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Dear Mr. Klintz, dear Ms. Corves-Wunderer, dear Mr. Wieser, Ladies and 

Gentlemen, 

 
The suddenness and violence of the monster storm that roiled the financial 

markets and wreaked terrible havoc on the international financial system was 

almost beyond belief for those who had to fight it. The uncontrollable forces put 

the entire financial world at risk, sweeping away the false sense of security that 

market participants and regulators alike had developed over the last few 

decades. Those who have seen the sky falling – and I count myself among them 

– are willing to believe now that just about anything terrible can happen in 

financial markets. 

 

To live under the paradigm of apocalypse is an unhealthy state of affairs, one 

that is surely intolerable. What we need now is something that we have come to 

call regime change – the fundamental overhaul of a system that has been 

dangerously destabilised. 

 

But before you rush for new policy responses by shifting the parameters of an 

outdated system, you first need to have a rigorous analysis of its weaknesses 

and some insight into the causal factors that had the pernicious potential of 

turning a crisis into a catastrophe and inflicting lasting damage on the financial 

system. 

 

There is no shortage of blame to go around for the fiasco that exposed the 

glaring shortcomings of the financial system which now need urgent correction. 

That’s just the normal blame game that follows any accident of a serious 

magnitude and is rarely ever fair. If I point the finger of blame at others it is not 

to deflect blame from myself as a regulator. We regulators should be forthright 

enough to shoulder part of the blame and not pretend to be innocent. 

 

The regulatory framework has come under strong criticism that would be hard to 

dismiss. The financial crisis has proved beyond all doubt how an inadequate or 

flawed regulatory regime can inflict lasting damage on the financial system. What 

we had for the last twenty years was “Swiss cheese regulation”: international 

standards that were sound at their base but otherwise full of holes. Also, there 

were – and still are – large areas that simply escaped supervision altogether. 
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As a result, even closely supervised financial firms were able to keep some of 

their risks completely off supervisors’ radar screens, ruthlessly exploiting the 

whole gamut of loopholes. Let me elaborate on this a little. 

 

Basel I, the international solvency standard from 1988, supplemented by a 

market risk component in 1996, pursued the objective of placing constraints on 

banks’ ability to expand imprudently by ensuring that any risk expansion is 

matched by an appropriate increase in capital. However, the standard left some 

quick escape routes open that banks were able to use to undermine this basic 

tenet of financial regulation.  

 

A telling example is the inadequate capital backing prescribed the risk positions 

of banks’ trading book. Note that banks that invested in securitisation structures 

involving US subprime mortgages could minimise their capital adequacy 

requirements if they held the securities – rightly or wrongly – on their trading 

book. 

 

A further loophole was no less serious: under the Basel I rules, banks did not 

need to hold any capital for short-term term lending commitments with original 

maturities of up to one year. For that reason banks could provide buyers of short-

term commercial paper with unlimited amounts of such lending commitments on 

a revolving basis of 364 days under the comparatively harmless-sounding name 

of “liquidity facilities”. Unfortunately, in the end the banks had to take 

responsibility for these facilities when it became impossible to roll over the CPs 

any more. The extreme default risk on the subprime papers therefore ended up 

with them. 

 

Another variant of the zero capital game was even more popular: the use of 

ownerless special purpose vehicles (SPVs) where billions of subprime securities 

were stored. The crucial question for the capital standard was whether the 

banks, when creating and managing these vehicles, should consolidate them or 

not. The answer came from the imprecise international accounting standards that 

were accepted by the financial regulators. In this case it was International 

Accounting Standard IAS 27 along with the corresponding Interpretation 

Standard 12 (SIC 12) that were the source of the problem. For those who 
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designed these vehicles skilfully enough, which was all too easy, the auditors 

certified that they were free to decide whether to consolidate or not. In the end, 

non-consolidation created one of the biggest parts of the shadow banking 

system, a shaky structure, with no capital backing at all, that could come 

tumbling down in heavy weather. 

 

Which is also what happened in the end: the assumption that the banks 

sponsoring these SPVs were running a risk-free business was soon shown to be a 

mirage. Buyers of the commercial paper issued by the SPVs for refinancing had 

no intention of carrying the risk on the subprime investments. They forced the 

banks running the vehicles to assume responsibility for the risks arising from the 

subprime paper – even though the banks had given no contractual guarantees. If 

a bank had refused, it would have had hardly any chance of surviving in the deep 

crisis of confidence prevailing on the markets. Since then, the term “reputational 

risk” has been right at the top of financial regulators’ list of possible causes of 

death – if only it were measurable! 

 

I think I am right in saying that these examples describe a case of serious 

regulatory failure, one that had catastrophic consequences: the translation factor 

between capital and risk positions, i.e. leverage, was allowed to reach huge 

proportions. Capital had lost its most important function – limiting risk 

expansion. 

 

The crisis has revealed another regulatory shortcoming: liquidity risk. It was for 

many years known as a secondary risk, but that has now turned out to be wrong. 

Unfortunately, the Basel Committee as the responsible standard setter did not 

put much emphasis on quantitative liquidity standards in the past – which led to 

fragmented international liquidity regulation. Internationally operating banks in 

particular were able to do a lot of maturity transformation and relied heavily on 

the short-term unsecured wholesale funding markets without keeping adequate 

liquidity buffers. The crisis demonstrated that highly liquid markets can 

completely dry up within almost no time. The introduction of new and strict 

quantitative liquidity standards will result in higher liquidity buffers and less 

maturity transformation in the banking sector. 

 



 - 5 - 

Ladies and Gentlemen, the recent crisis was fuelled by the excessive transfer of 

credit risk via securitisation. Banks securitised their loans into asset- or 

mortgage-backed securities. In a second step they then transformed these ABS 

and MBS into collateralised debt obligations (CDOs). To make things worse, the 

securitisation process often ended up producing more than a “simple” CDO 

structure. By resorting to multiple re-securitisation steps, ever more obscure 

securities were created with fancy names like “CDO-squared” and “CDO-cubed”. 

 

The increasing complexity of these products went beyond buyers’ ability to 

understand them. When purchasing such products, buyers should be in a position 

to make the most sophicasted assessment of the embedded risk. Instead buyers 

were disorientated by the opacity of these products and were unable to 

determine the “reality content” of the risk-defining data. In the end, they had no 

way of distinguishing between what was real and what was a hoax. They thus fell 

victim to the subterfuges used to conceal the poor quality of the securities’ 

underlyings – namely bad mortgage loans. As any buyer of an asset-backed 

security should know: It’s the underlying, stupid. 

 

How could this scam go on operating successfully for several years? The answer 

is easy: the “originators” of the underlying mortgages in the USA were 

insufficiently regulated. This financial crisis was definitely “born in the USA”. The 

absence of US-wide regulatory lending standards enforced by effective financial 

supervision led to reckless lending on a scale that the world had never seen 

before. From the point of view of the US originators there was no need to 

accurately assess the risks of the loans because they would swiftly securitise 

them and pass on the risk from their balance sheet to unsuspecting securities 

buyers. If we ever have securitisation again – at the moment it is as dead as a 

dodo – we must correct perverse incentives by requiring originators to keep 

some “skin in the game”, thus encouraging them to properly monitor the 

creditworthiness of the borrowers. 

 

Even more importantly, all major market participants (including the originators 

and their helpers) have to be brought under strict regulation. In financial 

markets, regulation is the only effective tool for putting restraints on human 

behaviour, in particular on its most dangerous form – the one called “greed”. 
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At this point, the sad story of securitisation cannot be told without mentioning 

the rating agencies who belonged to the bunch of unregulated market 

participants. They grossly underestimated the systemic risk – the collapse of the 

US housing market as a whole. Their mathematical models worked on the 

assumption that single risks would be independent; the default of one house 

buyer was assumed to be independent of the default of another. The recent crisis 

proved this over-optimistic assumption to be a fallacy. 

 

The big US rating agencies are a global force, key players whose importance for 

the functioning of financial markets cannot be overestimated. They should be 

supervised on a global basis by an independent international body. That’s the 

only way to monitor the quality of their work. 

 

Another important issue to be tackled is the uncontrolled credit derivatives 

markets on which products were traded which were actually and allegedly meant 

to be used to hedge risks – especially in the form of credit default swaps (CDS). 

Although CDS are clearly a special type of insurance business, and a very risky 

one, they are not regulated as such. Typically there is a chain of CDS contracts; 

e.g. company A buys protection from company B while company B buys 

protection from company C. 

 

Due to the lack of transparency in the CDS market, the net counterparty 

exposure is not known nor restricted by capital requirements. That carries a 

great risk: if one company in the chain of contracts fails to meet its obligations, 

there will be a domino effect creating huge systemic risks. There were good 

reasons for the US government to bail out one of the major players in the CDS 

market, the insurance company AIG. If it had not, the international financial 

system would have literally collapsed overnight. There is an urgent need for 

adopting a new regulatory regime to cope with the destructive force of possible 

chain reactions that could easily spin out of control. 

 

After the fall of the house of Lehman it became evident that no other bank 

deemed systemic could be allowed to fail, as this would inevitably have led to the 

collapse of the financial system – something that is now commonly described by 
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the phrases “too big to fail” or “too connected to fail”. As long as systemically 

important banks are given the assurance of being bailed out in the event of 

bankruptcy, they have no incentives to avert insolvency. The existence of risk 

insurance alters the behaviour of the insured toward taking more risk. This 

“moral hazard” poses a serious threat to financial stability and we have to find 

ways of managing what would appear to be an intractable problem. 

 

There are many sensible proposals. Whether or not they are ultimately viable 

remains to be seen, but they should now be fully debated. Personally, I am in 

favour of introducing a resolution regime making it possible to liquidate banks 

that are in trouble without creating contagious effects. One failure of a big bank, 

managed in an orderly way – and the moral hazard problem would disappear. 

Banks that could no longer be sure of being rescued in times of distress will be 

much more risk averse.  

 

The same would be true for investors who would have to evaluate the riskiness of 

a bank’s business strategy very carefully, thus imposing the discipline that is a 

necessary ingredient of any stable financial system. To ensure that bank losses 

will not be borne by taxpayers, a systemic risk charge should be levied on 

systemically important institutions in order to build up an emergency fund. This 

fund would serve as a cushion for winding up banks. 

 

All this can be organized only on a national level. However, as most systemic 

financial institutions operate globally what we really need is an international 

agreement on a truly global resolution regime. I know this is only a pipe dream, 

since the last fifty years have shown that countries are unwilling to be 

accommodating when it comes to their national insolvency legislation.  

 

But we are at the beginning of a new era in financial regulation: the era of G-20 

agreements. I am a strong believer in G 20 approaches, especially in the work of 

the Financial Stability Board which has the task of preaching the regulatory 

gospel for the 21st century. The starting point is very clear: all major market 

participants, all products, all businesses, all markets, and all countries must be 

properly regulated. That is the only way to prevent the financial world from going 

through another period of madness. The bold assumption that crises can be 



 - 8 - 

prevented once and for all would betray an exaggerated opinion of our own 

capabilities. 

 

The financial world has always gone through periods of madness and will 

continue to do so. As regulators we cannot second-guess future market 

behaviour. But we must keep market participants under close watch. Once they 

show signs of again taking excessive risks, we have to get out our new tool kit of 

prompt corrective action and apply it if necessary. The outcome would not be to 

their liking. To borrow a line from a very famous German poem: “Folly is short - 

repentance long.” 


