currently in charge. The 
national supervisors should of course collaborate with one another. 

The macroprudential oversight in the EU could be the responsibility of a separate international body 
(called e.g. European Systemic Risk Council) affiliated to e.g. the European Commission. 

Supervision must remain national – as long as the fiscal costs of failures of financial firms are borne 
nationally. Should there be a common fiscal arrangement for the entire EU, with fiscal costs in 
question borne by the EU as a whole, things would be different. The idea of colleges of supervisors for 
cross-border firms is also problematic. The ECB should not play any supervisory role. The 
relationship of national central banks to their supervisory authorities should remain the national 
prerogative (lending of last resort is still national). 

Prudential activities and consumer protection should be separated. 

Linking EU supervision to international institutions should proceed via ‘close cooperation’ of ESRC 
with FSF, BIS and IMF.
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On Regulation

Revision of Basel 2

For several years now it has been pointed out that the Basel 2 rules (specifying the 
requirements for individual banks’ capital adequacy ratios) is deficient. Among others, these 
deficiencies include:

1. Reliance on internal statistical models specified with historical data for the assessment 
of asset risks. But data on very rare events (e.g. insolvencies) are rather scarce. 
Statistical modelling of such events cannot be reliable. Similarly, given the innovative 
character of too many assets, making use of the historical statistics for the evaluation 
of their risks is tricky, to say the least;

2. Alternatively, reliance on ratings produced by hired external ratings agencies is 
recommended. But – as is now obvious – these agencies are not paragons of 
professional competence and integrity; 

3. Common sense & individual judgement is subordinated to (1) and (2) above;  
4. The implied homogenisation of banks’ behaviours, unification of rules governing their 

responses. This is often paraded as a virtue (‘harmonisation’). In fact this is likely to 
strengthen the lemming-like behaviour in the financial markets, resulting in the 
tendency for the build-up of bubbles, to be followed by busts/crises;

5. Systemic (or endogenous) risk is ignored and cyclicality is induced (or strengthened). 
The Basel 2 stipulates that a bank facing increased risk/losses goes on the defensive 
(e.g. disposes of problematic assets, calls in credits etc). This is a good 
recommendation for a single bank – though this could have devastating (and 
unanticipated) effects on other banks. Such (systemic) risks are not allowed for in 
Basel 2. Moreover, Basel 2 is actually pro-cyclical/destabilising. The actions 
prescribed (e.g. under a downswing in the real economy, with rising risks to banks) 
when followed simultaneously by a large number of banks would be reinforcing the 
contraction in the banking sector – and thus would amplify the real economy 
downswing. (Under an upswing, the same logic produces excessive expansions).

It is not clear at all how to deal, systematically, with the deficiencies 1-3 above. It would be 
naïve to hope that a radical reform of the rating agencies sector (necessary as it is) could bring 
such qualitative improvements as to make their ratings reliable. The situation seems to be 
pretty hopeless1 – at least as long as the financial system itself remains complex - beyond the 
intellectual capacity of an average, normally intelligent, banker. 

Other deficiencies of Basel 2 seem more capable of being constructively reformed:

                                                       
1 For example, the de Larosière Group Report’s recommendation concerning risk assessment (p.16) 
reads as follows: ‘Future rules will have to be better complemented by more reliance on judgement, 
instead of being exclusively based on internal risk models. Supervisors, board members and managers 
should understand fully new financial products and the extent of the risks that are being taken; stress 
test should be undertaken without undue constraints (?); professional due diligence should be put right 
at the centre of their daily work’.  The question is how to make sure that the bank people fully 
understand the products/risks. What if they misunderstand them? 
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Higher capital adequacy ratios 

To neutralise the uncertainties about the ways the risks and the capital adequacy are 
quantified under Basel 2, one may simply postulate a much higher level of the risk-weighted 
capital adequacy ratio (currently 8%). Should it be 10%, or more – perhaps 14%? That’s a 
good question to ask e.g. the Research Department of the ECB.     

Regulatory amendments beyond the Basel 2

1. Multiple safeguards: Whatever the level of the Basel 2 (whether revised or not) capital 
adequacy ratio, it is advisable to impose on banks (and other financial sector firms) 
some additional quantitative requirements, to be observed simultaneously with the 
CAR. These requirements could relate to e.g. minimum levels of the overall leverage2, 
liquidity, maximum allowable exposures to specific risks, maturity mismatches, 
derivative position limits, maximum speeds of expansion of some assets etc.  

2. Size/complexity adjustments: The requirements should perhaps be differenced – with 
more demanding requirements imposed on large, systemically important banks and 
other large complex financial conglomerates (and other financial institutions – such as 
e.g. hedge funds). More demanding requirements (which are essentially a form of 
taxation) would better reflect costs (e.g. in the form of public support) of insolvencies 
triggered by systemically important institutions. (These costs tend to be 
disproportionately large for large/systemically important institutions). Besides, there 
are obvious moral-hazard disadvantages of having large/complex financial 
institutions. They tend to take advantage of being large/complex to be allowed to go 
bankrupt. Moreover, the very existence of large/complex institutions is likely to 
restrict or distort competition. In particular, such institutions are in position to 
manipulate the market. This may have unpleasant macroeconomic effects (e.g. the 
large/complex entities are more capable – than small/transparent ones – of generating 
destabilising speculative booms).  

3. Cyclical adjustments: The regulatory requirements (CAR, leverage ratios, and the like) 
should be varied according to the aggregate (macro) conditions. This should mitigate 
the systemic risk and the pro-cyclicality inherent in any constant (over time) 
requirements. The idea, of which many specific variants have been proposed in the 
literature, is fairly simple. In very good times somewhat more restrictive requirements 
would weaken the market excesses. By the same token, the sufficiently less restrictive 
requirements (administered as the good times are about to end) should attenuate de-
leveraging and the severity of the approaching bust. (In the long bygone days the 
monetary policy in many places attempted to contribute to the stabilisation of 
economic cycles by varying the obligatory reserve requirements, charged on banks’ 
liabilities3). 

4. Avoiding quick-money orientations? It is believed that the prevailing systems of 
remuneration of top managers in the financial sector favour excessive risk taking and 
making quick profits. This hit-and-run orientation is proposed to be mitigated upon the 
implementation of ‘sensible deferred compensation plans’. Firms adopting such 
compensation plans would be offered lower capital requirements. A version of this 
idea is alluded to in the de Larosière Group Report (p. 31). This is a nice idea, but I am 

                                                       
2 Incidentally, it has turned out that the European banks happen to have higher leverage levels – i.e.
are in fact more fragile - than their US partners.
3 Some new EU Member States still actively manipulate the reserve requirement for the stabilisation 
purposes. Thus in Bulgaria the basic reserve requirement ratio was raised strongly at mid-2007, amid 
clear signs of euphoria on the domestic market, and lowered – for obvious reasons – in Nov. 2008.  
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not quite sure it is practicable. The regulatory requirements are now expected to
perform many new tasks: provide safeguards complementing the Basel 2 CAR, affect 
the size/complexity in financial sector, mitigate pro-cyclicality. That would seem to be 
a rather demanding workload. Can the rules governing the requirements be 
simultaneously instrumental in changing the behaviour patterns? Possibly. 
Realistically though, one could fear that a system trying to achieve all these worthy 
goals at the same time may eventually become inefficient and/or overregulated. One 
should perhaps try to induce slow-money orientation by means of somehow modified 
system of personal income taxation. 

Not only the shadow banking to be regulated

It has been generally accepted that the systemically important hedge funds must not be left 
unregulated. This is a sensible idea – provided there are at least some minimum standards for 
such funds enforced globally. Would the tax and regulation ‘heavens’ (outside the EU – but 
also inside) comply? This remains to be seen. 

If the rating agencies are to play a role in the (revised) Basel 2 rules, it is essential that they 
too are subject to a supervision. Besides, their business model must be changed. Rating 
agencies cannot issue ratings in exchange for a fee paid by a party seeking a rating for its own 
security. This is a corrupting arrangement. One can think of many less corrupting schemes. 
For example, the rating agencies might get paid for their services by the regulatory bodies 
(e.g. the Committee of European Securities Regulators) who would charge the fee on the 
security’s issuer. 

The regulation of financial sector institutions cannot ignore the existence of the off-balance 
items.  Such items must be consolidated into the official balances. By the same token, the 
regulation cannot be fooled by the practice of hiding the toxic assets in the institutions’ own 
‘vehicles’.

Finally, the specific suggestions commonly advanced (also by the de Larosière Group) to 
‘civilise’ the securitised ‘products’ and complex derivative markets deserve support.
  
The root question: can the regulation and supervision keep up with growing complexity 
of the financial system?
  
It is highly probable that the changes in regulation currently under consideration could – upon 
being implemented – make things much better. But it would be presumptuous to claim that 
these changes would rule out financial crisis in the future. One must have confidence in the 
power of human inventiveness. Complexity and non-transparency of the financial system is 
likely to progress further – and to outpace the development of the system’s regulation and 
supervision. Sooner or later smart people will find ways to outwit the regulation. This is not to 
say that this will happen anytime soon. But, as one learns from Professor Hyman Minsky4, a 
sufficiently long spell of financial stability is likely to erode the mechanisms and instincts 
safeguarding that stability. The tendency for financial innovation – often initially beneficial 
but then increasingly potentially destructive – would then come to the fore, with speculative 
and Ponzi finance expanding at the expense of productive hedging of risks.

                                                       
4 As explained in his book ‘Stabilizing an Unstable Economy’ (published first in 1986, most recent 
edition in 2008 ). 
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Limiting the gap between the financial system’s complexity and the ability to control it 

How to limit the gap between the financial system’s growing complexity and the authorities’ 
ability to regulate and supervise it?  I am of the opinion that what proves to be too hard to 
regulate and supervise, should simply be outlawed. For example, I do not believe that it will 
be possible to efficiently regulate and supervise large, sufficiently complex and non-
transparent  financial conglomerates simultaneously running numerous types of activities and 
– to make things even less controllable – active in many jurisdictions. Rather, I would suggest 
the legislation should require splitting such conglomerates into independent entities – each 
running separate type of business, each supervised by a single national authority, each more 
easily regulated/supervised with well established routines.  

I am fully sympathetic to the views expressed by Professor De Grauwe who advocates the 
return to narrow, traditional banking: ‘Allowing banks – which inevitably borrow short and 
lend long – to get deeply involved in the financial markets is a recipe for disaster. The 
solution is to restrict banks to traditional, narrow banking with traditional oversight and 
guarantees…’5, 6

Would the fragmentation of financial conglomerates (and more effective regulation and 
supervision)  bring some measurable economic losses in the form of less efficient allocation 
of resources or less desirable aggregate volume of investment in the productive fixed-assets? 
Of that I have not seen any proof. Historical experience suggests that such a fragmentation 
would bring sizeable gains rather than losses. This is one of the lessons of the Golden Age of 
Capitalism (the years 1950-70). That lesson needs to be relearned  now. 

Fragmentation and downsizing of financial conglomerates could also be important for 
safeguarding systemic stability. The fall of Lehman Brothers would not have had the global 
consequences it has had, had it (the Lehman Brothers) been much smaller in size – and much 
more focussed on a narrower array of activities. 

Limiting the financial sector complexity to manageable proportions is only one fundamental 
recommendation that seems to be missing from many recent reform proposals. But there are 
others, also deserving consideration.  

Controlling the asset price bubbles?

The speculative asset price bubbles are potentially destructive. The monetary authorities need 
to become asset-bubble averse. Unlike in the past, they cannot watch passively as the major 
bubbles balloon and then burst. It is hard to accept the opinion that it is impossible to identify 
such bubbles. Monetary authorities should try to prick such bubbles as soon as these are
identified. However, I do not believe the central banks should do it by hiking their interest 

                                                       
5 Paul De Grauwe: ‘Returning to narrow banking’,  in the booklet edited by B. Eichengreen and R. 
Baldwin: ‘What G20 leaders must do to stabilise our economy and fix the financial system’, 
www.voxeu.org, 10 Nov. 2008.
6 It is worth remembering that the traditional narrow banking is based on personalized relationship 
with the banks’ clients. Under relationship banking, the bank officers do not have to run econometric 
models or purchase grades from the rating agencies to be able to assess their clients’ creditworthiness.  
Nor are they supposed to engage in predatory lending that is certain to ruin the customers. Of course it 
is cheaper to originate-and-dispose-of asset-backed-securities, without  ever caring to assess the 
quality of the  underlying assets. In this context ‘cheaper’ banking is simply ‘low quality’ banking. 
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rates. Propelled by speculation, the asset  prices tend to rise exponentially. The interest rates 
that could perhaps discourage borrowing for speculative purposes might have to be 
astronomic.  Pushing the real economy into a severe recession (possibly combined with 
deflation) seems to be a rather unwise method of counteracting the bubbles’ build-up. A 
natural bursting of a bubble may be less damaging than its early termination achieved by  
excessive interest rate hikes. Instead, the monetary authorities should try to limit the 
speculative build-ups with direct credit controls imposed – when a need arises – on 
commercial banks.

Some deeper structural determinants of the bubble economy 

During the recent decades the asset price bubbles seem to have become more frequent and 
more violent. In my opinion this tendency is related not only to the progressing deregulation 
and liberalisation (going beyond  the financial sector, as exemplified e.g. by the liberalisation 
of capital flows and abolition of the system of managed exchange rates).  Perhaps equally 
important has been the (related) tendency for the stagnation of the labour income – and the 
dynamic rise in non-labour income – i.e. profits7. Add to this the progressive cuts in taxation 
of high incomes/profits. The result has been the ballooning size of the private liquid wealth. 
That wealth proves  eager to engage in speculative activities (which promise extraordinary 
returns) rather than in the mundanely  productive ones. Too much wealth (private as well as 
semi-public8) chasing too few assets – this is a prescription for the asset price inflation.  

It would be naive to expect meaningful reforms now. Some corrections (e.g. concerning 
regulation) are of course likely. Also, a review of the pension system reforms may be 
realistically  anticipated. But only cosmetic changes may be expected as far as policies 
affecting income distribution are concerned. Undoing the changes introduced by the policies 
of the last thirty or so years would require unusual circumstances. The truly radical changes 
(comparable e.g. to the ones introduced in the 1930s under President Roosevelt’s New Deal) 
could perhaps come only if the world economy plunged into a long and deep depression.     

On Supervision

1. Combining micro surveillance of individual institutions and macroprudential 
oversight: I suppose the surveillance of individual institutions should be left to the 
national offices that are currently in charge of surveillance. The national 
regulatory/surveillance bodies of individual countries should of course collaborate 
with one another, directly (e.g. exchanging information of important financial 
institutions with activities in many countries), or through the 3L3 Committees (or the 
successors to these Committees). The macroprudential oversight for the EU should be 
the responsibility of a separate international (EU) body (called e.g. European Systemic 
Risk Council) affiliated to e.g. the European Commission. (Rather than to the ECB, 
which should concentrate on doing its own job more efficiently).

2. The 3L3 Committees, cross-border colleges, etc.: It has been proposed (in the de 
Larosière Group Report) to transform the 3L3 Committees into new European 
Authorities (that would replace the existing CEBS, CEIOPS and CESR). The benefits 

                                                       
7 For example the hourly compensation of an average non-supervisory worker in the USA has 
stagnated since the late 1970s. But the hourly productivity of that worker has risen by close to 80% in 
the meantime.  The developments elsewhere (and in Germany in particular) have not been any better.   
8 Unfortunately, among the big ‘players’ there are also private managers of the pension funds, 
gambling with money contributed (obligatorily) by the employees. I am referring here to the so-called 
capital pillar of the pension system, which was recklessly introduced in a number of OECD countries. 
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of renaming, or reorganising the existing bodies are not clear to me. Besides, a new 
institution is to be set up: European System of Financial Supervisors, with largely
undefined duties. All this smacks of another bureaucratic excess – especially if one 
does not favour a centralised EU supervisory system. Supervision must remain 
national – at least as long as the fiscal costs of failures of financial firms are borne 
nationally. Should there be a common fiscal arrangement for the entire EU, with fiscal 
costs in question borne by the EU as a whole, things would be different. The idea of 
colleges supervising large EU cross-border financial firms seems also problematic. 
Has someone determined how many such colleges would be needed? And what about 
foreign (to the EU) firms active in the EU? 

3. The role of ECB and national central banks in relation to the supervisory authorities: 
ECB should not play any supervisory role. The relationship of national central banks 
to their supervisory authorities should remain the national prerogative (lending of last 
resort is still national). 

4. Prudential activities and consumer protection separated?: Yes, and the consumer 
protection agencies must react aggressively to fraudulent financial market practices 
(e.g. predatory lending).

5. Linking EU supervision to international institutions: This should proceed via 
cooperation (close, to be sure) of ESRC with FSF, BIS and IMF.

 Vienna, 8.03.2009
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