
Articles, Papers & Speeches

Stress testing five years after:  An assessment Daniel K. Tarullo

Broker-Dealer net capital requirements are too lax Kara M. Stein

Single global auditing standard now but a pipe dream Christopher Cox

Genuflections:  The best of times, the worst of times Julie Dickson

Leverage ratios, systemic risk & need to monitor non-banks   Sir Jon Cunliffe

Yes, let’s think global, but best to act local Ashley Alder

Singapore sets forth ambitious financial crime mitigation stall  Ong Chong Tee 

The EU Single banking union, “bail-ins”and financial stability Prof. Stefano Micossi 

How to save bank resolution in Europe’s nascent banking union Jeffrey Gordon and Georg Ringe 

The ECB bank review:  Kill the zombies, heal the wounded Ajai Chopra and Nicolas Véron 

The dichotomy at the heart of UK fiscal and monetary policy Frances Coppola

Is the concept of  “moral hazard” a myth or economic reality? Philip Pilkington and Thomas Dwyer 

Model risks: Risk measures when models maybe wrong Danielsson et al 

Funding Valuation Adjustment:  What’s it all about? Dmitry Pugachevsky

IFRS 9 Financial Instruments:  Need we be hastily worried?  Chris Hunt

Making macroprudential regulation fully functional Kashyap et al

Basel III and intraday liquidity:  Implementation hurdles  Amit Agrawal

Volume VI, Issue II – Summer, 2014

JOURNAL OF REGULATION & RISK 
NORTH ASIA

In association with





Journal of Regulation & Risk North Asia 1

Publisher & Editor-in-Chief
Christopher Rogers

Editor
Philip Pilkington

Associate Editor & Sub Editor - UK
Thomas Dwyer

 Editorial Contributors
Amit Agrawal, Ashley Alder, William K. Black, Ajai Chopra, James Church, 

Frances Coppola, Sir Jon Cunliffe, Jon Danielsson, Satyajit Das, Rowan 
Bosworth-Davies, Julie Dickson, Christopher Dodd, Thomas Dwyer, Gerald 
Epstein, Andrew Gordon, Zohar Hod, Sara Hsu, Chris Hunt, Anil Kashyap, 

James Keenan, Paul Kupiec, Kyran McCarthy, Stefano Micossi, Bart Naylor, Ong 
Chong Tee, Philip Pilkington, Dimitry Pugachevsky, Georg Ringe, Chris Rogers, 
Kara M. Stein, Jennifer Taub, Daniel K. Tarullo, Dimitri Tsomocos Marcela Va-

lenzuela, Mayra Rodríguez Valladares, Alexandros Vardoulakis, Nicolas Véron, 
Paul Wu, Steve Wunsch, Ilknur Zer

 Design & Layout
Lamma Studio Design 

Printing
DG3

Distribution
Deltec International Express Ltd

ISSN No: 2071-5455
Journal of Regulation and Risk – North Asia

23/F, Suite 2302, New World Tower One, 16-18 Queen’s Road, Central, Hong 
Kong

Tel (852) 8121 0112
Email: christopher.rogers@irrna.org

Website: www.irrna.org

JRRNA is published quarterly and registered as a Hong Kong journal.  It is  
distributed to governance, risk and compliance professionals in China,  

Hong Kong, Japan, Korea, Philippines, Singapore and Taiwan. 

© Copyright 2014 Journal of Regulation & Risk - North Asia
Material in this publication may not be reproduced in any form or in any way 

without the express permission of the Editor or Publisher.

Disclaimer: While every effort is taken to ensure the accuracy of the information herein, the editor 
cannot accept responsibility for any errors, omissions or those opinions expressed by contributors.



 

CT Risk Solutions                                                www.ctrisksoln.com 

 Credit Risk 

 Market Risk 

 Operational Risk 

 Corporate Advisory 

 Expert Witness 

 Risk Information System 

 Training and Staff Development 



Journal of Regulation & Risk North Asia 3

Volume VI, Issue 2 – Summer 2014

Contents
Foreword – Christopher Rogers 7
Acknowledgements – 9
Breaking news – Sara Hsu 11
Legal trends – Rowan Bosworth-Davies 13
Opinion – Mayra Rodríguez Valladares 17
Opinion – Gerald Epstein 19
Opinion – Jennifer Taub 23
Sound-bite – Satyajit Das 27
Sound-bite – William Black 31
Book review – Bart Naylor 39
Comment – Steve Wunsch 41
Comment – Paul Kupiec 47
Comment – Zohar Hod 51
Advisory – James Church 53
Advisory – Kyran McCarthy 57
Advisory – James Keenan 61
Global trends –  Chris Rogers 65
Global trends –  Paul Wu 67

Articles, Papers & Speeches
Stress testing five years after: An assessment 71
Daniel K. Tarullo

Broker-Dealer net capital requirements are too lax   81
Kara M. Stein

Single global auditing standard now but a pipe dream 91
Christopher Cox

Genuflections:  The best of times, the worst of times 101
Julie Dickson

JOURNAL OF REGULATION & RISK  
NORTH ASIA



The Institute of Regulation & Risk North Asia
is proud to present:

An Evening Dialogue with
Vitor Constancio & Christine Cumming

Vice President, ECB & First Vice President 
Federal Reserve Bank of New York

5:00 PM – 9:30 PM
Thursday, 12 February 2015

The Gibson Hall, 13 Bishopsgate, City of London*

5:00 PM Registration, Cocktails & Canapés

6:00 PM Welcoming  Note

 Rt. Hon. John Thurso MP, Chair, UK Parliamentary Finance Committee 

6:10 PM  UK Monetary and Regulatory Policy: Impact of Electoral Cycles 
Paul Tucker, former Deputy Governor, Bank of England

6:40 PM Will the EU Single Banking Union influence ECB monetary policy? 
Vitor Constancio, Vice President, European Central Bank

7:05 PM The Experience of Banking Unions & Monetary Policy: US Perspectives

 Christine Cumming, First Vice President, Federal Reserve Bank of New York

7:30 PM  Evening Meal & Beverages

8:30 PM Panel Discussion and Audience Q&A 
Moderator:  
Gillian Tett, Associate Editor, Financial Times 
Panelists:

 Erik Berglöf, Chief Economist, European Bank for Reconstruction & Dev. 
Prof. Steve Keen, Economist, Kingston University, London

                         Paul Tucker 
Vitor Constancio 
Christine Cumming

9:30 PM End of Evening Dinner Dialogue

*Details correct at time of going to press, 1st September, but may be subject to change



Journal of Regulation & Risk North Asia 5

Leverage ratios, systemic risk & need to monitor non-banks   107
Sir Jon Cunliffe

Yes, let’s think global, but best to act local 115
Ashley Alder

Singapore sets forth ambitious financial crime mitigation stall  123
Ong Chong Tee 

The EU Single banking union, “bail-ins”and financial stability 129
Prof. Stefano Micossi 

How to save bank resolution in Europe’s nascent banking union 129
Jeffrey Gordon and Georg Ringe 

The ECB bank review: Kill the zombies, heal the wounded 137
Ajai Chopra and Nicolas Véron 

The dichotomy at the heart of UK fiscal and monetary policy 141
Frances Coppola

Is the concept of  “moral hazard” a myth or economic reality? 145
Philip Pilkington and Thomas Dwyer 

Model risks: Risk measures when models maybe wrong 151
Danielsson et al 

Funding Valuation Adjustment:  What’s it all about? 155
Dmitry Pugachevsky

IFRS 9 Financial Instruments:  Need we be hastily worried?  159
Chris Hunt

Making macroprudential regulation fully functional 163
Kashyap et al

Basel III and intraday liquidity:  Implementation hurdles  167
Amit Agrawal

Articles (continued)



Better view.
Better results. 

Doing business in China offers significant opportunities.  
In 1992, KPMG became the first international accounting 

network to be granted a joint venture license in  
Mainland China. It is also the first Big Four accounting 

firm in Mainland China to convert from a joint venture to a 
special general partnership, as of August 1, 2012. The firm’s  

Hong Kong operations have additionally been established  
for over 60 years.

Today, we have 16 offices across China: Beijing, Chengdu, 
Chongqing, Foshan, Fuzhou, Guangzhou, Hangzhou, 

Nanjing, Qingdao, Shanghai, Shenyang, Shenzhen, Tianjin, 
Xiamen, Hong Kong SAR and Macau SAR. We deliver a 

consistent level of service across all our offices, helping 
clients identify business opportunities and drive towards  

their business goals.

kpmg.com/cn

©
 2

01
4 

K
P

M
G

, a
 H

on
g 

Ko
ng

 p
ar

tn
er

sh
ip

 a
nd

 a
 m

em
be

r 
fir

m
 o

f 
th

e 
K

P
M

G
 n

et
w

or
k 

of
 in

de
pe

nd
en

t 
m

em
be

r 
fir

m
s 

af
fil

ia
te

d 
w

ith
 K

P
M

G
 In

te
rn

at
io

na
l C

oo
pe

ra
tiv

e 
(“

K
P

M
G

 
In

te
rn

at
io

na
l”

), 
a 

Sw
is

s 
en

tit
y.

 A
ll 

rig
ht

s 
re

se
rv

ed
. T

he
 K

P
M

G
 n

am
e,

 lo
go

 a
nd

 “
cu

tt
in

g 
th

ro
ug

h 
co

m
pl

ex
ity

” 
ar

e 
re

gi
st

er
ed

 t
ra

de
m

ar
ks

 o
r 

tr
ad

em
ar

ks
 o

f 
K

P
M

G
 In

te
rn

at
io

na
l.

Swire Properties Touch Tournament 2014 advert_v1_op.indd   1 25/08/2014   3:27:01 PM



Journal of Regulation & Risk North Asia 7

Foreword
WELCOME to the Summer 2014 edition of the Journal, which regrettably has been 
delayed by one-month following the unexpected death of our sub-editor, Fiona Plani, 
who died suddenly after a very brief illness this August. The Institute and staff of the 
Journal extend their deepest sympathy to Fiona’s two surviving children. Given this 
event, we now have had some further changes as far as the editorial staff are concerned; 
Philip Pilkington has now taken over the editors chair, whilst Thomas Dwyer joins the 
staff as our UK editor and temporary sub-editor. 

Despite our loss, this belated issue of the Journal, as usual, provides readers with an 
eclectic mix of papers, book reviews, opinion, comment and advice on issues pertinent 
to the governance, risk management and compliance space across the region.  Whilst we 
still have a comprehensive input influenced by international policy initiatives, we have 
raised the bar again on including more regionally originated materials, with an emphasis 
on audit and accounting standards, such as IFRS 9, funding value adjustment (FVA), anti 
money laundering and other activities that are constituted illegal or in breach of fiduci-
ary duties to investors and consumers alike. 

We also take this opportunity to advise that the Institute is hosting a regulatory and 
supervisory gathering in Hong Kong this coming October in conjunction with the Hong 
Kong Monetary Authority, Securities and Futures Commission and Hong Kong Institute 
of Bankers. Special thanks are given to Ascent Partners, Ashurst, KPMG, Hogan Lovells, 
LexisNexis, RXP Services and Wolters Kluwer for their generous support in making this 
gathering possible. Readers should also be advised that we shall of course be giving 
extensive coverage to both the papers and after dinner Q&A session in the Autumn/Fall 
edition of the Journal, which will be circulated prior to the Christmas vacation period.

  With the Summer vacations now behind us, markets are again returning to normal 
activities, influenced as ever by pronouncements emanating out of the Federal Reserve, 
European Central Bank and International Monetary Fund, much of which is seem-
ingly discounted far too easily given the continued advancement of leading indices, this 
despite lack lustre economic growth and real geopolitical threats in the former Soviet 
Union, United Kingdom and Middle East. As ever, we expect inflated bubbles to burst 
sooner or later, once the confidence fairy vanishes and reality sets in given the many 
issues we presently face, which are ignored at our peril!

Christopher Rogers 
Publisher & Editor-in-Chief
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Breaking news - China

    China increases moral hazard 
spectre with Huarong bailout

   Sara Hsu of the State University of New 
York warns that government interference in 

China’s shadow banking sector bodes ill.

AT the end of August, many China 
watchers were taken by surprise when 
it emerged  that the Chinese government 
was behind the bailout earlier this year 
of a trust product – a type of financial 
product that the central government had 
heretofore emphatically distanced itself 
from. However, we have now learned 
that Huarong Asset Management, using 
a 3 billion RMB loan from the Industrial 
and Commercial Bank of China (ICBC), 
the trust product seller, was the mystery 
lender behind the January bailout of the 
Credit Equals Gold trust product, the 
Financial Times reported on August 31 
– ICBC and Huarong both being state-
owned entities.

This is a most notable event that changes the 
way many financial analysts look at shadow 
banking financial products in China. Up 
until this point, there appeared to be a fire 
wall between the traditional banking sys-
tem and the shadow banking sector. The 
China Banking Regulatory Commission 
(CBRC) has sternly warned the financial sec-
tor that it would not bail out nontraditional 

loans or other assets. In keeping with this 
approach, many flagging financial products 
were indeed not bailed out by the central 
government, including trust products like 
those sold by Jilin Trust and CITIC Trust 
and, more recently, mutual fund products 
including those sold by Shanghai Goldstate 
Brilliance Asset Management and Mirae 
Asset Huachen Fund Management Co. The 
central government aimed to limit its implicit 
backing of the financial sector.

ICBC pressured
Now, however, as a result of the Huarong 
fund injection, we know that the implicit 
guarantee in practice runs deep, especially 
when financial products are sold via state-
owned banks. In this case, ICBC was pres-
sured by investors and the government to 
guarantee the product’s payment. ICBC is 
the world’s largest lender by assets and mar-
ket capitalisation and is listed on the Hong 
Kong and Shanghai Stock Exchanges.

ICBC previously experienced a trust 
product default. A prior potential wealth 
management product default in July 2013 
was realised. The default was greeted with 
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a protest from investors dressed in white 
sheets. Investors were furious that the prod-
uct defaulted, as they were led to believe that 
ICBC guaranteed the product. In the cases 
of other trust products, defaults were often 
avoided as local governments stepped in to 
repay investors.

Explicit government bailout
Until this point, the central government has 
not been on the hook for shadow bank-
ing liabilities. Although some analysts have 
viewed local government bailouts as poten-
tial central government liabilities, this has 
not been clear. Certainly, we have seen local 
governments increase their liabilities via local 
government financing vehicles (LGFVs), 
entities closely tied to local governments. 

The liabilities have mounted, and the 
leadership has announced that local govern-
ments will be able to issue municipal bonds 
to roll over some of this debt. This is already 
starting to happen. Nothing has been as 
explicit, however, as a bailout via a central 
government asset-management firm.

Loath to act
A central-government guarantee of the 
shadow banking system would extend its 
financial responsibility from 71.90 trillion 
RMB in bank loans (outstanding loans at 
year-end 2013) to 110 trillion RMB (out-
standing shadow banking assets under 
management plus loans at year end 2013) 
in bank loans and shadow banking loans, an 
increase of over 50 per cent. 

The central government and People’s 
Bank of China have been loath to extend 
guarantees to the shadow banking sector, 
which inherently carries far greater risks, 

which begs the question can the central 
government support this new scale of debt? 
The answer of which, is not comfortably. The 
central government has worked hard to keep 
non-performing loans in its state-owned 
banks to a very low ratio. Government rev-
enues are not overwhelming, and local gov-
ernments already face a revenue shortage 
in the redistribution of funds from the local 
governments to the central government, 
and back again. Assets can be sold, or for-
eign reserves used, at great expense to the 
domestic economy. Does this increase moral 
hazard among non-state financial entities? 
In a nutshell, you bet!

Precedent
Knowing that the central government has 
set the precedent of contradicting its own 
terms and bailed out a failing financial prod-
uct will increase the likelihood that shadow 
lenders will take evermore greater risks and 
at greater cost to China itself. As a result, the 
CBRC and other financial regulatory bod-
ies had better increase regulations for the 
shadow-banking sector before moral haz-
ard takes root on a massive scale. Additional 
regulations are expected to be implemented 
after this debacle. 

Draft regulations are under way, as the 
CBRC prepares regulations on banks’ off-
balance sheet lending. Regulations to increase 
control over internet lending and other com-
ponents of shadow banking are also being 
actively considered. Somehow the shadow-
banking system needs to be made less of a 
liability. China is well aware of this issue, but 
addressing it is difficult and complex. The 
Huarong bailout may have made the process 
of reducing risk that much harder. •



Legal trendsLegal trends

     France’s BNP Paribas plea of 
guilt a watershed moment 

   Former investigator Rowan Bosworth-Davies 
lambasts catalogue of compliance failure and 

greed as French giant nets US$8.97 billion fine.

A Report by the “Compliance Complete 
Service” by the information and news 
gathering Goliath, Thomson Reuters, 
identifies some of the most salient scan-
dals arising from this July’s decision 
by French bank BNP Paribas to plead 
guilty to US Federal and State charges 
for misdemeanours stretching back to 
2004  involving more than US$9 billion 
in transactions. BNP Paribas received a 
record penalty of US$8.97 billion – the 
largest fine ever imposed on a financial 
institution and follows hot on the heels 
of Credit Suisse’s own guilty plea to 
criminal charges in May, which was a 
first in more than a decade in the USA.

The US federal and New York State case 
against BNP Paribas for conspiring to vio-
late sanctions that prohibit transactions with 
Sudan, Cuba and Iran and numerous other 
regimes has painted a scandalous picture of 
a completely fractured compliance organi-
sation, torn between those warning of the 
grave risks the bank was taking, and others 
who aligned themselves with the commer-
cial interests of senior management.

For the first time, the dishonest machi-
nations of the Board-level decision-making 
of a major bank has been laid bare, and the 
degree of criminality which those mem-
bers were prepared to engage in has been 
identified. 

This is an important opening up of direct 
evidence which demonstrates how crimi-
nally-determined many global banks and 
financial institutions have become over the 
past two decades.

Parody of truth
For years, whenever a scandal of criminal-
ity has been uncovered at a global bank, the 
trail of responsibility always seems to run out 
before it gets near to the top floor. 

There is usually no way of tying the 
egregious decision-making directly to the 
senior directors of the bank and the Board 
of Directors, who insulate themselves from 
investigation by denying any guilty knowl-
edge of the actions complained of,  and blam-
ing others lower down in the organisation. 

Prosecutors and regulators wring their 
hands and exclaim what a shame it is that 
the evidence doesn’t provide the degree of 
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proof needed to prove conclusive criminal 
culpability!

This farcical parody of the truth has been 
played out for years, this fiction of direc-
tor innocence confronted by subordinate 
employee culpability, but not in this case!

Well known risks
Ultimately, the commercial interests of the 
BNP Paribas Board prevailed, leading to 
years of transactions that were funnelled 
through the US via  “satellite banks”  in order 
to avoid detection.

As the Thomson Reuters’ report identi-
fies, more broadly, the details accompanying 
the landmark nearly US$9 billion settlement, 
almost equal to the total value of the illegal 
transactions themselves, with US authori-
ties highlight the conflicts and challenges 
that compliance officers face with clients 
that are highly profitable, and the limitations 
they subsequently encounter with senior 
management.

The Thomson Reuters report identify 
how for BNP Paribas there was clear recog-
nition by compliance that they were engaged 
in unlawful activities, and numerous officials 
understood both the larger political context 
of continuing to engage with Sudan, as well 
as the risks these activities posed with US 
authorities. 

Red flags ignored
The information unveiled on Monday, 30 
June 2014 describes numerous attempts by 
compliance staff to warn senior manage-
ment both in Paris, France and Geneva, 
Switzerland

The Report shows how BNP Paribas 
compliance personnel raised red flags over 

the bank’s activities as early as 2004, clearly 
recognising the political context and risks 
of the relationship with Sudan. The docu-
ment noted that in 2004, “a manager at BNP 
Paribas Geneva described in an email the 
political environment in Sudan as “domi-
nated by the Darfur crisis” and called it a 
“humanitarian catastrophe.”

In detail, the Thomson Reuters Report 
spells out how, two years later, in April 2006, 
another senior BNP Paribas Paris compli-
ance officer stated in a memorandum that 
“the growth of revenue from oil is unlikely 
to help end the conflict [in Darfur], and it is 
probable that Sudan will remain torn up by 
insurrections and resulting repressive meas-
ures for a long time.” 

Commercial interests trumped
In March 2007, a senior BNP Paribas Paris 
compliance officer told “high-level BNP 
Paribas compliance and legal employees that 
certain Sudanese banks with which BNP 
Paribas dealt play a pivotal part in the support 
of the Sudanese government.”   The warn-
ings continued, with a BNP Paribas Paris 
executive with responsibilities for compli-
ance across all BNP Paribas branches warn-
ing in May 2007 that: “In a context where 
the international community puts pressure 
to bring an end to the dramatic situation in 
Darfur, no one would understand why BNP 
Paribas persists [in Sudan] which could be 
interpreted as supporting leaders in place.”

Nevertheless, management and the com-
mercial interests of BNP Paribas ignored this 
steady stream of siren calls, despite recognising 
the risks involved, and argued instead that the 
commercial benefits from dealing in Sudan were 
of a unique and  “historic” opportunity.
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While the vast proportion of BNP 
Paribas’s illegal transactions were with 
Sudan, payments through BNP Paribas’s 
New  York office to clients in Cuba were sim-
ilarly justified on strategic business grounds.

Not a unique case
“The choice. . .to continue violating US sanc-
tions laws with regard to this facility was due 
in part to BNP Paribas’s desire to continue to 
business in Cuba... a strategic customer with 
whom we intend to arrange new financing 
secured by offshore flows.”

As I said above, probably for the first 
time, we, the public have been given a stra-
tegic insight into the commercial ethics and 
the business morality of a leading global 
bank.

There is no reason to believe that Banque 
Paribas is unique in its wilful and cynical 
decisions to ignore international law and 
to so egregiously commit serious criminal 
offences for money. 

I assert that all the major banks dis-
play the same level of wilful and dishonest 
capability to commit major crimes, inspired 
by their organised criminal culture and the 
absence, hitherto, of any agency, willing to 
go up against them.

Disregard for the law
In the BNP Paribas case, what emerges from 
the 36-page Justice Department report is a 
picture of a banking organisation that was 
well aware of how it was in violation of US 
sanctions laws, and consciously sought ways 
to avoid detection, this despite repeated 
internal warnings by compliance staff.

This evidence also provides proof that 
the dishonest actions of BNP Paribas’s 

management was aggravated criminality 
– they did it deliberately and with full dis-
regard for the law and a reckless determina-
tion to amplify the greed motive at all costs.

That these warnings went unheeded 
by other compliance personnel and sen-
ior management demonstrates the limits 
under which compliance professionals in 
any bank have to operate when the com-
mercial opportunities for an institution are 
substantial. 

Jail-time, not fines
This is not a new revelation, but in the BNP 
Paribas case the flagrant disregard for US 
law, the lack of cooperation with US authori-
ties after repeated warnings, and the amount 
of profits realised can well explain the deter-
mination of the US Department of Justice’s 
Attorney General Eric H. Holder, together 
with Deputy Attorney General James M. 
Cole, Assistant Attorney General Leslie 
R. Caldwell of the Justice Department’s 
Criminal Division, US Attorney Preet 
Bharara for the Southern District of New 
York, FBI Director James B. Comey, Chief 
Richard Weber of the Internal Revenue 
Service Criminal Investigation (IRS-CI) and 
District Attorney Cyrus R. Vance Jr. of New 
York County to prosecute the French bank.

This is why I say that it is not enough 
merely to fine this sleaze bag organisation, 
but that the former Directors who overrode 
the compliance warnings to make criminal 
profits (and presumably enhanced bonuses  
for themselves and senior directors as well), 
should be prosecuted personally and indi-
vidually, and should face lengthy prison sen-
tences, rather than lame financial penalties 
that do little to deter •      
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Opinion

     Rate manipulations may distort 
banks’ market risk models 

   MRV Associates Myra Rodriguez Valladares 
warns the recent Libor scandals may well 

have negatively impacted bank capitalisation.

MANY of the world’s biggest banks 
have been ensnared in investigations by 
United States and British regulators into 
the manipulation of market rates, espe-
cially benchmark rates like the London 
Interbank Offered Rate, better known 
as Libor. To date, much of the attention 
has been on the possible effects of the 
rate manipulation on individuals and 
companies, who may end up paying too 
much, or too little, for loans, bonds or 
derivatives.

But the manipulation of the rates can also 
affect banks because they use the rates in 
calculating how well capitalised they are and 
how well they can withstand major market 
upheaval. The question for regulators and 
investors, then, is whether the manipulated 
rates created a mirage of well-capitalised 
financial institutions.

Most of the mathematical models used 
by financial institutions, like the value at risk 
and expected shortfall, rely on historical data. 

So even if the market rates are not being 
manipulated at the moment, the model may 
well include manipulated data because they 

are part of the historical series.  Or, as Donald 
R. van Deventer, the founder and chief exec-
utive of the Kamakura Corporation, a risk 
management firm, put it, “If anyone is using 
a Libor swap curve as an input in measuring 
market risk, it is possible that every point on 
the curve is manipulated.”

Historical data
The market risk models are then used by 
banks and other financial institutions in 
several important functions, including set-
ting market risk limits, guiding portfolio 
managers in buying and selling assets, and 
importantly, in determining whether they 
meet regulatory requirements for capital for 
market risk.

To date, financial and bank regulators 
investigating the market rate manipulations 
have not focused on whether or how histori-
cal data is being used in market risk models. 

And because a high level of mathemati-
cal knowledge is needed to understand 
market risk models, few financial and bank 
regulators can really dissect the models. 
Even if they do have the knowledge, they 
face limits on their time and resources.
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In addition, no bank regulator, including 
the Basel Committee for Bank Supervision, 
has issued guidelines for banks on what data 
and historical series to use in their models. 

Impact on OTC derivatives
In fact, banks, especially, have significant 
latitude in the data they use to measure their 
market risk. “Banks are free to choose not 
only the inputs but the models themselves 
as long as they manage to convince their 
regulators,” said Aristides Protopapadakis, 
managing director of Systemic, a firm that 
develops risk and portfolio management 
systems.

Moreover, choosing rates is an art, not 
a science. In over-the-counter derivatives 
portfolios, for example, traders take into 
account a variety of macroeconomic and 
market factors to come up with a rate. 

Jonathan Cooper, a senior consultant 
at Finadium and a former over-the counter 
repo trader, said that in his experience as a 
trader, “You triangulate based on related 
markets and then come up with a rate. There 
isn’t always an observable price in the exact 
market you need when you need it.”

Knock-on effects
Craig Pirrong, a finance professor at the 
Bauer College of Business at the University 
of Houston, said that if modellers were 
using data affected by manipulation in their 
market risk models, “in some respect those 
parameters will reflect the manipulation.”

Part of the challenge in Libor manipu-
lation scandals is that the rate is so ubiqui-
tous, it influences other interest rates. Rosa 
M. Abrantes-Metz, a director at the Global 
Economics Group, a firm in New York that 

provides economic analysis, said that even 
if Libor was not used in risk models, “other 
interest rates would also be affected, and this 
is of concern.”

Because market risk models are often 
based on historical data, stress tests and 
value-at-risk frameworks could be distorted. 
“When returns are artificially manipulated 
by individuals or financial institutions, his-
torical performance measures become less 
relevant as returns no longer behave as seen 
in the past,” said Amy V. Puelz, a profes-
sor at Southern Methodist University’s Cox 
Business School.

Until more uniform and transparent 
processes are created for determining inter-
est rates, foreign exchange rates and com-
modity prices, financial and bank regulators 
could consider comparing various historical 
market rates series to detect differences. 

They could also require banks to prove 
that the data they’re using is of high qual-
ity. On Tuesday,  26 June 2014, the Basel 
Committee asked the markets for com-
ment on how to improve risk measurement 
disclosures.

Even when alternatives for the models 
are found, Professor Pirrong said that mar-
ket participants would have two challenges – 
“having legacy transactions that were priced 
with manipulated data and transitioning to 
new alternatives.”  Both, he said, are “thorny 
problems.” •

Editor’s note: The publisher and editors 
of the Journal would like to thank Mayra 
Rodriguez  Valladares, Managing Principal of
MRV Associates, for allowing the Journal to 
publish this paper, which first appeared in 
the New York Times Dealbook online section. 



Opinion

Volcker Rule 2014: Swiss 
cheesed or beefed up

   University of Massachusetts, Amherst 
stalwart, Prof. Gerald Epstein, calls for citi-
zen vigilance to offset Wall St. bank lobby.

WHEN US President Barack Obama’s 
fortunes were tanking in the winter 
of 2010, he needed a way to come out 
punching at the bankers again in order 
to gain some more momentum on finan-
cial reform – and with the voters. So he 
turned to an unlikely “populist” symbol 
– one Paul Volcker, former head of the US 
Federal Reserve System from the 1980s, 
who had been widely reviled, especially 
on the left, for his anti-inflationary cru-
sade and high interest rate policy at that 
time. 

Chairman Volcker’s policy raised unem-
ployment to dizzying heights, resulted in 
thousands of bankruptcies, and ushered in 
the Third World debt crisis that left much of 
South America in economic ruin for a dec-
ade or more. 

But as a sign of how crazy US politics 
had become and how far economic dis-
course had shifted to the right in the ensu-
ing 30 years,  former Fed Chair Paul Volcker 
had become a voice of relative sanity in the 
fight over financial reform in the wake of the 
Great Financial Crisis of 2007-2008. 

US President Obama called a press 
conference with Volcker at the front and  
Timothy Geithner, the Obama administra-
tions  then Treasury  Secretary who had been 
very unenthusiastic about significant finan-
cial reform, slightly behind and with a scowl 
on his face. The conference announced 
Obama’s support for “the Volcker Rule,” 
which was to be included in the Dodd-Frank 
Financial Reform bill that was under devel-
opment and the subject of furious debate 
in Washington DC – and that ultimately 
became law in the summer of 2010.

Invitation to obstruct
The problem with the Dodd-Frank bill (or 
more correctly speaking the Wall Street 
Reform and Consumer Protection Act) is that 
it passed along responsibility for the complex 
“rule-making” process to five federal regula-
tors, who were tasked with writing the fine 
details governing the implementation of the 
financial reform law. By design on the part 
of the banks, this rule-making process gave 
the Wall Street lobby an open playing field 
to obstruct, gut, and re-write the financial 
reform. 
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Consequently, it was not until December 
2013, a full year after the original dead-
line, that the actual detailed wording of the 
Volcker Rule itself was finalised. Moreover, 
most of it will not be implemented until 
2015 or 2016, six years after the passage of 
the Dodd-Frank legislation. 

End of proprietary trading
Why so much time? The answer: the banks 
hate the Volcker Rule and have invested mil-
lions of dollars in lobbying and buying off 
politicians and their staff members to delay 
and water down the measure. 

This presents us with an important ques-
tion: Had the rule been so thoroughly Swiss-
cheesed by the banks that it had too many 
holes to be of any value? Or does it still have 
enough substance to make the financial sys-
tem safer and more socially productive?

The Volcker Rule, whose details were 
developed by Democratic Senators Jeff 
Merkeley of Oregon and Carl Levin of 
Michigan, called for an end to “proprietary 
trading”  by banks that had access to taxpayer 
bailout funds if they got into trouble. 

Proprietary trading is defined as activi-
ties in which banks put their own capital at 
risk to profit from changes in asset prices and 
movements in interest rate spreads, rather 
than from interest or fees from providing 
services for their customers. 

Glass Steagall lite
The logic behind the Rule is that if financial 
institutions want to engage in risky, specula-
tive activities, they should not put taxpayer 
resources at risk. Those activities should be 
left to hedge funds and other similar insti-
tutions, leaving banks to engage in activities 

that are socially beneficial, such as providing 
useful credit to businesses, households and 
governments.

The Rule also called for strict regulations 
to end conflicts of interest between these 
banks and their customers, such as had 
occurred in the run-up to the crisis when 
Goldman Sachs sold complex securities to 
customers – even though it knew that they 
were likely to crash in value – while at the 
same time taking out large bets that these 
securities would fail, without informing their 
customers that they had done so. 

Such conflicted activities were part and 
parcel of the highly complex and risky deals 
that the large banks engaged in that greatly 
contributed to the financial crisis and that 
the Volcker Rule was designed to prevent. 

In short, the Volcker Rule was meant to 
separate boring banking supported by tax-
payer safety nets from highly risky and spec-
ulative banking that, in theory, had no such 
support: a sort of  “Glass-Steagall lite.” 

Lobby for exceptions
But even as the Dodd-Frank wording was 
still being developed, the banking lobby 
sprang into action. They were able to get 
importance exceptions written into the law 
for  “market making” and  “hedging.” 

In the ensuing battle, the tireless defend-
ers of the Volcker Rule, including Senators. 
Merkely and Levin as well as poorly funded 
public interest groups such as Americans 
for Financial Reform, Better Markets, and 
Occupy the SEC, tried to keep these excep-
tions as narrow as possible, while the bank-
ers tried to blast them open as far as they 
possibly could.

In terms of market making, the banks 
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argued that they needed to have holdings 
of securities on their books in order to have 
them available to sell to (and buy from) 
their customers. If they did not accumulate 
these securities, then they could not pro-
vide needed liquidity to their customers and 
this would harm financial markets and the 
economy. 

Enter the London Whale
The Merkely-Levin write-up of the Volcker 
Rule allowed banks to hold inventories 
based on the expected short-term demand 
of their customers, which should have been 
adequate to provide the needed liquidity. 

This issue of defining market making 
was of great interest to the banks. Writers 
at Bloomberg estimate that market making 
provides more than US$40 billion a year in 
revenue to the Wall Street banks.

Defining hedging, the second excep-
tion, was also crucial.  Banks could claim that 
their holding of risky securities were simply 
designed to hedge or offset some other posi-
tion that the bank had to take on behalf of 
customers, so as to reduce the overall risk 
assumed by the bank. 

In other words, they could hide massive 
amounts of proprietary investments by the 
bank, claiming they were simply hedges. 
And in fact, the banks were winning this 
fight until the JP Morgan “London Whale” 
scandal broke in 2012, in which JP Morgan 
lost more than US$6 billion engaging in 
risky proprietary bets that they claimed were 
“hedges.” 

Final language
At this point, the regulators were forced to 
take a tougher stance on hedging by defining 

it more narrowly and requiring more docu-
mentation in order to limit proprietary trad-
ing masquerading as “portfolio hedging.” In 
the final rule, banks are required to match 
their holdings closely with the positions they 
are hedging and also to report data to regu-
lators on these positions on a timely basis. 

Furthermore, the rule requires the CEOs 
of the banks to attest that their bank has a 
framework in place to identify and prevent 
proprietary trading. 

This language was watered down from 
what Paul Volcker had suggested, namely 
that CEOs should verify that no illegal pro-
prietary trading was taking place, period. 

Another key feature of the final language 
reflected the understanding that unless 
incentives at Wall Street banks are changed, 
no amount of verbiage will prevent illegal 
proprietary trading from taking place. 

Accordingly, the final language prohibits 
traders from receiving payments based on 
profits from illegal proprietary trading.

Citizen vigilence
Still, the vast amounts of money the banks 
poured into lobbying – some US$1 million 
per day during the passage of the Act – paid 
off handsomely in other respects. 

The Wall Street bankers and paid lobby-
ists organised European politicians to fight 
against Volcker prohibitions on the propri-
etary holding of sovereign debt and strict 
regulations on foreign-based subsidiaries of 
banks with activities in the United States. 

These resulted in some key exemptions 
on proprietary trading in certain assets and 
for certain foreign-related banking entities. 

The banks were also able to broaden 
the rules to some extent that allow them 
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to invest in hedge funds. Still, many of the 
large Wall Street banks have been spinning 
off hedge fund operations in order to create 
a bit more distance between themselves and 
these funds.

So what is the ultimate verdict on the 
battle over the Volcker Rule? It is still too 
soon to tell. While many press reports 
claimed that the rule passed by the regula-
tors in December was “much tougher” than 
had been expected, Goldman Sachs saw its 
stock price actually climb by 1.2 per cent on 
the day the new rules were announced. 

Of course, this is not the end of the fight. 
Much of the interpretation and enforcement 
of the rules was left to the regulators. 

And the banks, which have already 
threatened to sue the regulators over aspects 
of implementation, will continue to lobby as 
long as they possibly can. 

The supporters of financial reform, such 
as American’s for Financial Reform, Better 
Markets, and some key regulators, and 
Senators,  among them Senator Elizabeth 
Warren,  the  vice chairman of the Federal 
Deposit Insurance Corporation, Thomas 
Hoenig and the  Securities and Exchange 
Commission’s  recently installed Democratic 
Commissioner,  Ms. Kara M. Stein,  will need 
a lot of help from citizens to keep these issues 
on the front burner and to remain vigilant. 
You can bet that the bankers will. •

Editor’s note: The publisher and editors of 
the Journal of Regulation & Risk - North Asia, 
would like to thank Prof. Gerald Epstein for 
allowing the Journal to publish an abridged 
version of this paper, which was originally  
published in Intereconomics 2014, Leibniz 
Information Centre for Economics.  
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Opinion

Deregulation, non-regulation 
and ‘desupervision’ 

Professor William Black examines the causes of the mortgage fraud epidemic that has swept the United States.
THE author of this paper is a leading academic, lawyer and former banking regulator specialising in ‘white collar’ crime. As one of the unsung heroes of the Savings & Loans debacle of the 1980s, Professor Black nowadays spends much of his time researching why financial markets have a tendency to become dys-functional. Renowned for his theory on ‘control fraud’, Prof. Black lectures at the University of Missouri and Kansas City. He is the author of ‘The Best Way to Rob a Bank is to Own One: How Corporate Executives and Politicians Looted the S&L Industry.’ A prominent commenta-tor on the causes of the current financial crisis, Prof. Black is a vocal critic of the way the US government has handled the banking crisis and rewarded institutions that have clearly failed in their fiduciary duties to investors. 

The following commentary does not nec-essarily represent the view of the Journal of Regulation and Risk – North Asia.  “The new numbers on criminal refer-rals for mortgage fraud in the US are just in 

and they implicitly demonstrate three criti-cal failures of regulation and a wholesale failure of private market discipline of fraud and other forms of credit risk. The Financial Crimes Enforcement Network (FinCEN) released a study this week on Suspicious Activity Reports (SARs) that federally regu-lated financial institutions (sometimes) file with the Federal Bureau of Investigation (FBI) when they find evidence of mortgage fraud.  

Epidemic warning
The FBI began warning of an “epidemic” of mortgage fraud in their congressional testi-mony in September 2004 – over five years ago.  It also warned that if the epidemic were not dealt with it would cause a financial cri-sis. Nothing remotely adequate was done to respond to the epidemic by regulators, law enforcement, or private sector  “market dis-cipline.”  Instead, the epidemic produced and hyper-inflated a bubble in US housing prices that produced a crisis so severe that it nearly caused the collapse of the global financial system and led to unprecedented bailouts of many of the world’s largest banks.
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Legal & Compliance

Who exactly is subject to the 

Foreign Corrupt Practices Act?

In this paper, Tham Yuet-Ming, DLA  

Piper Hong Kong consultant, examines the 

pernicious effects of the FCPA in Asia.

The US Foreign Corrupt Practices 

Act (FCPA), has its beginnings in the 

Watergate era, when the Watergate Special 

Prosecutor called for voluntary disclo-

sures from companies that had made 

questionable contributions to Richard 

Nixon’s 1972 presidential campaign.  

However, these disclosures revealed 

not just questionable domestic payments 

but illicit funds that had been channelled 

to foreign governments to obtain business.  

The information led to subsequent investi-

gations by the US Securities and Exchange 

Commission (SEC) which revealed that 

many US issuers kept “slush funds” to 

pay bribes to foreign officials and political 

parties.  
The SEC later came up with a voluntary 

disclosure programme under which any cor-

poration which self-reported illicit payments 

and co-operated with the SEC was given 

an informal assurance that it would likely 

be safe from enforcement action. The result 

was the disclosure that more than USD$300 

million in questionable payments (a mas-

sive amount in the 1970s) had been made 

by hundreds of companies – many of which 

were Fortune 500 companies. The US legis-

lature responded to these scandals by even-

tually enacting the FCPA in 1977.  

There are two main provisions to the 

FCPA – the anti-bribery provisions, and the 

accounting provisions.  Both the SEC and the 

US Department of Justice (DOJ) have juris-

diction over the FCPA. Generally, the SEC 

prosecutes the accounting provisions and 

the anti-bribery provisions as against issuers 

through civil and administrative proceedings 

whereas the DOJ prosecutes companies and 

individuals for the anti-bribery provisions 

through criminal proceedings.  

The anti-bribery provision

The FCPA’s anti-bribery provision makes it 

illegal to offer or provide money or anything 

of value to foreign officials (“foreign” mean-

ing “non-US”) with the intent to obtain or 

retain business, or for directing business to 

any person.  

Anything of value can include sponsor-

ship for travel and education, use of a holi-

day home, promise of future employment, 

discounts, drinks and meals. There is no 
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Risk management 

 Of ‘Black Swans’, stress tests &  optimised risk management         Standard & Poor’s David Samuels  
outlines the positive benefits of bank stress testing on the bottom line.It is a big challenge for banks to build 

a robust approach to managing the risk 
of worst-case stress scenarios that, almost 
by definition, are triggered by apparently 
unlikely or unprecedented events. 

However, solving the problem of identi-
fying the risk concentrations and dependen-
cies that give rise to worst-case outcomes is 
vital if the industry is to thrive – and if indi-
vidual banks are to turn the lessons of the 
past two years to competitive advantage. Banks that tackle the issue head-on will 

be lauded by investors and regulators in the 
coming years of industry recuperation and, 
most importantly, will be able to deliver sus-
tained profitability gains. Meanwhile, banks 
that are well placed to take advantage of the 
consolidation process need to be sure they 
can understand the risks embedded in the 
portfolios of potential acquisitions. To improve enterprise risk management 

and strengthen investor confidence, we think 
banks can take the lead in three related areas:

Better board and senior executive over-
sight and control of enterprise risk man-
agement; re-invigorated stress testing and 

downturn capital adequacy programs to 
uncover risk concentrations and risk depend-
encies, and; applying these improvements 
to drive business selection – for example, 
through performance analysis and risk-
adjusted pricing that takes stress test results 
into account.  

Top-level oversightBuilding a more robust and comprehensive 
process for uncovering threats to the enter-
prise is clearly, in part, a corporate govern-
ance challenge. The board and top executives 
must have the motivation and the clout to 
scrutinise and call a halt to apparently profit-
able activities if these are not in the longer-
term interests of the enterprise or do not fit 
the intended risk profile of the organisation. 

But contrary to popular opinion, improv-
ing corporate governance is not just a ques-
tion of putting the ‘right’ executives and 
board members in place and giving them 
appropriate incentives. For the bank to make the right deci-

sions when they are difficult, e.g. when 
business growth looks good in the upturn, 
or when risk management looks expensive 
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Compliance

Global financial change impacts  

compliance and risk   

EastNet’s head of products management – 

compliance, David Dekker, details a potent 

chemical reaction in financial markets.

About a year ago we saw the first signs 

of a transformation in the financial world 

and in the last months the credit crisis 

has transformed the financial world at 

an explosive pace. the change that is 

occurring is much broader in scope than 

originally expected. banks that were 

considered to be too big to fail or fall 

are either failing or being taken over by 

financial institutions that are more finan-

cially sound, resulting in a huge para-

digm shift in how banks are regarded by 

the public and other banks. 

Since banking largely revolves around 

trust and the ability to service customers, los-

ing a customer and determining the impact 

of it, should be part of the ongoing risk 

management of the organisation, as well as 

monitoring the riskiness of existing and new 

products and the customers using/buying 

these products. But there are more changes 

and challenges in the banking world that are 

threatening banking as we have known it.

The banks will, in the future, not be the 

default vehicles by which to move our funds, 

maintain our balances and portfolios; they 

will just be one of companies amongst oth-

ers that will be able to offer these services. 

These days we should rather speak about 

financial institutions than banks, or moni-

tored financial service providers, a name that 

covers their current and future activities.

Look at how rapidly we have moved 

from physical interaction on the banks 

terms (location and hours of operation) to 

electronic payments then Internet banking. 

Again the banks were still in charge, but 

as mentioned the paradigm is shifting to a 

world where we (physical persons and cor-

porations) pay each other without the banks 

involvement with new technologies such as 

mobile payments.

Network providers

In the future the banks and organisations 

such as SWIFT, NACHA and other pay-

ment networks become network providers 

that allow you to send money from A to B 

and will charge you for the network traf-

fic that you generate. This brings similari-

ties with industries such as telecom, energy 

suppliers and cable companies. The financial 

world is clearly undergoing an important 
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     Financial reform is proving a 
marathon, rather than a sprint 

   Vermont Law School’s Jennifer Taub suggests 
that financial regulatory reform has yet to achieve 

its stated ambition of preventing another crisis.

SIX years after the multi-trillion dollar 
bank bailouts began, many of us lament 
that in spite of the promises of sweeping 
reforms, little has changed.  We wonder 
whether we have handed the car keys 
back to many of the same reckless finan-
cial firms that crashed the economy, with-
out requiring them to sober up and drive 
safely and without restoring adequate 
traffic rules. Our suspicions are sup-
ported by the data. 

While many helpful steps have been taken to 
limit reckless practices and make the finan-
cial system safer, it is not safe enough. The 
new measures do not restore the rules that 
were incrementally removed over decades of 
deregulation and de-supervision that began 
in the early 1980s and that helped enable the 
2008 crisis. 

Recently, US President Barack Obama 
responded to questions from Marketplace 
radio host Kai Ryssdal about whether 
the Dodd-Frank Wall Street Reform and 
Consumer Protection Act of 2010 actually 
did  “rein in the financial system.”  While the 
President defended Dodd-Frank, he did say 

that “some further reforms” are necessary.  
Among the “unfinished business” items 
was “ a banking system that is doing what 
it is supposed to be doing to grow the real 
economy.”  The President noted that “more 
and more of the revenue generated on Wall 
Street is based on arbitrage – trading bets –  
as opposed to investing in companies that 
actually make something and hire people.” 

Unfinished business
Had President Obama offered additional 
examples of how the Dodd-Frank reforms 
fall short, he might have noted that, as 
US-based business publication Fortune 
magazine disclosed in 2013, that the top six 
US banks by market capitalisation  are about 
37 per cent larger than they were before the 
crisis. He could have said that the system is 
still too dependent upon fragile, short-term 
wholesale funding, and might have com-
mended the proposals by Federal Reserve 
board member Governor Daniel Tarullo, and 
others, to address this concern.

While the US President contended that 
“we have massively increased the capi-
tal requirements at banks,”  in reality, the 
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current leverage limits are dangerously high, 
allowing for banks to borrow up to US$97 
for every US$100 in assets they hold. This 
33 to 1 leverage ratio was condemned as 
too risky before the crisis, but it is still legally 
permitted. 

Need to internalise losses
The new leverage limits which are not slated 
to go into effect until 2018 would only limit 
bank borrowing per US$100 in assets to 
US$95 at the holding company level and 
US$94 for their depository institution sub-
sidiaries. Experts including former FDIC 
Chair Sheila Bair call for a minimum of eight 
per cent. 

Whilst others, among them the  finan-
cial economists Anat Admati and Martin 
Hellwig  (the co-authors of The Bankers’ 
New Clothes: What’s Wrong with Banking 
and What to Do about It)  suggest between 
twenty to thirty per cent will help ensure 
banks internalise, not socialise their losses. 
Many stronger measures that would have 
created clear, structural changes without 
the need for hundreds of rulemakings were 
proposed while Dodd-Frank was a work in 
progress within the US Senate and House of 
Representatives. 

Custom built for evasion
However,  far weaker, sometimes cosmetic 
substitutes were instead adopted by legis-
lators bombarded by lobbying representa-
tives of Wall Street and their European peers.  
And, as for the strongest provisions that 
were enacted, such as the aforementioned 
capital buffers and the implementation of 
the Volcker Rule, their effective dates are 
years into the future. 

Other important reforms have been 
weakened with loopholes. For example 
Dodd-Frank was designed to regulate the 
types of speculative derivatives transactions 
that took place in a London-based subsidi-
ary of global insurance leviathan AIG, bring-
ing down the firm, and resulting in a US$182 
billion government bailout. 

However, a newly adopted Securities 
and Exchanges Commission (SEC) rule cre-
ates a loophole for this very type of transac-
tion. As the New York Times editorial page 
puts it, this rule is “custom built for evasion” 
because foreign affiliates of US-based banks 
can avoid complying so long as the trades are 
not explicitly guaranteed by their US parent.  

Dilute and delay
In addition to helping dilute and delay 
reform, the powerful banks and their allies 
seek to undermine the Consumer Financial 
Protection Bureau (initially set-up under the 
leadership of the now Senator Elizabeth 
Warren) and the Office of Financial Research 
– the most promising new regulatory bodies.

This watering down and stalling has 
occurred during the Dodd-Frank legislative 
period and continues now during imple-
mentation. This is no secret. Just before leav-
ing office in 2013, US Treasury Secretary 
Timothy Geithner admitted that there had 
been “an ongoing political effort to legislate 
a weakening Dodd-Frank.” 

Early this year, Compliance Week reporter 
Joe Mont noted that while “efforts to kill the 
Act are now next to impossible . . .[t]here is 
still plenty of room, however, to stall individ-
ual rules and amend existing ones.” The bat-
tles that the banks cannot win behind closed 
doors, they drag out in the courts, such as 
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the US Court of Appeals for the D.C. Circuit, 
which on the first anniversary of the signing 
of Dodd-Frank vacated the first rule to be 
promulgated under the statute based upon  
a Securities and Exchanges Commission 
(SEC) failure to engage in a type of cost-
benefit analysis that is actually not statutorily 
required.

Too little help for victims
As for the crash victims, the recovery has 
barely begun. The damage done was devas-
tating and the pain persists.  A 2013 report by 
the US Government Accountability Office 
stated that: “based on lost output (value of 
goods and services not produced) . . . losses 
associated with the recent crisis could range 
from a few trillion dollars to over US$10 
trillion. Also associated with the crisis were 
large declines in employment, household 
wealth, and other economic indicators.” 

Yet, just like pre-crisis profits, the post-
crisis suffering was not borne equally; nor 
have the post-crisis recovery gains been 
shared equally. As calculated by Richard Fry 
and Paul Taylor of the Pew Research Center, 
between 2009 - 2011, the net worth of the 
top 7 per cent of Americans (about 8 million 
households) grew by 28 per cent, while the 
net worth of the bottom 93 per cent (about 
111 million households) declined by approx-
imately 4 per cent. 

Conflicting labour reports
Unemployment, together with underem-
ployment remain historically high, While the 
official calculation of unemployment as cal-
culated by the US Bureau of Labor Statistics 
on the face of it seems to be falling, the figure 
is somewhat misleading. It does not include 

the departure from the workforce of those 
discouraged from seeking paid employ-
ment. The civil labour participation rate at 
the end of 2013 was just 62.8 per cent, the 
lowest it had been since early 1978. And, the 
lasting impact on wealth, health, and confi-
dence of the families and children who once 
resided in the more than five million homes 
that were lost to foreclosure since 2006 is 
immeasurable.

While this diagnosis appears bleak, it is 
a meant as a call to action, not an invitation 
to despair. We should roll up our sleeves, 
as there is work to be done right now to 
push for a safer, more accountable financial 
system. 

Breaking the cycle
Moreover, there is an equally important need 
to build alternative, new institutions that are 
not dependent upon the existing dysfunc-
tional ones.  We are not prisoners of the pat-
tern established with the S&L debacle of 
the 1980s and reinforced with the Financial 
Crisis of 2008. 

Which is to say that we can break the 
cycle; we can stop our government from 
being blind-sided by crises and from sacri-
ficing the general welfare in the interest of 
shoring up bank profitability.

There are many ideas of where to go 
from here. In a recent speech (printed in 
full in the back section of this edition of the  
Journal of Regulation & Risk - North Asia), SEC 
Commissioner Kara Stein set out a list of 
gaps and suggestions for how to move for-
ward. Importantly, her recommendations 
include carefully considering how tinker-
ing with one piece of the system  – such as 
money market fund reform – could impact 
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other aspects of the market.  Thus, it is essen-
tial to think and act with interconnections 
and systemic risk in mind.  

Dissent recommendations
In a recent article that appeared in the 
Summer issue of Dissent entitled “Reforming 
the Banks for Good,” I identified several post 
crisis reform ideas, which should not only be 
considered, but implemented if law makers 
on Capitol Hill and the US administration 
are serious about further financial regulatory 
reform. 

Among the key areas that I  identified in 
the Dissent article are  breaking up the banks 
to separate deposit taking from investment 
banking and speculation;  reducing lever-
age at the largest banks substantially and 
without continued delay; reducing reliance 
throughout the system upon short-term 
wholesale funding; creating a pre-paid risk 
fund through bank assessments based upon 
risk factors including size, leverage, and 
wholesale funding dependence and impos-
ing a financial transactions tax;, usually 
referred too as a Tobin tax. 

Promises of  “never again”
Further, in the Dissent article I call for enhanc-
ing the role of the Consumer Financial 
Production Bureau and reforming the bank-
ruptcy code to allow underwater homeown-
ers to restructure their mortgages through 
the courts, whilst at the same time make the 
case for exploring alternatives, such as postal 
banking, to complement the existing system 
and deter predatory payday lending.

We have promises to keep. To justify 
the bank bailouts of late 2008, US Treasury 
Secretary Hank Paulson – formerly the 

chief executive officer of Wall Street invest-
ment bank Goldman Sachs – promised 
“never again.” Such promises helped the 
Bush administration rally Congress to sup-
port the US$700 billion Troubled Asset Relief 
Program (better known as TARP), just one 
piece of the multi-trillion dollar commit-
ments to stabilise the financial system.  

Similarly, members of the post November 
2008 election Barack Obama administra-
tion offered promises to soften and assuage 
the public’s rightful anger of the financial 
debacle that culminated with the demise of 
Lehman Brothers and necessitated trillions 
of dollars in US government support.

On a televised interview in 2009, US 
Federal Reserve chairman, Ben Bernanke 
said that “it wasn’t to help the big firms that 
we intervened. It was to stabilise the finan-
cial system and protect the entire global 
economy. Now, you might ask . . .Why are 
we doing that? It’s a terrible problem. It’s a 
problem called a too-big-to-fail problem. 
These companies have turned out to be too 
big to allow to collapse because . . .when 
the elephant falls down, all the grass gets 
crushed as well.”

He also added: “We really need – and 
this is critically important – we really need 
a new regulatory framework that will make 
sure that we do not have this problem in the 
future.”  I could not agree more. •

Editor’s note: The publisher of the Journal 
would like to remind readers that Jennifer 
Taub has a new book available: “Other People’s 
Houses: How Decades of Bailouts, Captive 
Regulators, and Toxic Bankers Made Home 
Mortgages a Thrilling Business” – reviewed in 
this edition of the Journal.



Sound-bite - Satyajit Das

    Nothing to see here, please 
move along promptly!  

   Satyajit Das lambasts global central bank-
ing policymakers for ignoring the obvious 
and repeating past mistakes ad nauseam.

CENTRAL banks insist that there is no 
credit bubble. But like politicians, where 
a central banker denies something vigor-
ously and repeatedly, it is usually true. To 
resurrect the global economy from the 
Great Recession, central banks imple-
mented a policy of ultra-low interest 
rates and quantitative easing (“QE”) to 
restore growth. The policy relies, in part, 
on the asset inflation and portfolio rebal-
ancing channel. In effect, low rates and 
abundant liquidity drive up asset values 
and also encourage switching to riskier 
investments.

Given that the same policies were central to 
problems of 2008, the authorities seem to 
corroborate John Kenneth Galbraith’s obser-
vation: “Nothing is so admirable in politics 
as a short memory.” The justification was 
that the policy would encourage additional 
consumption increasing economic activity. 
But the effect on the real economy has been 
limited to say the least.  Only  around 1-2 per 
cent of higher wealth of American house-
holds (up more than US$25 trillion since 
early 2009 from increased house and equity 

prices) has flowed through into added con-
sumption.  This is well below the 3-4 per cent 
average between 1952 and 2009.  One expla-
nation might be that the increase in wealth 
has accrued to better off sections of the pop-
ulation with a lower propensity to increase 
spending incrementally. In the Euro-Zone 
and UK, the effect of higher asset prices on 
consumption has also been low.

Instead, monetary methamphetamine  
– usually referred to as Crystal meth –  has 
driven a desperate dash for trash, which 
threatens global financial stability. Equity 
markets have risen strongly. Desperate for 
capital appreciation, investors are chasing 
“blue sky” technology and biotechnology 
stocks, which promise earnings and/or rev-
enue growth that is faster than the industry 
or overall market.

Established technology companies, usu-
ally centred around Silicon Valley, are using 
their highly priced stock as currency to 
acquire smaller start-ups, further inflating 
values.  Facebook’s acquisition of  WhatsApp, 
a messaging service, for US$19 billion is a 
case in point. Facebook paid around 8 per 
cent of its market value for WhatsApp. The 
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high price was justified as giving Facebook a 
presence in mobile devices. 

Overly optimistic
The price assumes optimistic future growth 
rates and profitability, projecting a doubling 
of the application user base to one billion 
and a doubling or tripling in Smartphone 
numbers, which would further broaden 
its clientele. In fact, the acquisition and the 
price paid underlined Facebook’s strategic 
dilemmas, raising questions about the social 
media network’s own high valuation.

Many companies have borrowed at 
low current rates to finance buy backs of 
their own shares. In the US, 2013 buyback 
authorisations totalled US$755 billion, the 
second largest year on record, further sup-
porting share prices. 

Property prices have risen, supported 
by low financing costs and the absence of 
yields from other assets. In market’s like the 
US and UK, property prices have recovered 
and in some cases reached or exceeded their 
2008 levels. In other markets, like Germany, 
Switzerland, Canada, Australia, New 
Zealand and a number of emerging mar-
kets, especially in Asia, property prices have 
reached record levels.

Lazarus returns
Sovereign bond interest rates are at histori-
cally lows, fuelled by central bank buying 
and an artificially created shortage of safe 
assets. The most striking change has been 
the fall in rates for government bonds of 
beleaguered Euro-zone countries, such as 
Greece, Ireland, Portugal and Spain, which, 
in some cases, have returned to pre-crisis 
levels.

In April 2014, Greece issued Euro 3 bil-
lion of 5 year bonds at a yield of 4.95 per 
cent, below market expectations.  There was 
over Euro 20 billion in investor demand. 
It was a return rivalling the biblical tale of 
Lazarus’s rise from the dead.  The successful 
issue belied that Greece had defaulted on its 
debt merely 2 years ago. Greece’s debt lev-
els remain unsustainably high, even before 
adjusting for unpaid government bills or 
potential recapitalisation needs of the bank-
ing sector.  A further debt restructuring can-
not be ruled out.

Weak evidence
The evidence supporting a “narrative” of 
Greece’s recovery is weak, with the economy 
having shrunk by around 25 per cent and 
with around 25 per cent of the workforce 
unemployed. The issue itself will worsen 
Greece’s position significantly adding to 
interest costs. Investors bet that Greece is 
too big to fail and Germany and France’s 
continued support of both Greece and the 
Euro.  They believe that they will earn higher 
returns than those available on bonds by 
core Euro-zone nations, with minimal risk.

Demand for risky debt has increased, 
driving down the additional return available 
to historical lows.  In 2013, the issuance of 
US non-investment grade bonds reached 
US$378 billion, up from US$154 billion 
in 2007. The strongest increase was in the 
speculative “B” and “CCC” rating categories. 
Leveraged loans (a riskier form of lending) 
reached US$455 billion, up from US$389 
billion in 2007. Transactions with low under-
writing standards and weaker credit condi-
tions have recovered to their 2007 levels.

Even volumes of notorious Collateralised 
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Debt Obligations (“CDOs”) have almost 
recovered to 2007 levels, with sub-prime 
auto loans taking the place of sub-prime 
mortgages. With around 40-50 per cent of 
government bonds returning less than one 
per cent, bonds investors desperate for yield 
have moved beyond emerging to frontier 
markets, embracing less well known African 
and Asian borrowers. 

Move to Africa and Asia
The reasoning is that these countries have 
better growth rates and prospects than 
the Brazil, Russia, India and China ( usu-
ally referred to as the BRICS) and other 
better known emerging nations that face 
significant challenges. In 2013, Rwanda, a 
country remembered mainly for a horrific 
genocidal civil war, issued 10 year bonds to 
raise US$400 million, around 5 per cent of its 
gross domestic product (GDP).  Attracted by 
the 6.875 per cent coupon, investor demand 
was 9 to 10 times the issue size. 

Other African issuers have included 
Nigeria, Zambia, Tanzania, Kenya and 
Mozambique. Asian borrowers have also 
taken advantage of the “all you can eat” debt 
buffet. In January 2014, Sri Lanka, rated 
non-investment grade, raised US$1 billion 
in US dollars a yield of 6 per cent. Demand 
was three times the amount offered. 
Subsequently in April 2014, Sri Lanka 
undertook a U$500 million 5 year bond issue 
at a yield of 5.125 per cent.

Market animal spirits
In the secondary market, the bond is now 
trading at below 5 per cent. A Bangladeshi 
telecom operator (rated B+ or highly specu-
lative) raised U$300 million for 5 years at 

8.625 per cent. Demand was over three times 
the issue size. A key driver has been the 
phenomenon of the ‘index tourist’ whereby 
inclusion in major bond indices forces inves-
tor to purchase the relevant securities.

Investor enthusiasm is inconsistent with 
many issuers’ reliance on foreign aid, volatile 
commodity export revenues, political insta-
bility and governance issues (a euphemism 
covering lack of institutional infrastructure, 
grandiose projects, corruption and misuse of 
funds). The market’s animal spirits are sup-
ported by a belief that authorities have no 
option but to maintain abundant liquidity 
conditions in the face of low growth and the 
risk of disinflation or deflation. 

“Priced for perfection”
In effect, there is a deep rooted belief that 
central bankers cannot and will not risk a 
sharp fall in asset prices in the current fragile 
conditions. There is also belief that default 
on borrowings are unlikely as the avail-
able liquidity will not be withdrawn allow-
ing even weak borrowers to refinance or 
increase borrowings as required. Markets are 
now “priced for perfection”, that is, inves-
tors are assuming that nothing can or will 
be allowed to go wrong and there will be no 
unexpected developments.

In the worst case, investors have faith in 
their ability to anticipate changes in the envi-
ronment and exit positions. Purchasers of 
flirty technology and biotech stocks, Greek 
debt and CCC rated bonds assume that 
they can flip them at will. But failures, indus-
try consolidation and reduction in trading 
activities mean that the number of dealers 
and market-makers in financial securities is 
lower today. 
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Higher capital and liquidity require-
ments as well as regulations such as the 
Volcker rule mean that the ability of dealers 
to hold inventory of unsold securities has 
reduced sharply. According to some esti-
mates, inventory levels are down 50-100 per 
cent depending on the asset class. Dealer 
inventory levels of emerging market bonds, 
an asset class which has attracted increased 
investment, are down as much as 80 per 
cent.

 In 2007, a 50 per cent outflow from US 
mutual funds invested in credit products 
would equate to 100 per cent increase in 
the additional inventory required to be held 
by dealers. Today, only a 5 per cent outflow 
would have the same effect. The ability of 
investors to exit positions without creating 
sharp price falls and volatility is now heavily 
constrained, increasing risk.

As the noted US economist and former 

chairman of both President Nixon’s and 
President Ford’s Council of Economic 
Advisers, Herbert Stein’s, famous dictum 
suggests (Stein’s Law):  “if something can-
not continue, then it will eventually stop.” 
The end will inevitably be sudden and unex-
pected reflecting author Alexander Pope’s 
description of the collapse of the 1720 South 
Sea Bubble: “Most people thought it wou’d 
come but no man prepar’d for it; no man 
consider’d it would come like a thief in the 
night, exactly as it happens in the case of 
death.”•

Editor’s note: The publisher of the Journal 
would like to thank Satyajit Das for allow-
ing us to publish an amended version of this 
article, which first appeared in June on the 
EconoMonitor blog. We remind readers that 
copyright for this article remains the sole 
preserve of Satyajit Das.
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    Latest OCC reforms are an 
accident waiting to happen!

   Former bank regulator William Black fulmi-
nates against US Comptroller Curry and his 

outside advisors plan to reform the agency.

Sound bite - William Black

THE reason we have recurrent, intensify-
ing financial crises is because we learn 
the wrong lessons from our prior crises 
and actively make things worse.  The 
consistent explanation for our making 
things worse is that dogmas lead to “dou-
bling down” on failed faith-based poli-
cies.  The dominant ideologues in both  
the US and Europe on financial policies 
are theo-classical economists and their 
fellow choir members – neo-classical 
economists.  A small article published in 
the 28 May, 2014 edition of the Wall Street 
Journal (WSJ) provides a classic example 
of theis continuing destruction driven by 
these dogmas.

THE article, written by the papers bank pol-
icy expert,  Ryan Tracy, of course, sees none 
of this reality.  Tracy’s 28 May article fails to 
distinguish between two very different con-
cepts.  The Office of the Comptroller of the 
Currency (OCC) is supposed to regulate 
“national banks” – these being the largest 
banks operating across the nation.  The first 
concept is where the bank examiners’ offices 
are located.  

The OCC uses “resident” examiners in 
the largest banks.  This means that hundreds 
of OCC (and US Federal Reserve) examiners 
have offices located within the huge banks 
themselves.  Resident examiners are a terri-
ble idea because they invariably  “marry the 
natives.”    

Worst bank regulator
When the Federal Reserve “marries the 
natives” it constitutes incest because the 
Federal Reserve Bank of New York (FRBNY), 
which examines many of the USAs largest 
bank holding companies, has traditionally 
been one branch of the inbred Wall Street 
family. 

The OCC, under both President William 
Jefferson Clinton (Bill Clinton) and George 
W. Bush, was nearly as bad because it was 
engaged in a “race to the bottom” with the 
Office of Thrift Supervision (OTS) to see 
which could “triumph” as the worst federal 
banking regulator.

If the OCC proposal was to cut back dra-
matically on resident examiners in order to 
beef up normal examination frequency and 
scope that would be a very good thing that 
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we could applaud.  That would be the obvi-
ous fix that any effective supervisor would 
have implemented as soon as he or she was 
appointed to this federal office.  

De-emphasised 
This is the second concept that the OCC 
could have meant by its proposal.  It does not 
appear that the second concept is what the 
OCC’s leadership has in mind.  

Rather, their system has increasingly 
de-emphasised examination in favour of 
off-site monitoring – analysts in government 
office buildings looking at their computer 
monitors. 

The OCC has not announced that it 
adopting an increase in examination fre-
quency or the scope of examinations as a 
result of its decision to reduce the number of 
resident examiners.

 In a normal examination the examiners’ 
offices are located in a federal building but 
the examination takes place in the regulated 
bank’s own offices. 

These examinations are our paramount 
function as banking regulators. 

In a well-functioning regulatory agency 
everyone adds value,  but none of us can suc-
ceed if the examiners fail!

S&L examiners’ success
During the Savings and Loan (S&L) debacle 
in the 1980s, the reason regulators were able 
to reregulate successfully, to bring thousands 
of successful enforcement actions, and hun-
dreds of civil actions, and to make it possible 
for the US Department of Justice (DOJ) to 
obtain over 1,000 felony convictions in cases 
it designated as “major” was the examiners’  
personal success.  

Renowned US economists Prof. George 
Akerlof and Prof. Paul Romer recognised 
this point in their seminal study  “Looting: The 
Economic Underworld of Bankruptcy for Profit”  
when they explained on page 60 of their 
paper that:  “The S&L crisis, however, was 
also caused by misunderstanding.  Neither 
the public nor economists foresaw that the 
regulations of the 1980s were bound to pro-
duce looting.  Nor, unaware of the concept, 
could they have known how serious it would 
be.” 

Akerlof & Romer empahasise that it was 
“the regulators in the field who understood 
what was happening from the beginning,” 
but that they “found lukewarm support, 
at best, for their cause.”  The authors then 
suggest that with hindsight that:  “Now we 
know better. If we learn from experience, 
history need not repeat itself. “

Accounting control fraud
The “regulators in the field” were our exam-
iners.  Similarly, when regulators drove “liar’s” 
loans out of the industry in 1990-1991 they 
were able to do so because the then exam-
iners identified the fact that the loans were 
inherently fraudulent. 

Our latter day financial crises have all 
been driven by epidemics of accounting 
control fraud. Only examiners on the ground  
can identify and document these types of 
frauds successfully. 

The “examiners” also serve as our “scouts” 
who keep the rest of us apprised as to how 
the industry is changing.  

Examiners are the indispensable com-
ponent of any effective financial regulatory 
agency and they must function through 
onsite examinations in which they can not 
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only see the documents, but judge the cred-
ibility of the bank employees and officers 
within the bank.  The people who do not 
spot developing credit quality crises – and 
never have – are office analysts and the 
worst of these office analysts are economists.  

Hire Seefer
They do not simply fail to spot accounting 
control frauds – they praise them.   They were 
the leading problem that slowed, and in the 
case of junk bonds halted, our regulatory and 
supervisory crack down on the S&L control 
frauds in the 80s.

There are some exceptionally capable 
examiners and supervisors who understand 
exceptionally well how to create a superb 
examination force integrated into an overall 
agency to conduct effective, vigorous super-
vision of the nations banks. 

Anyone serious about improving bank 
examination would start by bringing in 
Christopher Seefer, a former US Treasury 
Department investigator and legal attorney, 
together with Richard Newson, a former 
bank examiner and legal attorney,  to design 
and train the examination forces that have 
become so degraded over these past two 
decades.  

Anyone serious about integrating the 
examiners with the supervisory, enforce-
ment, and regulatory aspects of the agency 
would start by bringing in Michael Patriarca, 
another highly experienced former federal 
regulator.  

Failed regulators
You go with people who have a track record 
of enormous success.  Or, alternatively, if you 
are the OCC Comptroller, Thomas Curry, 

you can hire Jonathan Fiechter, together 
with  a band of failed  “international” regu-
lators who have never faced an epidemic 
of accounting control fraud in their entire 
careers.  
As Tracy reports in his somewhat  highly 
flattering article in May this year:  “Mr. Curry, 
who took the reins at the OCC in March 
2012, asked external experts to review the 
agency’s examination program and recom-
mend changes.  In a report last year those 
experts – which included regulators from 
other countries – suggested the large num-
ber of on-site examiners hindered, rather 
than assisted,  the OCC’s ability to spot risky 
activities building in multiple institutions at 
once and suggested the agency scale back its 
program.”

Tracy continues in the same article that: 
“Mr. Curry said Wednesday [ 28 May 2014] 
that he would accept many of those rec-
ommendations, vowing to institute a new 
regime for rotating examiners among banks 
and to beef up groups of staff who special-
ise in evaluating various types of financial 
activities.”

Disaster waiting to happen
He added that: “Jonathan Fiechter, a former 
OCC official who led the external review, 
said the OCC’s announcement following 
the release of the report in December 2013 
was a positive step, but the follow-up and 
meaningful implementation of the planned 
actions are critical.”

The only virtue of making Fiechter, one of 
the important architects of regulatory failure, 
the OCC’s “expert” on effective regulation is 
that it reaffirms our family saying that it is 
impossible to compete with unintentional 
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self-parody.  The international “experts” the 
OCC chose lack even Fiechter’s familiarity 
with accounting control fraud epidemics.

Fiechter’s  December 2013 report, aptly 
titled: “An International Review of OCC’s 
Supervision of Large and Midsize Institutions: 
Recommendations to Improve Supervisory 
Effectiveness” describes a disaster waiting to 
happen – and prescribes responses that will 
make it worse.  

Claim to infamy
While the WSJ article describes Fiechter as “a 
former OCC official,” his claim to infamy is 
as acting director (from late 1992- mid-1996) 
that did so much to ruin the OTS and set the 
stage for the most recent crisis to befell this 
country and indeed, the World.  

Think about the implications of that for 
a moment: President Clinton left an “act-
ing” director that he inherited from President 
Bush in charge of a federal agency for four 
years – and then replaced him with a part-
time director.  

Who, rather surprisingly,  was an avid 
supporter of the “Reinventing Government” 
crusade during the Clinton-Gore admin-
istration that gutted the Federal Insurance 
Deposit Corporation (FDIC) and the Office 
of Thrift Supervision.  

Gravest damage
The FDIC lost over three-quarters of its staff 
and the OTS over half its staff.  The gravest 
damage, however, was Fiechter’s elimination 
of the vital loan underwriting rule that we 
had used to drive liar’s loans out of the S&L 
industry in 1990-1991 and his embrace of 
the regulatory “race to the bottom” in which 
the Office of Thrift Supervision attempted 

to have weaker rules than the banking 
regulators.

The Fiechter “study” made only the bar-
est pretense of being a study.  

For example, “the on-site work of the 
team … took place from October 28 to 
November 5, 2013…. The nature of the exer-
cise did not permit an in-depth analysis of 
any particular areas.”  

Yes, an entire week and not a single area 
considered “in-depth.”  Fair enough, but 
they could have used their time when they 
were not “on-site” at the OCC to read the 
key OCC documents.  Except, they didn’t do 
that:  “The team did not review the exten-
sive set of OCC supervisory handbooks and 
supervisory guidance.”  

Oh, and their “on-site” visit consisted 
largely of reading documents selected for 
review by the Office of the Comptroller of 
the Currency itself.  

No pretense
There was no pretense whatsoever that 
Fiechter was conducting an independent 
review.  Fiechter is a conventional neo-clas-
sical economist who shares the usual tribal 
taboo about fraud.  

In the considerable experience of this 
author, he [Fiechter] is never deliberately evil. 

His every instinct, however, is contrary to 
what it takes to be an effective regulator.  

As a result, he actively makes the bank-
ing environment far more criminogenic as an 
unintentional consequence of his embrace 
of the three “de’s”: deregulation, desupervi-
sion, and de facto decriminalisation.  

His report to the OCC, unsurprisingly, 
never mentions the words “fraud” or “crime” 
even though stopping the fraud epidemics 
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that drive our financial crises is the OCC’s 
paramount function.

No hint of enforcement
Even though at the time Fiechter’s report 
was being compiled the regulators and pros-
ecutors were under severe criticism for the 
failure of the banking regulators to make 
criminal referrals and the failure of DOJ to 
prosecute it does not even mention the need 
to re-establish the criminal referral coordina-
tors and systems that are essential to suc-
cessful prosecutions.  

Indeed, the Fiechter report is so bad that 
it does not even contain a substantive dis-
cussion on any form of enforcement.  

Enforcement is a critical OCC function, 
and it has been eviscerated, but Fiechter’s 
group ignored the problem.

The other obvious crisis that exists and 
will get far worse is the systemically dan-
gerous institutions (SDIs) that pose the 
grave and gratuitous threat to the global 
economy, make “free markets” impossible, 
and enshrine the crony capitalism that is the 
gravest threat to representative government.  

The Fiechter report mentions their exist-
ence, but no plan or even goal to shrink 
them to the point that they no longer cause 
these three grave harms.

The Fiechter report provides two criti-
cal facts that should have been the focus of 
the Wall Street Journal Ryan article and the 
OCC’s response to the Fietcher report inself.  

Lack of examiners
First, the OCC is already suffering from a 
serious shortage of examiners. Second, a 
“high proportion of OCC examiners are at 
or near retirement age.”  

The serious shortage is about to become 
a crisis.  Examiners are cheap – financial cri-
ses are catastrophically expensive.  

The current crisis cost over 10 million 
American jobs and an estimate US$21 tril-
lion loss in GDP.  To respond to the S&L 
debacle,  regulators, among them the author 
himself,  doubled our examination force – 
hiring 750 new examiners.  

We did this over the fierce opposition 
of the Office of Management and Budget 
within the Executive office, which responded 
by threatening to make a criminal refer-
ral against Federal Home Loan Bank Board 
Chairman Edwin Gray for the “crime” of 
closing too many insolvent S&Ls.  

Privatisation meme
Now ask yourself how often you have heard 
Comptroller Curry, the present Treasury 
Secretary, Jack Lew, together with his illustri-
ous predecessor, one Timothy Giethner, and 
President Obama demanding that Congress 
approve immediate authority for the OCC to 
hire 500 examiners?

Does Fiechter’s report contain a clarion 
call for such hiring authority?  No.  Instead, 
they, Fiechter and his cohort of international 
regulatory and supervisory experts, push the 
privatisation meme further in this wonder-
ful paragraph of doublethink: “To further 
address staffing shortfalls devise a program 
to use retirement-eligible staff as mentor and 
explore how to accelerate the integration of 
private sector experts into the examination 
force.” Privatising the examination function 
is a prescription for disaster.  The crisis was 
caused in considerable part by the claim 
that examiners could rely on “private sector 
experts.”
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The Fiechter report primarily endorses 
the OCC’s “strategic plan” for personnel, but 
that “plan” is a non-plan that does not even 
seek a substantial expansion of its examina-
tion force.  Bold is a concept foreign to the 
OCC’s leadership and Fiechter’s team.

Winners, losers
I have explained Fiechter’s adoption of the 
regulatory race to the bottom strategy when 
he headed the OTS.  There were multiple 
races to the bottom.  

The international race to the bottom was 
“won” by the City of London, but the losers 
were consumers and investors throughout 
the USA and the European Union. 

 The Fiechter report is so pathetic that it 
endorses the race to the bottom as a “good 
reason” for OCC “policy paralysis” when 
bank chief executive offers and their min-
nions lead “undesirable practices”, such as 
accounting control fraud as illustrated in this 
clarion call of ineptness:

“[P]olicy paralysis” could be for good 
reasons (e.g., the wish to have a level play-
ing field that does not inadvertently drive 
undesirable practices into non-OCC super-
vised institutions or into the shadow bank-
ing sector)….”

Fiechter’s language is so obtuse in the 
preceeding passage that his parenthetical is 
probably not understandable to most people 
- with the exception of course of the neo-
classical indoctrinated fools it was written for.  

Conflict of interest
What he is saying in this quote is that it 
could be “good” for the OCC not to crack 
down on an “undesirable practice” (such as 
making fraudulent liar’s loans) because the 

fraudulent institutions might respond by 
dropping their national bank charter (which 
makes them subject to OCC regulation) and 
instead getting a charter from the FDIC or 
the Federal Reserve or forming a mortgage 
bank that would be unregulated (i.e., in “the 
shadow banking sector”).  

It may help to know that the OCC is 
funded by assessments from those it regu-
lates, so if banks give up their charters as 
“National Banks” the OCC’s budget falls 
and it may have to fire (RIF) its already inad-
equate staff.  

This conflict of interest causes despicable 
reasons for failing to crack down vigorously 
on “undesirable practices” to be labeled “good 
reasons” by anti-regulators like Fiechter and 
Comptroller Curry.

Diseased
OCC examiners have been so infected with 
this “race to the bottom” disease that they 
seek to evade the law and protect favoured 
banks from the statutory consequences of 
their bad actions.

This is made clear by another paragraph 
lifted verbatim from the Fiechter report that 
states unamigiously that: “OCC staff raised 
concerns that legally-mandated conse-
quences made some examiners hesitant to 
downgrade the CAMELS ratings because 
such consequences were viewed as inappro-
priate in particular cases. “

The Fiechter report continues that para-
graph in a similar fashion bu stating: “In 
particular, there may be some hesitation in 
instances when an institution falls between 
a “2”and “3” (sometimes referred to as a “bor-
derline” or  “dirty 2”) to rate the institution a  
“3” because of automatic consequences for 
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the institution of certain downgrades, such 
as a restriction on the institution’s banking 
operations.”

Encourage future violations
The report goes on to encourage this vio-
lation of the law by OCC examiners even 
though experience has shown that the 
examiners’ evasions of the Prompt Corrective 
Action law have greatly increased losses.  

The Fiechter report encourages future 
violations by spreading these bald face lies, 
which can be seen from its following obser-
vation that:“Unlike the OCC, intervention 
actions in the foreign jurisdictions are not 
“hard wired” to risk ratings. Intervention is 
proportionate and appropriate to the cir-
cumstance driving increased risk.  

The report adds that: “While this pro-
vides flexibility to examiners’ recommen-
dations, an accompanying peer review of 
supervisory actions ensures greater consist-
ency across institutions. All of the foreign 
jurisdictions felt that having this additional 
supervisory flexibility associated with ratings 
downgrades was more effective in influenc-
ing institutional behaviour.”

Lies, more lies
Other than the first instance detailed,  
each sentence lifted from the paragraph is 
untruthful.  Banking regulatory “interven-
tion” by the EU, for example, during the lead 
up to the crisis was neither “proportion-
ate” nor “appropriate.”  It was farcical.  “Peer 
review” did create a certain “consistency” in 
EU banking regulation – it was consistently 
farcical.  

The EU anti-regulators did not use 
their “flexibility” to “influence institutional 

behaviour.”  First, they rarely downgraded 
bank ratings.  Second, they used the “flex-
ibility” consistently to avoid taking “effective” 
actions – they looked for every excuse not to 
“influenc[e] institutional behavior” to pre-
vent the mounting disaster.  

It is sick to note the Office of the 
Comptroller of the Currency’s examiners’ 
sick culture arising from the regulatory race 
to the bottom and then add a passage claim-
ing (rather dishonestly) that the sick culture 
is the international norm because it is a bril-
liantly successful policy.

Fiechter’s report makes an explicit rec-
ommendation designed to help examiners 
evade the (highly desirable) requirements 
of the Prompt Corrective Action Act, which 
again is highligted in this particular sentence 
to:“Consider ways to incorporate more flex-
ibility into CAMELS ratings. One approach 
would be formally splitting the “2”rating into 
a “2” and “2+,” which would allow for more 
directional guidance to an institution.”

How much money did we have to pay to 
create this disgraceful and dishonest report 
that encourages evasions of a law even 
though all our experience is that the evasions 
increase costs and disproportionately favour 
the largest and most politically powerful 
banks here in America?

The Fiechter report goes on at length 
about the supposed critical need for the 
Office of the Comptroller of the Currency to 
specify its “risk appetite” in numerous con-
texts.  The entire exercise is an extension of 
long-discredited “reinventing government” 
jargon that claimed that all would be well 
if government officials were willing to take 
greater risks – by which they meant trusting 
the industry’s self-reporting. •
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Book review

    Policy failures at the heart of 
the US 2008 financial crisis     

   Bartlett Naylor of the Public Citizen pro-
vides a heartfelt review of Jennifer Taub’s 

book charting the US mortgage debacle.

WHAT’S most compelling about Jennifer 
Taub’s new book “Other People’s Houses: 
How Decades of Bailouts, Captive 
Regulators, and Toxic Bankers Made 
Home Mortgages a Thrilling Business” 
is her authoritative argument that the 
recent financial crisis did not result from 
isolated policy decisions and fraudu-
lent business practices of the few years 
leading to 2008.  Instead, our recent Wall 
Street crash played out already proven 
policy failures from the savings-and-loan 
(S&L) crisis of the 1980s onwards.

Even moral hazard, the surrender of disci-
pline for banks “too-big-to-fail” that epito-
mised the bailouts of 2008, Taub reminds, 
originated in 1984 with the bailouts of 
Continental Illinois National Bank and suc-
cessive taxpayer rescues of American Savings 
and Loan, the largest S&L in the nation.

Professor Taub, a colleague and friend, 
teaches at Vermont Law School and previ-
ously served as associate general counsel at 
Fidelity Investments. With unique creden-
tials, she can both explain the intentional 
complexity of Wall Street products and 

Washington regulation without glossing 
over contradiction and nuance.

Unlike the majority of crash patholo-
gies that focus on Washington players such 
Timothy Geithner’s “Stress Test,”  Sheila Bair’s 
“Bull by the Horns,” or Andrew Ross  Sorkin’s 
“Too Big to Fail,” Taub’s book spends quality 
time outside the Washington DC beltway. 

Nobleman family
Her narrative follows real individuals, from 
rogues who pillage the banks along with 
their lieutenants, to regulatory chiefs often 
aligned with industry interests along with 
a few heroes who actually understand and 
fulfill their responsibility to protect taxpayers, 
and finally, victims of this morass.  And we 
meet the Nobelman family.

The Nobelman’s and their mortgage 
help connect this three decade story of 
dysfunction. In 1984, Harriet and Leonard 
Nobelman borrowed US$68,250 for a one-
bedroom condominium.  American Savings 
and Loan Association held the loan. 

Over the years, American would be 
bailed out several times in several reincar-
nations. In one sale, it went to Washington 
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Mutual. When that firm failed, it went to JP 
Morgan during the height of the 2008 finan-
cial crisis, completing the more than 20 year 
arc from the S&L crisis.

The Nobelmans also ran into financial 
trouble when, in 1990, they lost their jobs 
and encountered health problems. They 
sought not a bailout, but bankruptcy relief.

The Supreme Court eventually ruled 
against the Nobelmans.

Because lenders understood a mortgage 
didn’t come with the same consumer pro-
tection as other loans, Taub contends that 
Nobelman v. American Savings Bank gave 
lenders “added incentive to place people in 
homes they could not afford.”

The London Whale
Taub doesn’t pin the 2008 financial crisis on 
this decision alone. For example, she runs 
through a devastating critique of deregula-
tion of the last 15 years in the chapter “Legal 
Enablers of the Toxic Chain.” After the banks 
made reckless loans, the pools of mortgages 
won lax accounting oversight with risk dis-
guised by unsupervised bets at institutions 
with far too much debt. 

JP Morgan, the inheritor of American 
Savings, figured near the centre of that toxic 
chain right through to the notorious London 
Whale bets of 2012 that dramatised banking 
too big to manage and regulate.

Responding to the 2008 crash, reformers 
brought many ideas to Congress, including 
reversal of the Nobelman decision. The real 
impact, Taub recounts, would be in loan-
making itself. With the potential for bank-
ruptcy, economists of the Cleveland Federal 
Reserve Bank speculated that it “worked 
without working,” as loan makers would be 

less likely to make unaffordable loans in the 
first place, and seek an out-of-court settle-
ment in the case of problems.

Following passage in the House of 
Representatives of a “principal reduction” 
measure, Sen. Richard Durbin (D-Ill.) pro-
posed a parallel reform in the Senate. But he 
ran into a buzz saw of 60 financial service, 
insurance and real estate firms that unloaded 
US$40 million in lobbying in the first quarter 
of 2009 to fight this and other reforms.  

President Barack Obama, who originally 
endorsed the idea as a presidential candidate 
in the Primaries, reversed course under the 
advice of his new Treasury Secretary Timothy 
Geithner.  Durbin’s measure drew 45 votes, 
all Democrats. Without White House sup-
port, it fell short. “Obama gave it away on 
the way to the White House,” concluded 
Barney Frank, the Massachusetts Democrat 
who chaired the House Financial Services 
Committee.

Taub frequently notes the pernicious role 
of money in financial policy, both in large 
dollar flows and in micro-deals. For exam-
ple, Lewis Ranieri, the originator of mort-
gage-backed securities, sought a favourable 
tax ruling on a proposed structure, but ran 
into opposition from a Treasury Department 
analyst. So Ranieri “hired the analyst away 
from the Treasury.” Such mischief forms the 
tapestry of policy.

“Other People’s Houses” achieves numer-
ous goals – history, deconstruction of finan-
cial products, policy critique. Throughout her 
book, Taub returns to the real people who 
suffer at the hands of financial rogues and 
their legal enablers.  Too often, these victims 
appear as statistics; Taub reminds us they 
have real names. •



Sound-bite - Steve Wunsch

    Investment banking threatened  by 
regulatory induced  automation

   Steve Wunsch of Wunsch Auction  
Associates castigates regulatory authorities 
and the SEC  for destroying sell-side profit.

INVESTMENT banking is on the ropes, 
and not just in equities; fixed income, 
commodities and currencies also are 
stumbling. Is there any relief in sight? 
No. This is what electronic trading was 
supposed to do. 

Have you heard the one about the 90-year-
old woman who missed the bull market 
because she had most of her money in cash? 
She said she was afraid of high-frequency 
trading (HFT) and dark pools. “I don’t know 
what those are, but I don’t want to put my 
money with them,’ she explained. (“Fear 
of Equities Drives More Investors to Cash,” 
New York Times, June 6, 2014.)

Global regulators, following their spir-
itual leader, the Securities and Exchanges 
Commission (SEC), are actively engaged 
in massive efforts to reform misbehaving 
market structures in order to restore inves-
tor confidence. Should we breathe a sigh of 
relief? Hardly.

Such reforms not only cannot work, they 
are in fact the primary cause of the lack of 
confidence we are experiencing today. 

Moreover, the more we try to reform 

the markets, the more confidence will be 
drained, because these reforms have one and 
only one practical goal and consequence: to 
destroy the investment banking industry. 

And they are succeeding at that mission, 
in spades.

Nanny state blather
It is important to start with a recognition 
that, while not exactly unprecedented, such 
reforms were once laughed off as the nanny 
state blather that they are. 

That was when markets were strong, the 
individual’s right to engage in trading and 
speculation was unquestioned, and regula-
tors were weak.

For example, to restore public confidence 
in 1792 after America’s first market crash, 
America’s first securities regulator (New York 
State) banned public auctions of securities, 
which were deemed to incite speculation. 

Fortunately, the New York Stock 
Exchange’s (NYSE) predecessor blew off the 
restriction by moving indoors, and the rest 
is history: The NYSE flourished, the city of 
New York flourished and the United States 
of America flourished.
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Unfortunately, and largely due to the 
leadership of the SEC, regulators are much 
stronger now, and effectively global, so there 
is no place to hide. 

End of Buttonwood era
As a result, the cops are attacking all of the 
successors to those outdoor auctions, and 
in particular anything that is not fully elec-
tronic and automatic – i.e., anything that still 
involves the judgment and time frames in 
which human beings can operate. 

The opens and closes of stock exchanges 
are being pushed to dispense with manual 
processes and go fully and automatically 
electronic. 

And banking regulators are attacking the 
“fixes” or “benchmark” settings of Libor and 
other securities, commodities and currencies.

The Buttonwood Agreement, which 
was the founding document of the NYSE, 
was a price fixing agreement that set com-
missions, which applied whether securities 
were auctioned in the open air on the streets 
of downtown New York or were traded in 
between auctions with dealers or brokers. 

Either way, the members of that proto-
NYSE knew they had to serve the public in 
a sufficiently fair and honest manner to keep 
them coming and their business thriving.

Most important, they had to be honest 
with each other regarding size and price so 
that market-clearing prices could be found. 

Controversial practices
This was especially important at the auction 
events, as opposed to the continuous trading 
between auctions, because these involved 
many parties, and in effect were the whole 
market acting at once to set price. To that 

end, a variety of exchange rules and discre-
tionary controls were granted to the auction-
eers to make sure honesty was enforceable 
in these auctions.

Today’s fixes do much the same thing. 
They sport a variety of social reciprocity prac-
tices that are controversial, because they are 
the means by which these very human auc-
tions enforced disclosure of size and price to 
the fixing group so that a good price could 
be found. 

Like any good single price auction, these 
processes arrived at a single price at which 
the entire market of interested parties would 
agree to transact.

Winks and nods
But these practices also both encouraged 
and rewarded participation by giving some 
inside advantages to members, who seemed 
to tolerate some “false” bids in a complex sys-
tem of winks and nods that may have shared 
a rotating privilege of making those false 
bids, or in any case accommodated them 
without jeopardising their collective willing-
ness to stand behind the single price result of 
their quote surveys.

 This convention appears to have been 
made easier by a practice of throwing out the 
top and bottom two or three quotes before 
averaging the rest of the quotes at each 
fixing.

To be sure, the Libor fix wasn’t a pure 
single price auction, like, say, Arizona Stock 
Exchange might have been. But it got the job 
done for a vast amount of trading. 

The question of whether the advantages 
of participation were abused, or prices were 
rigged or manipulated, is therefore much 
less important than the main fact that single 
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prices were set at which the whole market 
was willing to transact, or at least undertake 
some understood obligations based on it. 

Regulatory blunderbusses
Thus, although these two methods did it in 
very different ways, the fixed commissions 
of Buttonwood and the Libor fixes both pro-
vided the means by which brokers, dealers 
and bankers enforced the rules of their price 
setting and maintained some income from 
the activity.

In the wake of the Libor rigging scandals, 
investigations into which are now spreading 
to almost every other security or commodity 
or currency that uses these fixes to set price, 
the banker or exchange cartels that ran them 
are faced with two choices, both of which are 
tantamount to suicide.

Either they can reform the fixings by 
making them so efficient that they don’t 
need humans to operate, and don’t have any 
remuneration in them, or they can abandon 
them entirely in favour of continuous trad-
ing, or HFT.

These are the effective choices presented 
by such regulatory blunderbusses as the 
Dodd-Frank Act and the Volcker Rule. 

“Sophie’s Choice”
And just to make sure that this “Sophie’s 
Choice” is not evaded, the regulators have 
already levied billions in fines on investment 
banks, which are exiting these businesses in 
droves, afraid of getting caught engaging in 
the old-fashioned reciprocity-based human 
interactions that still maintain some sem-
blance of sell-side income to the investment 
banking function.

In their place, we are to believe that by 

applying the same principles by which the 
SEC forced high frequency trading (HFT) on 
US equities – transparency, best-price, elec-
tronic immediacy, etc. – we will somehow 
arrive at fixed income, commodities and cur-
rency markets that the public will trust. 

Given the ongoing controversies over 
and public hatred of HFT, this expectation is 
nothing short of insane.

The consequence is that all markets 
worldwide are being forced to an HFT 
model, which is rooting out the means by 
which the intermediaries make a living. 

Yes, regulators have their reasons: trans-
parency, fairness, efficiency and protecting 
against systemic risk. 

An end of volatility!
But if you look beneath the covers, you will 
find rules and structures that can have no 
other practical effect but the destruction 
of sell-side income, a goal that has been 
at the heart of every SEC policy since the 
Commission was created in 1934.

One little noticed feature of HFT as it 
applies to equities trading in the United 
States is that it is a volatility killer. 

Rapidly disappearing are those blocks 
that led to volatility as lumpy institutional 
flows pushed the market up or down before 
reversing. 

By shredding blocks with algorithms, the 
lumpy flows are being smoothed and, voilà: 
Volatility is disappearing with the blocks.

Also little noticed is the potential for the 
fixes, if made fully electronic, to eliminate 
both volatility and intermediary income 
altogether as buying and selling interest is 
periodically matched in bulk. 

This might happen via “frequent 
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batch auctions,” as SEC Chair Mary Jo 
White referred to them in a June 5 speech 
(Enhancing our Equity Market Structure deliv-
ered at  the Sandler O’Neill & Partners, L.P. 
Global Exchange and Brokerage Conference, 
New York, USA) when discussing proposals 
designed to mitigate the unfairness of very 
fast HFT. 

Regulation juggernaut
Unfortunately, this proposal would instead 
only fold the auctions into those very fast 
processes, making the two once very distinct 
trading structures virtually indistinguishable 
to the naked eye.

The big picture, as the speech also 
acknowledged, is that IPOs and the number 
of US equity listings in the market are down 
drastically, which are in my view conse-
quences of the fact that the banking industry 
that used to be in charge of market structure 
no longer is. 

In its place is a relentless global regula-
tion juggernaut whose sole goal, if you look 
at what it does rather than what it says, is to 
destroy the revenue of Wall Street. No won-
der the bankers are giving up.

An end of investment banking?
What is really going on is occasionally 
glimpsed in unguarded moments, such as 
when former SEC Chairman Arthur Levitt 
bragged to a reporter that decimalisation 
“transferred billions of dollars from the pock-
ets of brokers into the pockets of investors.” 

Usually such candour is hidden behind 
meaningless platitudes about the impor-
tance of level playing fields to investor 
protection and capital allocation, as if such 
Robin Hood-style redistribution could 

somehow raise capital because of its sheer 
moral superiority.

Such platitudes typically substitute for 
serious assessments of the potential conse-
quences of policy. 

No regulator has ever grappled, for 
example, with what reducing the role and 
cost of intermediation would mean at the 
limit of  “best execution.” 

But if that cost and role can be reduced 
to zero in non-continuous fixings or batch 
auctions, and if in continuous HFT between 
auctions it is down to a negligible US$1.25 
billion, or less than a tenth of a cent per share, 
as some have estimated, none of which goes 
to fund IPOs or investment banking any-
way, it is hard to escape the conclusion that 
investment banking is doomed, and with it, 
capital formation via IPOs.

Constant, never-ending reform
Actually, the same conclusion could be 
reached even if one accepted the various 
loose and almost certainly incorrect assess-
ments of Michael Lewis in his latest broad-
side against Wall Street, Flash Boys: Cracking 
the Money Code,  that HFT takes US$8 billion 
or US$20 billion or US$30 billion from inves-
tors, since – whatever the amount – none of 
it goes to fund investment banking or IPOs 
like the trading revenues of old did.

No regulator, in short, has ever presented 
a theory of how capital formation can con-
tinue in the absence of any revenue from the 
activity or bankers engaged in it. 

No one at the SEC or at any of the other 
global regulators involved in this attack on 
investment banking has contemplated in 
any public forum that I am aware of how the 
investment banking function can continue 
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without investment bankers. Instead, the 
opposite is implied at every turn – that 
somehow, by constantly upsetting the bank-
ers’ revenue models and reforming their 
processes to that end, confidence will return 
and, with it, healthy capital markets.

Even if this were true in the long run, 
by its own terms and assumptions it can-
not be true during the years that it will take 
to implement any given tranche of reforms, 
since we will be constantly told how rotten 
bankers and banking are and how conflicted 
and crude their “rigged” processes are in 
order to gin up support for the next tranche. 

Clearly, political support for reforms 
depends on a lack of confidence. Where 
did we get the idea that confidence might 
return at any time prior to the time when the 
reforms are complete? 

And since the entire 80-year history of 

the SEC is one of constant and never-end-
ing reform, how does it compute that con-
fidence will ever return as long as there are 
dozens of “critical” new rules in the hopper, 
as there always are?

Meanwhile, as we wonder if the current 
investment banking downturn is cyclical or 
secular, the more likely reality escapes notice. 
This is not cyclical. This is not secular. This is 
permanent. •

Editor’s note: The publisher and edi-
tors would like to thank Steve Wunsch 
of Wunsch Auction Associates, together 
with Les Kovach, the editorial director of 
TabbFORUM, for allowing the Journal  to pub-
lish an amended copy of this article, which 
first appeared as a post on TabbForum’s in 
June, 2014.  The original post can be accessed 
via: www.tabbforum.com. 
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Comment

    The pitfalls of replacing Basel 
with localised stress testing

   Paul Kupiec of the American Enterprise Institute 
admonishes the Federal Reserve for abandoning 

Basel III provisions in favour of domestic tests.

IN a May speech at the Federal Reserve 
Bank of Chicago, Federal Reserve Board 
Governor Daniel Tarullo, the Fed’s point-
person on bank regulation, proposed 
ditching Basel III bank capital require-
ments in favour of the Fed’s stress test 
capital assessment process.  For the larg-
est US banks, the Fed’s stress test already 
sets capital requirements, and with the 
European Central Bank’s stress testing 
process underway, it’s looking like a 
switch to stress testing may be an inter-
national trend.  

Is this a good idea?  Is stress testing a bet-
ter approach for setting individual institution 
capital requirements compared to the for-
mulaic approach of Basel III?  

Since the financial crisis of 200708 and 
the passage of the  Wall Street Reform and 
Consumer Protection Act – often referred to 
as the Dodd-Frank Act  – at the tail end of 
August 2010, the Federal Reserve has been 
using the stress test process to impose mini-
mum capital requirements on the largest 
banks that exceed Basel III minimums. So 
why not spare banks the additional cost of 

calculating Basel III capital and embrace the 
stress test approach?  

Before the world abandons Basel III in 
favour of stress testing, there are a number 
of important issues to consider.  The issues 
revolve around measurement, investor per-
ceptions of government guarantees, and 
excess regulatory discretion that today cre-
ates a bias for over-regulation, but under dif-
ferent circumstances could create pressures 
for insufficient capital buffers. 

Black-box failures
The capital a bank will need to survive a 
macroeconomic stress cannot be precisely 
estimated.  Aside from political spin, there 
is no evidence that coordinated macroeco-
nomic stress tests are effective in detecting 
weak institutions or in preventing future 
financial crisis.  Already, the Fed’s black-box 
stress tests have missed the “London Whale” 
at JPMorgan Chase & Co and, this past 
spring, a multibillion dollar hole in Bank of 
America’s balance sheet. 

Prior to the financial crisis, many coun-
tries produced financial stability reports 
that included bank stress tests and none 



Journal of Regulation & Risk North Asia48

anticipated or prevented the crisis. The 
European Banking Commission stress tests 
passed a number of institutions that subse-
quently failed in very short order.  

Dodgy record
The US housing agencies, Fannie Mae and 
Freddie Mac, passed elaborate macroeco-
nomic stress tests right up to the point that 
they failed. The record shows that stress tests 
have a pretty dodgy record for detecting “at 
risk” institutions or providing early warning 
for impending crisis.

There are a number reasons for this 
poor record.  First and foremost, stress tests 
face two gigantic measurement problems.  
To be successful, the macroeconomic stress 
scenario must actually anticipate the next 
financial crisis.  This task is much more dif-
ficult than it sounds.  

Rewind your clock back to 2006 and ask 
yourself if the Federal Reserve staff would 
have used a scenario that predicted the com-
ing housing crisis.  It was less than 2 years 
away and yet the Fed had no idea it was 
coming.  

At the time, the Federal Reserve Bank of 
New York’s staff were publishing papers dis-
pelling the notion that there was a housing 
bubble and the Fed’s then chairman, Alan 
Greenspan, was giving speeches arguing, at 
worst, there may be “froth” in local housing 
markets. 

Predictive hurdles
Even as the subprime bubble burst, the new 
Fed Chairman Ben Bernanke did not cor-
rectly anticipate the bubble’s impact, arguing 
publicly that the economy would only suffer 
minor fallout. 

But let’s be optimistic, ignore the histori-
cal evidence, and assume that regulators can 
anticipate coming crisis.  Next, the economic 
scenario must be translated into individual 
bank profits and losses.  

Experienced stress test modellers know 
that individual bank profits and losses are 
only weakly correlated with changes in mac-
roeconomic indicators.  Quarter-to-quarter 
bank profits are not very tightly linked to 
quarterly changes in GDP, inflation, unem-
ployment, etc.  

Even the best macroeconomic stress test 
models explain only about 25 per cent of the 
quarterly variation in individual bank profits 
and losses meaning that 85 per cent of the 
variation in a bank’s P&Ls cannot be pre-
dicted using GDP, unemployment, or other 
business cycle indicators.   

Artistic judgement
Given these inherent measurement prob-
lems, bank loss predictions from stress tests 
have very little objective accuracy.  Even 
using the best models, there remains a great 
deal of uncertainty surrounding how each 
bank may actually perform in the next crisis, 
presuming the stress scenario anticipates the 
crisis.   

All of these measurement issues are real 
and serious and they make macroeconomic 
stress testing more of an art than a science. 
There is no formula or procedure that will 
lead to a single set of stress test bank loss 
estimates that can be independently calcu-
lated by different stress test modellers. 

Consequently, it is not surprising that the 
Federal Reserve and the banks rarely agree 
on stress test results.  The Fed uses its artistic 
judgment to produce large losses while the 
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banks’ aesthetics favour smaller loss esti-
mates.  Both the bank and the Fed estimates 
are almost certainly wrong, but the rules 
allow the Fed’s judgment to prevail, and it is 
the Fed’s judgment that sets the bank’s capi-
tal requirement.

Intrusive regulators
This process reinforces investor perceptions 
that the largest banks are too-big-to-fail.  
The stress test process requires the Fed to be 
intimately involved in modelling the opera-
tions and exposures of each individual large 
banking institution. 

And it is no secret that the Fed is actually 
using this process, which is 80 per cent judg-
ment, to set each banks’ “stress tested” capital 
plan.  How can the Fed let one of these insti-
tutions fail?  

When regulations get so intrusive that 
the regulator virtually “runs the bank,” it is 
difficult to see how this will not create a per-
ception that the government is guaranteeing 
the banks’ liquidity and solvency. 

With the stress test mix of intrusive regu-
lator involvement in basic business process 
and no limits on the regulator’s power to 
affect bank operations, investors will assume, 
quite rationally, that the regulator is closely 
monitoring the bank to ensure its health. 
This replaces investors’ need to monitor and 
discipline the bank.  

Over-capitalisation costs
The regulator implicitly recognises this issue 
too. In the current environment with memo-
ries of the 2007/08 financial crisis still fresh, 
the regulator understands the public disgrace 
and bailout pressures that will arise should a 
bank assigned a passing grade subsequently 

become distressed, thus requiring a taxpayer 
bailout or resolution under the Dodd Frank 
Act.  

Since the regulator faces little cost for 
imposing judgments that err on the side 
of caution, bank capital will be set higher 
than is needed because this outcome best 
suits the interest of the regulator.  This over-
capitalisation imposes costs, not only on the 
banks, but it unnecessarily restricts financial 
intermediation and slows economic growth.  

In the current environment, stress tests 
are a recipe for over-regulation and slow 
economic growth. But once memories of the 
crisis fade, and banks once again gain the 
political capital to influence regulators’ judg-
ments, absent a formulaic capital require-
ment like Basel III, stress tests could be used 
to set bank capital requirements below pru-
dent levels.  

Better Basel III!
When the regulator has wide discretion 
to set bank capital requirements without 
checks and balances, capital requirements 
will reflect the regulator’s interests even if 
these interests diverge from the best interest 
of the overall economy.

Basel III is a complex set of rules that are 
susceptible to bank manipulation that can 
lead to understated capital.  This is not new 
news, and it should have been anticipated 
when regulators designed Basel III in the 
aftermath of the last financial crisis.   

Clearly Basel III must be simplified and 
improvements must be made to limit banks’ 
ability to understate capital.  But the Basel III 
formulaic approach for setting capital should 
not be abandoned in favour of stress tests 
and regulator discretion. •
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Comment

    Derivatives in the EU area are 
entering  a brave new world 

   Zohar Hod of SuperDerivatives warns that 
Last May’s European election results may 

muddy further regulatory waters in Europe.

UNCERTAINTY surrounding impend-
ing European Union (EU) regulations 
and time lines for implementation may 
be complicated further by the recent elec-
tions, which does not bode well for the 
European derivatives market.

The global derivatives market, which had 
been growing at around 24 per cent a year 
in the decade prior to the 2008 financial cri-
sis, continues to undergo significant reform, 
with the market moving toward increasing 
transparency, electronic trading and greater 
use of central counterparty clearing (CCP) – 
all as part of new regulations in Europe and 
the US. 

Despite the plethora of rules and regula-
tory reform that has been discussed, debated 
and passed, however, the exact nature of the 
global derivatives landscape remains uncer-
tain in Europe, which – despite generally 
adopting a more consultative and methodi-
cal approach to regulation – lags behind its 
counterparts across the Atlantic Ocean.

Important differences that contribute to 
further uncertainty remain. Take the exam-
ple of the recent deadline for European 

multilateral trading facility’s (MTFs ) to 
apply for qualifying multilateral trading facil-
ity , better known as QMTF, status – a US 
Commodity Trading Futures Commission 
(CFTC)-created category for MTFs wishing 
to open their markets to US participants that 
otherwise would be allowed to trade only on 
US-regulated swap execution facility’s (SEF).

No end in sight
Just as the UK’s Financial Conduct Authority 
(FCA) was working through the rules with 
London-based venues, the CFTC told 
European platforms not to apply, as it was 
re-working its guidance on the matter.  The 
result, potentially, is a further split in the 
already-fragile liquidity of the global swaps 
markets and the opportunity for arbitrage 
between them.

Worryingly, the existing divergence in the 
rules governing derivatives trading seems to 
have no end in sight, and the uncertainty 
may stretch further following the recent 
European elections, which have changed the 
make-up of the European parliament. 

Much has been written about the rise of 
Eurosceptic parties, which now account for 
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an increasing share of the European parlia-
ment. While this is certainly headline news 
for the mainstream media, the likelihood of 
these parties having an impact on financial 
regulation in the short-term remains limited.

Political uncertainties
Longer term, however, their influence is 
likely to be more substantial. Many of these 
parties were elected on the promise of 
reform – and in some cases, complete or par-
tial withdrawal from the European Union. 

This is likely to increase bureaucracy and 
delay the outcome of key decisions, while 
shifting the priorities of policymakers away 
from financial regulatory reform to political 
reform and an eventual reaffirming of vows.

This does not bode well for the European 
derivatives market. On the whole, European 
authorities have been widely credited for 
taking a more pragmatic approach than 
their global counterparts, allowing the mar-
ket time to reach a position of self-regula-
tion rather than flexing their muscles and 
attempting to push rules through without 
full consideration of any potentially damag-
ing effects on the market. 

Move to central clearing
But with a whole host of regulatory changes 
in the pipeline, the European elections took 
place at a critical time. There is still uncer-
tainty surrounding the impending regula-
tions that are currently being discussed by 
lawmakers, their timescale for implementa-
tion and the possible impact they will have, 
both intentional and otherwise. 

Perhaps the most notable will be the 
introduction of central clearing of over-the-
counter (OTC) derivatives later this year 

under the European Securities and Markers 
Authority (ESMA), as well as the Markets in 
Financial  Instruments II (MIFID) in 2016 – 
created to enhance the efficiency, reliability 
and transparency of financial markets. 

It is important that the derivatives market 
operates in an environment where the risk 
factors for doing business are understood 
as clearly as possible by both regulators 
and market participants, and the European 
derivatives industry has taken positive steps 
toward creating a more efficient, robust and 
resilient industry framework and structure. 

Whatever the final specifications of these 
regulations, the shift toward transparency is 
the correct and natural step for the industry. 

Crucial real-world role
However, the authorities must remember 
that derivatives instruments play a crucial 
real-world role in risk management for 
thousands of corporations and institutions, 
and it is integral that they do not introduce 
rules that limit a firm’s ability to protect itself 
from price fluctuations across different asset 
classes.

The OTC derivatives market must 
remain flexible, with the ability for institu-
tions to establish trading and hedging struc-
tures that fit their needs and manage their 
risks. The danger is that with a recession-
weary Europe increasingly set upon politi-
cal reform, many are beginning to question 
what the new reality holds. •

Editor’s note: The publisher and editors of 
the Journal would like to thank Zohar Hod 
of SuperDerivatives and Les Kovach of   
TabbFORUM’s for permission to reprint an 
amended version of this article.



Advisory – buy-side

    A new era for buy-side 
analytics 

   FINCAD’s James Church argues a convergence of 
regulatory presures and investor demands makes for 

a more challenging landscape for fund managers.

IN the late 1990s, Value at Risk, or VaR, 
was often an isolated metric. However, 
the changing economy called for more 
robust and linked market risk measures. 
The problem was that many were unable 
to capture tail risk accurately, and then 
the financial crisis hit. Risk management 
approaches unraveled, and confidence in 
VaR in particular was undermined. 

Regulations such as the Wall Street Reform 
and Consumer Protection Act (Dodd Franks) 
and European Markets Infrastructure 
Regulation (EMIR) impose more stringent 
reporting and transparency requirements in 
the derivatives market.  In addition, investors 
are demanding greater insights into their 
portfolios, meaning buy-side firms must 
form an entirely new perspective. This calls 
for a fundamental review of the underlying 
pricing and risk analytics and a more sophis-
ticated enterprise approach.

In this new environment, buy-side firms 
increasingly have to emulate their sell-side 
counterparts. In the past, asset managers 
had to be less concerned with areas such as 
counterparty credit risk. Now, the evolution 

of the market demands they find ways to 
deploy more sophisticated risk management, 
including scenario analysis, stress-testing 
and calculating credit valuation adjustment 
(CVA). This will require them to embed 
counterparty credit risk into all transactions 
and adopt more stringent approaches. 

As well as credit and market risk, firms 
also have to consider model risk. This, too, 
was the bastion of the sell side and requires 
the validation of mathematical models 
before being deployed on the trading floor 
or in the risk management group. Crucially, 
it is no longer simply a case of measurement; 
firms must also manage – and model – the 
level of risk across the entire portfolio. 

Problematic legacies
Legacy technology is proving a major obsta-
cle to firms achieving both an enterprise 
view and more timely analytics. In the case 
of  VaR, for example, it’s not uncommon for 
firms to package their positions and send 
for overnight batch processing and calcu-
lations. Doing this means they might get a 
good end-of-day view, but they lack timely 
insights at more frequent intervals.  The term 
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“real time” is often used but interpreted dif-
ferently. In the past, some considered over-
night calculations to be “real time.” However, 
in risk management today, the key is to have 
information on-demand. 

Trends
While risk analytics may not run at the 
update frequency of a trading screen, they 
must provide frequent insights into the 
portfolio and the impact of each trade. This 
is particularly important given the volatility 
of overnight markets. Essentially, firms must 
capture this activity while they are still able 
to act on it. As such, there is a major drive to 
act on a pre-trade basis, including pre-trade 
compliance.

The historic fragmentation of technol-
ogy is also proving woefully out-of-date. 
Firms manage different investment strate-
gies across different departments, each with 
their own risk and trading characteristics. 
Typically, they have their own systems that 
operate in silos, so achieving a view across 
the firm proves difficult.

The financial crisis dramatically exposed 
these inefficiencies and so, since 2008, the 
overwhelming trend is to move risk systems 
to an enterprise level. And that’s particu-
larly important in light of new regulatory 
requirements. 

Multiple requirements
With the introduction of the Wall Street 
Reform and Consumer Protection Act and 
EMIR, buy-side firms now have to worry 
about posting collateral, answering margin 
calls, and managing the necessary liquidity 
– in some instances, for the first time ever 
in their operations. Effective optimisation of 

this collateral is fundamentally linked to the 
pricing data, so firms need a centralised and 
multi-asset library of risk analytics.  

Since the crisis, some firms have tackled 
a small part of the issue, such as a report-
ing requirement. To do this, they patched 
up existing systems, deployed black boxes 
or built their own code around third-party 
libraries.  The problem was these just covered 
the minimum requirement. 

In the case of black box systems, many 
proved too expensive and didn’t offer specific 
derivatives functionality. They also offered 
less flexibility and ultimately failed to deliver 
the bigger picture. Where larger firms built 
code around third-party libraries, they had 
to make it scalable and able to integrate with 
databases and other systems. This resulted in 
a lot of complex custom development, which 
continues to prove difficult to manage.

Advantage of outsourcing
Manual systems, including spreadsheets, 
are also prevalent but notoriously prone to 
errors. Not only are they difficult to manage 
in terms of operational risk, but they also fail 
to offer the much needed centralisation.

Other approaches have included online 
anayltical processing (OLAP) and in-mem-
ory computing. These offer an effective way 
to aggregate data with a multi-dimen-
sional view. The problem is that non-linear 
risk measures, such as VaR or “Expected 
Shortfall,”don’t lend themselves well to sim-
ple aggregation. Instead, firms must model 
and perform calculations on the entire port-
folio – and this calls for specialist enterprise-
wide valuation and pricing.  

With smaller firms that have less legacy 
issues, one advantage is they can outsource 
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the entire valuation and risk technology 
more easily and quickly access a truly enter-
prise approach. This means they benefit 
from a significant time-to-market advantage 
over those struggling with more complex 
architecture. 

No rip and replace
A truly enterprise approach must start with 
standardising the valuation of instruments. 
This is the fundamental foundation for all 
risk management processes and allows firms 
to maintain consistency across the business. 
They can then develop capabilities for alter-
native derivatives pricing, involving the mid-
dle and back office, and make it accessible to 
the front office. 

Once that pricing mechanism is 
ingrained in the business, firms can confi-
dently move on to enhance their risk man-
agement and measures. This includes better 

scenario analysis with processing times cut 
to a matter of minutes.

Crucially, implementation doesn’t need 
to be a big bang rip-and-replace project. 
Instead, firms can adopt a phased approach 
by department, asset class or investment 
strategy. And with a platform that interfaces 
with current technology, they don’t have 
to rip out the existing order management 
system.

Regulatory compliance and proving best 
practice to risk-savvy investors are important 
benefits from getting this right. However, 
the landscape offers an opportunity for 
greater long-term change to firms’ risk cul-
tures. Technology is enabling them to move 
beyond risk measurement and integrate risk 
management and control throughout the 
business. In doing so, they can make bet-
ter, more informed decisions and effectively 
meet customer demands. •
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Legal & Compliance

Who exactly is subject to the 

Foreign Corrupt Practices Act?

In this paper, Tham Yuet-Ming, DLA  

Piper Hong Kong consultant, examines the 

pernicious effects of the FCPA in Asia.

The US Foreign Corrupt Practices 

Act (FCPA), has its beginnings in the 

Watergate era, when the Watergate Special 

Prosecutor called for voluntary disclo-

sures from companies that had made 

questionable contributions to Richard 

Nixon’s 1972 presidential campaign.  

However, these disclosures revealed 

not just questionable domestic payments 

but illicit funds that had been channelled 

to foreign governments to obtain business.  

The information led to subsequent investi-

gations by the US Securities and Exchange 

Commission (SEC) which revealed that 

many US issuers kept “slush funds” to 

pay bribes to foreign officials and political 

parties.  
The SEC later came up with a voluntary 

disclosure programme under which any cor-

poration which self-reported illicit payments 

and co-operated with the SEC was given 

an informal assurance that it would likely 

be safe from enforcement action. The result 

was the disclosure that more than USD$300 

million in questionable payments (a mas-

sive amount in the 1970s) had been made 

by hundreds of companies – many of which 

were Fortune 500 companies. The US legis-

lature responded to these scandals by even-

tually enacting the FCPA in 1977.  

There are two main provisions to the 

FCPA – the anti-bribery provisions, and the 

accounting provisions.  Both the SEC and the 

US Department of Justice (DOJ) have juris-

diction over the FCPA. Generally, the SEC 

prosecutes the accounting provisions and 

the anti-bribery provisions as against issuers 

through civil and administrative proceedings 

whereas the DOJ prosecutes companies and 

individuals for the anti-bribery provisions 

through criminal proceedings.  

The anti-bribery provision

The FCPA’s anti-bribery provision makes it 

illegal to offer or provide money or anything 

of value to foreign officials (“foreign” mean-

ing “non-US”) with the intent to obtain or 

retain business, or for directing business to 

any person.  

Anything of value can include sponsor-

ship for travel and education, use of a holi-

day home, promise of future employment, 

discounts, drinks and meals. There is no 
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Risk management 

 Of ‘Black Swans’, stress tests &  optimised risk management         Standard & Poor’s David Samuels  
outlines the positive benefits of bank stress testing on the bottom line.It is a big challenge for banks to build 

a robust approach to managing the risk 
of worst-case stress scenarios that, almost 
by definition, are triggered by apparently 
unlikely or unprecedented events. 

However, solving the problem of identi-
fying the risk concentrations and dependen-
cies that give rise to worst-case outcomes is 
vital if the industry is to thrive – and if indi-
vidual banks are to turn the lessons of the 
past two years to competitive advantage. Banks that tackle the issue head-on will 

be lauded by investors and regulators in the 
coming years of industry recuperation and, 
most importantly, will be able to deliver sus-
tained profitability gains. Meanwhile, banks 
that are well placed to take advantage of the 
consolidation process need to be sure they 
can understand the risks embedded in the 
portfolios of potential acquisitions. To improve enterprise risk management 

and strengthen investor confidence, we think 
banks can take the lead in three related areas:

Better board and senior executive over-
sight and control of enterprise risk man-
agement; re-invigorated stress testing and 

downturn capital adequacy programs to 
uncover risk concentrations and risk depend-
encies, and; applying these improvements 
to drive business selection – for example, 
through performance analysis and risk-
adjusted pricing that takes stress test results 
into account.  

Top-level oversightBuilding a more robust and comprehensive 
process for uncovering threats to the enter-
prise is clearly, in part, a corporate govern-
ance challenge. The board and top executives 
must have the motivation and the clout to 
scrutinise and call a halt to apparently profit-
able activities if these are not in the longer-
term interests of the enterprise or do not fit 
the intended risk profile of the organisation. 

But contrary to popular opinion, improv-
ing corporate governance is not just a ques-
tion of putting the ‘right’ executives and 
board members in place and giving them 
appropriate incentives. For the bank to make the right deci-

sions when they are difficult, e.g. when 
business growth looks good in the upturn, 
or when risk management looks expensive 
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Advisory - AML

    Anti-money laundering: Asian 
stakes have never been higher

   KPMG’s  Kyran McCarthy highlights the 
growing importance of AML within Asia and 
how banks can avoid falling foul of regulators.

ANTI-MONEY laundering (AML) has 
long held a top spot on the global regu-
latory agenda. Its importance will likely 
continue to increase exponetially in the 
years ahead as regulators and central 
banks monitor financial institutions for 
a range of potential problem areas, rang-
ing from terrorist financing to interna-
tional cash smuggling.

Just a decade ago, anti-money laundering 
was widely perceived as a standard ‘preven-
tion’ practice and part of a bank’s cost centre. 
Today, anti-money laundering policies and 
systems are seen as an essential compo-
nent of every financial institution’s business 
development and risk management strat-
egy, impacting everything from front-line 
sales efforts to know-your-customer (KYC) 
initiatives. 

This shift in perspective is not only the 
result of the higher volumes of cross-border 
capital flows due to globalisation, but also a 
heightened awareness of risk management 
blind spots following the 2008 financial crisis. 

The stakes have never been higher 
for financial institutions to have robust 

Anti-money laundering systems in place. 
Money laundering fines are increasing from 
millions to billions of dollars, while regula-
tors – and the public at large – are holding 
senior executives to a greater standard of 
accountability.  Punishments for systematic 
oversights are getting more personal: senior 
executives are losing their jobs as risk man-
agement failures are exposed, company rep-
utations are being damaged, CAMEL ratings 
– a supervisory classification system utilised 
to gauge the overall health of a bank –  can 
be downgraded,  largefines are being issued 
and share prices are plummeting.

Growing scrutiny 
In Hong Kong, the Securities and Futures 
Commission (SFC), Hong Kong Monetary 
Authority (HKMA) and Office of the 
Commissioner of Insurance (OCI) are sig-
nificantly increasing the number of new 
hires with anti-money laundering skills in an 
effort to stay on top of evolving anti-money 
laundering cases and trends. 

A recent article reported that the 
HKMA was investigating several financial 
institutions for breaches of the city’s strict 



Journal of Regulation & Risk North Asia58

Anti-Money Laundering and Counter-
Terrorist Financing (Financial Institutions) 
Ordinance (AMLO). The jury is still out 
on the details of the investigation and the 
extent of the breaches, if any in fact occurred. 
However, what is certain is that regulators 
are tirelessly conductin probes behind the 
scenes to ensure new laws and policies are 
honoured, while the media is watching and 
reporting for an ever-curious public.

Imprtance of data
All of this means that the scrutiny of finan-
cial institutions and their Anti-money laun-
dering systems – or lack thereof – is rapidly 
increasing, and will continue to do so for the 
foreseeable future. 

Offences will make global headlines 
and those responsible, or perceived as being 
responsible, will be punished and “named 
and shamed” in the court of public opinion. 
It goes without saying that those institu-
tions with the highest risk profiles will come 
under the most intense scrutiny.

In today’s environment, banks need to 
constantly refresh their anti-money laun-
dering data collection efforts to ensure they 
have the right information at their disposal 
should a problem arise. 

Not only a back office issue
Onsite examinations by regulators will only 
increase in volume, and banks will need to 
be prepared to demonstrate sufficient cus-
tomer due diligence has been performed 
when required. It is also crucial that financia-
linstitutions demonstrate that senior man-
agement has a firm hand in their overall risk 
management strategy. 

Risk management and anti-money 

laundering are no longer simply the respon-
sibility of those operating within back office.
In response to the heightened scrutiny of 
anti-money laundering policies and pro-
cedures, many banks around the world are 
scrambling to upgrade their technology 
systems. 

This trend creates a knock-on effect 
whereby all financial institutions are 
expected to fall in line and do the same. To 
prepare for onsite inspections, banks should 
review and refresh their anti-money laun-
dering systems and practices on a regular, 
business-as usual basis, from the front to the 
back office.

Consider outside advice
Financial institutions must mobilise imme-
diately on an organisation-wide basis to 
address any weaknesses in anti-money 
laundering policies and controls. Quick and 
transparent responses to any unforeseen 
incidents can potentially limit reputational 
damage and also convince regulators that 
a commitment to anti-money laundering is 
intact within the organisation.

Banks can consider seeking outside 
advice on updating their anti-money laun-
dering systems and controls. Any effective 
anti-money laundering strategy needs to be 
linked to a bank’s KYC initiatives, and should 
ideally be formulated with input from senior 
executives across the entire organisation – 
not only compliance and risk management, 
but also front-line sales and general man-
agement – as an anti-money laundering 
breach can impact the entire bank, from its 
reputation to its share price.

Comprehensive anti-money laundering 
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health checks should be conducted on a 
regular basis.These check-ups should be 
applied across the bank in areas such as pri-
vate banking, as well as any cash-intensive 
businesses. Commissioning health checks 
on a business-as-usual basis can help stand 
financial institutions in good stead with 
regulators.

Customer due diligence is a central part 
of the post-financial crisis regulatory land-
scape, and needs to be a core component of 
any effective Anti-money laundering strat-
egy. Banks are expected to have detailed 
knowledge of their customers, i.e. who is 
putting money into the bank and who is tak-
ing it out. Transaction screening and suspi-
cious transaction reports should be included 
in this effort. Even unknowingly conducting 
business with terrorist organisations or other 
criminal syndicates can put banks at signifi-
cant reputational risk.

Anti-money laundering strategies also 
need to be broadened to encompass tax 
evasion, given the ever-increasing flow of 
cross-border payments and transactions in 
this era of rapid globalisation. Regulators 
continue to aggressively monitor financial 
institutions due to recent tax evasion settle-
ments involving large European banks. To 
avoid hefty fines, banks need to commit to 
an organisation-wide tax evasion monitor-
ing framework as part of any anti-money 
laundering strategy. •

Editor’s note: The publisher of the Journal  
would like to extend thanks to Kyran 
McCarthy,  Partner – Forensic  and Asia 
Pacific Head of AML & Sanctions Services, 
KPMG China for allowing the Journal to 
reproduce an amended version of this paper, 
which first appeared in the company’s  Hong 
Kong Banking Survey printed  in July, 2014.
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Compliance

Global financial change impacts  

compliance and risk   

EastNet’s head of products management – 

compliance, David Dekker, details a potent 

chemical reaction in financial markets.

About a year ago we saw the first signs 

of a transformation in the financial world 

and in the last months the credit crisis 

has transformed the financial world at 

an explosive pace. the change that is 

occurring is much broader in scope than 

originally expected. banks that were 

considered to be too big to fail or fall 

are either failing or being taken over by 

financial institutions that are more finan-

cially sound, resulting in a huge para-

digm shift in how banks are regarded by 

the public and other banks. 

Since banking largely revolves around 

trust and the ability to service customers, los-

ing a customer and determining the impact 

of it, should be part of the ongoing risk 

management of the organisation, as well as 

monitoring the riskiness of existing and new 

products and the customers using/buying 

these products. But there are more changes 

and challenges in the banking world that are 

threatening banking as we have known it.

The banks will, in the future, not be the 

default vehicles by which to move our funds, 

maintain our balances and portfolios; they 

will just be one of companies amongst oth-

ers that will be able to offer these services. 

These days we should rather speak about 

financial institutions than banks, or moni-

tored financial service providers, a name that 

covers their current and future activities.

Look at how rapidly we have moved 

from physical interaction on the banks 

terms (location and hours of operation) to 

electronic payments then Internet banking. 

Again the banks were still in charge, but 

as mentioned the paradigm is shifting to a 

world where we (physical persons and cor-

porations) pay each other without the banks 

involvement with new technologies such as 

mobile payments.

Network providers

In the future the banks and organisations 

such as SWIFT, NACHA and other pay-

ment networks become network providers 

that allow you to send money from A to B 

and will charge you for the network traf-

fic that you generate. This brings similari-

ties with industries such as telecom, energy 

suppliers and cable companies. The financial 

world is clearly undergoing an important 
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Opinion

Deregulation, non-regulation and ‘desupervision’ Professor William Black examines the 
causes of the mortgage fraud epidemic that has swept the United States.THE author of this paper is a leading 

academic, lawyer and former banking 
regulator specialising in ‘white collar’ 
crime. As one of the unsung heroes of the 
Savings & Loans debacle of the 1980s, 
Professor Black nowadays spends much 
of his time researching why financial 
markets have a tendency to become dys-
functional. Renowned for his theory on 
‘control fraud’, Prof. Black lectures at the 
University of Missouri and Kansas City. 
He is the author of ‘The Best Way to Rob 
a Bank is to Own One: How Corporate 
Executives and Politicians Looted the 
S&L Industry.’ A prominent commenta-
tor on the causes of the current financial 
crisis, Prof. Black is a vocal critic of the 
way the US government has handled the 
banking crisis and rewarded institutions 
that have clearly failed in their fiduciary 
duties to investors. 

The following commentary does not nec-
essarily represent the view of the Journal of 
Regulation and Risk – North Asia.  “The new numbers on criminal refer-

rals for mortgage fraud in the US are just in 

and they implicitly demonstrate three criti-
cal failures of regulation and a wholesale 
failure of private market discipline of fraud 
and other forms of credit risk. The Financial 
Crimes Enforcement Network (FinCEN) 
released a study this week on Suspicious 
Activity Reports (SARs) that federally regu-
lated financial institutions (sometimes) file 
with the Federal Bureau of Investigation 
(FBI) when they find evidence of mortgage 
fraud.  

Epidemic warningThe FBI began warning of an “epidemic” of 
mortgage fraud in their congressional testi-
mony in September 2004 – over five years 
ago.  It also warned that if the epidemic were 
not dealt with it would cause a financial cri-
sis. Nothing remotely adequate was done to 
respond to the epidemic by regulators, law 
enforcement, or private sector  “market dis-
cipline.”  Instead, the epidemic produced and 
hyper-inflated a bubble in US housing prices 
that produced a crisis so severe that it nearly 
caused the collapse of the global financial 
system and led to unprecedented bailouts of 
many of the world’s largest banks.



COLLATERAL MANAGEMENT, COUNTERPARTY RISK AND CVA  
1 - DAY CPD CERTIFIED SEMINAR 

          October 23rd 2014     8.30am – 5.00pm 
Hong Kong 

HUNT FINANCIAL TRAINING LTD 
108 Alexandra Park Road, London N10 2AE 

www.huntfinancialtraining.com  
CPD Affiliate Member NO: 7025 

It is critical for you and your business, in the current regulated financial market to have 
up to date knowledge of Collateral Management, Counterparty Risk and CVA.  

This seminar, led by Chris Hunt, along with other leading industry experts, will help you 
understand the key concepts, values, risks and processes undertaken by leading players 
in the marketplace today.  

 

 

Chris Hunt has extensive experience in the 
Collateral, Counterparty Risk and CVA space, 
having worked in that field at UBS as well as at 
Fortis, Barclays Capital and Standard Chartered 
Bank. Chris holds an MBA from the London 
Business School.  
For further details on Chris please visit 
www.huntfinancialtraining.com 
 

 
 
CPD certified certificate 

no 7025T1 
 

 

  S1: Introduction to Collateral 
Management, Counterparty Risk and 
CVA 

 S2: Transforming Collateral into a Profit 
Centre 

 S3: Panel session with industry experts 
focused on regulation  

 S4: Central Clearing and Basel 3 

 S5: Guest Speaker 
Full agenda available on website  
 

 

 

Q. What am I going to learn from this course and how will I be able to apply it? 
A. A good understanding of the areas of collateral, risk management and CVA and the interconnectivity between 
them.  In addition, the participant will gain an understanding of the questions firms should be asking and how they 
need to develop their processes and infrastructure to capture and price risk accurately. The cost implications in this 
space are huge, and substantial savings are available to those that plan well and ask the right questions. 
 
Q. Who should attend this course? 
A. Collateral Managers or Risk or Treasury professionals; IT professionals involved in building systems in this space; 
those wanting to get a broad understanding of these areas and their interconnectivity. 
  
Full FAQ available on website  

 

 



Advisory - risk management

    Managing risk in an intensifying 
regulatory environment  

   James Keenan of LOC Consulting discusses 
how financial institutions can achieve an IT 
strategic delivery system in a period of flux.

FOR an industry so often accused of 
gaming the system, regulation is the 
only game in town for the next five years, 
making it imperative that financial insti-
tutions enshrine compliance and trans-
parency firmly within their corporate 
culture and business processes.

Martin Scorsese’s portrayal of the rise and fall 
of Jordan Belfort, the chief of discredited bro-
kerage firm Stratton Oakmont, in “The Wolf 
of Wall Street”,  is said to have stretched well 
beyond the realm of possibility. Audiences 
loved it, more circumspect financial ser-
vices professionals hated it, and film critics 
described it as  “the rigging of the American 
game unveiled.”

Artistic licence allows for some blurring 
of fact and fiction, most notably that the orig-
inal  Forbes exposé was headlined “Steaks, 
Stocks – What’s the Difference?” and alluded 
to Belfort’s transition from meat salesman to 
“pushing dicey stocks,” while there remains 
some debate as to whether he was actually 
ever referred to as “The Wolf of Wall Street.”

Nevertheless, several elements of the 
film ring true. Belfort did indeed work at 

investment firm L.F. Rothschild and was 
laid off after Black Monday in October 1997. 
He subsequently got a job at a penny stock 
house before opening a franchise of Stratton 
Securities, a small broker-dealer Belfort later 
acquired to form Stratton Oakmont, which 
grew into one of the largest over-the-coun-
ter (OTC) brokerage firms in the country.

A cautionary tale
More important, the crux of the story is that 
Stratton Oakmont’s success was built on the 
fraud known as “pump and dump” – a tech-
nique that works by buying up the stock of 
worthless companies through nominees, 
selling it on a rising market to genuine inves-
tors, and then unloading all of it.

This practice eventually saw Belfort 
and his associates jailed. One only has to 
recall Michael Milken for his development 
of the market for high-yield bonds (“junk 
bonds”),and then for his conviction follow-
ing a guilty plea on felony charges for violat-
ing US securities laws.

“The Wolf of Wall Street” claims to serve 
as a cautionary tale. Certainly it is to the 
extent that it can be hard to see the wood 
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with highly complex products being traded; 
where the debt is hiding (the trees) or whom 
you are betting on going bust. Moreover, 
investors need to be especially cautious 
when the wood (i.e., the bourse) happens to 
be inhabited by wolves.

Derivatives in the crosshairs
Likewise, the fresh wave of regulation 
sweeping the financial services industry is 
necessary to protect the wealthy one percent 
of potential investors that Belfort urges his 
“wolf pack” to “harpoon,” or to guard against 
rogue traders committing securities fraud by 
pricing derivatives portfolios in a way that 
reduces reported losses.

Unsurprisingly, derivatives have become 
a focal point for regulators in their pursuit of 
monetary and financial stability. Famously 
described by Warren Buffet as “financial 
weapons of mass destruction,” derivatives are 
contracts between banks and other inves-
tors.  Linked to corporate debt, commodities, 
currencies, and other assets, they are a major 
source of credit exposures between the larg-
est global institutions. 

The collapse of Lehman Brothers in 
September 2008 was the biggest corporate 
bankruptcy in US history and signalled the 
start of the global financial crisis. It came 
about because Lehman’s portfolio was tied 
up in highly complex and opaque OTC 
derivatives.

G-20 Pittsburg gathering
Lehman was just one of many major banks 
and financial institutions taking complex 
OTC derivative instruments and bundling 
them together such that the true risk inher-
ent in transactions was not obvious. 

Due to this high complexity, lack of 
transparency, and a culture focused on 
financial gain, banks failed as things went 
wrong, bailouts ensued, and the leveraged 
debt around certain trades had a dispropor-
tionate effect both on financial systems and 
the global economy.

Subsequent investigations by regulators 
have implicated unregulated OTC deriva-
tives markets as a major source of systemic 
risk and concluded that they “contributed 
significantly” to the financial crisis. 

Recognising that consistent and compre-
hensive OTC derivatives regulatory reform 
was vital to ensuring global financial stability, 
in September 2009 the G-20 Leaders meet-
ing in Pittsburg, USA made a commitment 
to improve OTC regulation globally.

Tsunami of change
This was to be achieved by focusing on three 
key areas, namely: That all standardised 
derivatives be cleared through central coun-
terparties (CCPs) and traded on exchanges 
or electronic trading platforms, where appro-
priate, by end-2012; That all OTC derivatives 
contracts be reported to Trading Repositories 
(TRs); and that non-centrally cleared trades 
be subject to higher capital requirements.

As part of this commitment, numerous 
rules are coming in – chief among them, the 
European Market Infrastructure Regulation 
(EMIR), Dodd-Frank and the Markets in 
Financial Instruments Directive (MiFID). 

The primary aim of these rules is to 
reduce counterparty risk, improve overall 
transparency, and enable regulators to better 
assess, mitigate and manage systemic risk. 

The reforms call for significant change 
and therefore present substantial challenges 
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for major financial institutions, smaller 
organisations and individual parties alike.

Inherently complex
Implementation is proving an exponential 
problem, as there are a number of regula-
tors putting in different obligations at differ-
ent times. There are also subtle differences 
between Jurisdiction A and Jurisdiction B 
and some of them can be contradictory – 
comply with one and you may breach the 
other.

Moreover, the tangible impact of regu-
latory implementation within any one 
jurisdiction is not always as expected, with 
markets adapting to the change in ways 
not initially envisaged, leading to further 
refinements. The new rules also continue to 
evolve, with the scope of products covered 
being expanded to eventually encompass all 
relevant OTC derivative asset classes.

Delivering business change to ensure 
compliance with multiple regulations that 
often have ambiguous requirements and 
scope (and are occasionally contradictory) is 
inherently complex. 

Employing a conventional project struc-
ture and approach to address regulatory 
change is therefore not an option for finan-
cial institutions. There is a diversity of inter-
nal and external stakeholders involved, and 
the fact that mandatory delivery time lines 
can move makes scheduling difficult.

Ongoing analysis
Furthermore, the interdependency of rules 
calls for fundamental system changes, many 
of which will need to be delivered concur-
rently, and without impacting on “busi-
ness as usual” activities. The core concern 

for financial institutions is that regulations 
cannot be delivered to the required quality 
through existing organisational structures, 
leaving significant areas to address.

Ongoing analysis of the evolving market, 
deep industry knowledge and interpretation 
of the incoming regulation will be essential 
in ensuring that new central clearing and 
e-trading platforms are delivered in a com-
pliant way. 

It will be vital to clearly set out and com-
municate the new workflows and technical 
capabilities necessary to execute the elec-
tronic trades, and ensure that all members of 
staff have a full understanding of the behav-
iours no longer permitted under the new 
rules.

Strategic delivery capability
At the same time, the rationale for the work-
flows to be the way they are is important 
given the complexity of the often compet-
ing regulations cross-jurisdiction, such that 
key workflow aspects are not inadvertently 
removed, leading to a regulatory breach, or 
obsolete elements left in place, leading to 
inefficiency.

With substantial financial and reputa-
tional implications attached to any instance 
of non-compliance or breach, it is essential 
that senior decision-makers be engaged in 
the implementation of any rule issued. 

A strategic delivery capability is therefore 
required and can be achieved by establishing 
a governing committee to span all regulatory 
delivery. Led by a senior chair under which 
the required number of design authority 
committees can sit, this enables financial 
institutions to manage operational risk aris-
ing from regulatory change.
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A dedicated business project should also 
be established to provide an effective conduit 
between program sponsors managing trad-
ing sales activities and the IT teams making 
system changes. This way, aims are under-
stood and requirements clearly defined 
before being fed into the IT teams. 

Importance of embedding
It is recommended that the business project 
team adopt a defined methodology in order 
to cover the following areas: Rule interpre-
tation by legal, compliance and business 
experts; Impact analysis by business experts; 
Definition of IT requirements; and finally, 
Dependency management and implemen-
tation scheduling (with integration in to a 
change management roadmap)

It must be recognised however, that pro-
ject teams are temporary by nature; thus the 
financial institution itself needs to embed 
the required responsibilities within the 
organisation. 

This is where many organisations opt 
to engage an experienced external provider 
to drive the structural change required and 
ensure that the necessary level of in-house 
competency is achieved to sustain the capa-
bility going forward.

Strong and collective desire
For an industry so often accused of gaming 
the system, regulation is the only game in 
town for the next five years, making it imper-
ative that financial institutions enshrine 
compliance and transparency firmly within 
corporate culture. 

Naturally, regulation cannot ever expect 
to eliminate risk completely, but it can and 
will improve the way risk is managed as 

the system becomes more transparent, as 
all parties are aware of the risk profile – and 
provided it is approached with the appropri-
ately level of gravatus.

Without a strong and collective desire to 
not only follow the letter but the spirit of the 
rules, organisations will always find ways to 
work with those rules to their competitive 
advantage – those then become industry 
accepted norms and the circle starts again. 
Industry-level cultural change is the only 
way to avoid such a circle, and requires 
strong, prohibitive action from regulators at 
the individual and corporate level.

With a strategic delivery capability 
for managing business change built on a 
robust governance structure, strong senior-
level buy-in to lead a drive toward greater 
compliance and including a communica-
tions program embracing both internal and 
external parties, financial institutions will be 
better equipped to successfully transform 
their business with minimal operational 
disruption.

Importantly, they can employ the same 
mechanics and structure to respond rapidly 
and appropriately to further regulatory shifts, 
engage with trading partners compliantly, 
and intervene in a rapid and appropriate 
manner should issues arise.•

Editor’s note: The publisher and editors of 
the Journal of Regulation & Risk - North Asia 
would like to extend their thanks to James 
Keenan, associate director, LOC Consulting, 
together with Les Kovach, editorial director, 
TabbFORUM for allowing the Journal to pub-
lish an amended version of this paper, which 
was first posted on the TabbFORUM blog 
during June 2014.
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Global trends

Risk data aggregation concerns 
mount as deadline approaches 

   Research suggests globally active banks may 
miss stringent risk data aggregation deadline 

set by the Basel Committee says Chris Rogers.

OF all the lessons gleaned from the finan-
cial implosion of 2007-08 was the fact that 
many of the world’s largest banks failed 
miserably to have an handle on the pleth-
ora of risks they were exposed to across 
multiple business lines in multiple juris-
dictions. As part of its reworking of the 
Basel II framework the Basel Committee 
of Banking Supervisors (BCBS) set out 
to eliminate this glaring deficiency by 
mandating that the world’s largest banks, 
essentially those considered too-big-to-
fail, take a holistic approach to their entire 
operations and the risks contained therein, 
thus not only making the banking sector 
safer in their opinion, but should prob-
lems arise, far easier to resolve.

The magic pill that the  BCBS proscribed 
is found in its document BCBS 239, itself 
part of the Basel III process, that contains 
“14 Principles” that those banks deemed of 
global systemic important must be compli-
ant with by January 2016.  Its not only the 
big players, such as JPMorgan, Royal Bank of 
Scotland and Deutsche Bank though, which 
are impacted by the Basel Committees 

desire to improve risk management and 
governance within the banking sector.  At 
a national level, any bank deemed impor-
tant to the financial health of a country will 
be captured by the Basel proposals and will 
need to comply fully with the “14 Principles” 
by January 2019.  Further, its expected that 
most banks eventually will have to comply 
with enhanced risk data aggregation stand-
ards as nations the world over strive to make 
banking safer and the banks themselves far 
easier to wind down via resolution and the 
necessity of living wills to make this process 
work.

Not so easy
Its one matter for the Basel Committee to set 
mandates that banks are supposed to com-
ply with, but its an entirely different matter 
in the “real world” for banks to grapple with 
such huge change, one that impacts their 
entire disparate IT systems, many of which 
suffer huge legacy issues, as they grapple 
with the far more onerous task of comply-
ing fully with these risk data aggregation  
demands within a tight time line.

Indeed, it was apparent to all at the end 
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of 2013 that the first wave of banks captured 
by the radical  “14 Principles”  were having 
huge problems, not only on the IT-side of 
the equation, but in understanding precisely 
what was expected of them and what had to 
be captured to comply. 

BIS Report
These issues were highlighted by a Bank 
for International Settlements  (BIS) survey 
conducted in 2013, the BIS being the home 
of the Basel Committee, which found that 
many a systemically important institution 
actually was falling down when it came to 
understanding the multiple risks they oper-
ated under daily and how said risks could be 
captured adequately to comply fully with the 
“14 Principles”.

Of those that participated in the BIS 
survey, all banks admitted huge difficulties 
and all admitted that come January 2016 
each would miss compliance with at least 
one of the “14 Principles” set out by the Basel 
Committee, which ones though were not 
made public.  Which begs the question, given 
the complexities involved, why the Basel 
Committee itself does not put a cap on the 
market capitalisation size of any institution, 
thus preventing these issues in the first place 
as many have called for, which essentially 
would mean breaking up the mega-banks. 

Further concentration
Instead, we have witnessed a further con-
centration within the ranks of the too-
big-to-fails since the demise of Lehman 
Brothers, this despite calls to break up these 
systemically important institutions into 
more manageable sizes. Hence, making risk 
data aggregation a far more simpler process  

than that which has been exposed  presently.
Whilst the Basel Committee remains san-
guine that the world’s largest banks will be 
able to comply fully with its pronounce-
ments on risk data aggregation, bank resolu-
tion and the production of meaningful living 
wills at the Board level, those who’s feet 
remain firmly on the ground are less opti-
mistic that come January 2016 the world’s 
mega-banks will be compliant. 

One such industry observer is Accenture’s 
Ajit Tripathi, a UK-based Blogger who has 
posted extensively on the bank IT website 
Finextra over the past year on this particu-
lar topic area.  Tripathi, although full of posi-
tive advice, explains that even he is losing 
sleep about the bank’s ability to comply with 
BCBS 239, so imagine what your average 
bank IT and compliance employees are feel-
ing presently?

A significant reason for his doubt is 
the knowledge that in order to comply, the 
bank’s themselves need to adopt a compre-
hensive and holistic governance infrastruc-
ture, before they can fully comprehend what 
actually is required of them by the Basel 
Committee and national supervisory bodies 
with regards enhanced risk data aggrega-
tion and the IT processes and infrastructure 
necessary to deliver all of this, all of which 
imposes huge cost burdens and logistics 
issues.

In a nutshell from our vantage point 
in Asia, it would seem that the Basel 
Committees ideas of enhanced risk data 
aggregation may be a “bridge too far” as far 
as many bank’s are concerned and despite 
how laudable its overall aims are, the fact 
remains that in our connected world its still 
difficult to comply with complexity itself. •
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Global trends

HKEx drives adoption of ESG  
best practice in Asia Pacific

   Environmental, social and governance re-
porting is no longer a fringe concern, its now 

mainstream says Paul Wu of Ascent Partners.

FAR from being the prevail of a few 
concerned or Green investors, environ-
mental, social and governance report-
ing (ESG) is growing in international 
importance to the investment commu-
nity as they diversify out of stocks and 
shares in what many believe are unethi-
cal businesses into those that have a ethi-
cal bias and concern for the community, 
best illustrated by the decicision of the 
Rockerfeller’s in September this year to 
to move all investments out of oil-based 
businesses and into more responsible 
and sustainable ones.

This growing international importance to 
ESG and corporate social responsibility has 
not bypassed Asia, quite the reverse as seen 
by the requirement of businesses listed on 
the Hong Kong Exchanges and Clearing 
Ltd (HKEx), the sixth largest stock exchange 
by capitalisation globally,  to adide by a set 
of ESG rules and regulations on business 
reporting and transparency first imple-
mented in the final quarter of 2013, which 
will become even more stringent next year  
when it adopts “comply or explain” measures 

as part of its commitment to adopting inter-
national best practices to buttress its position 
as a leading regional and global player, one 
with strong ethical and social concerns built 
into its own business ethos and practices in 
the former British territory.

Historical perspective
The roots of social and ethical investment 
can be traced back to the 18th century in 
the UK when a number of religious-based 
investment and pension businesses openly 
embraced “ethical” standards as part of their 
everyday investment strategies, most nota-
bly avoiding pumping funds into businesses 
associated with slavery and other sinful prac-
tices deemed against God.

However, it was not until the era of 
the Vietnam conflict in the mid-60’s and 
early 70’s that such investment and busi-
ness concerns became more mainstream as 
businesses and investment funds avoided 
holding shares in companies actively prof-
iting from this fraught Far East conflict that 
divided a nation in turmoil with itself over 
fighting in distant lands.

Moving to the present ESG and corporate 
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social responsibility have grown in impor-
tance to many in the investment community 
concerned with global warming and envi-
romental degradation caused by unethical 
and unsustainable business practices found 
predominately in mining, oil extraction and 
some manufacturing processes that leave a 
large pollution legacy for future generations. 

HKEX initiative
Turning our attention oncemore to HKEx 
and Hong Kong in order to maintain its 
atractiveness to both local and overseas 
investors the Exchange and the Territory 
are keen to maintain a competative-edge 
in the face of fierce regional competition 
from Singapore and the two Chinese stock 
exchanges based in Shenzen and Shanghai.
   As such, by responding to a growing 
international concensus by embracing best 
practice in ESG and corporate social respon-
sibility makes perfect business sense. Its 
helps investors and business too who wish 
to be seen in a positive light given the grow-
ing level of investor concerns about global 
warming and poluting of the environment, 
the cost of which is usually bourne by future 
generations and the tax payer as witnessed 
by the recent nuclear accident in Japan that 
has raised awarness both here in Asia and 
globally to this growing tide of concern.

What’s required
As of October 2013 HKEx has mandated 
that all businesses listed on the exchange 
abide by a set of ESG and corporate respon-
sibility guidelines informed by internation 
best practice, specifically in terms of disclo-
sure and corporate responsiveness to their 
health and environmentalpolicies, social 

responsibility policies and corporate govern-
ance policies through the disclosure process 
of the now mandatory ESG Report process.

The central tenents of the HKEx ESG 
reporting schedule are found in four main 
groupings beginning with workplace  qual-
ity. Namely: Working conditions; Health and 
Safety; Employeee development and train-
ing, together with labour standards.

Secondly we have environmental pro-
tection with a focus on emissions, use of 
resources and environment and natural 
resources.

Thirdly we have a focus on operating 
practices embracing supplychain manage-
ment, product responsibility and and strin-
gent anti-corruption measures.

And finally, HKEx demands a focus on 
community involvement and community 
investment by all businesses listed on the 
exchange.

Obviously, given these facts all busi-
nesses listed on the exchange need to 
develop internal resporting systems and 
embrace best practice to adhere to the rules, 
which given the amount of data and IT sys-
tems utilised across numerous businesses 
is not as simple as HKEx would have us 
believe. 

Hence, and given the more stringent 
demands being made on businesses next 
year, those listed on the exchange need to act 
now if they are to retain investor confidence 
and fully comply with the new reporting and 
disclosure rules adopted by Hong Kong and 
other leading financial centres globally. Lack 
of space means we at the Journal can only 
touch upon this growing trend on this occa-
sion. However, we trust that by raising the 
ESG flag further debate will ensue. •
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Stress testing

    Stress testing five years after: 
An assessment

   Governor Daniel K. Tarullo of the US 
Federal Reserve reviews stress testing in the 

wake of the great financial crisis of 2008.

BORN of necessity during the depths 
of the financial crisis as part of an effort 
to restore confidence in the US financial 
system, supervisory stress testing has in 
the intervening five years become a cor-
nerstone of a new approach to regulation 
and supervision of the nation’s largest 
financial institutions. 

First, of course, it is a means for assuring that 
large, complex financial institutions have 
sufficient capital to allow them to remain 
viable intermediaries even under highly 
stressful conditions. 

More broadly, supervisory stress testing 
and the associated review of capital plan-
ning processes have provided a platform for 
building out a regulatory framework that is 
more dynamic, more macroprudential, and 
more data-driven than pre-crisis practice.

Each year we have refined elements of 
both the substance and process of the stress 
tests. These changes have been informed not 
only by our own experience, but also by cri-
tiques and suggestions offered by others. 

This annual symposium hosted by the 
Federal Reserve Bank of Boston has become 

an important channel for eliciting reactions 
and advice from outside experts and the 
banks subject to the annual Comprehensive 
Capital Analysis and Review (CCAR). 

Although the major elements of our 
approach have now been successfully estab-
lished, I anticipate that we will continue to 
make enhancements. If supervisory stress 
testing is to give regulators, banks, and the 
public a dynamic view of the capital positions 
of large financial firms, it must itself respond 
to changes in the economy, the financial sys-
tem, and risk-management capabilities.

Five year retrospective
In this paper, I will give a retrospective on the 
first five years of supervisory stress testing, 
highlighting some of the accomplishments 
and identifying some areas in which we may 
consider changes in the future. Then I would 
like to turn to a topic that has gained increas-
ing attention in the past couple of years – the 
qualitative assessment of firms’ capital plan-
ning processes that we conduct in parallel 
with our quantitative assessment of firms’ 
capital positions.

The potential value of comprehensive 
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stress testing had been much discussed 
among academics, analysts, and regulators 
in the years preceding the financial crisis, but 
only during the crisis was this supervisory 
tool first used at the same time across the 
largest firms. 

From SCAP to CCAR
The Supervisory Capital Assessment 
Program (SCAP) demonstrated in practice, 
not just in theory, the value of simultane-
ous, forward-looking projections of potential 
losses and revenues based on each bank’s 
portfolio and circumstances. The forward-
looking feature overcame the limitations of 
static capital ratios. 

The simultaneity, along with stress test 
features such as the use of common mac-
roeconomic scenarios, introduced a critical 
macroprudential dimension that offered 
insights into the condition of the entire 
financial system, including whether banks 
were sufficiently resilient to continue to lend 
to households and businesses under such 
adverse conditions.

The Federal Reserve’s basic approach 
to stress testing has not changed materially 
since the SCAP. We continue to take a mul-
tidisciplinary approach, drawing on a wide 
range of staff expertise. We create hypotheti-
cal macroeconomic scenarios that incor-
porate an assumed sharp deterioration in 
economic and financial conditions. 

Statutory change
Supervisors estimate each bank’s expected 
losses and revenues and use these estimates 
to project post-stress capital levels and ratios 
under the hypothetical scenarios. The esti-
mated capital ratios are then compared with 

regulatory benchmarks. We use common 
scenarios for all firms; for the firms with the 
largest trading activities, we add a market-
shock scenario that incorporates market tur-
bulence of severity similar to that of the latter 
half of 2008.

While the basic approach has remained 
consistent, much else has changed. In 
the first place, of course, the requirement 
for stress testing has become statutory, as 
Congress drew on the lessons of SCAP in 
crafting prudential standards for large finan-
cial firms in the Dodd-Frank Wall Street 
Reform and Consumer Protection Act 
(Dodd-Frank Act).1

Second, the annual supervisory stress 
test has been incorporated into CCAR, a 
broader program that requires large bank-
ing organisations to submit a capital plan 
annually. 

Manage capital and risk
The CCAR process gives supervisors an 
opportunity to evaluate plans for capital dis-
tributions against the backdrop of the firm’s 
overall capital position under both baseline 
and hypothesised stressed conditions. It also 
provides a regular, structured, and compara-
tive way to assess the capacity of these firms 
to manage their capital positions and, by 
implication, more generally to manage their 
risks. I will return to this feature of CCAR a 
bit later.

Third, there have been substantial 
enhancements to the supervisory stress test. 
Perhaps the most important change has been 
the development of independent supervi-
sory models. Because the original SCAP was 
developed on the fly and under consider-
able time pressure, supervisors necessarily 
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had to rely on firms’ own estimates of losses 
and revenues as a starting point for analysis, 
although they evaluated the firms’ estimates 
and made significant adjustments.

Improved data collection
In each stress test that has followed, and 
building upon the considerable progress in 
data collection, we have made completely 
independent estimates of a progressively 
greater proportion of potential net income 
or losses. These improvements in data and 
models have increased our ability to distin-
guish risks within portfolios.

We have also refined the formulation 
of the hypothetical scenarios that form the 
basis of the stress tests. The severely adverse 
scenario is designed to reflect, at a mini-
mum, the economic and financial condi-
tions typical of a severe post-World War II 
US recession.2

 In devising recession scenarios, we draw 
on many of the same macroeconomic mod-
eling tools used in making monetary policy. 
Because not all significant risks facing banks 
are tied to the business cycle, our scenarios 
now incorporate other adverse develop-
ments such as an exceptionally large decline 
in house prices, sharp drops in the value of 
stocks and other financial assets, or a wors-
ening of global economic conditions more 
severe than might normally be expected to 
accompany a deep recession in the United 
States. 

Salient risks
We have implemented the Dodd-Frank 
requirement for an “adverse,” as well as a 
“severely adverse,” scenario not by simply 
hypothesising a milder recession, but by 

testing for somewhat different risks. The past 
two years we have used the adverse scenario 
to test the impact of a sudden, significant 
increase in interest rates.

More discrete changes of note include 
the assumption of default by each firm’s 
largest counterparty and the incorporation 
of salient risks beyond those in the overall 
scenarios.3 The former obviously serves a 
microprudential purpose, but it also could 
promote systemic stability objectives if it 
were to identify a single exceptionally large 
exposure for the entire financial system. 

The incorporation of salient risks helps 
to use stress tests to “lean against the wind,” 
not just build a buffer for future losses. For 
example, the 2011 and 2012 scenarios incor-
porated possible severe stress in Europe. 
Inclusion of this factor may have led to 
greater awareness and better risk manage-
ment of US firms’ European exposures.

Macroprudential goals
Finally, I might mention a change made 
this year that actually reverted to a feature 
of the SCAP. We did not allow banks to 
assume their balance sheets would shrink 
in the stress scenarios as a way of meeting 
the minimum capital charge, something that 
many banks had done in the stress tests of 
the past few years.4 

Foreclosing this assumption serves the 
macroprudential goal of helping to ensure 
that the major financial firms remain suf-
ficiently capitalised to support lending in a 
severe downturn.

As I have already suggested, we are 
likely to continue to hone the supervisory 
stress test. In particular, I expect that we will 
devote more attention to developing the 
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macroprudential elements of the stress tests. 
For example, we might sharpen our focus on 
the risks to the financial system of significant 
common exposures among firms. 

More work needed
We have already adjusted the market shock 
applied to the trading books of the six largest 
firms to ensure that firms are not incentiv-
ised to hold significant amounts of certain 
assets simply because they performed well 
in the second half of 2008.5

 But there is more that could be done. 
One idea would be to test whether individ-
ual firms that are revealed by the tests to be 
vulnerable to serious stress might engage in 
asset fire sales that could produce knock-on 
damage to other firms. 

Another would be to incorporate more 
assumptions pertaining to the increased cost 
of, or reduced access to, funding in stressed 
environments, when lots of credit lines may 
be drawn simultaneously.

In short, we do not regard the supervi-
sory stress test and CCAR as finished prod-
ucts. In fact, we should never regard them 
as finished products, since to do so would 
be to overlook changes in the real economy, 
financial innovations, and shifts in asset cor-
relations across firms. 

Strengthened high quality capital
But I think it fair to say that supervisory stress 
testing and the CCAR have already made 
important contributions to financial stabil-
ity and, in the process, have led the way in 
transforming supervision of the nation’s 
largest financial firms.

First, they have played a key role in 
strengthening dramatically the capital 

position of the industry. The firms participat-
ing in CCAR have more than doubled their 
tier 1 common capital since 2009, an increase 
of US$500 billion of additional, high-quality 
capital in the US financial system. It is note-
worthy that supervisors in other countries 
have themselves been moving toward 
greater use of stress tests as a centrepiece of 
efforts to build strong capital positions for 
their banks. 

Most members of the Basel Committee 
on Banking Supervision now use some form 
of stress testing.6 The European Union and 
the United Kingdom are currently conduct-
ing supervisory stress tests whose results will 
be publicly released.

Greater transparency
Second, they have been the leading edge 
of a movement toward greater supervisory 
transparency. The Federal Reserve’s decision 
in spring 2009 to disclose the results of the 
SCAP on a firm-specific basis proved to be 
an important step in re-establishing market 
and public confidence in the US financial 
system. 

In the Dodd-Frank Act, Congress 
endorsed the practice of disclosing both 
supervisory and firm stress test results in 
normal times, as well as in crisis periods. 

During the past five years we have pro-
gressively increased disclosures of firm-spe-
cific information, the methodologies we use, 
and the details of the stress test scenarios. 
From the outset, we have published the 
broad framework and methodology used in 
the supervisory stress test, including infor-
mation about the types of models we use.7 

We solicited comments on our design 
framework for scenarios in 2012, and 
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incorporated into the final document some 
of the ideas we received--such as providing 
more information about the economic and 
financial conditions represented by paths of 
the variables in the scenarios.8 

Healthy discussions
And this past spring, we published the addi-
tional set of stress test results that described 
how the firms would perform under the 
adverse scenario, in addition to the results of 
the severely adverse scenario, which we had 
previously released.9 

Because bank portfolios are often quite 
opaque and thus difficult for outsiders to 
value, this information should allow inves-
tors, counterparties, analysts, and markets 
more generally to make more informed 
judgments on the condition of US banking 
institutions. 

Coupled with other regulatory measures, 
this transparency should in turn increase 
market discipline. This level of transparency 
also subjects us to greater outside scrutiny 
and analysis, a process that increases our 
accountability as regulators and helps us 
improve our assumptions and methodology 
over time. 

These choices for greater transparency in 
the supervisory stress tests and CCAR have 
prompted healthy discussion on the merits 
of disclosure in other supervisory areas.

Model Validation Council
As I think everyone in this audience knows, 
we have not disclosed the supervisory mod-
els themselves. We do not want firms simply 
to copy our modeling in their own assess-
ment of risks and capital needs. 

And we certainly do not want them to 

construct their portfolios in an effort to game 
the model – a kind of analogue to teaching 
to a test. But even though we do not publicly 
release the models, we have put systems in 
place to ensure oversight and accountability. 

The models are evaluated by a special 
model validation group made up of experts 
within the Federal Reserve who do not work 
on the stress tests. We have also created a 
Model Validation Council made up of out-
side experts to provide independent views 
and advice.10 

The third important effect of the super-
visory stress tests and CCAR has been to 
pave the way for other horizontal, simulta-
neous supervisory exercises. We created the 
Large Institution Supervision Coordinating 
Committee (LISCC) in 2010 to implement 
an approach to supervision of systemically 
important firms that was better coordinated, 
more data-driven, and more focused on the 
largest institutions as a group.11

Better risk management
While CCAR includes a number of firms 
that are not in the LISCC portfolio, the stress 
tests and CCAR have been the proving 
ground for LISCC, and as the committee has 
evolved to administer these programs more 
efficiently, these exercises have shown the 
way to other horizontal supervisory exercises 
or assessments. 

Some, like the newer Comprehensive 
Liquidity Analysis and Review, which 
focuses on assessing liquidity sufficiency 
and banks’ internal liquidity risk-manage-
ment practices, are intended to be recurring. 
Others are ad hoc efforts responsive to more 
episodic or transitory concerns.

Fourth, and in some sense an extension 
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of the prior point, CCAR in particular has 
defined an approach toward developing and 
maintaining better risk management within 
the banking organisations subject to these 
exercises. Let me turn now address this topic 
in somewhat greater detail.

Ensuring strong risk management
Here again, the origins of our current pro-
gram lie in our experience with the SCAP 
in 2009, during which we learned a great 
deal beyond just post-stress loss and capital 
numbers. The horizontal, cross-firm nature 
of the exercise also allowed us to evaluate 
and compare the effectiveness of the firms’ 
processes for determining and addressing 
their own capital needs. 

We discovered that, at the time, many of 
the firms had critical deficiencies in the fun-
damental risk-measurement and risk-man-
agement practices necessary to assess their 
capital needs. 

Many firms did not have a systematic 
program for assessing their capital needs 
and even lacked the basic data on firm-wide 
risks and exposures needed to begin such a 
program. 

Not surprisingly, there appeared to be 
a correlation between firms found to be 
insufficiently capitalised to withstand fur-
ther financial and economic stress and firms 
lacking effective processes for assessing their 
risks and vulnerabilities.

Strong capital positions
In response to these deficiencies, the Federal 
Reserve initiated the annual CCAR process 
for assessing the capital adequacy and inter-
nal capital planning processes of large, com-
plex bank holding companies (BHCs). 

CCAR is premised on the belief that 
thorough, rigorous risk management must 
underpin all the activities of all such firms. 
Risks that are identified and understood 
can be evaluated and, where appropriate, 
assumed with proper safeguards and capital 
planning. 

Risks that are overlooked, misunder-
stood, or taken outside of a well-considered 
and comprehensive risk-management 
framework plant the seeds for serious trou-
ble for individual firms and potentially for 
the financial system. 

Through CCAR, we have sought to 
ensure not only that all large BHCs have 
strong capital positions as determined 
through our supervisory stress test, but also 
that they have strong capital planning prac-
tices that are appropriately focused on the 
capital needed to withstand possible losses 
from the specific risks in each firm’s business 
model. 

Meaningful changes
These processes, grounded in strong quanti-
tative and qualitative risk management, also 
give supervisors a clearer window into each 
firm’s activities and thus increase the effec-
tiveness of regular supervision.

Since the first CCAR there has been 
notable improvement in the firms’ capital 
planning processes. Many firms have made 
meaningful investments in their risk-meas-
urement processes, including significant 
enhancements to their internal data and 
management information systems. 

Many firms have adopted a formal 
framework to inform their capital planning 
through an analysis of their vulnerabili-
ties and capital adequacy under a range of 
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potential adverse scenarios. They have also 
taken steps to enhance the integrity of their 
risk measures, analysis, and the decision-
making around their capital levels and 
distributions.

Qualitative Assessment
Despite these advances, there is continuing 
need for improvement in the firms’ capital 
planning processes. Some firms still lack reli-
able information about their businesses and 
exposures. 

Firms also are sometimes unable to 
measure or understand how stressful con-
ditions can change the performance of 
their material business lines. In particular, 
the capacity to assess the impact of tail risks 
remains in need of further development at 
many firms. 

These deficiencies are, in some instances, 
compounded by weak oversight by senior 
management and boards of directors, and 
lack of effective checks and accountability 
in the process. The importance we attach to 
these risk-management and capital plan-
ning processes is reflected in the compo-
nent of CCAR known as the qualitative 
assessment. 

This assessment covers a range of top-
ics, including the extent to which the design 
of a firm’s internal scenario captures the 
specific risks from the firm’s activities, the 
firm’s methods for projecting losses under 
stress scenarios, and how the firm identi-
fies appropriate capital levels and plans for 
distributions. 

Threat of objection
As detailed in our CCAR regulation, where 
these processes are found to be inadequate, 

or to raise safety and soundness concerns, 
they may form the basis for an objection by 
the Board of Governors to the capital distri-
bution plans of a firm.12 

If a firm’s internal processes are unreli-
able, supervisors will necessarily be con-
cerned that a firm may not properly have 
assessed risks clearly and, where needed, 
assured adequate capital for the many risks 
that cannot be fully captured by standardised 
stress tests.

As the process and expectations for the 
quantitative test have become better under-
stood, attention has shifted a bit to the quali-
tative assessment. To place that part of the 
CCAR in context, let me make several addi-
tional points.

Raising of the bar
First, as I have already noted, many firms had 
a long way to go to meet high standards of 
capital planning backed by strong risk man-
agement when we began CCAR. Given that 
initial gap, we have allowed time for firms 
to work toward full achievement of those 
standards. 

Thus, what may be perceived as a raising 
of the bar every year is better understood as 
our effort to provide a demanding, but still 
realistic, glide path for firms to reach that 
goal. We do, however, expect firms to con-
tinue to make steady progress each year.

Second, the horizontal nature of the 
qualitative assessment does not mean that 
every year one or more firms must receive 
an objection on qualitative grounds. 

The comparative approach helps ensure 
that firms are evaluated consistently and 
fairly. And it does allow us to see where 
specific firms may be outliers from good 
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practices followed in the rest of the industry. 
But this is not a PGA tournament – there is 
no foreordained cut that some participants 
will miss.

Further integration
Third, while there are minimum stand-
ards for all CCAR firms, the standards are 
more stringent for firms of greater systemic 
importance. It is not enough for the largest 
and most complex banking organisations to 
meet only the minimum standards in CCAR. 
We expect the more systemically important 
firms to establish and maintain the most 
sophisticated risk-management and capital 
planning practices. 

Their risk management and capital 
adequacy should be sufficiently strong to 
help ensure their resiliency to a range of 
unexpected stress events, since their distress 
could pose a threat to the financial system 
and to the broader economy.

Fourth, precisely because of its impor-
tance to our supervisory program, the 
qualitative assessment will continue to be 
progressively more integrated into year-
round supervision of the CCAR firms. 

While some important features of capi-
tal planning are observable only during the 
formal CCAR process, most of the risk-
management and capital planning stand-
ards incorporated in CCAR are operative 
and observable by supervisors throughout 
the year. 

Strong planning processes
These should be an important focus of 
ongoing supervisory oversight and of discus-
sions between firms and supervisors. Only 
in unusual circumstances should supervisors 

learn for the first time during CCAR of sig-
nificant problems in the quality of the capital 
planning processes, and only in unusual cir-
cumstances should firms be surprised at the 
outcome of the qualitative assessment.

We have already taken steps to further 
this integration of CCAR and regular super-
vision. At the end of each CCAR process our 
supervisors send to each firm a letter detail-
ing their conclusions concerning the qualita-
tive assessment. 

To the extent weaknesses or areas for 
improvement are identified, those letters 
provide a basis for regular stocktaking by 
both firms and supervisors. More generally, 
last year we released a paper on our expecta-
tions for all aspects of capital planning, pro-
viding greater detail than what is included in 
the annual CCAR instructions.14

Additional steps
I anticipate that we will take additional steps 
to integrate ongoing supervisory assess-
ments of risk-management and other inter-
nal control processes with the annual CCAR 
exercise, and to assure that communications 
in both directions are heard. 

One such step has just recently begun: 
The committee chaired by senior Board staff 
that is responsible for the oversight of CCAR, 
supported by the relevant horizontal assess-
ment teams, will directly engage with firms 
during the course of the year to evaluate 
progress in remediating weaknesses or other 
issues identified in the post-CCAR letters. 

Increasingly, our regular supervisory 
work on topics such as risk-identification 
and internal audit will focus on processes 
that are critical to risk management and 
capital planning at the firms, areas of focus 
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for CCAR. The aim of these and additional 
measures is to make CCAR more the cul-
mination of year-round supervision of risk-
management and capital planning processes 
than a discrete exercise that takes place at the 
same time as the supervisory stress tests.

Better information
Finally, I would note that, to provide inves-
tors, counterparties, analysts, and the pub-
lic with better information on the meaning 
of an objection on qualitative grounds to a 
capital distribution plan, we now release our 
decisions on each capital plan and, for firms 
whose capital plans were objected to, pro-
vide a summary of the specific reasons for 
those objections.15

Although strong capital regulation is 
critical to ensuring the safety and soundness 
of our largest financial institutions, it is not 
a panacea, as indeed no single regulatory 
device can ever be. 

Similarly, supervisory stress testing and 
CCAR, while central to ensuring strong 
capital positions for large firms, are not the 
only important elements of our supervisory 
program. Having said that, however, I hope 
you will take at least these three points away 
from my remarks today.

A most important advance
First, supervisory stress testing has funda-
mentally changed the way we think about 
capital adequacy. The need to specify sce-
narios, loss estimates, and revenue assump-
tions – and to apply these specifications 
on a dynamic basis – has immeasurably 
advanced the regulation of capital adequacy 
and, thus, the safety and soundness of our 
financial system. 

The opportunities it provides to incor-
porate macroprudential elements make it, 
in my judgment, the single most important 
advance in prudential regulation since the 
crisis.

Second, supervisory stress testing and 
CCAR have provided the first significant 
form of supervision conducted in a horizon-
tal, coordinated fashion, affording a single 
view of an entire portfolio of institutions, 
as well as more data-rich insight into each 
institution individually. 

As such, these programs have opened 
the way for similar supervisory activities and 
continue to teach us how to organise our 
supervisory efforts in order most effectively 
to safeguard firm soundness and financial 
stability.

Finally, supervisory stress testing and 
CCAR are the exemplary cases of how 
supervision that aspires to keep up with the 
dynamism of financial firms and financial 
markets must itself be composed of adaptive 
tools. 

If regulators are to make the neces-
sary adaptations, they must be open to the 
comments, critiques, and suggestions of 
those outside the regulatory community. For 
this reason, transparency around the aims, 
assumptions, and methodologies of stress 
testing and our review of capital plans must 
be preserved and extended.

With that point, I end where I began-
-by emphasising the importance of forums 
such as this one, and thanking you for your 
participation.•
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Supervision

    Broker-Dealer net capital 
requirements are too lax       

   SEC Commissioner Kara M. Stein’s June 
12 outburst causes howls of indignation 

from both Wall Street and Washington DC.

AS with many others, one’s of the opin-
ion that we need to have strong, vibrant 
capital markets if we want to have a 
healthy, job-creating economy.  Our capi-
tal markets must be built on a foundation 
that is strong enough to withstand the 
next storm.  During the Great Recession, 
we started a discussion about how to help 
insulate us when the next crisis comes. 

The next financial crisis may come from any 
direction.  My job is to help figure out where 
the next crisis may come from, and how to 
minimise the damage it would cause. That 
means we must identify systemic risks and 
mitigate them.  

Today (June 12, 2014), we have convened 
to continue this conversation and discuss 
what the SEC can do to better prevent the 
buildup and transmission of risks that can 
take down our entire financial system.

I’m going to begin our discussion today 
with a quick reminder of how we got here.  
And then, I’m going to focus on the three 
key areas where the SEC can play a critical 
role in addressing systemic risks. 

First, we need to step outside of our silo 

and think broadly and cooperatively with 
our fellow regulators, both domestic and 
international.  

Second, we need to focus on improving 
the stability and resiliency of the short-term 
funding markets, including securities lend-
ing and repurchase agreements (repos). 

Third, we need to re-examine how 
we evaluate capital, leverage, and liquidity 
within the financial institutions and funds 
we regulate.

Millennials fears
With the financial crisis in the rear view mir-
ror, many forget the forces that converged 
in 2007. Some even deny the impact of the 
recession, optimistically viewing our finan-
cial markets and our economy as inoculated 
from a virus that spread quickly and wreaked 
havoc on a global economy.  Yet, studies dem-
onstrate that the Great Recession continues 
to affect both attitudes and behaviours.  

A recent survey found that the gen-
eration entering the workforce now – the 
Millennials, who are 21 to 36 years old – 
have the same fiscally conservative views 
as the generation that exited the Great 
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Depression.1 Millennials are sceptical of the 
financial markets and long-term invest-
ing, yet we increasingly depend on them to 
invest and drive our economy.  

Crisis-scarred
Like the Millenials, I too, am crisis-scarred.  
And I share a dream with these Millennials.  
I dream of never facing another financial cri-
sis.  I want to do my part to avoid ever having 
to face another one.  The events of 2008 are 
indelibly etched into my memory.  

In 2008, while I was working for Senator 
Jack Reed, our country’s economic leaders 
began closed-door briefings with members 
of Congress. Concerned about the unfold-
ing financial crisis, the Chair of the Federal 
Reserve and the Secretary of Treasury 
pleaded for help and for an unprecedented 
financial intervention to stave off another 
Great Depression. 

They wanted tools to protect our Nation 
from an invisible force that came to be 
known as systemic risk.  A comprehensive 
strategy was developed to stabilise our econ-
omy and unlock the credit markets in order 
to save our financial system.

Those were scary days, with millions of 
American jobs, and billions of dollars on the 
line.  Huge policy choices had to be made 
with imperfect information, with conse-
quences that would shape the world’s econ-
omy for years to come.   

TARP fears
Many of you, like me, were doing everything 
you could to help.  And we accomplished 
a lot. The Congressional battle over the 
Troubled Asset Relief Program (TARP) tends 
to be what people remember the most. I 

certainly remember looking at a stream-
lined, three-page document authorising 
the expenditure of several hundred billions 
of taxpayer dollars – with almost no strings 
attached.  One doesn’t soon forget that.  And 
policymakers had to make monumental 
decisions within a matter of days.

TARP was just one small part of the pic-
ture.  We also had to deal with frozen fund-
ing markets. Financial institutions were 
struggling to meet their daily obligations; 
and overnight rates jumped from one day 
to the next.  Ultimately, it appeared that no 
bank wanted to do business with another.  

And so, the lender of last resort had to 
step in.  The Federal Reserve eased its rules, 
expanding the ability of firms to tap the dis-
count window, and created several unprec-
edented programs to support the largest 
financial institutions.2

Enter Dodd Franks
To help borrowers and investors in the credit 
markets – markets, that the SEC largely 
oversees – the Federal Reserve also created 
a slew of programs to support the commer-
cial paper markets, money market mutual 
funds, and asset-backed securities.3  Trillions 
of dollars were pumped into our credit mar-
kets.  The SEC didn’t have the authority,4 or 
the money, to do it.  But the markets and the 
institutions we oversee were saved by these 
efforts.

Shortly thereafter, Congress began to 
work on what would ultimately become 
the Dodd-Frank Wall Street Reform and 
Consumer Protection Act. My colleagues 
and I spent thousands of hours researching 
the causes of the crisis and figuring out how 
to address them. Then, just after five a.m. 
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one Friday morning, we were done.  The fin-
ished product was the most comprehensive 
piece of financial legislation since the Great 
Depression.  It contained several important 
substantive reforms to address systemic 
risks. 

Encourage lateral thinking
It restored regulatory oversight of the deriva-
tives markets, which had played a huge 
role in AIG’s collapse and provided the kin-
dling for the brewing financial firestorm.  It 
restricted banks’ ability to engage in propri-
etary trading, which had magnified banks’ 
losses during the crisis.  And it prescribed 
new rules for asset-backed securities, and 
the mortgages that went into them, which 
were at the heart of the crisis. 

The Dodd-Frank Act also created a 
council of regulators, the Financial Stability 
Oversight Council (or FSOC), to identify 
and address systemic risks.5 And it created a 
new research group, the Office of Financial 
Research (OFR) to help.  The point was to 
break down regulatory silos and encourage 
all of our regulators to engage in some lateral 
thinking.

How we doing?
July 2014 marked the four year point since 
the enactment of the Dodd-Frank Act, and I 
think it’s fair to ask how we’re doing on the 
systemic risk front.  To put it charitably, I’ll say 
the answer is mixed. 

We have made some headway.  The 
FSOC is meeting regularly, and the OFR 
is up and running, with over 200 staffers 
monitoring and assessing threats to finan-
cial stability.  

The Volcker Rule is now final -- a critical 

step forward in improving financial stability.6  
And the largest banks are submitting resolu-
tion plans to ensure that they don’t collapse 
in a disorderly mess.7

Unfortunately, however, far too many of 
the substantive reforms mandated by the 
Dodd-Frank Act are not yet implemented.  
Derivatives reforms, for example, are in legal 
limbo at the Commodities Futures Trading 
Commission (CFTC),8 and the SEC still 
has a long way to go.9  Credit rating agency 
reforms remain to be done.10

 The controversial swaps “push out” 
provision hasn’t gotten off the ground.11  
The mortgage rules on risk retention aren’t 
finished.12  And rules to ensure that bank 
executives don’t have pay packages that 
encourage excessive risk-taking haven’t 
been completed.13  Many of the most impor-
tant systemic risk reforms of the Dodd-Frank 
Act just aren’t done.  We need to finish these 
rules now; we cannot afford to wait.

New risk awareness
However, finishing our Dodd-Frank Act 
rules, which largely address the last financial 
crisis, won’t extinguish our responsibility to 
address new and emerging systemic risks.  
We need to continue to work with our fel-
low regulators around the world to identify 
and address systemic risks in whatever form 
they arise.

Within the United States, this discus-
sion should start with the FSOC.  I’ve been 
pleased to see the hard work and dedication 
of this Council, including their must-read 
annual reports.   I’m disappointed, however, 
to see that the FSOC suffers from much 
more squabbling among regulators than it 
should.  
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The point of the FSOC was for regulators 
with expertise in particular areas to identify 
potential risks, and then enlist the help of the 
entire council to address them.  The inten-
tion was to get each regulator to become 
more resourceful and start thinking in new 
and different ways.  

Turf wars
While some of that may be happening, 
in other cases, members of the FSOC are 
merely trying to dictate to, or control, regu-
lators with primary jurisdiction over certain 
areas.  The FSOC needs to come together as 
a team to focus and provide mutual support.  
And, I fear that individual members defend-
ing their territorial jurisdiction detracts from 
the FSOC’s critical mission to promote 
financial stability.

As a Commissioner at the Securities and 
Exchange Commission, I see a staff every 
day that has deep expertise and understand-
ing of the capital markets.  They are the best 
in the country at what they do.  If the FSOC 
is going to be successful, it must take advan-
tage of that expertise.  

At the same time, the Commission needs 
to welcome and benefit from the fresh eyes 
and different ways of thinking that can come 
from other regulators. 

Poor terminology
It is disturbing that members of Congress 
and reporters have been inquiring about 
the level of cooperation between the SEC 
and the OFR regarding a report on poten-
tial sources of systemic risk.  We should all 
be above this.  

The FSOC’s mission is far too important 
to be bogged down in a regulatory turf war.  

We all share a common purpose:  to make 
sure the foundation of our financial markets 
is strong so it can support a strong and thriv-
ing economy. 

Although systemic risk has not tradition-
ally been a focus of the SEC, it is now.  And 
we need to embrace that mission and that 
responsibility.  Without a doubt, firms and 
markets we regulate contribute to systemic 
risks in a number of ways.  We need to do 
more on this front, and we need our fellow 
regulators’ help.

Unfortunately, at times, the dialogue has 
not been particularly helpful.  For example, 
consider the term that some regulators use 
to describe our capital markets:  “shadow 
banking.”  It paints a picture of shady activi-
ties taking place under cover of darkness and 
outside of view.  

Misnomers 
This is a misnomer.  Banking regulators may 
not have focused on some of these activities 
much in the past, but I can assure you that 
the SEC and others have been paying close 
attention to the funding markets for decades.

What’s more, some tend to suggest that 
these markets are unregulated.14  Again, this 
is a misnomer.  While the primary regulators 
of these markets, including the Commission, 
need to enhance oversight, and revise rules, 
it cannot be said that nothing has been done.

If you strip away the inflammatory lan-
guage, however, and focus on the substance, 
there is a lot of potential for progress -- 
which brings me to my second point:  short-
term funding markets. 

The short-term funding markets are 
large and interconnected.  The collapse 
of these markets during the crisis was 
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profound.  Money market funds experienced 
runs.  The commercial paper markets dried 
up.  Securitisations and conduits stopped 
completely in their tracks.  And firms sud-
denly demanded more and better collateral 
to support securities lending and repos. 

Short-termism
Our short-term funding markets have their 
benefits. Money market funds and other 
investors can purchase short-term funding 
obligations and make higher returns, and 
broker-dealers can fund their positions very 
cheaply with high-quality collateral.  At the 
same time, short-term funding for long-term 
obligations can create serious problems. 

What happens if I use a credit card 
to buy a car?  Well, if I get an introductory 
rate of zero percent, this sounds like a good 
deal.  But if the zero percent rate spikes after 
twelve months to 25 per cent, then I’ve got 
a problem.  Our short-term wholesale fund-
ing markets are not that different.  Except, 
unlike my credit card, I don’t know when the 
interest rate may spike, or if my lender might 
demand full repayment. 

Ultimately, an over reliance on short-
term funding may accelerate credit supply 
and asset price increases in the good times, 
but it may also accelerate precipitous declines 
in asset prices and credit in the bad.15 

Pros and cons
The Commission is working hard on rules to 
prevent runs on money market funds, and I 
think everyone wants to get it right.  There 
have been a lot of discussions about capital, 
insurance, floating net asset values, redemp-
tion fees, gates, and restricting sponsor sup-
port.  Each tool has its pros and cons. 

For example, if there are fees and gates, 
couldn’t this trigger pre-emptive runs by 
investors that otherwise would not have 
occurred?  Or will fees and gates reduce 
run risk?  We have seen arguments by very 
sophisticated firms and economists on both 
sides.  In short, is it more likely (1) that fees 
and gates can cause, or exacerbate, a crisis; or 
(2) that fees and gates can actually prevent 
or stop one? 

And what happens to the borrow-
ers when the money fund providing their 
short-term financing slams its gate down?  
Will the money fund decline to renew their 
repo arrangement?  Does that impact, not 
just that borrower, but the rest of the short-
term lending market, or the entire finan-
cial system?  In an industry this important 
to our financial system, we should be very 
confident in the answers to these questions 
before moving forward. 

Tri-party repo market
And while I hope we’re able to finish a rule 
soon, a money market fund rule would 
only address part of the issues. It would 
only address some of the lenders.  We also 
need to address the borrowers and the 
intermediaries. 

The Federal Reserve Bank of New York 
and others, including the SEC, have been 
making a lot of progress. For example, the 
clearing banks’ intra-day credit exposures 
in the tri-party repo market have been dra-
matically reduced. The Financial Stability 
Board’s Work stream on Securities Lending 
and Repos has also been putting forward 
some great ideas, including collecting more 
data, enhancing disclosures, and imposing 
meaningful discounts. 
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Borrowers who rely on short-term fund-
ing should be required to disclose to their 
investors the relative maturities of their obli-
gations. If a borrower becomes too depend-
ent on short-term funding, its lenders may 
demand more collateral, higher interest, or 
restrict their access to funding altogether. 
This is how efficient markets should work.

Clear definition
As for my last topic, capital, leverage, and 
liquidity, I think we need to revisit and 
enhance some of the Commission’s rules.  
But, before I talk about some of my sugges-
tions for potential improvements, I first want 
to define what we’re talking about.  

Capital is, generally speaking, the 
amount of sticky funding for a firm, which 
can be used to absorb losses.  Contrary to 
some commentators, capital is not a reserve 
of assets, like a savings account, stored for 
a rainy day.  Capital is merely a source of 
funding.

The purest forms of capital are equity 
shareholder contributions, and retained 
earnings.16  They have the most loss-absorp-
tion capacity.  Yet, over time, other suppos-
edly “sticky” funding, such as subordinated 
debt from an affiliate, have been allowed 
as capital by some regulators, including the 
SEC.

Broad regulatory powers
Because I assume most of you are not SEC 
historians, let me take a moment to talk 
about the SEC’s historical approach to capital.  
Since the creation of the SEC in the  1930s, 
the agency has had broad powers to regulate 
the financial responsibility of broker-dealers, 
which we have always considered from the 

standpoint of investor or customer protec-
tion, not systemic risk. 

Today, the Commission’s primary capi-
tal requirements for broker-dealers come 
from Securities Act Rule 15c3-1, commonly 
known as the “net capital” rule.17  That rule 
generally requires broker-dealers to value 
their securities at market prices, and apply 
discounts to those values based on each 
security’s perceived risk.18  These values, after 
the discounts (or haircuts), are then used to 
compute the liquidation value of a broker-
dealer’s assets. 

The general goal is to ensure that a 
broker-dealer holds enough in liquid assets 
to pay all of its non-subordinated liabilities, 
while still being able to meet its obligations 
to customers.  The focus has been on provid-
ing adequate time for the firm to liquidate 
in an orderly fashion without the need for 
a formal proceeding or financial assistance 
from the Securities Investor Protection 
Corporation (or SIPC).19

Agnostic capital regime
By contrast, prudential regulators have long 
relied on capital and leverage restrictions 
to actually prevent a firm’s failure.  That is 
not generally the goal of the SEC’s capital 
regime.  Rather, the SEC’s capital regime has 
historically been somewhat agnostic as to 
the failure of the firm itself, focusing instead 
on ensuring the return of assets to the firm’s 
customers.  

This disparity in historical objectives may 
be part of the confusion.  I say historical, 
because I believe that the SEC should con-
sider whether it, too, should be focused on 
preventing the collateral impact of the col-
lapse of a systemically significant firm.  
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Given the systemic risks posed by some 
of the firms we regulate, I think it’s about 
time for the SEC to revise its reasoning for 
imposing capital requirements to reflect 
not only our historical objective to protect a 
firm’s customers, but also reduce the risk to 
the entire financial system of a large broker-
dealer’s collapse.

New models, less capital
What’s more, in 2004, the SEC amended its 
net capital rule to establish a new method 
for calculating capital for the very largest 
broker-dealers.20  The change, which was 
in line with Basel expectations of the time, 
allowed the largest firms to rely more on 
their own modelling, including value-at-
risk (“VaR”) and scenario analyses.  And the 
Commission, like other regulators, set up a 
few – and arguably not enough – require-
ments for those models. 

So, when we let broker-dealers use their 
own models, what do you think happened?  
You guessed it.  The models led to less capital.  

In fact, even when it adopted this alter-
native net capital regime ten years ago, 
the Commission noted that – quote - “[a] 
broker-dealer’s deductions for market and 
credit risk probably will be lower under the 
alternative method of computing net capital 
than under the standard net capital rule.”21  

Cost reduction harm
In return for exempting these large broker-
dealers from the established calculation 
method, their holding company had to 
acquiesce to Commission supervision. Why 
would the SEC do this after sixty years of 
effective capital regulation?  The adopting 
release stated it pretty clearly:  to “reduce 

regulatory costs for broker-dealers.”22  But 
reducing these regulatory costs was ulti-
mately accomplished at great cost to bro-
ker-dealers, investors, our economy, and 
American taxpayers.  

While the SEC may have been agnostic 
as to whether its regulations should help 
prevent a large firm’s collapse in the past, we 
cannot afford to be agnostic now. 

As part of our analysis, we should also 
think anew about what constitutes capital.  
While the SEC has recognised that “net capi-
tal … should be permanent capital and not 
merely a temporary infusion of funds from 
an affiliate or other sources,”23 we also have 
historically allowed subordinated debt from 
an affiliate to count as capital.24  

Given the needed shift as to why we 
require capital, we should consider whether 
it is still appropriate to do so.  Considering 
what we know now, the current treatment is 
quite troubling.

Liquidity crunch concerns
Counter-parties to a broker-dealer may 
cease to do business with it, or significantly 
alter the terms, if they learn that the broker-
dealer is under capitalised or otherwise in 
financial distress.  

Their concerns are not likely to be 
assuaged by debt provided by the broker-
dealer’s affiliate.  Why?  Mainly because 
counter-parties would likely want to avoid 
legal disputes over repayment priorities, par-
ticularly after the last crisis. 

 If that’s the case, then the broker-dealer’s 
compliance with our net capital rule may still 
leave it at risk of a run.  This, of course, can 
create a liquidity crunch that threatens not 
only the broker-dealer’s viability, but that, in 
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turn, threatens the viability of others firms, 
creating contagion that can spread quickly to 
other parts of the financial markets.

In the same vein, it’s past time to require 
some meaningful minimum haircuts for all 
types of securities lending and repos in our 
net capital regime.  

There is no zero risk
It simply doesn’t make sense to argue that 
even high quality assets have zero risk.  This 
defies lessons learned from the recent finan-
cial crisis and basic principles of finance.  
Yet, the current rules allow that.  We need 
to address the stability and resiliency of our 
short-term funding markets comprehen-
sively, and I hope you will join me in the 
effort.

To be clear, this is not just about capital.  It 
is also about liquidity.  If a firm doesn’t have 
enough liquid assets to meet its obligations 
to counter-parties, then solvency is not the 
only issue.  

Even if a firm remains solvent, that 
doesn’t mean that it has adequate liquidity to 
weather a financial storm.  To put it bluntly, 
the collapse of Lehman Brothers was at least 
as much a liquidity problem, as a capital one.  
And it affected many other players in the 
market, and around the world.

Constantly evolving risks
We also must keep a close eye on other mar-
ket participants that can cause and transmit 
systemic shocks. In particular, we should 
closely monitor investment funds, such as 
large hedge funds, that may be highly lev-
ered and interconnected to other players 
in our financial markets.25  The risks posed 
to our financial system by these funds are 

certainly not new.26  But they are constantly 
evolving.  

The SEC, as the primary regulator over 
the advisers to these funds, should be moni-
toring these risks closely, along with our 
fellow regulators.  While data contained 
in Form PF (Rule 20(b)-1, which came 
into effect in June 12 as a revision of the 
Investment Advisors Act of 1940) should 
help in this effort, we should also be eager to 
ensure that all our regulators have the data 
needed to identify and understand these 
major market participants and the roles they 
play.  

And if we determine that additional 
measures are necessary to mitigate systemic 
risks posed by the largest participants, we 
should adopt them.

The SEC needs to examine its capital, 
leverage, and liquidity requirements, and 
modernise them to reflect the current fund-
ing ecosystem and our post-crisis under-
standing of systemic risks. 

Call for larger role
I’ve been with the Commission for approxi-
mately one year.  And we’ve done quite a bit 
in that time.  But, in my view, the SEC can, 
and must, play a much larger role in address-
ing systemic risks.  We need to be working 
more closely and effectively with the FSOC 
and OFR.  We need to be improving the sta-
bility and resilience of the short-term fund-
ing markets.    

And we need to update and enhance our 
approaches to capital, leverage, and liquidity 
for our largest firms and funds.  These efforts 
should not attempt to wring risk out of the 
capital markets, but we should instead be 
focused on strengthening the fabric of our 
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entire financial system. In many respects, 
considering systemic risk is new territory for 
the Commission.  But I believe we will be up 
to the task.  And I will rely on all of you to 
keep us accountable.   We all have a vested 
interest in the outcome. •

Endnotes
1. UBS Financial Services Inc., Investor Watch Q1 2014, 

Think you know the Next Gen investor? Think again, 

(2014), available at http://www.ubs.com/us/en/wealth/news/

wealth-management-americas-news.html/en/2014/01/27/

ubs-investor-watch-report-reveals-millennials.html

2. See, e.g., the Term Auction Facility (TAF), Primary 

Dealer Credit Facility (PDCF), and the Term Securities 

Lending Facility (TSLF).  For descriptions of these pro-

grams, see, http://www.federalreserve.gov/newsevents/

reform_taf.htm (reflecting $3.8 trillion in TAF loans), http://

www.federalreserve.gov/newsevents/reform_pdcf.htm 

(for PDCF, reflecting $8.951 trillion in PDCF loans), and 

http://www.federalreserve.gov/newsevents/reform_tslf.

htm (reflecting $2.319 trillion in TSLF loans, market value).

3. See, e.g., Commercial Paper Funding Facility (CPFF), 

Asset-Backed Commercial Paper Money Market Mutual 

Fund Liquidity Facility (AMLF), Money Market Investor 

Funding Facility, and the Term Asset-Backed Securities Loan 

Facility (TALF).  For descriptions of these programs, see 

http://www.federalreserve.gov/newsevents/reform_cpff.

htm (reflecting $739 billion in CPFF loans and $738 bil-

lion in purchases of commercial paper), http://www.fed-

eralreserve.gov/newsevents/reform_amlf.htm (reflecting 

$217 billion in AMLF loans), http://www.federalreserve.

gov/newsevents/reform_mmiff.htm (reflecting $0 in total 

loans as the MMIF facility was never used), and http://www.

federalreserve.gov/newsevents/reform_talf.htm (reflecting 

$71.1 billion in TALF loans).

4. Section 10B of the Federal Reserve Act provides the 

Reserve Banks with broad authority to extend credit to 

financial institutions.  The Federal Reserve authorized most 

of the programs under its emergency authority contained 

in Section 13(3) of the Federal Reserve Act, which has 

been significantly modified by the Dodd-Frank Wall Street 

Reform and Consumer Protection Act (“DFA”).  See DFA 

§ 1101, Pub. L. 111–203 (2010).

5. DFA § 112, Pub. L. 111–203 (2010).

6. Prohibitions and Restrictions on Proprietary Trading 

and Certain Interests in, and Relationships With, Hedge 

Funds and Private Equity Funds, 79 Fed. Reg. 5535 (Jan. 31, 

2014).

7. See, e.g., Title I and IDI Resolution Plans, (publishing the 

public portions of required plans) available at http://www.

fdic.gov/regulations/reform/resplans/.

8. Sec. Indus. and Fin. Mkts. Ass’n., et al. v. U.S. Commod-

ity Futures Trading Comm’n, No. 13 Civ. 1916 (D.D.C. filed 

Dec. 4, 2013).

9. Over the nearly four years since the enactment of Title 

VII, the SEC has proposed a number of implementing rules.  

See, e.g., Conflicts of Interest Involving Security-Based 

Swaps, proposed 75 FR 65882 (Oct. 26, 2010); Prohibition 

Against Fraud, Manipulation, and Deception in Connection 

with Security-Based Swaps, proposed 75 FR 68560 (Nov. 

8, 2010); Security-Based Swap Reporting and Dissemina-

tion and Obligations of Security-Based Swap Repositories, 

proposed 75 FR 75208 (Dec. 2, 2010); Mandatory Clear-

ing of Security-Based Swaps, proposed 75 FR 82490 (Dec. 

30, 2010); End-User Exception to Mandatory Clearing of 

Security-Based Swaps, proposed 75 FR 79992 (Dec. 21, 

2010); Business Conduct Standards for Security-Based 

Swap Dealers and Major Security-Based Swap Participants, 

proposed 76 FR 42396 (July 18, 2011); Registration of Secu-

rity-Based Swap Dealers and Major Security-Based Swap 

Participants, proposed 76 FR 65784 (Oct. 24, 2011); Capital, 

Margin, and Segregation Requirements for Security-Based 

Swap Dealers and Major Security-Based Swap Participants, 

proposed 77 FR 70214 (Nov. 23, 2012); Application of Title 

VII in the Cross Border Context, proposed 78 FR 30968 

(May 23, 2013); and Recordkeeping, reporting and notifi-

cation requirements for Security-based Swap Dealers and 

Major Security-Based Swap Participants, proposed 79 FR 

25194 (May 2, 2014).  However, the SEC has not yet final-



Journal of Regulation & Risk North Asia90

ized the vast majority of the Title VII provisions.  Further, 

the SEC has delayed the application of most of the provi-

sions of the federal securities laws to security-based swaps 

until February 11, 2017. See  Extension of Exemptions for 

Security-Based Swaps, 79 Fed. Reg. 7570 (Feb. 10, 2014).  

Given the nature and extent of the remaining Title VII rule-

makings, the timeline for finalizing these rules is unclear.

10. See Title IX, Subtitle C of DFA, Pub. L. 111–203 (2010) 

(notice of proposed rulemaking published in Federal Reg-

ister on June 8, 2011).

11. See 15 USC 8305 (added by DFA § 716, Pub. L. 111–

203 (2010).

12. See 15 U.S.C. § 78o-11 (added by DFA § 941, Pub. L. 

111–203 (2010)) (joint notice of proposed rulemaking 

published in Federal Register on April 29, 2011).

13. See 12 U.S.C. § 5641 (added by DFA § 956, Pub. L. 

111-203 (2010)) (joint notice of proposed rulemaking pub-

lished in Federal Register on April 14, 2011).

14. See, e.g., Financial Stability Board, Strengthening Over-

sight and Regulation of Shadow Banking: Policy Framework 

for Addressing Shadow Banking Risks in Securities Lending 

and Repos, ii (2013) (“But whereas banks are subject to a 

well-developed system of prudential regulation and other 

safeguards, the shadow banking system is typically subject 

to less stringent, or no, oversight arrangements.”) avail-

able at http://www.financialstabilityboard.org/publications/

r_130829b.pdf.

15. See Id.

16. See, e.g., Basel Committee on Banking Supervision, 

Bank for International Settlements, Instruments Eligible for 

Inclusion in Tier 1 Capital, (1998) (“[T]he Committee reaf-

firms that common shareholders’ funds, i.e. common stock 

and disclosed reserves or retained earnings, are the key 

element of capital. Common shareholders’ funds allow a 

bank to absorb losses on an ongoing basis and are per-

manently available for this purpose. Further, this element 

of capital best allows banks to conserve resources when 

they are under stress because it provides a bank with full 

discretion as to the amount and timing of distributions. 

Consequently, common shareholders’ funds are the basis 

on which most market judgments of capital adequacy are 

made. The voting rights attached to common stock also 

provide an important source of market discipline over a 

bank’s management. For these reasons, voting common 

shareholders’ equity and the disclosed reserves or retained 

earnings that accrue to the shareholders’ benefit should be 

the predominant form of a bank’s Tier 1 capital.”), available 

at http://www.bis.org/press/p981027.htm.

17. 17 CFR 240.15c3-1, Net capital requirements for bro-

kers or dealers..

18.  Id.

19. Final Rule: Alternative Net Capital Requirements for 

Broker-Dealers That Are Part of Consolidated Supervised 

Entities, 17 CFR 240.15c3-1 (2004).

20. Id.

21. Id. (emphasis added).

22.  Id.

23. Net Capital Rule, Exchange Act Rel. No. 28927 (Feb. 

28, 1991).

24. Net Capital Requirements for Brokers and Dealers, 47 

Fed. Reg. 3512 (Jan. 25, 1982).

25. See Reint Gropp, Federal Reserve Bank of San Fran-

cisco, Economic Letter: How Important Are Hedge Funds 

in a Crisis 2014-11 (2014), available at http://www.frbsf.org/

economic-research/publications/economic-letter/2014/

april/hedge-fund-risk-measurement-spillover-economic-

crisis/el2014-11.pdf.

26. See Roger Lowenstein, When Genius Failed: The Rise 

and Fall of Long-Term Capital Management, (Random 

House 2000) (detailing the catastrophic collapse and eco-

nomic ramifications of a private investment partnership 

run out of Greenwich, Connecticut).

Editor’s note: The publisher and editors of 
the Journal would like to thank the office of 
Commissioner Stein for allowing us to pub-
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of International Economics Washington DC 
gathering of  June this year.



Accounting standards

    Single global auditing standard 
now but a pipe dream

   Former SEC Chair, Christopher Cox,  
laments the failure of international bodies 
to achieve a unified accounting standard.

THE modern quest for an “Esperanto” of 
business has been underway for nearly 
half a century. And though it was initi-
ated by the US, after 48 years, it has yet 
to gain our full support. That is unfor-
tunate, because the promise of a global 
accounting  standard is truly dazzling.

An international language of disclosure and 
transparency would significantly improve 
investor confidence in global capital mar-
kets. Investors could more easily compare 
issuers’ disclosures, regardless of what coun-
try they came from. They could more easily 
weigh investment opportunities in their own 
countries against competing opportunities 
in other markets. 

And a single set of high-quality stand-
ards would be a great boon to emerg-
ing markets, because investors could have 
greater confidence in the transparency of 
financial reporting.

We all remember the story of the Tower 
of Babel. The name Babel comes from the 
Hebrew verb balal, “to confuse or confound.” 
The Tower of Babel is an archetypal sym-
bol of how the world becomes hopelessly 

confused because of the lack of a common 
language of mutual understanding. 

Modern markets thrive on information. 
And markets are really just aggregations of 
people, all of whom communicate better if 
they speak the same language. One of the 
great contributions that global commerce 
has made to world peace and understanding 
is that it has constantly worked to establish 
smoother and faster means of communica-
tion across cultures and national boundaries.

Breaking down barriers between nations 
and among social classes, which commerce 
does, has advanced the cause of civilisa-
tion. That has always been the idea behind 
the Securities and Exchange Commission’s 
(SEC) cooperative initiatives with the Inter-
national Accounting Standards Board 
(IASB), and with the authorities in over 
one hundred nations that today are using 
International Financial Reporting Standards 
(IFRS).

But today there is a real risk that the con-
tinuing increase in global trading and invest-
ing has gotten far ahead of the accounting 
standards that are necessary to make it all 
work. That is why, when I was chairman at 
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the SEC, I worked to ensure that the US was 
doing everything necessary to make finan-
cial information from companies in different 
countries both comparable and reliable.

IFRS buried
Alas, that was several years ago. And a great 
deal has changed since then. In this paper, I 
come to bury IFRS, not to praise them.

The fact is, far too much time has gone 
by with no meaningful progress. I think we 
have to fairly conclude that the moment has 
passed. Full-scale adoption of IFRS in the 
US might once have been possible, but it is 
no longer. This is not a prognosis. It’s just a 
statement of fact.

Organising the entire planet behind an 
idea as big as a universal language of finan-
cial reporting takes enormous effort, and 
constant commitment. Endless reasons can 
easily be marshalled for why it can’t be done, 
and they are always relentlessly tugging 
away at the enterprise.

A half dozen years ago, the stars were 
aligned to make it not impossible that the 
US could actually join and perhaps even 
lead this global effort. In 2007, experts on 
Bloomberg BNA’s Accounting Policy & 
Practice Advisory Board saw it as “virtually 
inevitable” that the US would adopt IFRS for 
domestic public companies. 

Forgone conclusions
They said that: “2008 will see the begin-
ning of a new world of financial report-
ing for publicly traded US corporations.” 
Following the SEC’s decision in November 
2007 to allow foreign private issuers to use 
IFRS without reconciliation to US Generally 
Accepted Accounting Principles (GAAP), 

these experts believed that at least permis-
sion for US filers to use International IFRS, 
if not a mandate, was a foregone conclu-
sion. In January 2008, participants in a FASB 
roundtable predicted it would take about 
five years to complete America’s shift from 
US GAAP to IFRS.

Well, almost seven years have passed 
since then. Rather obviously, the high tide of 
American enthusiasm for IFRS has receded.

The SEC still says that IFRS is a priority, 
and there is good reason for that – after all, 
most of the rest of the world uses it, not to 
mention more than 400 foreign private issu-
ers right here in US markets. But moving the 
US toward IFRS is clearly not a priority.

No plan
This doesn’t mean that the SEC isn’t execut-
ing on its priorities. Rather, it means that 
public companies and investors aren’t say-
ing clearly that they want it. That’s why today 
there is not even a plan for expanding the 
voluntary use of IFRS, in the way that, for 
example, Japan has done.

For those  who remember the BBC com-
edy show Monty Python, I believe Michael 
Palin, in speaking about John Cleese’s par-
rot, said it best: This parrot is no more. It’s not 
simply resting, or momentarily stunned. The 
prospect of full scale IFRS in our lifetimes 
has ceased to be. It is bereft of life. It rests in 
peace.

I consider this point sufficiently self-evi-
dent that the topic of my talk this afternoon 
is not, “Is America’s participation lost to the 
global initiative for a single set of high qual-
ity accounting standards?” The answer to 
that question is absolutely, yes. But rather, 
my focus today is on the only remaining 



Journal of Regulation & Risk North Asia 93

unanswered question: Exactly how, and why, 
did it happen?

To answer that question, one must start 
at the beginning.

Long history
The mission to establish a single set of high 
quality accounting standards that could be 
used anywhere on earth began more than 60 
years ago when the first concrete steps were 
taken right here in the USA, in England, and 
in Canada. 

The idea from the very first was to estab-
lish a credible international body that would 
write accounting standards for the entire 
world to use. And in the beginning, there 
was almost instant translation of thought 
into action.

The above mentioned three countries, 
the USA, UK and Canada established the 
Accountants International Study Group 
(AISG) in 1967 and in a flourish of activ-
ity began publishing papers on important 
accounting topics, and it built the case for 
international financial reporting standards. 

By 1973, the number of nations in this 
project had grown to nine. Together they 
formed a new, bigger, and better interna-
tional body, the International Accounting 
Standards Committee (IASC).

Early promise
It was in fact the professional accountancy 
bodies in each of these countries, includ-
ing the US, which created the IASC. Its 
charter was to actually promulgate inter-
national accounting standards. And that is 
exactly what it did. Over the 25 years, the 
IASC issued 41 major accounting standards, 
from inventories, to agriculture, and much 

in between. Their rapid progress flowed 
from a sense of urgency created by the rapid 
globalisation that was even then underway.

The IASC’s stated mission was to “for-
mulate and publish, in the public interest, 
basic standards to be observed in the pres-
entation of audited accounts and financial 
statements.”  But most important of all, every 
one of the nine countries, acting through 
their professional accounting bodies, 
pledged in writing to use their best efforts 
to get International Accounting Standards 
adopted in their home countries. 

And even more than that, they promised 
to “promote their worldwide acceptance.”

In the US, the response to the work of 
the IASC was positive. During the Clinton 
administration, Congress passed and the 
President signed the National Securities 
Markets Improvement Act.  

Impact of globalisation
That law directed the SEC to respond to the 
growing globalisation of securities markets 
by giving “vigorous support” to the develop-
ment of “high-quality international account-
ing standards … as soon as practicable.” 
And it demanded that the SEC report back 
on its “progress in the development of the 
standards” and “the outlook for successful 
completion.”

That was 1996 – almost 30 years after the 
project began. By that time, I’d been a part-
ner in a major law firm, a teacher at Harvard 
Business School, a lawyer in the White 
House and a Member of Congress. That’s 
how long three decades is. And yet this 
brings us only to a point in our story nearly 
two decades ago.

That same year, 1996, the SEC announced 
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that it would now consider accepting inter-
national accounting standards as the basis 
for the financial reports of foreign private 
issuers in the US. 

And then there was Enron
And the next year, the agency issued its 
report to Congress that was required under 
the 1996 legislation on the progress it had 
made toward international accounting 
standards. The SEC pronounced the project 
on track, and said it had the full support of 
the Commission.

For its part, the IASC had been busy 
writing global accounting standards for 28 
years when, at the end of the 20th century, 
it was restructured into what today we know 
as the International Accounting Standards 
Board. On behalf of the US, both the SEC 
and the FASB directly participated in these 
efforts to create the IASB.

Then, less than a year later, we had Enron, 
and a veritable wave of accounting scandals 
that shattered investor confidence. Enron’s 
seeming technical compliance with the rules 
of US GAAP, even while the company was 
grossly misleading investors, caused policy 
makers to question America’s exclusive reli-
ance on an intensely rule-based approach.

Norwalk Agreement
In 2002, Congress responded by adding 
more urgency to the consideration of the 
principles-based IFRS. Section 108(d) of 
the Sarbanes-Oxley Act directed the SEC 
to immediately begin an examination of 
the “adoption … by the US … of a princi-
ples- based accounting system.” Not only 
that, but SOX expressly required the SEC 
to tell Congress how long it would take to 

change from a rules-based system to a prin-
ciples-based one. In plain English, what the 
Congress was saying was, “get the show on 
the road.”

And so, with the backing of both the 
US Congress and the SEC, the Financial 
Accounting Standards Board and the 
International Accounting Standards Board 
really put the shoulder to the wheel as they 
began to work for short- term convergence 
between their respective systems. That pro-
duced the Norwalk Agreement that the two 
boards struck in September 2002. 

In that agreement they pledged to work 
toward making their two sets of financial 
reporting standards fully compatible “as 
soon as is practicable.” Not coincidentally, 
that was the same wording the Congress 
had used in the National Securities Market 
Improvement Act.

“Strategic priority”
Across the Atlantic, that very year, the 
European Parliament and the Council of the 
European Union decided that all listed EU 
companies would be required to use IFRS for 
their consolidated financial reports, begin-
ning in 2005.

And as many are aware, that’s exactly 
what then happened. On the heels of 
Europe’s Big Bang, the IASB and FASB 
signed a Memorandum of Understanding. 
It established as their “strategic priority” not 
just a convergence process, but a “common 
set of high quality global standards.”

In late 2007 the SEC decided that foreign 
private issuers could henceforth file their 
financial statements in the US using IRFS 
– and without having to reconcile them to 
US GAAP. That was roughly a decade after 
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the SEC first announced it would consider 
doing so, and it was, as I mentioned, viewed 
as a milestone in the progress of getting the 
US to become truly committed to IFRS.

2008 high water mark
And finally, in late 2008, by way of a formal 
rule making, the SEC proposed a road map 
for US adoption of IFRS. If that proposed 
rule had become final, it would have given 
American companies the option to use IFRS 
instead of US GAAP, beginning in 2010 – 
provided that IFRS were already used in 
their industry by most of their competitors. 

This foretold a voluntary approach that 
would be totally unlike Europe’s Big Bang. 
And it would only have been allowed in lim-
ited circumstances where comparability of 
financial statements would be enhanced, so 
that investors would be sure to benefit.

This was the high water mark of 
International Financial Reporting Standards 
in the US. The FASB and IASB back then 
were on the same page. And up until that 
point, the trend of the past four decades had 
been more or less a straight arrow.

But since then, the US has drifted away 
from IFRS. And the reasons go well beyond 
the cooling of the SEC’s interest. As America 
moved closer to the reality of being part of a 
global system, and the actual details of what 
it would mean came more clearly into focus, 
the experience proved troubling.

US exceptionalism
What American stakeholders want from 
their accounting standard setter is relatively 
straightforward, and they began to see they 
couldn’t get this from the IASB. It really boils 
down to five things.

First, they want to know that the stand-
ards they’ll have to live by are being devel-
oped in their interests. Users of financial 
statements, investors, preparers and public 
companies all expect to be viewed as legiti-
mate stakeholders.

Second, they want a standard setting 
process that is transparent. Transparency is 
essential to maintain confidence that the 
standards really are being developed with 
stakeholder interests in mind. And it is nec-
essary to ensure the integrity and quality of 
the standards.

Third, they want the standard setter to 
be independent. That doesn’t mean aloof 
or non-responsive, but rather independent 
from national or regional biases – an area of 
particular difficulty for the IASB.

Agency agnosticism
Fourth, the standard setter has to be account-
able. This is the flip side of independence. 
And it is the greatest challenge for a global 
standard setter, because being accountable 
to everyone may ultimately mean being 
accountable to no one.

That leads to the fifth and final point: all 
of the stakeholders themselves have to be 
able to participate in the standard setting 
process. Moreover, their participation can’t 
be just pro forma – it has to be meaningful 
and consequential.

Over the past six years, while the SEC 
was remaining agnostic, the two Boards in 
London and Norwalk were doing the heavy 
lifting of actually attempting to make con-
vergence work. 

But that process wasn’t just a proving 
ground for the standard setters. It was also 
a chance for American users of financial 
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statements, investors, preparers, and public 
companies to get up close and personal with 
how this was going to work. And what they 
saw, they mostly didn’t like. 

Due process concerns
These stakeholders began to realise that 
each of the five main things they wanted out 
of the standard setting process was being 
degraded by virtue of making the system 
global. Unlike many of the countries that 
today use IFRS, for whom the switch to 
global standards was definitely an upgrade, 
the US already has a mature, high-quality 
set of standards that is tailor made for the 
American market. 

And we are accustomed to a high level 
of due process that is uniquely sensitive to 
American concerns. So the bar is set very 
high when it comes to convincing US stake-
holders to switch. This is particularly true 
when it comes to the expected level of due 
process.

Of course, both the IASB and the FASB 
have a due process model. In fact, the IASB 
process is based on the FASB’s, because it 
was originally designed with US guidance. 
But while the forms are similar, the execu-
tion has not been. 

Perceived aloofness
American stakeholders haven’t had much 
access to IASB members and staff. And as 
might be expected when you have to listen 
to complaints not just from one country but 
the whole world, the IASB hasn’t shown 
much sensitivity to American criticisms of its 
proposals.

On the few occasions when IASB mem-
bers did appear at US roundtables and 

meetings, they seemed aloof. They simply 
weren’t accustomed to the more relaxed and 
supple interactions that FASB has been able 
to have with stakeholders over the years. But 
American investors, companies, preparers, 
and user groups noticed something else. 
In its efforts to be more accommodating to 
their international counterparts, the FASB 
itself was becoming more like the IASB.

Perhaps this should not have been unex-
pected.  After all, it would be difficult for the 
FASB to try to meet halfway with an inter-
national standard setter that isn’t listening 
to American stakeholders, without having 
those same American stakeholders feel as if 
the FASB was not listening to them.

And so, with the exception of revenue 
recognition, the joint standard-setting pro-
jects haven’t gone smoothly. The FASB 
seemingly hasn’t known whether to assert 
its independence from the IASB, or to go the 
extra mile by comprising the US view. 

Discord
Frequently, one Board member will come 
down on the side of convergence, and 
another on the side of a different American 
approach he or she considers superior. 
That has tended to make the process, and 
the proposed standards themselves, more 
confusing – somewhat like the old saw 
about a camel being a horse designed by a 
committee.

At times, the tension arising from the 
need to mate two different approaches has 
produced discord in the joint standard set-
ting meetings of the two boards. As one 
commentator delicately put it, “At some 
moments diplomacy presented a challenge.”

An unstated but very real element of 
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this discord is the IASB’s passive-aggressive 
response to the seeming US indifference 
to the prospect of domestic use of IFRS. 
This arises from the IASB’s sense that it will 
be impossible to have a truly global set of 
standards without the US, combined with 
their full appreciation of the likelihood that 
America will never actually join.

SEC Work Plan
The head of the IASB, Hans Hoogervorst, 
has sometimes sounded confident about the 
prospects of the SEC allowing at least large 
multi-national issuers the option to adopt 
IFRS. Not long ago he was quoted as say-
ing: “The US ultimately will come on board. 
Quite simply, they need us and we need 
them.”  But after the SEC released its Work 
Plan for the Consideration of International 
Financial Reporting Standards for US Issuers 
– that was in 2012 – the IASB could no longer 
maintain the myth that US participation was 
coming along, slowly but surely. 

The Work Plan essentially stated that 
the SEC had not made any policy decision 
on whether to allow International Financial 
Reporting Standards to be used in the US. 
Nor had it developed any plan on how this 
would occur if such a decision were ever to 
be made.

End of an era
In response to the SEC announcement, 
the spokesman for the EU commissioner 
responsible for financial services said what 
everyone at the IASB in London was think-
ing: “The lack of a clear vision from the US 
creates uncertainty and hampers the IFRS 
from becoming a truly global accounting 
language.” 

And then came the aggressive part: 
threatening to kick the chairman of the SEC 
Mary Schapiro off the IASB Monitoring 
Board. This might be necessary, he said, 
because it was “becoming more difficult 
to justify the representation of jurisdic-
tions not applying International Financial 
Reporting Standards in the IASB govern-
ance framework.”

For his part, Hans Hoogervorst’s reaction 
was more pragmatic. Instead of attempt-
ing to threaten or cajole America, he simply 
accepted the inevitable, and indicated a will-
ingness to move on. 

He put it quite simply: “The era of con-
vergence is coming to an end.” Now was 
“the time to come on board and participate 
in shaping the future of global accounting.” 

The implication was clear: it was past due 
for America to finally decide, and if we chose 
not to join, the IASB would shape the future 
of global accounting without us.

Lease accounting woes
These developments of course didn’t make 
the ongoing work on the FASB and IASB 
convergence projects any easier. Nowhere 
was this on display more starkly than with 
the project on leases, which began in 2006 
and is now more confused than ever. 

When the first Exposure Draft was 
issued in 2010, it was exceedingly deferential 
to IFRS principles, extending fair value con-
cepts to lease accounting in ways that were 
dramatic departures from US practice. This 
was, of course, before everyone realised the 
bride and groom would never wed.

The leases Exposure Draft, with its heavy 
perfume of IFRS, was immediately greeted 
with criticism by US stakeholders. Indeed, of 
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the roughly 800 letters the FASB and IASB 
received, the vast majority were critical. 

Failure to heed concerns
They pointed out that while existing lease 
accounting is well understood, the proposed 
new approach would add unneeded com-
plexity. It would even offer companies new 
opportunities to “cook the books” by manip-
ulating earnings through the assumptions 
and judgment they could now apply.

Many commenters urged the two boards 
to conduct field tests and cost-benefit stud-
ies to see how much implementation would 
really cost. And here is where the reality of 
what global due process means became 
understood for the first time. When the 
Boards issued a second Exposure Draft in 
2013, it contained most of the same IFRS 
elements as the previous draft.

The FASB proved it was listening by try-
ing to work around the unintended conse-
quences of grafting the IFRS concepts onto 
the US GAAP tradition, which it did by add-
ing the concept of Type A and Type B leases 
to the IASB’s framework of right-of-use 
assets and estimated fair value liabilities. 

Growing US rift
But despite this accommodation, something 
felt different to US stakeholders. In the past, 
the FASB had been highly practical and sen-
sitive to both costs and unwanted economic 
side effects. Now, that sensitivity seemed to 
be giving way to the higher imperative of 
being sensitive to the IASB.

It is true there was a lot of process for 
stakeholders – roundtables around the 
world, from Brazil to Singapore, and plenty 
of time on the calendar to submit comment. 

But of the 645 total comment letters on the 
second Exposure Draft, only 102 mostly 
agree or agree with the proposal. That is to 
say, only 15 per cent mostly or fully support 
the proposal. Eight-five per cent mostly or 
fully oppose it.

Perhaps it is to be expected that public 
companies wouldn’t like it, because of the 
costs and difficulties of implementing such a 
radically new system. But what about inves-
tors, and users of financial statements?

Of the 645 total comment letters, only 
80 were from investors and other users of 
financial statements. That includes banks, 
asset managers, financial analysts, credit rat-
ing agencies, and organisations representing 
users of corporate reporting. 

Enter the IAC
Of these 80 letters from investors and users 
of financial statements, only 16 mostly 
approve or fully approve of the proposal in 
the latest Exposure Draft. Sixty-four of the 
letters are either critical of the proposal in 
material respects, or completely oppose it. 

In other words, only 20 per cent of 
investors and users of financial statements 
approve of the leases proposal,  80 per cent 
don’t. And this is the group that standard 
setters claim to be most concerned with. 
Perhaps the most noteworthy of all the com-
ment letters was submitted by the FASB’s 
own Investor Advisory Committee (IAC). 
This is an expert group appointed by the 
FASB itself, whose role is to advise the Board 
on investor perspectives. 

Not only do the members of the Investor 
Advisory Committee represent their own 
views, but by their charter they’re also 
responsible for communicating with the 
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broader investor community. One of the 
very specific roles of the FASB Investor 
Advisory Committee is to focus on the prac-
tical implications of new accounting propos-
als for users of financial statements.

Line in the sand
Here is what the Investor Advisory 
Committee told the Boards about the 
latest Exposure Draft for the proposed 
Leases standard: “[The Investor Advisory 
Committee] does not support the lease pro-
posal. … It is not an improvement to current 
US GAAP lease accounting.” There is no 
nuance in that conclusion. 

They simply don’t like it. And as I said, 
this is by and large the flavour of most of 
the over 600 letters. What seems to have 
changed in the FASB due process as a result 
of the collaboration with the IASB is that 
practical concerns for US stakeholders aren’t 
getting resolved as one would expect. 

In fairness, accounting standard setters 
aren’t responsible for the predicted eco-
nomic fallout from their rules, but they are 
supposed to avoid changing normal behav-
iour. And we want them to avoid distort-
ing the actual economics of a transaction, 
and the genuine legal rights that the figures 
represent.

Breaking the camels back
In the case of the leases standard, comment-
ers early on raised the prospect that treating 
all leases as if they were disguised financ-
ings would misrepresent the reality of many 
contracts.  They pointed out that traditionally 
executory contracts have not been classified 
as assets and liabilities – and that many leases 
were as a matter of law executory contracts. 

They cited a handful of studies predicting 
that the new rules would change behaviour. 

People would avoid leasing where they 
could, to avoid the cost and complexity; or 
they would move to shorter lease terms, to at 
least reduce the cost and complexity. 

Fewer and shorter leases, in turn, would 
reduce the value of real estate, with signifi-
cant negative impacts on the US economy. 
Still other commenters pointed out that the 
new rules could trigger widespread violation 
of existing loan covenants.

It is not clear that each of these criticisms 
has merit. But normally, American stake-
holders would expect the FASB to respond 
directly to these concerns. In the new world 
of FASB and IASB joint standard setting, 
it appears that won’t happen. Instead, in 
the name of moving forward together, the 
Boards will simply finalise what they’ve got, 
later this year. 

Dark side of globalism
The lack of reconciliation of the proposals to 
the practical business concerns of US stake-
holders, including investors and users of 
financial statements, has shown us the dark 
side of global standard setting.

Some 12 months ago, SEC Chair Elisse 
Walters told us that she “look[ed] forward 
to a day when there is one set of global 
accounting standards.” I’d venture that eve-
ryone in this room agrees with that goal. I do 
too. The high minded objective of making 
financial statements comparable from com-
pany to company not just throughout the US 
but around the world is as noble now as it 
ever was.

Nothing that has happened, or hasn’t 
happened, in the last six years will change 
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that. We can still look hopefully to the 
future and imagine that someday, despite 
the world’s many languages and the many 
differences that divide us, the language of 
accounting will bring us together as one. But 
from my vantage point, I feel confident in 
predicting that we will not live to see it.

Entropy
Great undertakings of global scale are not 
easily achieved. One reason for this is, as 
Lyndon Baines Johnson was fond of say-
ing, “Any jackass can kick a barn down, 
but it takes a good carpenter to build one.”  
Entropy is the constant condition of the so-
called international community. 

And without sufficient incentive or 
reward for the world’s leading economy to 
abandon what it’s got and take over leader-
ship of the effort, the world will be pleased to 
continue on its disorganised way.

Perhaps I’m wrong. Perhaps a different 
end can be written to this story, and we’ll 
live to see it. But for that to happen, everyone 
involved – the IASB, the FASB, the SEC, and 
the US Congress – will have to decide how 
they’re going to change and what they’re 
willing to do to make the system work.

Peaceful coexistence
It’s been said that one half of knowing what 
you want is knowing what you’ll have to 
give up before you get it. The first thing we 
should give up is the counterproductive 
fiction that the US is going to replace US 
Generally Accepted Accounting Principles 
GAAP with IFRS. 

Once we have clarity on that, we can 
make greater progress on the more real-
istic goal of harmonising two deliberately 

separate sets of standards. That will mean 
converging them where it makes sense, and 
in all other areas simply ensuring that they 
peacefully coexist.

There will be many benefits of a world 
in which IFRS and GAAP enjoy a pro-
longed détente These benefits will include 
the extended opportunity to learn from 
an empirical evaluation of how principles-
based and rules-based systems compare in 
practice. Both IFRS and US GAAP will bene-
fit from the other’s continuous development 
of alternative approaches. This will challenge 
assumptions and keep everyone at the top 
of their game.

Yet another dividend will be the contin-
ued opportunity that the accounting pro-
fession and business community in the US 
will have to better understand the workings 
of IFRS. Already, IFRS education has been 
introduced into American university curricu-
lums. And already, American investors in US 
capital markets are trading the securities of 
hundreds of companies with a market capi-
talisation in the trillions, exclusively on the 
basis of financial reports using IFRS. But we 
still have a long way to go.

Perhaps most ambitiously, the SEC can 
still consider the voluntary use of IFRS in 
the US, in limited circumstances where this 
would make sense.

Finally, and most importantly, the FASB 
can get back to its mission of serving the US 
market and the interests of US stakeholders.

Our roughly half a decade experiment 
with the IASB has not been wasted. We have 
seen what global due process means – and 
gained a new appreciation for what we once 
had here at home. And for that, we can all be 
grateful. •



Supervision

    Genuflections: The best of 
times, the worst of times        

   Retiring head of Canada’s supervisory of-
fice, Julie Dickson, reflects on seven tumultu-
ous years at the helm in her farewll address.

AS I reflect on my time as Superintendent 
of the The Office of the Superintendent 
of Financial Institutions (OSFI), I can say 
that it was the best of times and the worst 
of times. It was the worst of times in 
2007 with the asset-backed commercial 
paper market freezing in Canada, and 
in 2008, when the global financial crisis 
hit, because there was so much we did 
not know: markets were seizing up glob-
ally; governments were forced to step in 
at taxpayers’ expense in many countries; 
and country after country, bank after 
bank, began making major announce-
ments on a daily basis that were incred-
ibly difficult to track, let alone assess. 

Nonetheless, the past seven years were also 
the best of times – at least for regulators. For 
example, contrary to the period leading up to 
2007, there was far less push back on regu-
latory issues such as often happens in good 
times. Institutions responded quickly to ini-
tiatives such as having Chief Risk Officers 
(CROs) report to CEOs, and agreed that 
CROs needed to be highly skilled and have 
clout. 

New initiatives such as risk appetite 
frameworks were embraced. We began to 
see improvements in corporate govern-
ance. The Basel Committee on Banking 
Supervision (BCBS) developed new capi-
tal rules in record time (months instead of 
years). And for the first time, BCBS moved 
forward with liquidity and leverage rules. 
Stress testing became a serious practice, and 
clearly has evolved substantially since 2008. 
Furthermore, banks began to do recovery 
planning.

Far “too dangerous”
Resolution authorities (like the Canada 
Deposit Insurance Corporation (CDIC) here 
in Canada) began work on planning bank 
resolutions, should they ever be necessary. 
Pre-crisis, this was unheard of. Although 
some had wanted to test what would hap-
pen in real life if a big global bank failed, pre-
2007 it was considered too “dangerous” for 
such an exercise, lest anyone thought it was 
for real.

While I can characterise the period as the 
best of times and the worst of times, I am 
also saying that it can be challenging to be a 
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regulator in good times as well as in bad. The 
challenges may be different, but they none-
theless remain challenges.  

Since this is my last official address as 
Superintendent of Financial Institutions, I 
would like to spend a bit of time replaying 
some of the highlights that have framed our 
discussions over the past seven years.

Precursors to crisis
In 20071, my speech drew on the image of 
sow ears being sewn into silk purses, since, 
at the time it seemed that sub-prime mort-
gages were magically being turned into AAA 
securities. 

The speech questioned whether this 
made sense, and suggested that institutions 
needed to focus on capital and liquidity and 
on keeping an eye out for downside risks 
materialising, because none of us has the 
ability to change balance sheets or market 
positions in a hurry. 

That speech is as relevant today as in 
2007, as globally there is evidence of search 
for yield – such as in the leveraged loan mar-
ket – and a potentially insufficient apprecia-
tion of the associated risks. This can backfire, 
especially when rates move back up or when 
markets change.

Reputational risk
In 20082, the message was that we needed 
to learn the risk management lessons being 
taught by the crisis. Reputation risk, model 
risk, and the need to have excellent informa-
tion systems at banks, among other things, 
were mentioned. 

That theme is as relevant today in May 
2014 as it was back in 2008 as there is still 
work to be done. Domestic systemically 

important banks (D-SIBs) must meet global 
data aggregation standards by 2016, which is 
challenging. And today, the merits of capi-
tal models are being openly questioned in 
global circles. 

The debate is about the extent to which 
models should be allowed to determine cap-
ital requirements. OSFI’s view is that capital 
models must continue to be part of the mix. 
Otherwise, major banks will be using pre-
set “one-size-fits-all” formulas that will not 
necessarily do a good job of reflecting the 
risks that are being taken. We also think all 
global supervisors need to assess their ability 
to oversee bank models. 

More skills at the top
In 20093, I turned my attention to board 
composition, and how boards needed to put 
talented teams together to deal with the high 
risks still evident in the marketplace. The 
speech suggested that bank boards needed 
more skills, such as having some members 
who come from the industry the boards are 
overseeing. 

I am pleased to see that progress has 
been made in this regard. Today, we are not 
only seeing changes in board composition 
for the better, but a reduction in overall board 
size and an increase in the level of engage-
ment between the board and OSFI. 

Furthermore, attention has focused 
on risk committees (including the need to 
separate risk and audit committees), the HR 
committee (given the importance of com-
pensation and succession planning), and the 
audit committee, as the overseer of internal 
and external audit. 

In 20104, I took the perspective of the con-
sumer, the taxpayer, looking at systemically 
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important banks and thinking they might 
ultimately end up footing the bill if these 
massive entities become non-viable in the 
event of significant problems. I noted that 
some of the more elaborate proposals being 
suggested by various parties probably would 
not work. I summed up by talking about the 
important role contingent capital could play.

Concrete steps
Concrete steps have been taken since 2010: 
Capital surcharges have been implemented, 
contingent capital is now part of Basel capital 
requirements, and greatly enhanced super-
vision of G-SIBs is underway. Similar meas-
ures exist for D-SIBs in Canada. 

We remain very focused on resolution of 
systemic institutions globally and in Canada, 
with CDIC leading the way domestically, 
along with other federal agencies.

In 20115, many of us felt we were in 
uncharted territory, with a sovereign debt 
crisis in Europe and other concerns, like the 
US fiscal situation and quantitative easing. 

Meanwhile, a battle was brewing glob-
ally about whether more capital would be 
beneficial, whether regulators had been too 
demanding, and whether the pendulum 
had swung too far the other way. 

The pendulum swung back shortly 
thereafter, as announcements concerning 
the “London Whale”, Libor fixing and anti-
money laundering violations were made.

Uncharted territory
Today, while still in uncharted territory to 
some degree, we are in the early stages of a 
normalisation process. The Canadian bank-
ing system is well situated in the event of a 
shock. The 2014 Financial Sector Assessment 

Program6 report indicated that stress tests 
conducted as part of the review show that 
major Canadian financial institutions would 
continue to be resilient to credit, liquidity, 
and contagion risks arising from a severe 
stress scenario.

The 2011 speech also noted that organi-
sational culture issues are a very important 
component of many previous crises and fail-
ures. Culture has now become a big area of 
focus for global banks and supervisors, and 
a Financial Stability Board (FSB) paper on 
interaction between supervisors and institu-
tions on risk culture was released on April 
8, 2014.7 It provides indicators of risk cul-
ture that tend to be important at financial 
institutions. 

Risk-off, risk-on
The paper legitimises discussions between 
supervisors and financial institution boards 
and senior management about behaviours 
that can lead to problems. Many global insti-
tutions have already been working on this, 
ahead of regulators; others are just begin-
ning. The FSB paper will help to ensure that 
focus continues, as we turn from a “risk-off” 
to a “risk-on” environment.

In 20128, my speech focused on the fact 
that while stress testing is extremely impor-
tant, it can also lead to a false sense of secu-
rity, and its limitations must be understood. 
We should never mistake a model for reality.

The situation with stress testing today is 
very different from what it was pre-crisis and 
has evolved further since 2012. Prior to 2007, 
stress testing was done, but the scenarios 
employed were not severe enough and the 
work was high level and broad brush. 

Post crisis, the scenarios are severe, and 
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their duration has increased. The work is in-
depth. Furthermore, in the past two years, 
progress has been made in modelling the 
initial impacts of severe scenarios, and in 
modelling the additional losses that can arise 
due to liquidity shortfalls and contagion in 
reaction to the initial adverse effects.

Cyber security concerns
There has also been progress in how we 
consider results from stress testing to help 
form judgements.   Institutions are respond-
ing to the seriousness with which regulators 
are treating the issue, and this is leading to 
further improvements.

In 20139, the theme was cyber security 
risks and the risk associated with low inter-
est rates. Cyber security has become a major 
threat – as we were all reminded of recently 
by the “Heartbleed” bug. It was another indi-
cation of how much time and money needs 
to be spent on dealing with cyber security. 
OSFI and the institutions we regulate and 
supervise remain focused on this issue.

Also, we need to be conscious of the 
impact of interest rates, which have been his-
torically low for an extended period of time. 
While there are good reasons for low interest 
rates, dependence on low rates can become 
significant, such that a transition to higher 
rates could be very painful. This is especially 
true in the household sector in Canada, 
which is why we have been so focused on 
the real estate market, and remain so.

Avoid complacency
In this regard, we have combed through 
mortgage portfolios to test the quality of 
underwriting, issued guidance on mortgage 
underwriting (Guideline B-20) as well as 

draft guidance applying to mortgage insur-
ers (Guideline B-21), collected more data, 
required enhanced disclosure of key mort-
gage lending data by institutions, assessed 
retail risk governance and risk appetite 
frameworks in retail banking, and assessed 
capital models backing real estate portfolios.

So, all in all, we have seen a lot of pro-
gress occur in the last several years. But 
some messages warrant repeating again and 
again: Don’t be complacent because banks 
survived the crisis and emerged in good 
shape. Don’t downplay continuing threats 
(such as housing and cyber-attacks). And do 
continue the work on stress testing.

Personal observations
As my term draws to a close, I will leave you 
with a few observations. 

First, globally we are striking out into 
new territory, in areas such as stress testing, 
risk appetite, risk culture, and resolution. The 
advances in supervisory practice over the 
past seven years have been amazing and I 
think they will bear fruit.

Second, the financial system has become 
increasingly global. Not only are many rules 
established at the global level, but Canadian 
banks (and insurers) continue to expand 
their global footprint, sometimes being 
bigger outside Canada than within it (with 
Canadian earnings becoming relatively 
smaller). Further, when my term began, I 
had two international meetings a year for the 
Financial Stability Forum (now the Financial 
Stability Board). 

With the global financial crisis, the num-
ber went up to approximately 15 interna-
tional meetings a year. While this number 
should go down slightly, given where we are 
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in the global reform effort, it is an indication 
of how global the sector has become.

This will continue and there will be a 
need to stay on top of what is being done 
elsewhere and to reflect on what that means 
for Canada. There was a race to the bottom 
before the crisis – now there seems to be a 
race to the top and, frankly, beyond. 

Shifting sands
A good recent example is the US decision 
in April to require US G-SIBs to meet lever-
age ratios much stricter than what the Basel 
Committee has proposed. We will need to 
assess implications for Canada (and the 
Basel Committee will need to discuss impli-
cations for its own rule). OSFI has always 
been accused of being a boy scout, but we 
are now seeing significant conservatism 
elsewhere.

Third, there is a shift in Canada toward 
regulating and supervising institutions by 
size and importance. This was made clear 
with the D-SIB designation and the list of 
requirements being imposed on D-SIBs, 
including capital surcharges, annual supervi-
sory colleges, recovery and resolution plans, 
considerably enhanced disclosure require-
ments, enhanced governance requirements 
such as separate audit and risk committees, 
data aggregation and IT system require-
ments, and greatly enhanced supervi-
sion (including more cross-sector reviews, 
more drill downs, and more ad hoc data 
requirements). 

Avoid “one-size-fits-all”
The institutions that the Office of the 
Superintendent of Financial Institutions 
supervises and regulates are not 

one-size-fits-all. We are now focusing on 
smaller institutions and on identifying how 
to ensure that our requirements make sense 
for their smaller size and less complex busi-
ness models.

Fourth, OSFI has changed a lot since the 
crisis began. We have added resources to 
deal with a range of new work, from review-
ing the commercial operations of Canada 
Mortgage and Housing Corporation, to 
increasing oversight of D-SIBs in line with 
international expectations as noted earlier, to 
adding horsepower in the area of insurance. 

We have received positive feedback in 
these areas. For example, a survey of the life 
insurance sector conducted a few months 
ago commended OSFI on the strength of 
the expertise we now have in insurance 
(which increases the quality of interaction 
with industry). 

Closing remarks
As well, the recent FSAP report focused on 
OSFI’s clear mandate, its independence and 
resources and commented that we meet 
best practices in these areas, with attendant 
results. This situates OSFI well for the future.

Let me close by saying that Canada has 
a lot of advantages. My dealings interna-
tionally have shown that we can act quickly 
compared to other countries. We can get our 
arms around the industry, given its size. We 
can communicate effectively with institu-
tions, and they with us. We have a “no sur-
prises” philosophy. 

It is important to focus on our advan-
tages and minimise the disadvantages, the 
main one being the risk of complacency, 
given how well we did in the crisis.

So, as I take my leave and move on to 
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another adventure, I would like to thank you 
for having provided me with this speaking 
venue during the past seven years. I wish you 
all strong corporate governance and sound 
risk management in the years to come! •
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Shadow banking

    Leverage ratios, systemic risk & 
need to monitor non-banks       

   Sir Jon Cunliffe of the The Bank of England dis-
cusses how to measure and inform bank capital 

requirements, and the role leverage ratio can play.

IN early 2009, around the height of the 
financial crisis, the market valued the 
combined equity of the UK’s major banks 
at less than 2 per cent of their total assets. 
In other words, the market thought these 
banks were, on average, over 50 times 
levered. Measured by their regulatory 
returns, average leverage was “only” 
30 times or so. And on a risk weighted 
basis, the banks had 6.7 per cent common 
equity capital – well above the 2 per cent 
minimum minimum requirement under 
Basel. Tier 1 capital ratios were almost 9 
per cent.

This was of course the time when fear in the 
market was at its peak. The message was 
crystal clear. When it mattered most, the 
market did not at all believe the published 
numbers for bank capital adequacy.  And the 
market reacted accordingly bringing funding 
markets to a halt.

This episode tells us two things. The 
first is that financial reporting matters. It 
matters at all times. But it matters most in 
times of stress.  As an illustration here, I can 
recall heated discussions between European 

leaders about mark-to-market rules and 
about the transfer of assets from banks’ trad-
ing to their banking books in 2008 and 2009. 
I could never have imagined, pre-crisis, that 
Europe’s Presidents and Prime Ministers 
could ever argue about such arcane issues. 
But arcane or otherwise, they were crucial to 
the survival of a number of systemic banks.

The second thing this episode shows us 
is that, when push came to shove, how lit-
tle confidence investors had in the regula-
tory capital framework. In essence, markets 
discounted all types of capital except pure 
equity. And as they distrusted the risk-
weighted numbers, they wrote down the 
value of the equity to reach the numbers I 
mentioned earlier. And, in many cases, they 
were right to do so. Capital adequacy turned 
out to be an illusion.

In this paper I’ll discuss the action taken 
and the steps we still need to take to avoid a 
similar illusion in the future. How should we 
measure and set bank capital requirements? 
And in particular, the role the leverage ratio 
can play.

And I also want to talk a little about the 
non-bank financial sector. Because as we 
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strengthen the capital and liquidity rules 
for banks, there is a danger that the risks 
migrate from banks into the non-bank sec-
tor. And here I want to touch upon another 
pre-crisis illusion – the liquidity illusion.

Reform of capital frameworks
The market in 2008 and 2009 clearly did not 
believe either the numbers for bank capital 
or for bank assets. Capital was not just pure 
equity. Tier 1 capital also included so-called 
‘hybrid’ capital instruments – debt that was 
supposed to convert to equity to absorb 
losses. However, the ability of these instru-
ments to absorb losses proved to be illusory.

Moreover equity itself was distorted by 
factors such as the inclusion of deferred tax 
assets – tax credits that could only be real-
ised when a profit was made and so of no 
use in a crisis. And banks were slow to rec-
ognise losses – leading capital ratios to be 
overstated.

And, as to banks’ assets, the major banks 
were, by 2008, using their own models to 
assess the riskiness of much of their port-
folios for regulatory capital purposes. From 
their origin in the late 1980s, the interna-
tional capital adequacy standards – the Basel 
standards – had focussed on risk adjusted 
capital.  This was based on the sensible prin-
ciple that the level of a bank’s capital should 
reflect the riskiness of its assets.

Growth of leverage
As the Basel standards developed, banks 
were increasingly, first for the trading book in 
1996 and later, through the move to Basel II 
in 2008, for the banking book as well, able to 
use their own modelling to assess the riski-
ness of their assets. Again, there was logic in 

this. It replicated for regulatory purposes the 
way the banks themselves managed risks.

However, as the banking system became 
more and more levered, as banks’ balance 
sheets grew and grew, the measured riski-
ness of banks’ assets – measured in large 
part by their own models – declined. In the 
ten years to 2007, the size of banks’ balance 
sheets in the UK had doubled relative to the 
size of the economy. 

But over the same 10 years, the aver-
age risk-weight for the assets of the major 
UK banks had fallen to almost 40 per cent 
- down by around a fifth from its level a dec-
ade earlier.  As a result, the increase in banks’ 
balance sheets was not matched by anything 
like a commensurate increase in capital.

Basel III
When the crisis struck, not only did a sig-
nificant portion of the assets turn out to be 
far riskier than estimated.  Market confi-
dence in the risk-weighted capital adequacy 
framework as a whole pretty much evapo-
rated.  We have taken steps, through the 
new international capital standard, “basel 
III”, to address the main failings in the risk-
weighted framework. We have tightened up 
on the required quality of regulatory capital.  

The “hybrid” debt instruments that 
proved not to be loss-absorbing no longer 
count as Tier 1 capital. Efforts have been 
made to ensure losses are recognised at an 
earlier point. Material deferred tax assets are 
now deducted from the regulatory definition 
of capital. The minimum amount of com-
mon equity capital banks are now required 
to hold has been increased to 4.5 per cent of 
their risk-weighted assets.

And we have put in capital buffers. It is 
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often too late to take recovery action when a 
firm drops below minimum standards. And 
because firms approaching the minimum 
often have to deleverage sharply which 
can have a very adverse impact on the real 
economy.

Incentives
So we have created incentives for firms 
to run with a substantial buffer of capital 
above the hard minimum. Where common 
equity capital is less than 7 per cent of risk-
weighted assets, firms now face restrictions 
on bonuses and dividends. For systemically 
important banks, the required buffers are 
higher still. These buffers should give banks 
more room to use their capital to absorb 
losses rather than hitting the brakes on 
lending.

On the other side of the equation, some 
action has been taken to tighten up the cal-
culation of firms’ risk-weighted assets. And 
work is also underway to examine whether 
we can improve the ‘standardised approach’ 
to risk-weighting – an approach in which 
banks use a risk-weight prescribed by the 
regulators.

Leverage halfed
As a result, the amount of capital in the sys-
tem has increased substantially.  Globally, 
the large banks now hold some $500bn of 
additional equity capital. Major UK banks 
have raised their equity capital by £150bn. 
Their leverage has broadly halved. On aver-
age, the Major UK banks are now running 
with an end-point Basel III common equity 
capital ratio of 10 per cent. Roughly speak-
ing, that is more than double the equivalent 
pre-crisis ratio.

However, while the risk-weighted 
approach has been through wholesale 
reform, it still depends on mathematical 
models – and for the largest firms, their own 
models to determine riskiness. So the risk-
weighted approach is itself subject to what 
in the trade is called ‘model risk’.

This may sound like some arcane tech-
nical curiosity. It is not. It is a fundamental 
weakness of the risk based approach.

Mathematical modelling is a hugely use-
ful tool. Models are probably the best way 
we have of forecasting what will happen. But 
in the end, a model –  as the Bank of England 
economic forecasters will tell you with a wry 
smile –  is only a crude and simplified repre-
sentation of the real world. Models have to 
be built and calibrated on past experience.

Wrong models
When events occur that have no clear histor-
ical precedent – such as large falls in house 
prices across US states – models based on 
past data will struggle to accurately predict 
what may follow. In the early days of the cri-
sis, an investment bank CFO is reported to 
have said, following hitherto unprecedented 
moves in market prices: “We were see-
ing things that were 25 standard deviation 
moves, several days in a row”.

Well, a 25 standard deviation event 
would not be expected to occur more than 
once in the history of the universe let alone 
several days in a row – the lesson was that 
the models that the bank was using were 
simply wrong.

And even if it is possible to model credit 
risk for, say, a bank’s mortgage book, it is 
much more difficult to model the complex 
and often obscure relationships between 
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parts of the financial sector – the intercon-
nectedness – that give rise to risk in periods 
of stress. 

Moreover, allowing banks to use their 
own models to calculate the riskiness of their 
portfolio for regulatory capital requirements 
opens the door to the risk of gaming.

Conservative by nature
Deliberately or otherwise, banks opt for less 
conservative modelling assumptions that 
lead to less onerous capital requirements. 
Though the supervisory model review pro-
cess provides some protection against this 
risk, in practice, it can be difficult to keep 
track of what can amount to, for a large 
international bank, thousands of internal 
risk models.

The underlying principle of the Basel 
III risk-weighted capital standards – that 
a bank’s capital should take account of the 
riskiness of its assets – remains valid. But it is 
not enough. Concerns about the vulnerabil-
ity of risk-weights to “model risk’”call for an 
alternative, simpler lens for measuring bank 
capital adequacy – one that is not reliant on 
large numbers of models.

“Leverage ratio”
This is the rationale behind the so-called 
“leverage ratio” – a simple unweighted ratio 
of bank’s equity to a measure of their total 
un-risk-weighted exposures. By itself, of 
course, such a measure would mean banks’ 
capital was insensitive to risk. For any given 
level of capital, it would encourage banks to 
load up on risky assets. 

But alongside the risk-based approach, 
as an alternative way of measuring capital 
adequacy, it guards against model risk. This 

in turn makes the overall capital adequacy 
framework more robust.

The leverage ratio is often described as a 
‘backstop’ to the ‘frontstop’ of the more com-
plex risk-weighted approach. I have to say 
that I think this is an unhelpful description. 
The leverage ratio is not a ‘safety net’ that one 
hopes or assumes will never be used.

Rather, bank capital adequacy is subject 
to different types of risks. It needs to be seen 
through a variety of lenses. Measuring bank 
capital in relation to the riskiness of assets 
guards against banks not taking sufficient 
account of asset risk. Using a leverage ratio 
guards against the inescapable weaknesses 
in banks’ ability to model risk.

Chancellor intervenes
Whether the leverage ratio or the risk 
weighted capital ratio bites on any individual 
bank will depend on what are the greatest 
risks facing that bank. Work on an interna-
tional standard for a leverage ratio is well 
advanced, though a standard will not be set 
before 2019. 

The Chancellor of the Exchequer, George 
Osborne, announced last November that 
the Bank of England’s Financial Policy 
Committee should review whether a lever-
age ratio should be introduced in the UK 
before 2019. The Bank, accordingly, issued 
a consultation document in July on how a 
leverage ratio might work alongside the risk-
weighted approach in the UK.

We have made a great deal of progress in 
reforming the capital adequacy framework 
for banks. We have also made very real pro-
gress on the liquidity framework for banks, 
though I do not propose to go into that today.

But as we have reinforced regulatory 
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standards for the regulated banking sector, 
there is considerable concern that we have 
simply moved the risks beyond the regula-
tory perimeter. In short, that bank-like activi-
ties, carrying bank-like risks are taking place 
without bank-like regulation and supervi-
sion. Many of these concerns find expression 
in the term  “shadow banking”.

Unhelpful terminology
I think terminology such as  “shadow bank-
ing”, like “backstops”and “frontstops”, is an 
unhelpful and misleading description. To be 
clear, we want to see more diversity in the 
way credit is provided in the economy – 
more players in the banking sector and more 
non-bank market-based finance.

Because another lesson of the crisis for 
many countries was that the risks from a 
credit “banking monoculture”could be very 
serious – when banks were badly damaged, 
it led to a credit crunch that left the economy 
without other forms of credit intermediation. 

I suspect one of the reasons the US 
recovered more quickly from the crisis was 
because it had greater diversity of credit 
channels in the economy.

International coordination
It is for this reason that the Bank is working 
with the ECB and others to encourage the 
revival of a robust, simple and transparent 
securitisation market in Europe. But – and 
this is an important “but” – it is important 
that bank-like activity does not migrate 
outside of the regular banking system in an 
uncontrolled manner that presents equally 
important systemic risks.

The Financial Policy Committee of the 
Bank has the statutory responsibility to 

identify, assess, monitor and take action in 
relation to financial stability risk across the 
whole financial system, including the non-
bank financial system. It has the power to 
make recommendations to the Treasury on 
what activities should be regulated, as well as 
more general powers in respect of informa-
tion gathering.

It is not a trivial job.  In the UK, the non-
bank financial sector is almost as large as the 
banking system, at around £5 trillion exclud-
ing derivatives. Nearly all of this represents 
assets under management, and within that 
the investment fund sector accounts for 
around one third and hedge funds a fur-
ther 10-15 per cent. Globally, the non-bank 
financial sector stands at more than US$70 
trillion, roughly equivalent to global GDP.

Asset concentration
Within that, assets managed by investment 
funds and on behalf of non-bank financial 
clients like insurance groups and pension 
funds broadly doubled over the decade to 
2012 to more than US$60 trillion, approach-
ing 90 per cent of global GDP.  They are now 
equal to 70 per cent of the commercial bank-
ing system.  And management of these assets 
has become increasingly concentrated. Five 
firms now manage around US$13 trillion of 
assets, roughly one fifth of the total.

It is not surprising that this has drawn 
the attention of commentators and regu-
lators worldwide. There is nothing wrong 
with growing quickly. But when a part of 
the financial system grows quickly to 90 per 
cent of global GDP and much of its manage-
ment is highly concentrated, then I think it 
is right for the regulatory community to look 
hard at the systemic risks this might pose. 
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That is why the issue of systemic risks arising 
from investment and hedge funds and the 
firms that manage them are being looked 
at as part of the FSB’s work on systemically 
important financial institutions.

Non-bank risks
In January this year, the FSB published a 
consultation paper on its proposed method-
ology for identifying such firms in these sec-
tors.  Based on the consultation results, the 
FSB will report to the G20 Leaders Summit 
in Brisbane in November this year.

We need to recognise, of course, that 
investment funds face – and pose – very dif-
ferent risks to banks. They typically manage 
pools of assets on behalf of investors who 
bear the ultimate investment risk. They can 
operate with some leverage, but this is gen-
erally subject to restrictions. Asset manag-
ers act as agents to such funds, and make 
investment decisions on behalf of end inves-
tors that are consistent with their objectives 
and agreed mandates.

However, despite their generally low-
leverage, agency business model, investment 
funds can pose risks to financial stability. 
They often offer investors same or next-
day redemptions, despite holding assets for 
which secondary market liquidity can be 
uncertain. In this way, like banks, they can 
face liquidity risks.

Few historical references
A concern from a financial stability stand-
point is that heavy asset sales necessary in 
times of stress to meet investor redemptions 
could disrupt systemically important asset 
markets, particularly where a fund (or funds) 
has a concentrated market position. There 

have, so far, been few historical examples of 
financial instability caused by funds expe-
riencing distress. But we should be careful 
about drawing too much comfort from this. 
The scale of funds and the market environ-
ment are different now.

For example, funds’ investments in 
emerging market assets and high-yield 
bonds have quadrupled over the past five 
years. It is unclear what volume of redemp-
tions could be met quickly without causing 
disorder in these markets. A year ago, the so 
called “taper tantrum” was a pointer to what 
could happen.

Acting upon concerns
And such risks may have become greater 
due to changes in the market.  Concerns 
have been raised by some in the industry that 
reforms to bank capital and liquidity regula-
tion could, taken together, have potentially 
serious consequences for market liquidity.
The regulatory community takes such con-
cerns seriously and is looking closely at them.

But we should not set as an objective 
a return to pre-crisis liquidity conditions. 
Liquidity risk premia were likely too low 
before the crisis because liquidity risk was 
under-priced. And market-makers were 
permitted to fund their inventory with dan-
gerously high levels of leverage, funded at 
very short maturities and, needless to say, the 
risk-weights attached to this sort of activity 
were very low.

As a result, dealers were, it is true, able to 
carry high levels of inventory and to accom-
modate easily shifts in the demand for mar-
ket-making. But they were also vulnerable to 
falls in asset prices and tightening in whole-
sale markets conditions. When faced with 
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severe stress, they were forced to withdraw 
from market-making altogether.In short, 
when conditions became really testing, mar-
ket liquidity, like bank capital, proved to be 
an illusion.

Puzzling
With regulation tighter, it may well be harder 
for market-makers to absorb inventory when 
end investors wish to off-load assets; market 
liquidity may start to fall away at an earlier 
point. The risk of another complete failure of 
market liquidity should be much reduced. 
But market participants will not always be 
able to sell what they want, where they want 
and when they want. Investors need to rec-
ognize this change in market structure and 
adjust accordingly.

In this respect it is perhaps worth observ-
ing that it is currently quite puzzling that, 
when market participants seem to be wor-
ried about market liquidity and the impact of 
regulation on market making, liquidity risk 
premia seem to be so compressed. It does 
raise questions over whether liquidity risks 
have been properly priced.

Central bankers are, of course, supposed 
to worry about new risks. But I would not 
want to leave you with the impression that 
nothing has improved in the financial stabil-
ity world.

Guarding against risk
I do think the reforms already made to the 
capital adequacy and liquidity frameworks 
have improved markedly the robustness of 
the system. A leverage ratio, if and when it 
is introduced in the UK alongside the risk-
weighted approach, would in my view make 
the capital adequacy regime for the banking 

sector appreciably stronger by guarding 
against model risk.

And, as regards the non-bank financial 
sector, what some would classify as ‘shadow 
banking’ – I also think we are starting to 
see some positive momentum towards the 
development of diversified credit channels 
in the UK and the EU – though there is a 
great way still to go. At the same time, the 
financial regulatory community is keeping 
a pretty close watch as to whether risks are 
migrating from the bank to non-bank sector 
and building up elsewhere.

No case to answer
The FPC recently made its first analysis and 
assessment of risks in the UK outside the 
regulated banking system. That assessment 
was made difficult by generally incomplete 
data in this area, which we are starting to 
correct. But it concluded that, based on its 
current risk assessment and policy initia-
tives underway internationally – including 
through the FSB work on shadow banking 
that is coming to completion this year – it did 
not currently see a case for recommending 
changes to the UK regulatory framework.

I am afraid, for financial stability, that is as 
good as it gets.  The financial sector evolves 
at a phenomenal speed. Risks can change 
and build very quickly.  So the FPC will have 
to repeat its assessment of risks from the 
non-bank financial sector at least annually.

In this area, as in the banking sector, 
it has to keep risk under close and regular 
review. And it has to be prepared to act. 

But that, of course, is the nature of  
preserving financial stability and preventing 
a reoccurrence of the illusions I described 
earlier. •





Regulation

    Yes, let’s think global, but 
best to act local        

   Hong Kong SFC’s CEO, Ashley Alder, 
explains why international coordination in 

the regulatory field is an elusive goal.

THE title of this paper is “Yes, let’s think 
global, but best to act local.” It asks what’s 
to be done with the global financial sys-
tem to increase regulatory consistency 
and reduce barriers. We are also asked 
about the prospects for a global financial 
industry rulebook.

These questions echo complaints from 
global banks, who say that overdone regula-
tion in response to the financial crisis, which 
is often different in each of the financial cen-
tres where they operate, is simply too much 
to bear. The banks don’t normally say that 
this is reducing their take-home pay. They 
instead talk about the bad effects on real 
economies and growth as this is more likely 
to get a sympathetic ear.

These issues all stem from decisions 
made by the leaders of the Group of Twenty 
(G20) back in 2009 about the global financial 
reforms they thought would be necessary to 
prevent another crisis. 

It’s common knowledge that these 
reforms have been implemented very 
unevenly in different places. On top of this 
important reforms such as the Volcker rule 

in the US and bank ring-fencing in Europe 
weren’t even on the G20 agenda. So, at first 
sight it looks as if the banks have a point.

The US Treasury Secretary Jack Lew 
weighed in on this subject at the G20 meet-
ing in Sydney in February this year, asking 
for far more coordination over how countries 
impose financial market regulations.

Gillian Tett, commentator at the Financial 
Times, wrote about this shortly afterwards. 
She said that “Secretary Lew might as well 
have called on pigs to fly or bankers to 
become nuns”,  and she remarked that “the 
unpalatable truth is that almost every step 
towards coordination has been offset by a 
step away elsewhere”. Her conclusion was 
that the G20 needs to recognise that full 
coordination is a fantasy.

I think this is spot on, but also that the 
reasons why we are in this state of affairs are 
barely understood. In this paper,  I want to 
get into some of these reasons, and try to 
inject some realism into the whole debate.

Before kicking off I should also mention 
that I chair a new task force on cross-border 
regulation set up within the International 
Organisation of Securities Commissions 
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(IOSCO), the global club of market regu-
lators now being led by Greg Medcraft, 
chairman of the Australian Securities and 
Investments Commission (ASIC). 

Political realities
The task force was the brainchild of ASIC, 
and is a testament to the adventurous 
Australian spirit, optimistic in the face of 
adversity. 

Optimism is essential here because its 
very hard job is to try to guide regulators on 
how they should deal with each other across 
borders when their rules collide. We knew 
this work would be very difficult, not least 
because it would be touching on the limits 
and privileges of national sovereignty, which 
is a super sensitive area. I’ll come back to this 
task force later.

I want to spend the rest of this discus-
sion on why political realities and competing 
interests in the high stakes game of global 
finance have altered the initial G20 vision of 
a set of global, top down harmonised regu-
lations to stop future crises. And which the 
financial industry would have loved to have 
seen reflected in a global rulebook.

Global inconsistencies
First, let me give you some real world exam-
ples of the patchwork of inconsistent and 
conflicting national regulations that have 
replaced this global vision, which explain 
why we are where we are.

In the world of banking, cross-border 
money flows increased about ten times 
between 1990 and 2007, to around US$5 
trillion. In 2012, the figure was about a third 
of that. This was partly the result of delev-
eraging. But it was also because national 

regulators have been busily ring fencing 
their banking systems in the knowledge that 
cross-border banks were an important chan-
nel for transmitting the mortgage crisis in the 
US and the sovereign debt crisis in Europe.

As Mervyn King, former governor of the 
Bank of England, put it a while back, “global 
banks are international in life but national in 
death.” This seems to me to be an analogue 
of the comment that risk takers in banks pri-
vatise the profits but socialise the losses. 

He then had in mind the huge losses 
imposed on United Kingdom (UK) custom-
ers of the collapse of the Icelandic banks. This 
and similar experiences elsewhere explains 
the efforts of leading financial centres to stop 
local bank operations from relying on the 
capital, liquidity and regulatory oversight of 
a foreign parent, which put simply, could no 
longer be trusted. 

National approach
The United States Federal Reserve Bank (the 
Fed) has now forced large banks to subsidi-
arise in the US, which has greatly upset big 
European Union (EU) banks. And the UK is 
doing something similar with local branches 
of foreign banks.

I need hardly say that this does not seem 
to sit well with the global effort to eliminate 
the  “Too Big To Fail” hazard posed by big 
global banks. This effort is work in progress, 
but is premised on forced creditor bail-ins at 
parent companies, without resorting to pub-
licly funded bailouts, all of which are meant 
to be implemented through cross-border 
agreements between regulators. 

The purely national approach adopted 
by the Fed may be as effective as this global 
one. But it makes you wonder about the total 
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bill charged to real economies by slamming 
global integration into reverse gear, when 
compared to the as yet unknown costs  of 
possible bailouts in future crises.

Capital market pressure
The reversal of global financial integration 
challenges a great promise of globalisation, 
where low-saving countries could find the 
finance to fund essential investment by bor-
rowing abroad. The implication is greater 
self-sufficiency in the future, which may on 
one view may be no  bad thing in light of the 
recent volatile cross-border capital flows. 

Of course, if cross-border lending is sub-
dued, this puts pressure on capital markets 
to fill the gap. Greg Medcraft has rightly 
pointed out on many occasions that market 
based finance will be increasingly important 
to real economies. 

Capital markets must fund not only 
long-term pension liabilities but also plug 
the big lending gaps for vital infrastructure 
development, as well as the growth of small 
and medium-sized enterprises (SMEs), 
where there is a pressing need across Asia.

Cross-border conflicts
The problem is that capital markets are also 
under pressure. And again this is in part due 
to national regulatory approaches that are 
close to those of the bank regulators. Just 
one recent example will do. The sharp end 
of cross-border conflicts between securities 
regulators is in the obscure but vast world of 
over-the-counter (OTC) derivatives. 

Reforms in this area were a key part of 
the 2009 G20 global reform agenda because 
derivatives were at the heart of the bailout of 
US-based American International Group.

A recent study from the International 
Swaps and Derivatives Association (ISDA), 
which is the trade association for deriva-
tives dealers, showed that cross-border 
rules issued last year by the US-based 
Commodity Futures Trading Commission 
(CFTC) had resulted in a 77 per cent drop in 
volumes of cleared euro interest rate deriva-
tives between EU and US dealers because 
they caused European dealers to stop trans-
acting with their US counterparts. This obvi-
ously sucks more liquidity out of the system. 
There are lots of other examples.

Localisation
So what is really going on? A bystander 
would think we have all taken leave of our 
senses. The drive to localise finance, thereby 
increasing the costs in the system and stran-
gling the ability to provide efficient finance 
globally, seems totally at odds with the 
whole G20 idea of reforms driven at the 
global level, as well as global rulebooks and 
harmonisation.

And on top of that, localisation seems 
to challenge the explicit aims of the G20 six 
years down the track, which in Sydney last 
month set a new goal to lift collective gross 
domestic product by more than 2 per cent 
above current expectations. 

Perhaps unsurprisingly in light of what 
I have said so far, Joe Hockey, the Treasurer 
of Australia, said that “there was recognition 
that we have to address some of the zealotry 
for market regulation that might be preva-
lent in some jurisdictions”.

This is music to the ears of big banks. 
Goldman Sach’s COO, Gary Cohn, who 
was also in Sydney, said that “overregulation 
and inflexibility could slow down economic 
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growth, increase shadow banking and create 
a liquidity crisis that might sow the seeds for 
the next financial crisis.

Where to next
We all know that financial firms are des-
perately trying to put the legal costs of serial 
misconduct and rampant risk taking behind 
them – even as the forex investigations 
gather pace. They hope to emerge squeaky 
clean on the sunlit uplands of a growth 
agenda, where more liquidity means more 
business. Apologies for the triple mixed met-
aphor, but I hope you know what I mean.

So where are we headed – another 
phase of deregulation similar to that which 
contributed to the last crisis in order to rev 
up growth, or a growth ambition neutered 
by regulation which aims to avoid a repeat 
crisis? 

Frankly it is too early to tell so I won’t 
even hazard a guess. What I can do is far 
less ambitious, but could give a clue to the 
answer. And that is to say why I think Gillian 
Tett of the Financial Times was right that the 
G20 needs to recognise that full coordina-
tion is a fantasy.

Trust deficit
The unfortunate truth is that the financial 
crisis not only destroyed trust between cus-
tomers and banks, it also laid bare the fact 
that there is a big trust deficit between coun-
tries when it comes to financial regulation. 

And on top of that we lack any global 
financial institutions that have real authority 
to drive a harmonised, tough global reform 
agenda from the top down – whether at 
the Financial Stability Board (FSB) or at the 
global standard setters. I know that this 

assessment seems a bit provocative. But we 
should judge people by their actions rather 
than their words, and the actions that have 
accelerated regulatory fragmentation speak 
for themselves. 

Global multilateral agencies without any 
firm basis in public international law – which 
basically requires a treaty – are going to find 
that attempts to advocate soft law solutions 
will be met with little more than polite inter-
est from heavyweight countries.  At the same 
time national regulators in the aftermath of 
a crisis will furiously put in place their own 
rules designed to protect their own popula-
tions, and no one else’s.

And you can’t blame them – national 
regulators are only bound by duties found 
in their own laws which do not normally 
take account of the interest of other coun-
tries or any ambitions for globalised financial 
regulation. 

Disconnect
I should also say that there seems to be a 
serious disconnect between a G20 ambi-
tion expressed in the communiqué from the 
Sydney meeting and the lack of basic tools 
necessary to achieve it. 

The communiqué said that the leaders 
would “implement reforms in a way that 
promotes an integrated global financial sys-
tem, reduces harmful fragmentation and 
avoids unintended costs for business”. 

They also said that “we commit to coop-
erate across jurisdictions with a renewed 
focus on timely and consistent implementa-
tion.” Nothing much is said about how this 
will be done outside derivatives – it appears 
that national regulators, and their global 
clubs such as the Financial Stability Board 
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and IOSCO, are just expected to make this 
happen.

Credible financial regulation
A big problem is that governments have 
not followed through on their aspirations 
expressed at international meetings at a 
political level back home. First, if national 
regulators are to be given the wherewithal 
to act globally, national legislation must be 
amended to say so.

Second, credible financial regulation 
operating at a harmonised international level 
can only be founded on legally effective trea-
ties. Both of these are the job of governments 
who have conspicuously failed to deliver – or 
even try. They have basically passed the buck 
to regulators whose hands are tied by exist-
ing local legislation.

Even worse from a harmonisation 
perspective, legislations from the Dodd-
Frank in the US to the European Market 
Infrastructure Regulation (EMIR) in the EU 
– which regulates  derivatives and market 
infrastructure – all have been used to export 
US and EU law to other countries in a man-
ner that is basically extraterritorial. 

This has been done in a way which takes 
little account of other laws with which they 
come into contact, or international soft law 
standards. This results in an extremely com-
plex scramble for solutions by regulators and 
the financial industry to the inevitable con-
flicts that then arise. 

Global rulebooks
These real life actions by governments and 
regulators are 180-degree away from the 
ambitions for consensual global solutions 
voiced by them at the G20 meetings, but are 

perfectly understandable if you realise why 
this has happened.

An academic paper published in January 
2014 by John Coffee of the Columbia Law 
School in the US, “Extraterritorial Financial 
Regulation: Why E.T. Can’t Come Home,” pro-
vides an excellent insight into what’s been 
going on. It’s fairly provocative stuff – at least 
for those who still cling to the idea of mul-
tilateral agreements about global rulebooks. 

Coffee suggests that there is no such 
thing as global financial regulation imple-
mented through networks of cooperating 
multinational institutions applying broad 
principles of soft law – and nor can there be 
anytime soon. He also observes that only 
the US and the EU have the right incentives 
to properly curb systemic risk, because only 
they are the most exposed to it. No one else 
really cares.

Regulatory arbitrage
Coffee suggests further that the big finan-
cial institutions are extremely mobile and 
can easily park their higher risk operations 
abroad and beyond the regulatory reach of 
the US. This is the US take on the AIG’s fail-
ure. He adds  that some nations find it in their 
interest to profit from regulatory arbitrage by 
operating as financial casinos to attract these 
risky operations, which then rebound on the 
home country when things go wrong.

Coffee continues that it’s not good 
enough just to regulate the operations of 
domestic financial institutions overseas, 
but also foreigners who transact with them 
abroad, as they are not only too-big-to-
fail but also too interconnected to fail.  He 
is of the view that the financial industry 
and foreign financial casinos will pursue 
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aspirational and distant soft law standards 
at an international level, seemingly in tune 
with G20 aspirations, hoping that this will 
blunt real regulation in national laws and 
delay implementation, giving more time to 
lobby around the growth agenda.

Free riders
Finally, the only way to get adequate inter-
national standards is for the EU and the US 
to assert extraterritorial authority to gain the 
leverage necessary to embed their own solu-
tions at the international level. Otherwise 
international bodies will be slow to act as 
they will never achieve high levels of con-
sensus. He also remarks that the EU is pur-
suing an extraterritorial agenda which is just 
as aggressive as the US.

I wish to pay particular attention to one 
statement in Coffee’s paper found on page 
22, which is pertinent to this ongoing dia-
logue, here the author states boldly that:  
“Less regulated jurisdictions are essentially 
free-riders, who are expecting (perhaps 
shrewdly) other nations to bear the costs 
(including costs of massive bailouts) of pre-
serving economic stability from systemic 
risk.”

Market power
He contends further that: “These free-riders 
may be aided and abetted in their resistance 
to the need for stronger regulation by pre-
cisely those financial institutions that most 
want to escape stronger regulation.” 

Coffee finishes his statement on these 
words: “In a globalised world, market par-
ticipants ....can escape confining regulation 
so long as they can delay major financial 
nations from acting. Rhetorically, those 

opposed to financial reform can unite 
around a favourite defensive rallying cry, 
which is that international regulation must 
not precede consensus”.

So, if the EU and the US agree bilater-
ally on common standards, they can simply 
deal with the rest of us by stopping their own 
financial institutions from trading in markets 
that don’t conform. And this is based on the 
assumption that the EU and the US together 
have overwhelming market power to force 
compliance in other countries.

Global harmonisation
This view was also reflected in a paper pub-
lished by the EU and US Atlantic Council 
late last year, which said that “only when 
the US and EU are able to act in unison will 
they be well positioned to export their policy 
preferences”.

As for those who still aspire to global har-
monisation, Coffee dismisses this as a “plea 
frequently invoked by, and has become the 
most effective weapon of, those seeking to 
delay systemic risk reform”.

First, there is little doubt that the rejec-
tion of global solutions by the EU and the 
US in favour of national ones,  and the use 
of extraterritoriality to export these when the 
EU and the US fear contagion from overseas 
– perhaps Asian flu – fits the reality I see on 
the ground.

Second, this approach pays no real 
attention to legitimate Asian policy prefer-
ences. The burning need in this part of the 
world is a new financial architecture to lower 
dependence on banks and unlock domestic 
savings to fund a $750 billion annual new 
infrastructure requirement across 32 coun-
tries, and to finance loan-starved SMEs.
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Added to this is the patronising assump-
tion that “the west knows best”, and implic-
itly that the financial casinos are here in Asia, 
ripe to be forcibly recreated in the image of 
the US and the EU. 

Viral pandemic
Unless I have been dreaming, I thought that 
bank deregulation, a credit binge calculated 
to support a political agenda encouraging 
widespread home ownership for those una-
ble to afford them, supported with a prom-
ise of never ending price increases, all had 
something to do with the crisis. 

And also that this happened in the US 
and the EU. I also vaguely recall that a virus 
of securitised sub-prime loans incubated in 
Wall Street, rated by conflicted US private 
agencies as safe and then spread across the 
world, was also part of the picture. But then 
again, I may be mistaken and it was all the 
fault of financial casinos elsewhere.

Fortunately, Asia was sufficiently resilient 
after its own crisis in the 90’s to fight off the 
infection with little harm done.

As I see it the way forward for us regula-
tors is pretty clear.

The way forward
For a start, we have to acknowledge the real-
ity that a global rulebook will not happen 
anytime soon, and the world will never be 
frictionless.

We also know that some in the financial 
industry who are keen on the idea of a global 
rulebook may be motivated by the hope that 
efforts to achieve things on an international 
level instead of locally will be like the quest 
for the holy grail: worthy but fruitless absent 
enabling laws and treaties. 

Delay will allow more opportunity to roll 
back national legislation around the rhetoric 
of growth and liquidity. So, regulatory effort 
at this level may be misplaced,   especially as 
the G20 governments haven’t given us the 
treaties and other tools to do the job properly.

We should also recognise that there has 
been much good done at a national level to 
increase safety and soundness in the finan-
cial system, all based on enforceable national 
laws which are bound to differ as they are 
products of different political processes. Not 
all of these result in cross-border regulatory 
conflicts – they just add cost as the price of 
more safety.

IOSCO taskforce
Where these laws do collide, work is now 
being done between regulators at a practi-
cal level to sort this out through negotiation. 
Even the most hawkish of extraterrito-
rial advocates, such as the CFTC, are using 
measures to dis-apply their own laws when 
conflicts occur when they judge a foreign law 
to be sufficiently strong to contain the situa-
tion. This is where jargons like “equivalence “ 
and “substituted compliance” are heard.

 This is also where the IOSCO task 
force I am chairing comes in. Rather than 
pursue the elusive multilateralism, it will 
acknowledge the mainly national regula-
tory responses to the crisis I have described. 
It will then seek to identify better ways in 
which regulators can assess foreign regula-
tory and enforcement regimes as being of 
sufficient quality to enable them to rely on 
them instead of exporting their own laws. 

I mentioned earlier that the Balkanisation 
of finance was a symptom of a lack of 
trust between different national regulatory 
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systems. The work of the task force aims to 
restore some of that trust by encouraging 
ways for one system to get to know another 
one thoroughly, then deferring to it and 
eventually sharing supervision. We also hope 
to encourage some benchmarking to inter-
national standards adopted by IOSCO.

Resist one-size-fits-all
Some see this as another way in which the 
financial industry might focus lobbying pres-
sure. This is because it’s an obscure process 
which could lead to degraded regulation if, 
push comes to shove, a country is reluctant 
to refuse recognition of another’s system for 
fear of embarrassing the country failing the 
test. All I can say at the moment is that we 
are aware of this issue and will do our best 
to deal with it.

Finally, it is important that we resist 
the notion that a one size fits all approach 
exported from the EU and the US to Asia is 
remotely a good idea. It rather assumes that 
Asian countries  are regulatory and politi-
cal vacuums with no different priorities to 
the west. Nothing could be further from the 
truth. 

Asian voice
The Atlantic Council report I mentioned ear-
lier did at least   acknowledge that growth in 
Asia and the accompanying rise in demand 
for capital will be accompanied by a decline 
in EU and US regulatory power, as more 
deals are done in Asia. It also admitted that 
Asian policy preferences will differ from the 
EU and the US because of different histories 
and stages of development.

So, one of the most important projects is 
to ensure that Asia embeds the right type of 

regulation to fireproof a system that cannot 
easily be gamed by the financial industry, 
whilst ensuring that the market financing 
rules are geared to the specific needs of 
Asian growth.

This is now at the heart of the work of the 
Asia Pacific Regional Committee of IOSCO, 
which I also chair. It aims to agree a collec-
tive Asian roadmap to foster capital market 
development. To give you just one example 
– unlike the EU and the US, Asia generally 
wants the size of its derivatives markets to 
grow in order to risk manage more sophis-
ticated capital markets. 

But some are concerned that premature 
or clumsy regulation could kill off small but 
growing derivatives markets, or transfer deals 
to the EU and the US. The chilling effect of 
Basel III on Asian credit, as well as the benefits 
to financial inclusion of some types of shadow 
banking, are also part of the story.

There is no doubt that six years on we are 
at a crossroads. It is hard to see how greater 
ambition for accelerated growth will play out 
alongside the mainly national rather than 
global regulatory responses to the crisis, 
particularly as these could weaken as they 
collide across borders or are scaled back in 
the hunt for growth. This has already hap-
pened in some areas, such as the Basel III 
risk weights.

I have referred to John Coffee’s blunt 
paper quite a few times, and will give him 
the last word on these threats. He said that 
“in all likelihood, failure will not be caused 
by forthright opposition to reform, but rather 
by delay, piecemeal compromise, and low 
visibility decisions that eviscerate the formal 
rules. The public has a short memory. But the 
industry never forgets.” •



Financial crime

Singapore sets forth ambitious 
financial crime mitigation stall 

Ong Chong Tee of Singapore’s MAS details the 
island nation’s renewed efforts to combat finan-
cial crime in a collaborative effort with industry.

FINANCIAL crime is a serious global 
threat.  According to some UN estimates, 
the amount of money laundered glob-
ally is between 2 per cent and 5 per cent 
of global GDP annually, or to put this in 
US dollar terms, between US$800 billion 
and US$2 trillion a year.  The challenge 
before us – as is often noted – is that 
the fight against money laundering and 
financing of terrorism is never done.  

Rapid advancements in information, com-
munication and payment technologies have 
led to great conveniences around speed, 
ease, and often anonymity; so these devel-
opments also open up more potential loop-
holes and avenues for perpetrators to escape 
detection; hence the momentum on AML/
CFT efforts must be maintained.

Indeed, the international community 
has not sat still. As many of you know, the 
Financial Action Task Force (FATF) was set 
up in 1989, and has been the key policy-
making body that meets regularly to identify 
emerging risks and typology, provide guid-
ance, as well as to strengthen or refine inter-
national standards.  

In 2012, a revised set of international 
standards to combat ML/TF risks was issued, 
and the FATF has since commenced a new 
round of mutual evaluations to ensure that 
countries put in place the necessary controls. 
Fundamental to this is the importance for 
countries to understand their ML/TF risks, 
and adopt appropriate measures to mitigate 
those risks effectively.   

A national effort
Singapore has and will continue to play our 
part in this important global effort.  As an 
international financial centre and business 
hub, our openness exposes us to cross-bor-
der financial crimes.  Protecting our reputa-
tion as a well-regulated and clean financial 
centre is not negotiable. 

This is a fundamental tenet upon which 
our financial centre has developed, and the 
continued confidence in the integrity of our 
financial system is a necessary condition for 
sustaining growth of the sector.  We there-
fore take our AML/CFT efforts very seriously, 
that include the surveillance and investiga-
tion work of our Financial Intelligence Unit 
in the Commercial Affairs Department.
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In the last two years, more than 15 gov-
ernment agencies had come together to 
perform a comprehensive assessment of 
our ML/TF environment and the adequacy 
of measures.  This culminated in a National 
Risk Assessment (NRA) report published in 
January this year. 

National first
It is the first time that we have taken a con-
solidated and comprehensive look at the 
overall ML/TF risks to Singapore. What did 
we find?  For one, the results largely vali-
dated the prevailing instinctive sense that 
high-risk sectors are primarily the cash 
intensive and internationally oriented ones, 
such as casinos and remittance agents.  

The NRA also revealed emerging risk 
areas like virtual currencies and large-value 
precious stones and metals dealings, and 
we are looking into addressing the potential 
risks associated with these sectors. 

Put simply, the NRA has been a useful 
“health-check” of the ML/TF risks facing 
Singapore, by highlighting areas that war-
rant more resources and attention.  As with 
the importance of having regular medi-
cal “health-checks”, we intend to update 
the risk review regularly, every two to three 
years, to ensure that our understanding 
of Singapore’s ML/TF risks is current and 
accurate.  

Targeted mitigation 
A better understanding of risks should also 
translate into more targeted mitigation 
measures. For example, in the non-finan-
cial sector, the Accounting and Corporate 
Regulatory Authority will implement 
an enhanced regulatory framework for 

corporate service providers, to minimise the 
risks of shell companies being set up for illicit 
purposes.  This is expected to take effect from 
the last quarter of 2014.  As another exam-
ple, pawnbrokers are identified as a potential 
channel for money laundering.  

While pawnbrokers are already subject to 
basic AML/CFT obligations, further require-
ments will be introduced when changes to 
our pawnbroking legislation are put in place 
at the end of this year. 

For the financial sector, the controls in 
place are assessed during the NRA exercise 
to be generally strong, which is not surpris-
ing given that the sector has built up con-
siderable AML/CFT expertise and processes 
over many years. 

Nonetheless, there are newer areas 
to be considered.  For instance, we have 
announced in March that we will regulate 
virtual currency intermediaries for AML/CFT 
purposes.  

Proactive measures
Our approach is a targeted one, recognis-
ing that virtual currency intermediaries can 
facilitate anonymous cross border money 
transfers, not unlike the activities of money-
changing and remittance businesses. They 
will thus be subject to similar AML/CFT 
requirements, and further details will be 
released in due course.  

Also, for remittance agents and money-
changers themselves, the MAS has stepped 
up supervision, inspection and enforcement 
efforts, and is also engaging the licensees on 
their ML/TF risks.

 Banks are critical gatekeepers against 
illicit fund flows.  This is why the MAS 
must continue to take proactive measures 
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to maintain a robust and effective regime. 
Our approach is preventive, pre-emptive 
and prescriptive (where specific rules are 
needed).  Below I outline three key features 
of this regime, namely: A strong legal and 
regulatory framework that is in line with 
international standards; an effective supervi-
sory regime; as well as a collaborative part-
nership with the industry itself

Robust regulatory framework
A strong legal and regulatory framework 
is the basis of any effective regime. Over 
the years, the MAS has updated our AML/
CFT Notices for financial institutions several 
times, to take into account the latest global 
developments, as well as to incorporate 
emerging best practices.  

Our efforts to stay ahead of the curve are 
recognised internationally.  In the 2008 FATF 
evaluation exercise, Singapore is assessed to 
have a strict and rigorous AML/CFT regime.  
We have agreed to undergo another evalua-
tion in 2015.

We should not be complacent, for the 
reasons that I mentioned earlier.  The MAS 
will continue to strengthen the AML/CFT 
regime for financial institutions, to maintain 
relevance and effectiveness.  This July has 
seen the issuance of a public consultation on 
proposed amendments to a range of MAS’ 
AML/CFT Notices for financial institutions.  

Revisions
This round of amendments draws reference 
from the revised FATF recommendations 
as well as international best practices, and 
should not be a surprise for those of you who 
have been following these developments.  
While there are a few new requirements in 

response to FATF recommendations, many 
of the proposed changes formalise existing 
practices and supervisory expectations.  But 
let me highlight one change.

When banks first started their ML/TF 
risk assessments, the focus has largely been 
around processes to identify and deal with 
customers with high ML/TF risks.  This level 
of risk assessment is necessary but insuffi-
cient now.  Just as how a bank should look at 
the credit risk of its overall loan portfolio and 
not just of individual customers, ML/TF risk 
assessments can also benefit from the same 
approach.  

Other changes
We will therefore require financial institu-
tions to assess ML/TF risks at the institution 
level, to complement individual transac-
tion level checks.  This will in essence be the 
banking industry-equivalent of what the 
government has done in the NRA.  There are 
several banks that already have such a prac-
tice in place, so this requirement will level-up 
the industry as a whole.

Other changes in our impending con-
sultation document will include formalising 
the need to screen one’s customers, tighten-
ing the threshold for enhanced measures on 
cross-border wire transfers, and providing a 
risk-based approach for politically exposed 
persons. 

Details of these and other amendments 
will be laid out in the consultation paper.  
Overall, we do not expect the revisions to 
require major changes to existing processes, 
and  the MAS and Singaporean government 
welcome industry inputs during the consul-
tation period

However, even the best regulatory 
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framework is futile, if it is not backed by 
effective supervision.  As I have alluded, the 
MAS’ supervisory approach is premised on 
“prevention is better than cure”.  

No apology for intrusion
Rather than having to impose hefty fines 
on a financial institution after a major inci-
dent or lapse in controls, we prefer that such 
incidents not happen in the first place.  This 
means that we will not be apologetic about 
being intrusive and probing in our supervi-
sion work, and ML/FT risks will continue to 
be a key thematic area of focus. 

The NRA exercise has noted that the 
controls adopted by banks are generally 
strong, but there is scope to strengthen the 
control processes especially in the areas of 
trade finance and correspondent banking.  

For example, during some of our inspec-
tions, we found that some banks did not 
screen all the key items in trade documents, 
and there were also inadequate controls 
when processing related party client transac-
tions.  We are looking to arrange roundtable 
sessions to share best practices in these two 
areas.   

Human vrs systems capabilities
Apart from strengthening control frame-
works and processes, the human factor is 
just as important.  We have noted instances 
where banks have good systems and pro-
cesses in place, but line departments did not 
implement the measures properly. 

Some of the common reasons include 
inadequate risk awareness, mis-communi-
cation across departments, and lack of man-
agement oversight.  There is therefore a need 
to invest in the human capabilities, and not 

just rely on system capabilities in our AML/
CFT efforts.

One of the more topical issues relating to 
supervision is that of tax crimes.  Singapore 
designated serious tax crimes as money 
laundering predicate offences in the middle 
of last year.  Financial institutions have been 
asked to review their customer accounts for 
tax-illicit funds.  

One of the practical difficulties faced by 
financial institutions is how to determine 
whether a given pool of funds is fully tax 
compliant, when even a tax lawyer may be 
hesitant to make a call, unless he has full vis-
ibility of the customer’s other transactions 
beyond the bank.  

Heightened tax scrutiny
International guidance on this area is still 
evolving, and the process to become more 
proficient in detecting tax-illicit monies will 
understandably be an iterative one.

Nonetheless, we have found the quality 
of the recent tax risk reviews to be satisfac-
tory, and I like to commend you all for the 
efforts put in. More importantly, this exer-
cise has raised general awareness among 
financial institutions, which are now better 
prepared to manage risks arising from the 
laundering of proceeds from tax crimes.  

Arising from the review, a handful of 
customers may have chosen to close their 
accounts or even have had their accounts 
terminated – if they chose not to be sub-
ject to the heightened scrutiny.  Suspicious 
Transaction Reports have also been filed in a 
few cases.  Overall, the message is clear and 
consistent - tax-illicit funds are not welcome 
here. We need to work together to tackle 
financial crime.  



Journal of Regulation & Risk North Asia 127

At the government level, law enforce-
ment agencies meet regularly with the finan-
cial and non-financial sector supervisors to 
coordinate policy, so that we effectively deter 
illicit funds as a country.  Yet no amount of 
supervision can substitute for the industry 
being similarly committed to this cause. 

Ownership and application
In this regard, I am happy to note that the 
ABS has published additional guidance 
on AML/CFT earlier this year.  This dem-
onstrates that there is ownership amongst 
financial institutions to ensure that the 
framework that is in place is translated into 
meaningful application on the ground.

On the MAS’s part, we will continue 
to proactively engage the industry on key 
issues and developments.  Prior to the pub-
lication of the NRA, we had invited some of 
you to a focus group discussion to validate 
the findings not just relating to banks, but of 
other sectors as well.  

More recently, the MAS released a report 
on the private banking industry, setting out 
key observations and supervisory expecta-
tions, so as to promote broader sharing of 
best practices.  

Benchmark controls
I understand that the report has been well-
received by the industry.  I should add that 
while the report relates to private banking 
activities, many sound practices are relevant 
for other customer-facing business lines.  
I therefore strongly encourage all finan-
cial institutions to leverage on the report to 
benchmark their controls, and to put in place 
enhancements where relevant.

I had mentioned about deepening 

manpower capabilities. In this regard, com-
petency building is imperative, to uplift 
AML/CFT standards amongst industry 
professionals.  

I commend the ABS for its suite of train-
ing options on AML/CFT, ranging from 
thematic workshops, classroom trainings, 
to seminars such as this.  I understand that 
attendance at this seminar and related AML/
CFT courses has been growing each year, 
and I hope this positive trend continues.  

Attention to AML/CFT has certainly been 
increasing both here in Singapore and across 
Asia, with certification providers like the 
International Compliance Training Academy 
and the Association of Certified Anti-Money 
Laundering Specialists (ACAMS) seeing 
more sign-ups.  

Additional enhancements
ACAMS had also set up a Singapore Chapter 
late last year.  In all, the resources and train-
ing avenues are there, so it is for all of you to 
tap on them.  

An effective culture of AML/CFT cannot 
be created by hiring a few experts from else-
where. Instead, it is about raising awareness 
throughout the firm; so do focus on “grow-
ing your own timber” alongside importing 
relevant expertise.  

Before I close this dialogue, I would like 
to announce two further measures that  the 
MAS will undertake to strengthen our AML/
CFT regime. First and foremost, the MAS 
has been progressively increasing the level 
of disclosure on supervisory actions taken for 
breaches of AML/CFT requirements.  

At this  same seminar last year, we dis-
closed aggregated figures of sanctions 
imposed for the preceding three years.  
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While a gross picture can give an indication 
of how well the industry has implemented 
AML/CFT measures, they do not sufficiently 
highlight any common or severe issue.  

Preventative supervisory approach
Building on this,  the MAS will be looking 
to publish details of more severe penalties 
imposed on financial institutions for such 
breaches.  

In addition to deterring errant behaviour, 
this move will reinforce our preventive super-
visory approach, and draw financial institu-
tions’ attention to more severe instances of 
deficiencies and breaches.  Financial insti-
tutions can then pre-emptively strengthen 
their own controls to prevent similar failures.  

Secondly, the NRA highlighted ML/
TF risks inherent in cash-intensive indus-
tries and large value cash transactions.  In 
May this year, the Ministry of Home Affairs, 
the Ministry of Finance and the MAS con-
sulted publicly on a cash transaction report-
ing regime for precious stones and metals 
dealers.  

In a similar vein, given the risks associ-
ated with large value cash transactions and 
high face-value notes, the MAS will be dis-
continuing the issuance of the Singapore 
$10,000 note, starting from 1 October 2014.  

Critical gatekeepers
The development of more advanced and 
secured electronic payment systems has 
reduced the need for large value cash-based 
transactions.  Therefore, we do not expect the 
discontinuation of the note’s issuance to cre-
ate any major inconvenience.  

Existing $10,000 notes in circulation will 
remain legal tender, including all notes under 

the Currency Inter-changeability Agreement 
with Brunei.  However, we expect the stock 
of such notes to dwindle over time, as worn 
notes are returned to us and not replaced. 

Singapore is fully committed to the 
global efforts against financial crime. The 
evolving risk environment requires proactive 
and collective actions in all jurisdictions.  The 
MAS has, and will continue to take steps 
to further enhance our AML/CFT regime, 
along with other government agencies for 
the non-financial sectors.

The financial sector has always been a 
critical gatekeeper in the fight against ML/
TF, hence it shoulders a great responsibility 
to ensure strong safeguards against potential 
criminal fund flows.  

The American philosopher and author 
Eric Hoffer once said that “we are prone 
to generalise the bad than the good.  We 
assume that the bad is more potent and con-
tagious”.  In this case, I think it is a good idea 
not to be complacent.  Some paranoia is not 
a bad thing.  

But let me emphasise that as a key finan-
cial centre, we are coming from a position 
of strength in combating ML/FT risks.  We 
must remain so, by constantly addressing 
new or evolving vulnerabilities, in a manner 
consistent with FATF recommendations. •

Editor’s note: The publisher and editors 
of the Journal of Rugulation & Risk - North 
Asia would like to thank Mr Ong Chong 
Tee, Deputy Managing Director (Financial 
Supervision), Monetary Authority of 
Singapore, for allowing the Journal to publish 
an expurgated version of a speech delivered 
at  the ABS Financial Crime Seminar on 2 
July 2014 in Singapore.



Bank resolution

    The EU Single banking union, 
“bail-ins”and financial stability        

   Prof. Stefano Micossi of the College of Eu-
rope believes more work is required on EU 

banking union and bank resolution.  

THE European banking union is in 
urgent requirement of a unified banking 
resolution mechanism, but public “bail-
ins” since the financial crisis of 2008 are 
deeply unpopular with the electorate 
across the European Union. This column 
details new legislative moves towards a 
Single Resolution Mechanism within the 
European Union (EU) that minimises the 
electorates exposure to bailing out fail-
ing or insolvent banks. The shareholders 
of an insolvent bank will be the first to 
take a hair cut, followed by creditors, and 
last, but by no means least, the general 
public in the guise of the taxpayer. Such 
an expediency also has the advantage of 
mitigating against moral hazard.

The European Council (the Council), the 
European Commission (the Commission)
and the European Parliament  (the 
Parliament) have adopted a directive - the 
Bank Recovery and Resolution Directive1     
(BRRD), together with a regulation – the 
Single Resolution Mechanism2 (SRM) 
establishing a set of uniform rules for bank 
resolution across the EU member states 

(there are 28 member nations presently).  
These include rules for the “bail-in” of share-
holders and creditors when a bank is in need 
of recapitalisation via the taxpayer. The pre-
conditions and scope of burden-sharing by 
creditors under state-aid control and resolu-
tion procedures do not coincide.  

Further, questions have been raised as to 
whether the guidelines on state-aid to banks 
take sufficient account of systemic stability 
considerations when imposing the conver-
sion or write-down of creditor claims.3

Two rule-sets
Our analysis for the remainder of this paper 
will focus on the following:  The mutual con-
sistency of the two sets of rules; and, How 
they address the question of systemic stabil-
ity when creditor claims are “bailed-in”  in 
normal market conditions.4

Since the financial crisis of 2008 began 
with the collapse of Lehman Brothers in 
September of that year, the Commission has 
adopted seven decisions under Articles 107-
109 of the Treaty of the Functioning of the 
European Union (TFEU) on the compatibil-
ity of state-aid measures in favour of banks.5 
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To foster financial stability and minimise 
future resort to taxpayers’ resources, the July 
2013 Banking Communication on state-aid 
by the Commission sets forth guidelines 
with some conditions attached to these. 

No debt write-down
Foremost amongst these being that  the 
restructuring plans must be sufficiently 
timely and decisive to restore a failing bank 
to long-term viability, or shut it down. 
Further, state-aid is to be authorised only 
after junior creditors have been involved in 
the burden-sharing.

The Communication envisages two sce-
narios for burden-sharing, namely: that the 
failing bank does not meet the minimum 
regulatory capital requirements or, that the 
minimum capital requirements are met and 
yet a capital shortfall is identified by a com-
petent supervisory authority, e.g., as a result 
of a stress test ( usually referred to as precau-
tionary recapitalisations).

In the first instance, state-aid can only 
be authorised after equity, hybrid capital 
and subordinated debt have fully contrib-
uted to covering the losses. In the second, 
the Commission indicates that “in principle” 
subordinated debt must be converted into 
equity before granting the state-aid only 
when there are no alternative ways to rem-
edy the shortfall. 

The write-down of debt is not contem-
plated whatsoever.

Minimise taxpayer exposure
The Banking Communication also allows 
the European Commission to postpone 
or avoid any resort to “bail-in” where this 
could endanger financial stability or lead to 

disproportionate results as detailed in point 
45 of the July 2013  Banking Communication 
communiqué.

In relation to the “bail-in” resolution 
framework, the primary objective of the 
directive and the regulation is to manage 
and resolve bank crises through uniform 
administrative procedures, whose applica-
tion will be entrusted to a new European 
Union authority called the Single Resolution 
Board (SRB). 

The Single Resolution Fund (SRF) is to 
be established to serve the needs of the reso-
lution procedure. 

A specific goal of the new procedure is to 
minimise resort to taxpayers’ money in bank 
crises. When a bank is under resolution, its 
shareholders will bear first losses; creditors 
will bear losses after them, in reverse order 
of their priority claims under national insol-
vency law.

SRB flexibility
When it decides that a bank is failing or likely 
to fail, the Single Resolution Board (SRB) has 
the power to write down and convert liabili-
ties of the credit institution by activating the 
“bail-in” tool both on a stand-alone basis 
and within a resolution procedure. 

A special clause, Article 16.3.d, provides 
that in certain circumstances financial sup-
port to a failing bank by national authorities 
or the Single Resolution Fund does not nec-
essarily imply that the institution is failing or 
is likely to fail6 and thus trigger the start of 
resolution. This leaves the Single Resolution 
Board the flexibility to handle large systemic 
shocks without triggering “bail-in” or the 
resolution procedure.7

Article 16a of the regulation coordinates 
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the action of the of Single Resolution Board 
relating to the resolution procedure (Article 
16) and that of the Commission in the exer-
cise of its powers for the control of state-aid. 

Use of the Single Resolution Fund is 
treated as state-aid and therefore is subject 
to prior control by the Commission under 
Article 107 of the Treaty of the Functioning of 
the European Union.

Well coordinated
The Board’s adoption of the resolu-
tion scheme shall not take place until the 
Commission has adopted its (positive or 
conditional) decision on the compatibility 
of the use of public aid with the European 
Union’s internal market (Article 16a of the 
regulation). Our analysis shows that the new 
resolution framework is well coordinated 
with state-aid policy.

As to the relationship between “bail-in” 
under the two procedures and concerns of 
financial stability when a bank is failing (and 
therefore may be placed under resolution by 
the SRB), “bail-in” would just be a particular 
component of the general process and does 
not seem to raise specific concerns. 

Moreover, under the regulation and the 
directive “bail-in” is excluded for viable enti-
ties when public support is of a temporary 
and precautionary nature and is proportion-
ate to remedy the consequences of a serious 
exogenous disturbance.

Unneeded rigidity
Thus, the possibility of de-stabilising effects 
from fears of  “bail-in” seems mainly to arise 
from the application of state-aid rules for 
solvent institutions in need of public sup-
port to raise capital.  When this is the case, 

Commission guidelines seem to entail that 
the prudential recapitalisation of a solvent 
bank, following a stress test, would not lead 
to losses for junior creditors when, due to 
general market conditions, there is a need 
for some temporary public support.

However, this reassuring balance of the 
elements underpinning the Commission’s 
decisions in individual cases may not be 
clear to bank creditors and potential inves-
tors out there in financial markets. 

The impression of an unneeded rigid-
ity on this very sensitive issue has been 
heightened by official statements over-
emphasising that each case will be assessed 
individually under competition rules, thus 
raising understandable concerns that the 
systemic dimension of the issue may be 
underestimated, precisely when the banks’ 
comprehensive assessment by the European 
Central Bank may lead to a need for large 
capital injections.

Therefore, some further clarification by 
the Commission may be needed on how the 
various criteria will be applied during the on-
going transition to banking union – perhaps 
through a new communication completing 
the state-aid framework for banks in view of 
the adoption of the new resolution rules. •

Endnotes
1. Directive of the European Parliament and the Council 

establishing a framework for the recovery and resolution 

of credit institutions and investment firms and amending 

Council Directive 82/891/EEC, and Directives 2001/24/

EC, 2002/47/EC, 2004/25/EC, 2005/56/EC, 2007/36/EC, 

2011/35/EU, 2012/30/EU and 2013/36/EU, and Regulations 

(EU) No 1093/2010 and (EU) No 648/2012, of the Euro-

pean Parliament and of the Council PE-CONS, 24 April 

2014.
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2. Proposal for a regulation of the European Parliament 

and of the Council establishing uniform rules and a uni-

form procedure for the resolution of credit institutions 

and certain investment firms in the framework of a Single 

Resolution Mechanism and a Single Bank Resolution Fund 

and amending Regulation (EU) No 1093/2010 of the Euro-

pean Parliament and of the Council (COM(2013)0520 – 

C7-0223/2013 – 2013/0253(COD)), 15 April 2014.

3. The issue has assumed special relevance in connection 

with the ongoing comprehensive assessment of the quality 

of banks’ balance by the European Central Bank (ECB), in 

preparation for the start of the Single Supervision Mecha-

nism (SSM), which may require substantial capital injections 

to meet the enhanced prudential requirements, and pos-

sibly public support in certain cases. As may be recalled, 

the publication of the new Banking Communication in July 

2013 led to a lively exchange of letters between Commis-

sioner Joaquin Almunia and ECB President Mario Draghi 

(the letters were leaked to the press but never officially 

published). Mr Draghi reportedly feared that the Commis-

sion Communication could be read as the announcement 

that all banks in need of public support would be preven-

tively subject to a bail-in of junior creditors, regardless of 

circumstances, potentially aggravating the funding difficul-

ties of individual banks and the banking system as a whole.

4. It does not therefore address the broader issue of the 

potential impact of bail-in on investors’ confidence under 

distressed market conditions, which still is a feature of 

the current transition phase to full banking union. On this 

issue, readers may usefully refer to Avgouleas & Goodhart 

(2014). For a general background to bail-in and a descrip-

tion of precedents, see DG Internal Market (2011), Finan-

cial Stability Board (FSB) (2011) and Dubel (2013).

5. Article 107 leaves the Commission sufficient flexibility 

to adapt the state-aid policy in trying times, by permitting 

it to be considered compatible with common market aid 

measures that appear necessary and proportionate in 

order to address market failures. In identifying the mar-

ket failures specific to the financial crisis since 2008, the 

Commission had to proceed by trial and error. As it came 

to recognise the systemic nature of the crisis, it resorted, 

as a legal basis for the temporary adoption of exceptional 

measures, to Article 107, paragraph 3, letter b, of the Treaty, 

which allows the authorities to consider measures needed 

to “remedy a serious disturbance in the economy of a 

Member State” as compatible with the common market.

6. When it involves state guarantees to back liquidity 

facilities provided by central banks (Article 16.3.d.i), state 

guarantees of newly issued liabilities or recapitalisations 

(injections of own funds, Article 16.3.d.ii) or the purchase 

of capital instruments that do not confer an advantage 

upon the entity (Article 16.3.d.iii). This last exception is 

limited to capital shortfalls established following the stress 

tests, asset quality reviews or equivalent exercises.

7. These exceptions only apply to solvent entities and are 

conditional on approval under state-aid rules. In practice, 

they shall be acceptable when they are of a precautionary 

and temporary nature and proportionate to remedy the 

consequences of a serious exogenous disturbance.
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Bank resolution

    How to save bank resolution in 
Europe’s nascent banking union        

   Columbia Law Schools Jeffrey Gordon 
and Copenhagen Business Schools Georg 

Ringe offer a critique of the EU’s SRM.

THIS year, on Tuesday, 15 April, 2014 
the European Parliament finally voted to 
adopt the Single Resolution Mechanism, 
which allegedly affords for the timely 
and effective resolution of a cross-bor-
der bank within the eurozone group 
of nations. Though supposed to be an 
integral pillar of the European banking 
union, it is fraught with difficulties. 

This paper  makes a proposal for a new 
organisational structure that can deal with 
bank failure more effectively. European 
Union banks should be required to self-
insure against failure. Further, the European 
Central Bank should be the only finan-
cially credible player to provide liquidity for 
the resolution procedure. These proposals 
would strengthen the current banking union 
project, and can overcome certain political 
difficulties.

This April, 2014  the European Parliament 
adopted the Single Resolution Mechanism, 
the second pillar of the emerging “banking 
union” for the European Union’s 28 member 
states.  Yet, the project is fraught with difficul-
ties and initial enthusiasm is long gone. 

Although the prevailing view holds 
that an effective banking union requires 
three pillars – supervision, resolution, and 
deposit guarantee – the current political situ-
ation suggests that they are unlikely to be 
achieved.  Political agreement for a common 
supervision framework has been reached 
with some difficulty, but agreement on the 
Single Resolution Mechanism was much 
more complicated than anticipated. 

In particular, the funding of the resolu-
tion mechanism proved to be very contro-
versial, and the outcome jeopardises the 
credibility of its operation. 

Not all are willing
Further, some European Union member 
states have made it clear that they are not at 
all willing to support calls for a joint deposit 
guarantee scheme, and this third pillar has 
now been dropped accordingly (O’Donnell 
and Körkemeier 2014).  

The compromise version on the table 
has many shortcomings.1  Most importantly, 
it will fail in its essential mission of manag-
ing the failure of a systemically important 
bank in a way that overcomes the fatal link 
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between sovereigns and their banks. The 
Single Resolution Mechanism simply pro-
vides no strategy to avoid contagion from a 
bank failure because depositors and short-
term creditors are not adequately protected, 
due to an insufficient resolution fund and 
the absence of a credible, centralised deposit 
insurance scheme. 

Paper tiger
If bank resolution is not a credible threat, 
then the Single Supervisory Mechanism of 
the European banking union will be a paper 
tiger.

In a recent article, we argue for an organ-
isational and capital structure substitute for 
the Single Resolution Mechanism’s flaws 
that can minimise the systemic distress costs 
of large bank failure (Gordon and Ringe 
2014). Our proposal is that banks should 
effectively be made to “self-insure” against 
failure, instead of being state-insured. 

We borrow from the approach the US 
Federal Deposit Insurance Corporation has 
devised to deal with large bank failure pur-
suant to the “Orderly Liquidation Authority” 
granted by the Wall Street Reform and 
Consumer Protection Act - usually referred 
to as the Dodd-Frank Act.

Three lessons
The FDIC’s implementation strategy has 
three important lessons for regulators and 
policymakers: First and foremost, systemi-
cally important financial institutions need 
to have in their liability structure sufficient 
unsecured (or otherwise subordinated) 
term debt so that in the event of bank fail-
ure, the conversion of debt into equity will 
be sufficient to absorb asset losses without 

impairing deposits and other short-term 
credit. Second, the organisational structure 
of the financial institution needs to permit 
such a debt conversion without putting core 
financial constituents through a bankruptcy. 

And finally, a federal funding mecha-
nism deployable at the discretion of the reso-
lution authority must be available to supply 
liquidity to a reorganising bank. 

These elements are critical to avoiding 
debilitating bank runs and other sorts of 
financial system breakdowns.

The European Union’s Single Resolution 
Mechanism currently on the table does not 
even come close to this model. European 
institutions have been negotiating over the 
size of a resolution fund, which will reach a 
maximum size of €55 billion over eight years. 
This is a far cry from what is required for a 
credible resolution framework.

A way forward
Our approach, inspired by the US Federal 
Deposit Insurance Corporation model, sug-
gests a way forward. Essentially, we would 
require European banks to self-insure 
against failure by holding sufficient term 
debt at the holding company level. This 
would shield deposits and other short-term 
credit provision at operating subsidiaries and 
also avoid disruptive bankruptcy proceed-
ings in the operating subsidiaries. 

The problem is European banks are cur-
rently not normally organised in a pure hold-
ing company structure (Masters and Oakley 
2012, Penn undated) and, where they exist, 
holding companies of banking groups often 
do not account for a sufficient proportion of 
the entire group’s debt (Liikanen et al. 2012, 
Institute of International Finance 2012).  
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But regulation can change the relevant 
incentives. Stimulated by regulatory incen-
tives, Swiss banking entities and United 
Kingdom banks are reported to be among 
the first European banks to currently change 
their organisational structure.2  

Useful role
Similarly, we would propose changes on 
the European level, most appropriately to 
the forthcoming implementation of the 
Liikanen report and the Bank Recovery 
and Resolution Directive to accommodate 
incentives for banks’ structural changes and 
to require them to hold a sufficient layer of 
bail-in debt. 

Liquidity provision for the resolution 
procedure should come from the European 
Central Bank as the only financially credible 
player in the European Union. 

Here, the Fund created by the Single 
Resolution Mechanism framework could 
play a useful role as providing first loss pro-
tection to the European Union’s equity capi-
tal markets in its role of liquidity provider to 
a reorganising financial institution. 

This is much like the way that the US 
Troubled Assets Relief Programme, usu-
ally referred to as TARP,  provided first loss 
protection to the Federal Reserve in support 
of some of its crisis-era liquidity facilities. 
Together, these measures would facilitate a 
“single point of entry” approach to resolution 
at the holding company level. 

A consistent approach
As a by-product, prescribing such a hold-
ing company structure for banks would 
make cross-border resolution much easier, 
both for European Union-wide and also for 

transatlantic and global situations (Federal 
Deposit Insurance Corporation and Bank 
of England 2012). A critical realisation is 
this: Without agreement among the mem-
ber states to a federal deposit insurance 
scheme to mutualise losses, the only effec-
tive approach is our self-insurance scheme. 

Moreover, given the foreseeable deposit 
insurance caps, self-insurance and a protec-
tive organisational structure will still be nec-
essary to avoid debilitating runs by wholesale 
short-term credit providers.  Taken together, 
our proposals would strengthen the current 
banking union project, overcome political 
difficulties, and ensure a consistent approach 
to bank resolution across the western world.  
This would enable large and complex cross-
border firms to be resolved without threat-
ening financial stability and without putting 
public funds at risk.•

Endnotes
1. European Parliament, Legislative Resolution of April 

15, 2014 on the Single Resolution Mechanism, Document 

P7_TA-PROV(2014)0341.

2. Finma, the Swiss Financial Market Supervisory Author-

ity, has said it prefers the Single Point of Entry approach 

for cross-border banking resolution. See Finma (2013) 

and Shotter (2013). In the United Kingdom, the recently 

adopted Financial Services (Banking Reform) Act 2013 

links a bank’s regulatory capital requirement, in part, to its 

resolvability.
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Opinion

Deregulation, non-regulation 
and ‘desupervision’ 

Professor William Black examines the causes of the mortgage fraud epidemic that has swept the United States.
THE author of this paper is a leading academic, lawyer and former banking regulator specialising in ‘white collar’ crime. As one of the unsung heroes of the Savings & Loans debacle of the 1980s, Professor Black nowadays spends much of his time researching why financial markets have a tendency to become dys-functional. Renowned for his theory on ‘control fraud’, Prof. Black lectures at the University of Missouri and Kansas City. He is the author of ‘The Best Way to Rob a Bank is to Own One: How Corporate Executives and Politicians Looted the S&L Industry.’ A prominent commenta-tor on the causes of the current financial crisis, Prof. Black is a vocal critic of the way the US government has handled the banking crisis and rewarded institutions that have clearly failed in their fiduciary duties to investors. 

The following commentary does not nec-essarily represent the view of the Journal of Regulation and Risk – North Asia.  “The new numbers on criminal refer-rals for mortgage fraud in the US are just in 

and they implicitly demonstrate three criti-cal failures of regulation and a wholesale failure of private market discipline of fraud and other forms of credit risk. The Financial Crimes Enforcement Network (FinCEN) released a study this week on Suspicious Activity Reports (SARs) that federally regu-lated financial institutions (sometimes) file with the Federal Bureau of Investigation (FBI) when they find evidence of mortgage fraud.  

Epidemic warning
The FBI began warning of an “epidemic” of mortgage fraud in their congressional testi-mony in September 2004 – over five years ago.  It also warned that if the epidemic were not dealt with it would cause a financial cri-sis. Nothing remotely adequate was done to respond to the epidemic by regulators, law enforcement, or private sector  “market dis-cipline.”  Instead, the epidemic produced and hyper-inflated a bubble in US housing prices that produced a crisis so severe that it nearly caused the collapse of the global financial system and led to unprecedented bailouts of many of the world’s largest banks.
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Legal & Compliance

Who exactly is subject to the 

Foreign Corrupt Practices Act?

In this paper, Tham Yuet-Ming, DLA  

Piper Hong Kong consultant, examines the 

pernicious effects of the FCPA in Asia.

The US Foreign Corrupt Practices 

Act (FCPA), has its beginnings in the 

Watergate era, when the Watergate Special 

Prosecutor called for voluntary disclo-

sures from companies that had made 

questionable contributions to Richard 

Nixon’s 1972 presidential campaign.  

However, these disclosures revealed 

not just questionable domestic payments 

but illicit funds that had been channelled 

to foreign governments to obtain business.  

The information led to subsequent investi-

gations by the US Securities and Exchange 

Commission (SEC) which revealed that 

many US issuers kept “slush funds” to 

pay bribes to foreign officials and political 

parties.  
The SEC later came up with a voluntary 

disclosure programme under which any cor-

poration which self-reported illicit payments 

and co-operated with the SEC was given 

an informal assurance that it would likely 

be safe from enforcement action. The result 

was the disclosure that more than USD$300 

million in questionable payments (a mas-

sive amount in the 1970s) had been made 

by hundreds of companies – many of which 

were Fortune 500 companies. The US legis-

lature responded to these scandals by even-

tually enacting the FCPA in 1977.  

There are two main provisions to the 

FCPA – the anti-bribery provisions, and the 

accounting provisions.  Both the SEC and the 

US Department of Justice (DOJ) have juris-

diction over the FCPA. Generally, the SEC 

prosecutes the accounting provisions and 

the anti-bribery provisions as against issuers 

through civil and administrative proceedings 

whereas the DOJ prosecutes companies and 

individuals for the anti-bribery provisions 

through criminal proceedings.  

The anti-bribery provision

The FCPA’s anti-bribery provision makes it 

illegal to offer or provide money or anything 

of value to foreign officials (“foreign” mean-

ing “non-US”) with the intent to obtain or 

retain business, or for directing business to 

any person.  

Anything of value can include sponsor-

ship for travel and education, use of a holi-

day home, promise of future employment, 

discounts, drinks and meals. There is no 
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Risk management 

 Of ‘Black Swans’, stress tests &  optimised risk management         Standard & Poor’s David Samuels  
outlines the positive benefits of bank stress testing on the bottom line.It is a big challenge for banks to build 

a robust approach to managing the risk 
of worst-case stress scenarios that, almost 
by definition, are triggered by apparently 
unlikely or unprecedented events. 

However, solving the problem of identi-
fying the risk concentrations and dependen-
cies that give rise to worst-case outcomes is 
vital if the industry is to thrive – and if indi-
vidual banks are to turn the lessons of the 
past two years to competitive advantage. Banks that tackle the issue head-on will 

be lauded by investors and regulators in the 
coming years of industry recuperation and, 
most importantly, will be able to deliver sus-
tained profitability gains. Meanwhile, banks 
that are well placed to take advantage of the 
consolidation process need to be sure they 
can understand the risks embedded in the 
portfolios of potential acquisitions. To improve enterprise risk management 

and strengthen investor confidence, we think 
banks can take the lead in three related areas:

Better board and senior executive over-
sight and control of enterprise risk man-
agement; re-invigorated stress testing and 

downturn capital adequacy programs to 
uncover risk concentrations and risk depend-
encies, and; applying these improvements 
to drive business selection – for example, 
through performance analysis and risk-
adjusted pricing that takes stress test results 
into account.  

Top-level oversightBuilding a more robust and comprehensive 
process for uncovering threats to the enter-
prise is clearly, in part, a corporate govern-
ance challenge. The board and top executives 
must have the motivation and the clout to 
scrutinise and call a halt to apparently profit-
able activities if these are not in the longer-
term interests of the enterprise or do not fit 
the intended risk profile of the organisation. 

But contrary to popular opinion, improv-
ing corporate governance is not just a ques-
tion of putting the ‘right’ executives and 
board members in place and giving them 
appropriate incentives. For the bank to make the right deci-

sions when they are difficult, e.g. when 
business growth looks good in the upturn, 
or when risk management looks expensive 
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Compliance

Global financial change impacts  

compliance and risk   

EastNet’s head of products management – 

compliance, David Dekker, details a potent 

chemical reaction in financial markets.

About a year ago we saw the first signs 

of a transformation in the financial world 

and in the last months the credit crisis 

has transformed the financial world at 

an explosive pace. the change that is 

occurring is much broader in scope than 

originally expected. banks that were 

considered to be too big to fail or fall 

are either failing or being taken over by 

financial institutions that are more finan-

cially sound, resulting in a huge para-

digm shift in how banks are regarded by 

the public and other banks. 

Since banking largely revolves around 

trust and the ability to service customers, los-

ing a customer and determining the impact 

of it, should be part of the ongoing risk 

management of the organisation, as well as 

monitoring the riskiness of existing and new 

products and the customers using/buying 

these products. But there are more changes 

and challenges in the banking world that are 

threatening banking as we have known it.

The banks will, in the future, not be the 

default vehicles by which to move our funds, 

maintain our balances and portfolios; they 

will just be one of companies amongst oth-

ers that will be able to offer these services. 

These days we should rather speak about 

financial institutions than banks, or moni-

tored financial service providers, a name that 

covers their current and future activities.

Look at how rapidly we have moved 

from physical interaction on the banks 

terms (location and hours of operation) to 

electronic payments then Internet banking. 

Again the banks were still in charge, but 

as mentioned the paradigm is shifting to a 

world where we (physical persons and cor-

porations) pay each other without the banks 

involvement with new technologies such as 

mobile payments.

Network providers

In the future the banks and organisations 

such as SWIFT, NACHA and other pay-

ment networks become network providers 

that allow you to send money from A to B 

and will charge you for the network traf-

fic that you generate. This brings similari-

ties with industries such as telecom, energy 

suppliers and cable companies. The financial 

world is clearly undergoing an important 



Central banking

    The ECB bank review: Kill the 
zombies, heal the wounded

Ajai Chopra and Nicolas Véron of the Peterson 
Institute warn that the ECB’s reputation is on 
the line if it mishandles its latest bank review.

THE European Central Bank’s compre-
hensive assessment of euro area banks 
has had an encouraging start. But com-
placency could still lead to another 
failed attempt to fix Europe’s banks, with 
severe consequences. The European 
Central Bank’s  bank review looks like 
it will be more credible than the discred-
ited EU-wide stress tests in 2010 and 2011. 

The European Central Bank  (ECB) has its 
own reputation at stake, and has strong 
incentives to ensure that legacy problems 
are addressed before taking over from cap-
tured national authorities as the banks’ 
direct supervisor. Unlike earlier exercises, the 
assessment of banks’ soundness starts with 
an Asset Quality Review (AQR), which is an 
examination of the asset side of bank bal-
ance sheets as of the end of 2013. The exer-
cise involves 128 banks and covers the vast 
majority of the euro area’s banking assets. 

Asset valuation adjustments follow-
ing the AQR will feed into forward-looking 
stress tests factoring in adverse economic 
assumptions, on the basis of which the 
ECB will assess the banks’ capital shortfalls. 

Previously, banks and supervisors in differ-
ent countries adopted different and often lax 
approaches to the valuation of assets, collat-
eral and guarantees and to the classification 
of impaired loans. By using an army of audi-
tors to assess non-performing exposures, 
collateral, and provisions, the AQR should 
enable the ECB to assemble and dissemi-
nate consistent information across banks 
and countries. 

Encouraging signs
In an encouraging sign, this exercise appears 
to have already spurred many banks to 
increase loan-loss provisions and capital. 
But the most critical part of the exercise still 
lies ahead, and could be harder than many 
investors and policymakers expect. The 
technical and logistical challenges alone are 
daunting, especially because the ECB is still 
building its staff and skills.

 In addition, national supervisors will still 
play a critical role. They can use their posi-
tion on the new Supervisory Board within 
the ECB to promote the narrow interests of 
banks and authorities in their countries. For 
example, the published benign assumptions 



Journal of Regulation & Risk North Asia138

for the adverse scenario in the stress tests – 
such as only a mild decline in property prices 
in Ireland, or no allowance for deflation in 
countries such as Spain – were likely pro-
moted by national authorities. Weak stress 
assumptions make it more difficult for the 
ECB reestablish trust that banks are sound.

October, day of reckoning?
Another danger is that the results may not be 
disseminated quickly enough or in a trans-
parent manner. The AQR is to be completed 
at the end of July, followed by the stress test, 
but the ECB does not intend any disclosures 
until late October, and may delay necessary 
supervisory actions beyond this date. 

But securities laws may require earlier 
disclosure of any discrepancy between pre-
vious and new estimates of capital, for exam-
ple. In the absence of a common euro area 
backstop to protect market confidence, there 
is a further danger of regulatory forbearance 
in the form of understated capital needs. 

Many also fear that the ECB might single 
out problems in banks from smaller and less 
powerful countries in an attempt to make 
the exercise look credible, while papering 
over cracks in more powerful countries. 

Inadequate measures exist
Even in small countries, the ECB may hesi-
tate to declare a bank insolvent if the national 
government appears unable to deal with it. 
Capital requirements may also be under-
stated for technical reasons, because of the 
primary reliance on complex risk-weighted 
ratios that can be manipulated and because 
of the ECB’s own lack of deep accounting 
and valuation experience. 

Closing unviable banks and recapitalising 

and restructuring viable ones are inher-
ently painful and politically charged steps. 
Structures to manage failed banks and assets 
remain inadequate in Europe. 

In addition, domestic bank govern-
ance structures (e.g., the role of foundations 
in Italy, regional cooperatives that control 
Crédit Agricole in France, or public share-
holders in Germany) could impede the abil-
ity to raise new capital. 

Before the European Union’ Bank 
Recovery and Resolution Directive takes full 
effect in 2016, the policy stance toward forc-
ing losses on (or bailing in) unsecured bank 
creditors if there is a capital shortfall remains 
unclear. Overcoming these handicaps is fea-
sible but difficult. 

To maximise prospects for success, the 
ECB must first be prepared to mercilessly 
identify the weaker banks, including “zom-
bie” banks that pretend to be sound, abetted 
by complicit national authorities. 

Kill the zombie banks
The AQR and stress tests should separate 
banks into three groups: those that are 
sound without additional corrective meas-
ures; those that can be made viable with 
corrective measures; and those that are not 
viable and should be closed in an orderly 
manner, which could include a merger with 
other strong banks. Kill the zombie banks, 
and heal the ones that are only wounded. 
Danièle Nouy, the euro area’s new chief 
supervisor, has acknowledged that some 
banks must disappear. Delivering on this 
will be critical.

This policy does not imply a target big 
number for the aggregate capital gap for the 
euro area. The critical success factors will be 
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rigour and evenhandedness in identifying 
capital shortfalls in core countries as well 
as the periphery, and not shying away from 
declaring banks to be insolvent.  

Import of transparency
Encouragingly, independent estimates of the 
aggregate capital shortfall such as those by 
Viral Acharya and Sascha Steffen suggest 
that even if public backstops are needed, 
their magnitude will not likely damage sov-
ereign debt sustainability. 

Transparency is essential.  As Prof. Karl 
Whelan of the University of Dublin has 
pointed out, the standards must be higher 
than the cursory disclosure of AQR results 
by Irish banks in December 2013. Investors 
will want to know how supervisors deal 
with losses denied by banks claiming dif-
ferences over asset classification or collateral 
valuation. Plans should be made to reduce 
the danger of chaotic dissemination of AQR 
results between July and October, empha-
sising disclosure to provide uniformity and 
reduce unwarranted market turbulence.  

Rigorous approach to capital
Although the stress test’s capital thresholds 
are defined in terms of risk-weighted assets, 
the disclosures should also include simple 
leverage ratios to provide a more complete 
judgment of whether banks are adequately 
capitalised. Finally, member states need 
to adopt a rigorous approach to rectifying 
capital shortfalls while minimising cost to 
taxpayers. 

Orderly resolution of insolvent banks 
should include writing down not only 
shareholders’ equity but also hybrid instru-
ments and subordinated debt. All member 

states that lack laws to do so should urgently 
enact them. Unsecured senior bonds should 
be “bailed in” to reduce the cost of resolving 
zombie banks. The corresponding require-
ments of the Bank Recovery and Resolution 
Directive do not come into full effect until 
2016 and it is too late to amend European 
Union legislation in time for the AQR results. 

Under these circumstances, a political 
agreement to adopt a common approach 
that imposes losses on unsecured senior 
creditors of zombie banks would avoid dam-
aging divergence from one member state 
to another. Shareholders of wounded but 
viable banks needing increased capital buff-
ers should not be rewarded until satisfactory 
capital levels are attained. 

Policymakers need steel
In addition, banks unable to raise sufficient 
private capital should come under state aid 
rules, making conversion of junior debt to 
equity a condition for public assistance. In 
sum, restoring confidence and clarity and 
minimising cost to taxpayers should trump 
protections for subordinated and senior 
bank debt.

 Closing dysfunctional zombie banks 
and restoring wounded ones to health will 
not be enough to pull the euro area out of its 
economic and political funk. 

But the hard work of recognising bad 
loans and recapitalising and restructur-
ing banks will reduce the current drag on 
growth from banks that squeeze credit even 
from promising firms, and will contribute to 
economic expansion and employment. 

Europe’s policymakers need nerve and 
clear-sightedness for this opportunity not to 
be wasted. •





Economic policy

    The dichotomy at the heart of 
UK fiscal and monetary policy        

   Pieria Online’s Frances Coppola suggests UK eco-
nomic policy is being conducted for purely political 

reasons, rather than what’s best for it’s economy.

THE relationship between the British 
Chancellor, George Osborne, and the 
Governor of the Bank of England, Mark 
Carney, has been the subject of amused 
and at times critical comment.  Governor 
Carney, appointed by the UK Chancellor 
in 2013, has been described as Osborne’s 
“poodle”, because of his apparent com-
plicity in harebrained policies such as 
the second phase of  the UK’s  “Help to 
Buy” program and his use of monetary 
policy to offset the effects of the coalition 
Government’s fiscal austerity. 

For the first year, Carney tolerated this per-
sistent challenge to his independence, pre-
ferring to give the impression of unity even 
at some cost to his reputation. But at the 
Mansion House in May 2014, both men 
gave speeches outlining their view of the 
economy and the necessary policy actions 
going forward. 

And for the first time, the differences 
between the Bank of England and the UK 
Treasury under Osborne became apparent. 
Carney is no lapdog. He is more like a wolf 
that Osborne is trying to keep from turning 

round and biting him. Here’s Osborne’s 
view  of the principal challenges facing the 
UK economy in the next year:“Insisting 
on the integrity of our financial markets. 
Confronting the risks from our housing 
market. Tackling the long term challenge of 
housing supply.” 

And here is Carney’s view:”The econ-
omy is still over-levered. The housing market 
is showing the potential to overheat. And 
the current account deficit is now at a record 
level.” 

Growing debt concern
I suppose we should be thankful that they 
agree that there are risks in the housing mar-
ket. And although Carney did not mention 
integrity of financial markets in his head-
line assessment of challenges facing the UK 
economy, he did discuss this at some length 
in his speech. But there the resemblance 
ends. 

For Carney, the overriding concern is 
debt. In a pointed remark, he refuses to 
include house prices in measures of infla-
tion, the principal monetary policy target:“To 
be clear, the Bank does not target asset price 
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inflation in general or house prices in par-
ticular.” And he bluntly explains why: “It is 
indebtedness that concerns us. This is partly 
because over-extended borrowers could 
threaten the resilience of the core of the 
financial system since credit to households 
represents the lion’s share of UK banks’ 
domestic lending.” 

Historical precedents
Carney continues this line of thought by 
stating:”It is also because rapid growth in or 
high levels of mortgage debt can affect the 
stability of the economy as a whole. An eco-
nomic expansion is more precarious if there 
are a large proportion of heavily indebted 
households.” 

Further, he adds: “History shows that 
the British people do everything they can 
to pay their mortgages. That means cutting 
back deeply on other expenditures when the 
unexpected happens, potentially slowing 
the economy sharply. That’s why recessions 
that follow rapid credit growth tend to be 
deeper and longer lasting. “ Carney suggests 
that: “It is for these reasons that the Bank of 
England’s Financial Policy Committee (FPC) 
is mandated to address systemic risks arising 
from unsustainable levels of debt, leverage or 
credit growth.” 

Indebtedness matters
He rounds this off by saying:”The Bank of 
England has learned an important lesson 
from the 2008 financial crisis. Indebtedness 
matters. High household debt levels put at 
risk both financial stability and economic 
prosperity.”  In this speech, Carney famously 
signalled that interest rate rises might start 
sooner than markets expect. But he then 

spent the next five minutes explaining why 
this might not happen after all. His main 
argument is that a highly-indebted house-
hold sector is very sensitive to interest rate 
rises: ill-considered rate rises could crash not 
only the financial system but the economy. 

This argument is supported by research 
from the Resolution Foundation, which 
shows that a high proportion of households 
could suffer serious distress from even quite 
small rises in interest rates. To be sure, the 
household sector should gradually delever-
age over the medium term as growth picks 
up and incomes improve. 

Macroprudential regulation
But Carney also made it clear that he 
regarded it as important that the future 
growth of household debt should be limited 
by macroprudential regulation and if neces-
sary by monetary policy.  Households should 
borrow only what they can afford, not only 
now when interest rates are low but also 
in the future when they are expected to be 
higher, though perhaps not as high as their 
historical average.

But it seems Osborne is only half-
heartedly in agreement. To be sure, he is 
concerned about financial stability risks, 
and he confirms that the Bank should use 
macroprudential tools to prevent excessive 
credit growth and highly risky lending. But 
nowhere in his speech does he mention 
existing debt.

To him, debt is not currently a problem: 
”Now, today, house prices are still lower in 
real terms than they were in 2007 – and are 
forecast to stay below that peak for some 
years to come.”  He adds: “At the same time 
debt-servicing costs remain at near record 
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lows and rental yields are in line with long 
term trends.” Osborne concludes: “So there 
is no immediate cause for alarm.”

Indeed the most recent data shows that 
mortgage approvals in the UK have actu-
ally slowed in the last couple of months, 
ostensibly because members of the Bank of 
England’s MPC have been warning about 
the potential of increased landing rates.

Falling real incomes
But Chancellor Osborne is thinking only of 
NEW borrowing. He has forgotten about 
the households who are already highly 
indebted. Low house prices actually make 
their situation worse – their real wealth is 
lower than it was before the crisis, and some 
may even have debts that exceed the value 
of their houses (negative equity).  And falling 
real incomes make servicing their debts diffi-
cult, even though interest rates are at historic 
lows. This concerns  Governor Carney, but it 
seems to be lost on the UK Chancellor.

For Osborne the principal problem is 
lack of access to credit for certain households. 
And he is prepared to use Government 
guarantees to enable people to borrow 
money that technically they cannot afford 
via the “Right to Buy” program overseen by 
the UK Treasury. 

Political objectives
Admittedly, in the speech he conceded that 
the Bank should be able to apply macro-
prudential limits to “Help to Buy” mort-
gages, a move that Carney welcomed. But 
he stopped short of suggesting that “Help to 
Buy” would be stopped if it showed signs of 
causing instability in the housing market. 

It seems risk will only be controlled if to 

do so doesn’t interfere with political objec-
tives. And the political objective is clear: “I’m 
determined to back aspiration in every way 
I can, including the aspiration to own your 
own home.” 

Osborne makes a passing reference to 
renting, but he is clearly only really inter-
ested in supporting people who want to 
buy.  The Conservative Party dream of a 
“property-owning democracy” is still alive 
and well. Those who would like to move the 
UK economy away from its obsession with 
property  are doomed to disappointment. 

Both Carney and Osborne recognise 
that high prices in the UK are driven by a 
chronic shortage of housing supply. Carney 
bluntly lays responsibility for this at the 
Government’s door: “The Bank of England 
cannot build a single house”, he says. 

Consecutive policy failures
And a footnote to his speech damningly 
observes that ten years ago, former MPC 
member Kate Barker estimated that construc-
tion of around 260,000 homes a year would be 
necessary to contain real house price growth 
at one per cent per annum. Far fewer have in 
fact been built in the years since – just 110,000 
in 2013. “Because housing demand tends to 
rise more than one-for-one with income, 
supply constraints are likely to put increasing 
pressure on prices in a now rapidly-growing 
economy”, the note says. 

The message is clear. Successive  UK 
Governments have contributed to rising 
house prices by their failure to deliver suf-
ficient new homes. Osborne responds by 
laying out plans for new house building, 
relaxing planning regulations and freeing 
up brownfield sites for development. All 
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very welcome ideas.  But there is a problem, 
which Osborne identifies but then does 
not address (my emphasis):“For most peo-
ple, their home is the biggest investment of 
their lifetime. And, of course, they want that 
asset to increase in value over time. 

Damning footnote
He continues:”But a home is also a place 
to live and build our lives – and we want all 
families to be able to afford security, comfort 
and peace of mind. That means homes have 
to be affordable – whether you’re renting or 
buying. The only way that can be achieved 
over the long term is by building more, so 
supply better matches demand.”

The fact is that houses for far too many 
people aren’t affordable now. A footnote to 
Carney’s speech says that by latest estimates, 
around 40 per cent of new mortgages were 
at income multiples of at least 3.5x. 25 per 
cent at were at income multiples of at least 4x 
and 10 per cent were at loan-to-incomes of 
at least 4.5x. This means that a large propor-
tion of their income will already go on debt 
service. 

As interest rates start to rise, these loans 
may become unaffordable unless incomes 
also rise to match – which at the moment 
they are not doing. So for houses to become 
more affordable, either incomes have to rise 
or prices have to fall. Building more should 
put downwards pressure on prices. But how 
does that meet the desire of home owners 
for their asset to increase in value over time? 

Hoisted by his own petard
The political double-bind here is intolerable. 
At some point, Osborne (or his successor) 
will have to decide whether affordability is 

more or less important than asset value. And 
it is very clear which Carney thinks is more 
important. High and rising house prices 
mean high and rising debt, which the Bank 
of England’s Financial Policy Committee is 
tasked with containing. 

And rising incomes mean inflation, 
which the Bank of England’s  Monetary 
Policy Committee is tasked with prevent-
ing. For Carney, therefore, there is no choice. 
House prices have to fall. Carney has caught 
Osborne in an exceedingly clever net. 

To be sure, falling house prices would 
increase risks in the banking system. Carney 
discusses this at some length in his speech. 
Banks are to be stress tested to ensure they 
can withstand a sharp house price correc-
tion. Lending standards are to be kept tight 
to prevent excessive debt build up. Other 
measures such as increasing capital require-
ments for mortgage lenders may be used to 
ensure the banking system remains resilient 
and lending subdued. 

Help to buy slippery slope
The result of all this is bound to be that for 
many people, house purchase will become 
a distant dream – unless the Government 
steps in. And this can’t be ruled out. For 
where politics dictates one outcome, and 
economic and financial stability dictates 
another, politics always wins. 

Perhaps the Government really will build 
enough houses to allow prices to fall, mak-
ing housing more affordable. But I suspect 
that we are on the slippery slope towards 
outright Government support of homeown-
ers through guarantees and tax breaks. “Help 
to Buy” is only the first step. There may be 
many more such schemes to come. •



Moral hazard

    Is the concept “moral hazard” 
a myth or economic reality?

   Philip Pilkington and Thomas Dwyer question 
the validity of utilising moral hazard to inform 

central banking and regulatory policy. 

THE concept of moral hazard first began 
to appear in the economics literature 
in the 1960s and 1970s. It arose out of 
the growing body of literature called 
“contract theory” that was emerging in 
economics, especially that surrounding 
the work of Kenneth Arrow. A Google 
Ngram search reveals that the term took 
off in its modern form in 1975. By the 
year 2000 the term was appearing in pub-
lished work nearly 15 times more fre-
quently than it was in 1975.

The problem in contract theory falls under 
the heading of what has become known in 
economics as “information asymmetry.”A 
leading textbook lays out the problem in 
light of the following example: “After an 
owner of a firm hires a manager, the owner 
may be unable to observe how much effort 
the manager puts into the job… The hidden 
action case, also known as moral hazard, is 
illustrated by the owner’s inability to observe 
how hard his manager is working. “(Green et 
al 1995, p477)

What follows is typically a landslide of 
complex mathematics, which tries to show 

how the various agents will maximise their 
utility and so forth given certain presupposi-
tions. Such mathematisation does not, how-
ever, hide the fact that we are talking about 
problems basically of human trust (in this 
regard it is highly unlikely that mathemati-
cal models can actually tell us anything novel 
or of interest about the phenomenon being 
studied). The basic problem runs as follow: 
if I enter into a contract with you how do I 
know that you will follow through with your 
side of the deal?

Insurance heritage
The term “moral hazard” has an older, but 
more archaic, meaning outright fraud or 
immorality bordering on criminality (Dembe 
& Roden, 2000). Moral hazard – as a concept 
rather than a term – began life in the insur-
ance industry in the middle of the nineteenth 
century. It described behaviour arising from 
the unique relationship between the insurer 
and the insured.

First described in The Practise of Fire 
Underwriting (1865) as ‘‘the danger pro-
ceeding from motives to destroy property by 
fire, or permit its destruction’’, moral hazard 
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indicated the risky or negligent behaviour 
engendered by individuals aware that 
another party will pay the ultimate price for 
recklessness. This origin/etymology had a 
lasting influence on the concept and it was 
used almost exclusively by this industry until 
the twenty-first century. 

Unwarranted use
That is not to say that moral hazard has 
an actual definition in popular discourse 
– it would be more accurate to say that it is 
understood as any behaviour by organisa-
tions or individuals in which future (invari-
ably negative) consequences are borne by 
other entities. This flexibility and broadness 
has resulted in it being applied to a variety of 
situations where empirical observation indi-
cates it is unwarranted. 

These are usually situations in which a 
vested interest or an ideological mentality 
has utilised the term to argue for solutions 
detrimental to their perceived goals.This is 
apparent in the number of situations and 
problems that the term has been applied to. 
From the beginning it was freighted with 
subjective moral connotations and was ‘‘used 
by stakeholders to influence public attitudes 
to insurance’’ (Rowell & Connelly 2012). 

Larry opines
More recently, it has been used by the health 
insurance industry in the United States to 
argue against radical alterations in US health-
care coverage or government intervention 
in the market for private health insurance 
(Gladwell 2005). Since the financial crisis of 
2007-8, however, popular and media uses of 
the term have massively increased

When the financial crisis of 2008 was just 

emerging on the scene talk began to emerge 
about moral hazard. Once of the first to 
weigh in on the debate was Larry Summers 
who argued against the importance of moral 
hazard at that point in time (Summers 2007). 

Summers was trying to justify the fact 
that it was looking increasingly likely that 
the US government and the Federal Reserve 
would have to step in to pour money into 
insolvent financial institutions. He said that 
the risk of moral hazard was at least as bad, 
if not worse, than the risk of not acting at all. 

Summers never made the case, however, 
that moral hazard had not been the main 
precipitant of the crisis. Granted this would 
have been a rather controversial position to 
take at that particular moment in time but it 
was also one that was in all likelihood true.

Savings & Loan scandal
The present crisis has quite famously not 
provoked extensive legal investigation so 
potential examples of cases that we might 
scrutinise as falling under the category of 
“moral hazard” are hard to come by. But we 
do have extensive legal accounts of the sav-
ings and loan (S&L) crisis of the 1980s. In his 
seminal work on the crisis prosecutor and 
economist William K. Black does not find 
any strong evidence that any of the typical 
channels of “moral hazard” played a large 
role in the crisis. 

Indeed, Black suggests it was Federal 
deposit insurance that contributed to the 
unpalatable events of the 1980s, which is 
summed up in the following extract:  “S&L 
control frauds generally relied on deposit 
insurance to fund their Ponzi growth. Federal 
deposit insurance was a key attraction to 
opportunistic control frauds and the primary 
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reason they clustered in the S&L industry. 
But that does not mean it was essential. 
S&L control frauds were consistently able 
to defraud uninsured private market actors. 
ACC/Lincoln Savings was able to sell over 
US$250 million in worthless junk bonds 
– the worst security in America – primarily 
from three branches in one state.”

Import of “control fraud”
Following on, Black contends that: “It is true 
that Keating targeted widows because they 
generally lacked financial sophistication, but 
Keating also sold ACC stock to sophisticated 
investors. He beat the “shorts,” and (worth-
less) ACC stock sold at a substantial share 
price after five years of continuous fraud. 
[Michael] Milken sold US$125 million of 
(worthless) ACC junk bonds to (purportedly 
ultrasophisticated) investors in 1984.” (Black 
2005, pp254-255 – My emphasis]

Rather, what Black and other investiga-
tors found over and over again was that the 
main culprit for allowing financial institu-
tions to over-extend themselves was simple 
accounting fraud. Large companies were 
able to use their clout in both regulatory 
circles and among the accounting agencies 
to effectively cook the books. The CEOs of 
these companies did not care a great deal 
whether the companies would go insol-
vent or not because they were able to make 
massive personal gains while running the 
companies. 

Key culprits
While deposit insurance certainly made it 
easier for many companies to cook the books 
during the savings and loan crisis, it was not 
key to understanding the crisis. The key 

culprits were regulatory capture and simple 
accounting fraud while the motivations were 
typically simple greed and an overarching 
sense that even if the whole thing collapsed 
one’s personal wealth would remain intact. 

In the recent crisis we saw a re-emer-
gence of this dynamic in the acronym 
that emerged out of the financial industry 
“IBGYBG” which stood for “I’ll be gone, 
you’ll be gone”. No such similar acronym 
has yet surfaced that indicated that actors 
were thinking in terms of: “If trouble occurs 
the authorities will bail us out”.

In the US in the 19th century we see 
banking crises every decade or so. Indeed, 
we can count in this era at least seven major 
“panics”: 1819, 1837, 1857, 1873, 1884, 1893 
and 1896. As the careful reader will note, 
these crises increased in frequency in the 
later part of the 19th century as the financial 
system became more developed. 

Homo speculatis
A further two crises took place in the early 
19th century in 1901 and 1907, the latter of 
which led to the founding of the Federal 
Reserve in 1913. Now, during the 19th cen-
tury there was not much risk of what would 
today be called “moral hazard”. If a bank 
failed it was allowed to go under. Those that 
held a stake in the bank – and also often 
those that held savings deposits at the failed 
bank – would be allowed to go bankrupt. Yet 
despite this fact these crises occurred with 
increasing intensity every few years.

The fact is that the “moral hazard” argu-
ment has it all wrong. It implicitly rests on 
a view of man as a homo economicus, a 
rational agent who learns from his mis-
takes, rather than the homo speculatis that 
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he actually is. People are extremely prone 
to herd behaviour, especially in the finan-
cial markets, as the great economic his-
torian Charles Kindleberger noted well 
(Kindleberger 2005). Allowing institutions 
to go under does not result in some sort of 
evolutionary process in which the bad ele-
ments are weeded out and the good allowed 
to prosper. 

Bad banker meme
The sad fact of the matter is that the com-
petitive market does not self-regulate; rather 
it simply has a tendency to go haywire every 
now and then. The moral hazard argument 
is one only put forward by people who, at 
some level, believe that in the “long-run” 
financial markets are somewhat efficient.

During the financial crisis a commenta-
tor or interested observer was either against 
the banks or they were likely in some way 
tied to the banks. The hostility to the industry 
transcended political divisions and was basi-
cally a consensus opinion. 

The same was the case with the moral 
hazard argument. Because it became 
basically synonymous with the “bad 
banker”narrative adopted by all sides few 
questioned it. But when examined in any 
detail it becomes clear that it was always a 
thoroughly free market and anti-regulatory 
argument. 

Sovereign debt crisis
Those that had deployed it on the left, and 
those who believed that the government 
has a role to play in regulating the economy 
more generally, quickly found their chickens 
coming home to roost when the argument 
began to be used to justify austerity. As the 

sovereign debt crisis in the Eurozone started 
to boil over the moral hazard was adopted 
by those that opposed bailouts. They claimed 
that backstopping a country’s sovereign debt 
would incentivise them to engage in reckless 
borrowing practices. 

The irony is, of course, that countries like 
Ireland and Spain had been running fis-
cal surpluses before the crisis and it was the 
banks that led to the deficits and public debt 
build-ups. It was precisely because there 
was no central bank standing behind their 
private banks that huge amounts of pub-
lic debt had to be issued to backstop these 
banks. Some pointed to Greece which had 
been running fiscal deficits prior to the crisis 
(Gerson 2012). 

More conspiracy than fact
Few enquired whether these deficits were 
structural and largely caused by the actual 
setup of the Eurozone system and instead 
many commentators and politicians leapt 
on the moral hazard argument. A sort of 
conspiracy theory was generated that said 
that the Greeks had basically concocted a 
scheme to game the system and if they were 
bailed out they would only repeat the grift.

Looked at from any reasonable point 
of view, however, the moral hazard argu-
ment is either an abstraction that does not 
adequately explain real world motivation 
– again, there are no documented cases of 
those in charge of large institutions actually 
acting in this manner – or it is something 
bordering on conspiracy theory where it 
is imagined that government officials and 
bankers conspire to defraud whomever is 
above them without any evidence of this 
conspiracy ever being discovered. 
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In terms of public finance, good macro-
economic theory tells us that government 
deficits – especially large government defi-
cits – are mostly endogenous; that is, they 
are generated by large-scale macroeconomic 
shocks that cause tax revenue to decline 
and unemployment compensation to rise. 
Indeed, there is good reason to think that this 
stabilises the economy and prevents it from 
falling into an almost bottomless depression 
(Godley & Lavoie 2006). 

Popular lexicon
Government deficits are rarely opened up by 
the choice of irresponsible politicians outside 
of war or social upheaval. Again, the onus 
should be on those making the moral haz-
ard argument with respect to public finances 
to give examples to the contrary. Otherwise 
we must assume that this is not a serious 
explanation and is likely just a cover for an 
underlying politically motivated argument.

The way that “moral hazard” has entered 
the common lexicon is a perfect good case 
study in the transference of pseudo-techni-
cal, morally-loaded terminology to common 
consciousness. It is also a good case study of 
the way such terms, imbued with moralistic 
meaning can be utilised to justify or prevent 
a variety of strategies that threaten particular 
interests.

Linguistic gymnastics
The representational gymnastics of the term 
“moral hazard” is equally apparent within 
a very narrow timeframe, namely, from the 
period 2004-2014. It began it from a warning 
against universal health-care coverage (vis-
ible in post-Katrina handwringing over pur-
portedly excessive relief funds). Since then, 

the phrase has shifted and was absorbed by 
left-liberal opinion during the financial crisis 
as a way of traducing the alleged immorality 
(and implied illegality) of the banking indus-
try and its members. It gained its greatest 
exposure through this channel. 

These commentators, at loss for an expla-
nation, but desirous of scapegoats, trans-
formed the insurance and health lobbies’ 
dismal belief in reckless individual behaviour 
and applied it to an industry held to blame for 
the series of complex economic and finan-
cial decisions of an aggregate of millions of 
individual policy-makers, lenders, borrow-
ers, agents and auxiliary service workers. The 
degree to which this simplistic – and easily 
assimilated – narrative has saturated popular 
understanding of the ongoing financial crisis 
should not be underestimated. 

Populised on the silver screen
Take this exchange from a popular sequel to 
an earlier movie about Wall Street’s excesses 
called “Wall Street: Money Never Sleeps” – 
both of which are what would have been 
called in times past ‘morality plays’; that is a 
genre of Tudor plays that served to instruct 
the public about the evils of society and how 
to overcome them. The principal bankers 
of New York – in a dramatised (but thinly-
veiled) depiction of the Lehman Brothers 
collapse – gather to discuss the potential 
ramifications and possible strategies for the 
insolvency of a fictional investment bank, 
Keller Zabel Investments. A federal bail-out 
is proposed. The dialogue runs as follows;  

Bretton James (interjecting): What about 
moral hazard, Jack? We bail out Keller Zabel, 
who’s to say it’s not going to happen again 
and again?
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Louis Zabel: You vindictive bastard! Who 
are you to talk about moral hazard?

Bretton James: Sorry Lou, the Street 
needs to make a statement here to the 
world….

Totemic expression
In the film it is made clear that “Keller Zabel” 
reached such dire circumstances through 
incompetence, herd mentality and confu-
sion rather than through self-assurance that 
government agencies or other financial insti-
tutions would automatically assist in case of 
difficulty or default. But such complex and 
morally ambiguous realities did not accord 
with public and journalistic appetites during 
and after 2008.

So, the media turned a moralistic and 
loaded concept – previously utilised by spe-
cific vested interests in order to appeal to a 
public desirous of simplistic moral tales – 
and applied it to the financial institutions. 

However, this usage, once out of the bag, 
became a totemic expression that might be 
used to banish any innovative or undesir-
able policy alteration by appealing to the 
ingrained moral determinism created by its 
initial use. The short-sightedness of those 
who began its use must be clear in this 
regard.

Further risks
Today it is used ad nauseam to make the 
case that any country or institution which 
requires funding in order to prevent eco-
nomic collapse or depression will only end 
up taking advantage of such well-meaning 
intervention. 

And it is thus that the term becomes 
the key argument in favour of the policies 

of economic depression and stagnation that 
we see across the world today.

The widespread use of the term also raises 
another important risk: if the major econo-
mies were to experience another banking 
crisis in the next few years would the term be 
used to ensure that governments and central 
banks did not intervene? In such a situation 
we would likely see a wave of bank failures 
as we did in the US in the period 1929-1933 
as the economy plunged into the depths of 
depression. 

In their justified moral outrage there is 
every chance that the public might demand 
policy action that would ultimately serve to 
do ruinous damage to the economy and to 
their own employment prospects.

Politically motivated
The fact is that the moral hazard argument is 
a politically motivated one. Not only does it 
cloud our judgement when trying to under-
stand the real dynamics of what happened 
in the run-up to the 2008 financial crisis, 
but it also furnishes ready-made artillery 
for those who want to engage in ‘Scorched 
Earth’ economic policies that will only lead to 
ruin for the countries that implement them. 
People engaged in such debates should 
think long and hard about using such terms 
opportunistically lest they give rise to forces 
that they would otherwise want to keep 
under control. •

.Editor’s note: The publisher and editor of 
the Journal of Regulation & Risk - North Asia 
would like to thank Macdara Dwyer for his 
cooperating with Philip Pilkington, the Jour-
nal’s associate UK editor, for assisting with 
the research and writing of this paper.



Risk models

    Model risks: Risk measures 
when models maybe wrong

   Danielsson et al warn against risk managers 
and regulatory policymakers placing too much 

reliance on existing risk forcasting models. 

RISK forecasting is central to finan-
cial regulations, risk management, and 
macroprudential policy. This paper 
raises concerns about the reliance on risk 
forecasting, since risk forecast models 
have high levels of model risk – espe-
cially when the models are needed the 
most, during  periods of market turmoil 
or extreme stress. Policymakers should 
be wary of relying solely on such mod-
els. As such, formal model-risk analysis 
should be an integral part of the regula-
tory design process.

Risk forecasting is central to macroprudential 
policy, financial regulations, and the opera-
tions of financial institutions.  Therefore, the 
accuracy of risk forecast models – model risk 
analysis – should be a key concern for the 
users of such models. Surprisingly, this does 
not appear to be the case. 

Both industry practice and regulatory 
guidance currently neglect the risk that the 
models themselves can pose, even though 
this problem has long been noted in the 
literature (see for example Hendricks 1996 
and Berkowitz and O’Brien 2002). After all, 

the existing literature is sparse on the ques-
tion of model risk, generally limiting itself to 
backtesting.

Our most recent research (Danielsson et 
al. 2014) considers the accuracy of the most 
commonly accepted market risk forecast 
methodologies.  In this research, the authors 
find that the model risk of existing market 
risk forecast methods is indeed substantial, 
especially during market turmoil and crises.  
These are presumably the times when accu-
rate risk forecasts are most needed. 

Issues with backtesting
These research findings apply equally to 
market risk management within financial 
institutions and to systemic risk forecast 
methods that depend on market data.

The most common way to address the 
veracity of risk forecast models is by back-
testing – a somewhat informal way to evalu-
ate model risk.

But backtesting is a poor way to cap-
ture model risk. It is highly dependent on 
assumptions about the statistical distribution 
of financial variables – which the authors do 
not have enough data to verify. adequately 
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Moreover, in practice it tends to be focused 
on simplistic criteria like the frequency of 
exceptions to quantile levels, rather than 
more complicated but potentially significant 
statistics like volatility clustering.

Risk ratios
Crucially, backtesting doesn’t effectively 
compare models.  A simple way of doing so, 
without getting into statistical quagmires or 
data traps, is to look at the level of disagree-
ment amongst the candidate models. This 
new method we call risk ratios. 

Risk rations entails applying a range of 
common risk forecast methodologies to a 
particular asset on a given day, and then 
calculating the ratio of the maximum to the 
minimum risk forecasts.

This provides a succinct way of capturing 
model risk, because as long as the underly-
ing models have passed some model evalu-
ation criteria by the authorities and financial 
institutions, they can all be considered as 
reputable candidates for forecasting risk.

Supposing that a true number repre-
senting the latent level of risk exists, and this 
risk is forecast by a number of equally good 
models, the risk ratio should be close to one. 
When the risk ratio strongly differs from one, 
this captures the degree to which the various 
candidate models disagree, providing a suc-
cinct measure of model risk.

Comparative analysis
We compare six commonly used risk 
forecast methodologies: a historical 
simulation, a moving average, an expo-
nentially weighted moving average, two 
variants of the popular GARCH model – 
“Generalized AutoRegressive Conditional 

Heteroskedasticity  Process “ developed by 
the Nobel Memorial Prize for Economics 
laureate (2003) Robert F. Engle – and an 
extreme value theory model. They can be 
wildly temperamental, particularly during 
financial crisis periods, with the risk ratios 
often exceeding 10 when using the Basel II 
market risk criterion, and much more under 
the proposed Basel III criterion.

This means that an analyst using two 
state-of-the-art risk forecast models, both 
having passed backtests, would find that one 
model estimates risk to be US$1 while the 
other model gives risk as US$10 for exactly 
the same portfolio, with no way of discrimi-
nating between the two.

Doubts about the models
The observation that the risk forecast mod-
els perform well most of the time, but tend 
to fail during periods of turmoil and crises, 
is not necessarily all that important for the 
models’ original intended use – market risk 
management – because in that case the 
financial institution is concerned with man-
aging day-to-day risk, rather than tail risk or 
systemic risk.

However, the high levels of model risk 
should be a concern for both practitioners 
and regulators. After all, the output of the 
risk forecast models is used as an input into 
expensive decisions, be they portfolio alloca-
tions or the amount of capital. Ultimately, it 
casts doubt on the advisability of relying too 
much on risk sensitivity in regulatory design.

A large class of systemic risk identi-
fication/forecast methods is elementally 
dependent on common market risk mod-
els and based on market data. Hence, the 
empirical results on the performance of the 
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market risk models can be expected to apply 
equally to them.

Poor “reallife” performance
The authors verify empirically that popu-
lar systemic risk models are indeed sub-
ject to similar model risk as market risk 
models, finding that the forecasts not only 
strongly depend on the underlying market 
risk model, but also that the model risk of 
the market risk measures appears to pass 
through to the systemic risk measures.

Consequently, the model risk of the 
market data based systemic risk models is 
especially high during crisis periods. It is a 
particular cause for concern that statistical 
methods explicitly designed for systemic 
risk analysis should especially suffer from 
model risk at times of systemic turmoil. In 
other words, market data based systemic risk 
identification/forecast methods appear most 
likely to fail when needed the most.

Why should this be be the actuality? 
There are two reasons why these regulatory 
approved models perform poorly. First and 
foremost, financial crises are rare, and so turn 
up in the sample data far too seldom.

Glaring flaw
This means strong assumptions need to be 
made about the stochastic processes gov-
erning market prices, which are most likely 
to fail when the economy transitions from a 
calm period to a crisis. One can use a par-
ticular crisis for calibration – often the crisis 
of 2008 – but a single observation is unlikely 
to perform well out-of-sample. That cri-
ses are ubiquitous does not mean they are 
homogenous.

And Secondly, the authors find that  the 

present financial models tend to assume cri-
ses are the result of exogenous shocks – like 
an asteroid hitting the markets, as though 
participants are nothing to do with it.

This is perhaps their most glaring flaw. 
As argued by Danielsson et al. (2009), risk is 
in fact endogenous, created by the interac-
tion between market participants and their 
desire to bypass risk control systems. As risk 
takers and regulators learn over time, the 
price dynamics change, further frustrating 
risk forecasting.

Statistical risk forecast methods increas-
ingly underpin both financial regulations 
and the internal management of risk in 
financial institutions. 

Costly mistakes
Somewhat surprisingly, given the pivotal 
role assigned to risk forecast models, the 
accuracy of such models has been frequently 
challenged, with a prominent example being 
their failure to identify the buildup of risk 
prior to 2007, which boiled over into the 
financial crisis of 2008.

Our formal research into the model risk 
of market risk models gives much support 
for such criticism from specialists and non-
specialists alike. Current state-of-the-art 
models utilised presently are indeed subject 
to a significant degree of model risk. The 
model risk is especially high during peri-
ods of market turmoil and financial crises, 
which is the time when reliable data is most 
needed.

The high levels of model risk inherent in 
existing market risk forecast models leaves 
open the possibility that market risk might 
be systematically under- or over-forecast, in 
a non-detectable manner. This can lead to 
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costly mistakes, such as inappropriate levels 
of risk taking and the miscalculation of risk-
weighted capital.

The lesson for risk managers, regulators, 
and policymakers is that models need to be 
treated with skepticism. Formal analysis of 
model risk should be a part of the overall 
market risk regulatory design process.

Such an analysis should extend beyond 
the publication of the final version of regula-
tions like Basel III, so that the fundamental 
market risk methodologies embedded in 
the regulatory process can be updated as 
the underlying risk forecast methodology 
improves. This should incorporate the choice 
of risk measures, probability levels, sample 
size, sample transformation, and tail event 
conditioning in addition to the underlying 
stochastic models.
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OTC derivatives

    Funding Valuation Adjustment: 
What’s it all about?

   Quantifi director of research, Dmitry Pugachevsky, 
explains how FVA has become integral to measuring 

the risk and profitability of OTC trades.

THE implementation of new regulations 
across multiple jurisdictions, among 
them Dodd-Frank’s in the United States, 
MiFID II and  EMIR in the European 
Union and Basel III internationally, is 
significantly increasing the cost of capi-
tal and forcing financial institutions to 
re-evaluate the economics of their over-
the-counter (OTC) derivatives trading 
divisions. 

International global consulting leviathan 
McKinsey highlighted this significant 
change of fortunes in a recent paper pub-
lished in 2012, which estimates that without 
mitigation the average Return on Equity 
(ROE) of the flow rates business will collapse 
from  some 19 per cent today to some 8 per 
cent post regulation, whilst ROE in struc-
tured rates will see an even more dramatic 
fall from some  15 per cent on average pres-
ently,  to some 4 per cent, once all the regula-
tory changes take effect

Understanding trade profitability thus 
becomes critical, with financial institu-
tions now pricing all the components of a 
trade, including the model value using the 

appropriate discounting curve, the Credit 
Valuation Adjustment (CVA), the Cost of 
Regulatory Capital (CRC) and, most recently, 
the Funding Valuation Adjustment (FVA) – 
the focus of the remainder of this paper.

Accurately pricing CVA, CRC and FVA 
for a single trade requires taking into account 
all trades done with that counterparty, along 
with the collateral posted or received as part 
of any Credit Support Annex CSA). This pre-
sents new challenges for OTC businesses 
that have traditionally been siloed within 
banks. This challenge has driven a trend 
toward central measurement and manage-
ment of these components by CVA desks, 
with various strategies for allocating the P/L 
and risk of a trade between each trading 
desk and the CVA desk.

The FVA is the latest significant inno-
vation in measuring trade profitability and 
captures the impact of funding and liquidity 
on the cost of a trade. This cost depends on 
the nature of the CSA itself (for example, is 
the trade collateralised, uncollateralised, or 
one-way?) and the net collateral posted or 
received.

To further our understanding of FVA, it is 
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essential that one looks at both collateralised 
and uncollateralised swaps.

Asymmetric nature
Consider a single collateralised swap 
between two counterparties. Bank A and 
Bank B. Under the terms of the CSA, as the 
market value of the swap changes, collateral 
is posted or is received. If the mark to market 
of the swap is negative under terms of the 
CSA, the bank must borrow funds to post as 
collateral. 

These funds will be borrowed at the 
bank’s unsecured borrowing rate. The col-
lateral posted will earn an interest rate speci-
fied by the CSA, which will typically be the 
relevant overnight index swap (OIS) rate, 
such as Fed funds or Eonia. If the mark to 
market of the swap is positive, the bank will 
receive collateral from its counterparty, with 
the CSA rate paid to the counterparty.

The asymmetric nature of this cost of 
collateral adds additional costs to transact-
ing the swap. The size of this cost relates to 
the difference between the bank’s unsecured 
borrowing rate and the CSA rate. In this 
sense the FVA is related to the debit valua-
tion adjustment (DVA), which is a reflection 
of the bank’s own likelihood of default.

Portfolio swaps
The above example for a single swap is clear 
but unrealistic. Typically there will be a range 
of trades across different asset classes. If we 
consider the case of a portfolio of swaps 
traded between two counterparties under a 
single CSA (or netting agreement), it can be 
seen that the cost of funding is based on the 
net mark to market for all swaps with that 
counterparty. Analogous to CVA, accurately 

calculating the effect of this asymmetrical 
funding cost, or FVA, requires taking into 
account all OTC trades with a given coun-
terparty, along with the terms of the  CSA.

From the single swap example above, 
it can be seen that the two counterparties 
will not agree on a price if funding costs dif-
fer – even if both share similar counterparty 
risk (and CVA). FVA is more appropriate in 
the context of measuring the profitability 
of a trade rather than as part of a mark-to-
market calculation. Depending on the coun-
terparty and type of trade, banks may take 
the approach of charging none or part of the 
FVA, but many counterparties regard this 
cost as not theirs to bear.

Uncollateralised swaps
Next, consider a single uncollateralised swap 
between a bank and a client, hedged with 
an offsetting trade with a central clearing 
counterparty (CCP). For the uncollateral-
ised swap, no collateral is posted or received. 
If the swap is hedged with a counterparty 
where collateral is posted with a CCP, the 
cost of the hedge will include the FVA. It may 
be natural for the bank to allocate this cost to 
the client’s swap.

Thus far, we have considered the case in 
which a bank has an uncollateralised trade 
with a client and hedges with a CCP. In this 
case, if the price valuation (PV) of the trade 
is positive, the PV of the hedge will be nega-
tive, and to cover the margin/collateral call, 
the bank has to borrow cash at its funding 
rate, Libor + s, where ‘s’ is a funding spread. 
The trade, and therefore funding, terminates 
if either the bank or counterparty defaults.

The value of the FVA is the expected 
funding cost over the life of the swap. More 
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formally, it can be expressed as the expecta-
tion of the bank’s funding spread st applied 
to the expected positive PV (discounted to 
today) until the deal maturity, or early termi-
nation due to a bank or counterparty default.

Competitive disadvantage
When the trade PV is negative, though, the 
hedging trade (via collateral calls) is gener-
ating cash that can be invested by the bank; 
it earns only the risk-free (CSA rate) return. 
This demonstrates the asymmetry that leads 
to higher cost for banks that have lower 
credit. As a result, such banks face a com-
petitive disadvantage with lower trade prof-
itability at the same price.

It can be seen that the FVA is a kind 
of hybrid of CVA and DVA. It is calculated 
based on a product of positive exposure (like 
CVA) but with bank default probabilities 
(like DVA). Notice also that because the PV 
under the integral in the expression for DVA 
is negative, its value is positive, but CVA and 
FVA are negative.

In a nutshell, FVA can be reinterpreted as 
the expected loss that the funding company 
would incur if the bank defaults. This will 
only happen when the value of the hedge 
trade is positive for the funding company, 
and thus negative for the bank; therefore 
the original trade has a positive value to the 
bank. 

Importance of wrong-way risk
Consequently, the bank’s FVA is a CVA from 
the point of view of the funding company. An 
important detail is that there is no symmetric 
positive offset like DVA and as a result, the 
funding company charges the whole FVA to 
the bank.

The formula just outlined is not the most 
general, in the sense that it doesn’t take into 
account the dependencies between each of 
the two credits (bank and counterparty) and 
the PV of the trade and between the two 
credits themselves. Note that the first type 
of dependency is wrong-way risk and it is 
characterised by wrong-way correlation. The 
second type is characterised by a type of first-
to-default copula correlation.

For example, if the bank spread is lower 
than the counterparty spread and correlation 
between their defaults approaches 100 per 
cent, both DVA and FVA are close to 0, but 
the CVA remains relatively large. 

On the other hand, wrong-way correla-
tion between the trade PV and the bank’s 
likelihood of default will decrease DVA and 
increase FVA (in absolute value), but will 
leave the CVA unchanged. In a similar fash-
ion to CVA, modelling wrong-way risk is 
critical to accurately calculating the FVA.

Significant challenges
Calculating FVA presents significant model-
ling, organisational, and infrastructure chal-
lenges. Many of these challenges are shared 
with CVA so FVA provides a natural exten-
sion for the CVA processes and systems.

FVA is one measure included in trade 
profitability. The allocation and manage-
ment of this component presents signifi-
cant organisational challenges. Banks adapt 
with several common alternate structures 
depending on the nature of their business 
and their size. 

Some more-common alternative struc-
tures include: FVA P/L and risk allocated 
and managed by a central CVA desk; 
FVA P/L and risk allocated and managed 
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individually by desks with central oversight 
and infrastructure; and finally, FVA P/L and 
risk allocated and managed by each desk on 
an ad-hoc basis.

Infrastructure and modelling
FVA, like CVA, presents significant infra-
structure challenges. All trades with a given 
counterparty need to be valued from both a 
market perspective and a credit perspective. 
All of a bank’s OTC trades need to be com-
bined along with market data, credit data, 
legal data and collateral.

The concepts and motivations behind 
FVA are straightforward, but there remains 
confusion and differences about its applica-
tion and how it relates to other components 
of OTC valuation, including DVA, DVA and 
CSA discounting. This is particularly the case 
when looking at the various CSA structures. 

These differences, along with the exist-
ence of alternate approaches and levels of 
sophistication for modelling wrong-way 
risk, result in differences in valuing FVA. 
When FVA is taken in the context of trade 
profitability, these differences are not a sig-
nificant issue and, as modelling becomes 
more sophisticated, are likely to converge.

Black swan events
Modelling wrong-way risk is one of the 
more significant challenges and is one area 
of recent evolution. A related area of focus 
is incorporating the possibility of significant 
market shifts on the event of default – usu-
ally referred too as a  “Black Swan.”  An exam-
ple of a Black Swan event is the demise of 
Lehman Brother’s in September 2008 where 
the default of a significant market partici-
pant would be expected to be accompanied 

by significant market shifts. More generally 
the possibility of extreme market events like 
Lehman or the possibility of a country exit-
ing the Euro are increasingly being incorpo-
rated into modelling frameworks.

The cost of funding has become a sig-
nificant topic for financial institutions and is 
regarded as a key component in analysing 
the exposures and profitability of a trade.

FVA is the latest market innovation that 
has rapidly become the standard for measur-
ing funding cost. It is part of a triad of valua-
tion adjustments (CVA, DVA, and FVA) that 
have to be taken into account when profit-
ability of a trade is estimated. 

Unlike CVA, FVA is a cost which gener-
ally cannot be passed on to the counterparty 
and knowing it is imperative for successful 
management of the trading book. In addi-
tion, the value of the FVA charge is pro-
portional to the funding cost of the bank; 
therefore banks with higher funding spread 
(i.e., worse credit) suffer lower profitability at 
the same trade price and risk becoming less 
competitive.

Like CVA, valuation of FVA should take 
into account all kinds of dependencies: 
between bank credit and trade PV, between 
counterparty credit and trade PV, and 
between credits themselves. Ignoring these 
dependencies can lead to significant mis-
pricing of FVA, and thus trade profitability.

The introduction of FVA is one further 
step toward a significant restructuring of the 
way OTC businesses are managed. These 
changes are having a profound effect on the 
organisational structure, analytics, and risk 
management systems of OTC businesses – a 
trend that will continue as more banks adapt 
to the new market reality. •



Accounting standards

     IFRS 9 Financial Instruments: 
Need we be hastily worried? 

Regional finance specialist Chris Hunt welcomes 
 the adoption of a more principles-based  

approach to financial accounting in Asia Pacific.

DESPITE some uncertainty,  this July the 
final International Financial Reporting 
Standard 9 (IFRS 9) details were made 
public. The new standards purpose is 
simple, namely to improve the existing 
framework by replacing the International 
Accounting Standard 39 (IAS). The 
changes on the whole have been wel-
comed by the industry as they begin the 
transition work necessary to achieve the 
January 2018 deadline for compliance 
with the new reporting standard. 

The time-line is certainly not overly onerous 
for most financial services players, however,  
there will be significant change required 
to infrastructure, processes and govern-
ance for firms to meet the deadline. The 
main changes to the rules, detailed in this 
paper, relate to three key areas: “own credit,”  
impairments and hedge accounting.  

The new IFRS classification takes the 
industry away from a complex and diffi-
cult-to-apply rules-based approach and 
replaces it with a principle-based approach 
with a single impairment model. The busi-
ness model employed by a company is the 

first component used in order to correctly 
categorise and account for financial assets – 
the term business model refers to the firms 
intended use of the assets, such as holding 
the asset to collect contractual cash flows or 
alternatively assets held for sale/trading.  The 
second component is the contractual cash 
flow characteristics of the asset itself (pre-
dominantly principal and interest, or not). 

IFRS 9 defines three categories for 
accounting for financial assets: amortised 
cost, fair value through profit or loss and fair 
value through other comprehensive income 
(FVOCI). Where assets are held to receive 
contractual cash flows the amortised cost 
method is used. Where the business model 
is to collect contractual cash flows and sell 
financial assets the FVOCI method should 
be utilised, whereby the value of the financial 
asset is measured at fair value in the Balance 
Sheet and amortised cost information is pro-
vided through the P&L.  

If the business model adopted is neither 
of these, then the residual method is used 
– providing fair value information is more 
important here and is thus provided in both 
the Balance Sheet and P&L. In addition, 
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there is a Fair value Option (FVO) where the 
firm can choose to account under fair value 
through profit and loss, rather than using 
amortised cost or FVOCI, if this is deemed 
more appropriate.

Re-classification
Re-classification between the different 
measurement categories is expected to be a 
rare event, and would be driven by a change 
in the business model.  If re-classification is 
deemed necessary then disclosure would be 
required, under IFRS 7 (Financial Instrument: 
Disclosures) – this will include the amount of 
assets that has been re-classified.

The concept of Credit Value Adjustment 
(CVA) has existed for some time within the 
big financial institutions, with other smaller 
players  catching up fast.  At the time of trad-
ing a derivative it is important to price in the 
expected future credit risk over the life of 
the derivative, simplistically viewed this is 
called CVA. Own credit is wider than this, 
as it applies to other instruments, not just 
derivatives.  For example a firm could issue 
a bond, which is held as a liability on its bal-
ance sheet.  Investors in these bonds then 
hold them as assets on their balance sheet.  

Importance of “own credit”
As the credit spread of the issuer widens the 
value of the bond goes down – investors see 
the value of their holdings fall and to mirror 
this there is a reduced liability on the issuers 
balance sheet and a “profit”associated with 
the issuers own credit spread, which is usu-
ally referred to as  “own credit.”

Private investors and others reading the 
financial news have seen profits at the big 
financial institutions fluctuate wildly over 

a number of years.  This is expected during 
times of crisis or severe recession, but the 
volatility has been evident when neither of 
these conditions were present.  

The cause of this was something called  
“own credit”, where these financial insti-
tutions saw a big addition to P&L as their 
credit spreads widened, indicating a deterio-
ration in their credit quality.  Many market 
observers struggled with this concept, which 
is counter-intuitive.  As a result of these con-
cerns about the volatility in P&L generated 
by own credit charges some changes have 
been implemented by the new IFRS 9 rules.  

IFRS 9 requires changes in the fair value 
of an entity’s own credit risk to be recognised 
in other comprehensive income rather than 
in the P&L, with liabilities continuing to be 
measured in the balance sheet at fair value.

Forward looking models
The transparency needed over impairments 
and the ability to take impairments has 
gained greater focus following the financial 
crisis. There is a need to recognise potential / 
expected losses earlier in the cycle, and IFRS 
9 specifically addresses this point by intro-
ducing one forward-looking model that is 
based on a firm’s expected credit losses, thus 
eliminating the current need for there to be 
evidence of a “trigger” before potential losses 
can be recognised.  Further transparency on 
the breakdown of exposures is also required 
– for example a ratings grade breakdown.

By using financial data firms are able 
to calculate forward looking 12-month 
expected losses, which can then be charged 
to the P&L.  The model for calculating these 
losses should consider probability weighted 
outcomes (hence neither a best or worst 
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outcome), the time value of money, and rea-
sonable and supportable information that 
is available without undue cost or burden 
being placed on the firm. 

Credit deterioration
There have been historical concerns about 
this approach, because it was felt that this 
method gave firms the ability to massage 
earnings to smooth out some of the volatil-
ity.  However, since the crisis, opinion has 
shifted. 

Furthermore, if credit risk increases sig-
nificantly (and the resulting credit is not 
considered to be low risk) then the model 
switches from a 12-month expected credit 
loss to recognising the lifetime expected 
credit loss, but with interest still calculated 
on the gross carrying amount.  

The third stage of severity occurs at the 
point at which the financial asset is consid-
ered credit-impaired, at this point the inter-
est receivable is calculated based on the 
amortised cost rather than the gross carrying 
amount. If receivables are 30 days past due 
then this is the latest point at which lifetime 
expected credit losses should be in place 
– firms are expected to have moved to the 
most severe status well before that.  

Challenges
Note that IFRS 9 does not mandate an 
explicit default probability for making this 
assessment.  In addition, whilst an invest-
ment grade rating might be an indication 
of low risk, IFRS 9 does not outline what is 
defined as low risk explicitly. 

There have often been many challenges 
between managing risk from an economic 
and an accounting perspective, not least 

because some of the instruments that hedge 
economic risk are not recognised as such 
in the accounting rules.  As a result of this, 
some banks employ sub-optimal risk man-
agement in order to gain the accounting 
benefits.  

IFRS 9 has tried to address some of these 
issues by trying to allow entities to adequately 
reflect their risk management practices.  An 
example is where a firm hedges a group of 
items as one, rather than individually match-
ing risks with hedges.  In addition, IFRS 9 is 
expected to address some of the deficiencies 
of IAS 39 around disclosures regarding the 
firms risk management activities.

There is further to go in this space, par-
ticularly around macro hedging.  The IASB 
has an active project to look at a new way 
to account for dynamic risk management 
at a portfolio level.  This project is still in its 
early stages with a discussion paper titled 
Accounting for Dynamic Risk Management: 
a Portfolio Revaluation Approach to Macro 
Hedging published in April 2014.  Whilst 
this project is ongoing firms will continue to 
use the specific model in IAS 39 for portfolio 
hedges of interest rate risk.

On 23rd June 2014 the International 
Accounting Standards Board (IASB) 
announced their intention to estab-
lish a Transition Resource Group for the 
Impairment of Financial Instruments (ITG) 
and called for industry nominations.  This 
group is expected to support stakehold-
ers during the transition stage towards the 
January 2018 IFRS 9 deadline.  The ITG will 
solicit, analyse and discuss common stake-
holder issues arising from the implemen-
tation of the new requirements that could 
possibly create diversity in practice. •





Modelling

Making macroprudential          
regulation fully functional

   Kashyap et al urge policymakers to adopt a 
new analytical model that incorporates “real 

world” principles that are often ignored.  

DO the extant workhorse models used in 
policy analysis support macroprudential 
and macrofinancial policies? This paper 
contends that this is not the case and 
describes a new macroprudential model 
that stresses the special role played by 
banks. The model also accounts for two, 
often neglected, key principles of the 
financial systems. Some of the findings 
of the model could carry over to other, 
more general settings that satisfy these 
two principles.

International Monetary Fund (IMF) mem-
ber staff (Benes et al. 2014) recently unveiled 
a new model that “has been developed at the 
IMF to support macrofinancial and macro-
prudential policy analysis”. In introducing 
the model they argue that “such new ana-
lytical frameworks require a major revamp of 
the conventional linear dynamic stochastic 
general equilibrium (DSGE) models.”

We agree with Benes et al. that the work-
horse extant models used in policy analy-
sis are not well suited to this task and that 
“an area that requires particular attention 
is the special role played by banks, most 

importantly the role of bank balance sheets.” 
But, while we share their motivation and 
goals, we suggest a slightly different model-
ling approach. 

The purpose of this note is to present 
our vision for how such macroprudential 
modelling efforts might best proceed. We 
begin with some philosophic observations 
about the key ingredients that should be 
included in this kind of analysis and then 
describe a few findings from a model we 
have developed.

Eric Rosengren (2011) provides an excel-
lent starting point for any modelling exer-
cise of this sort by defining what is meant 
by financial stability and instability. He 
writes:“Financial stability reflects the ability 
of the financial system to consistently supply 
the credit intermediation and payment ser-
vices that are needed in the real economy if it 
is to continue on its growth path.”

Rosengren continues:“Financial instabil-
ity occurs when problems (or concerns about 
potential problems) within institutions, mar-
kets, payments systems, or the financial 
system in general significantly impair the 
supply of credit intermediation services – so 
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as to substantially impact the expected path 
of real economic activity.” 

Model building guidance
This characterisation is brilliant in several 
respects. First, Rosengren is appropriately 
expansive in recognising the multiple roles 
that the financial system plays in the econ-
omy. Second, he correctly ties the impor-
tance of financial stability to supporting the 
real economy. 

Promoting financial stability should not 
be an abstract goal; it matters because insta-
bility adversely impacts consumption and 
savings decisions. Finally, Rosengren per-
ceptively points out that not only do actual 
problems matter, but potential problems 
that are yet to materialise can also be critical.

In Kashyap et al. (2014a) we discuss 
how these definitions can be used to guide 
model building. Rosengren’s definitions fit 
well with the existing academic literature 
on intermediation. In particular, prior work 
suggests three theoretical channels through 
which intermediaries can improve welfare. 

One strand of thinking emphasises the 
role that they play in extending credit to cer-
tain types of borrowers (e.g. Diamond 1984). 

Principles
A second views them as vehicles for improv-
ing risk-sharing. They can do this through 
the liability side of their balance sheet by 
creating safer and risky claims (e.g. deposits 
and equity) against the assets that they hold 
(Benston and Smith 1976, Allen and Gale 
1997). And the third perspective supposes 
that they specialise in creating liquid claims 
that are backed by illiquid assets (Diamond 
and Dybvig 1983).

Our first principle is that it is impera-
tive to start with a general model where the 
financial system plays all three of these roles.

This is not true of most of the new lit-
erature on macroprudential regulation. For 
instance, Benes et al. (2014) have no role 
for liquidity provision in their set up – to be 
fair, very few macro models do. Without this 
contribution to the financial system, certain 
forms of instability are ruled out; for instance, 
funding runs can only happen if we suppose 
that there is a maturity mismatch between 
assets and liabilities.

Likewise, regulation to fix potential runs, 
such as proposals for narrow banking (e.g. 
Cochrane 2014), also appears to be especially 
appealing. But if the fragility that creates the 
possibility of runs is not valuable on its own, 
of course, eliminating it would be desirable! 

More challenging
The more challenging question is what 
happens if there is a fundamental underly-
ing reason why maturity mismatches create 
value for some parties. In that case, regula-
tion that stops runs for certain organisa-
tional forms may simply move activity to 
other unregulated entities (because of the 
underlying legitimate demand for liquidity 
creation). Or, if the regulation is fully effec-
tive at preventing runs, then the social value 
of the liquidity provision is lost. A suitable 
model should be capable of assessing these 
trade-offs.

Our second principle is that interme-
diaries should operate in an environment 
where the savers who use them are forward 
looking, and the prices the intermediaries 
face adjust (endogenously) to the regulatory 
environment.
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For example, much of the Basel Committee’s 
regulatory agenda has focused on raising 
capital requirements for banks. The conse-
quences of such regulations are very differ-
ent when the banks have to offer attractive 
enough returns to entice savers to buy equity, 
than when the price of equity is unrelated to 
the size of a bank’s balance sheet and/or the 
risks on that balance sheet.

Diamond & Dybvig framework
We are unaware of any existing models that 
satisfy these two principles. So, in Kashyap 
et al. (2014b), we have constructed one by 
modifying the classic Diamond and Dybvig’s 
(1983) framework. 

In their original model, banks only pro-
vide liquidity insurance to savers (by allow-
ing depositors the option of withdrawing 
early), so there is no other risk-sharing or 
additional lending that takes place because 
of banks. Our modifications are designed so 
that banks also provide these services.

There are four specific changes that we 
make. First, savers can buy equity in a bank-
ing sector and save via deposits. Second, the 
banks choose to invest in safe assets or to 
fund entrepreneurs who have risky projects.

Together, these changes make banks’ 
asset and liability structure interesting, and 
create a situation where there is some funda-
mental risk that cannot be diversified away. 
Third, the banks and the entrepreneurs face 
limited liability. 

Bank run probability
And finally, there is a probability of a run, but 
unlike in Diamond and Dybvig, the decision 
whether to run is governed by the banks’ 
leverage and mix of safe and risky assets.

In particular, when the banking system has 
more loans relative to safe assets, or more 
deposits relative to equity, a run is more 
likely.  The possibility of the run reduces the 
incentive to lend and take risk, while limited 
liability pushes for excessive lending and 
risk-taking. 

So, the baseline economy suffers from 
two problems: The destructive aspects of 
runs (where savers can lose money, banks 
can fail, and borrowers have their loans 
pulled), and the moral hazard problems that 
come from limited liability. 

The banks in this world not only offer 
liquidity insurance with their deposits, but 
they offer savers a better alternative to mak-
ing direct loans to entrepreneurs. 

Two issues
This occurs because the banks start with 
some initial equity, which serves as a buffer 
in the case the entrepreneurs’ projects fail; so, 
banks are pooling and trenching risks, and 
by doing so they can attract more funds to 
lend than the savers would be willing to risk 
if they could not access the banks.

The bulk of our paper explores the port-
folio choices that savers and banks make in 
this kind of environment. One nice feature 
of this model is that it can be used to explore 
how capital regulation, liquidity regulation, 
deposit insurance, loan to value limits, and 
dividend taxes alter allocations and change 
the degree of run-risk and total risk-taking. 

Rather than focusing on very specific 
findings about how these interventions can 
matter, we mention here a few findings that 
seem likely to carry over to other models that 
respect our two principles. First, as a bench-
mark, we compute the portfolio allocations 
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that a central planner would make. We find 
that approximating the planner’s allocations 
with just one regulation is impossible. In this 
model, it takes at least two tools to overcome 
the two distortions. Second, the way that the 
various regulations change behaviour is very 
different, and combining some of them leads 
to very little improvement.

Intuition only goes so far
Put differently, it is not correct to conclude 
that combining any two tools is necessar-
ily enough to correct the two externalities 
in the model. Third, the interactions among 
the regulations are sufficiently subtle that it 
would be hard to guess which combinations 
prove to be optimal in this model.

We do not want to claim that our model 
is sufficiently general that the findings neces-
sarily apply in all other models. But, attempt-
ing to assess different regulations (and to 
calibrate how they should be set) would 
be very difficult to do without consulting a 
range of models. Intuition helps, but at some 
point it runs out.

Fundamental change
Finally, coming up with regulations that 
simultaneously eliminate runs and shrink 
total lending (and risk-taking) is hard. This 
happens because the usual interventions 
that make runs less likely either create 
opportunities for banks to raise more funds 
or take more risk, or so severely restrict the 
savers, banks or borrowers that one of them 
is made much worse-off.

We hope that these ideas will lead others 
to move away from small perturbations of 
existing DSGE models and instead consider 
much more fundamental changes. •
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Intraday liquidity

     Basel III and intraday liquidity: 
Implementation hurdles 

   Amit Agrawal of Axiom Software Laboratories 
discusses the challenges facing financial institu-

tions in complying with revised Basel regulations.

FINANCIAL institutions are grappling 
with multiple challenges as they emerge 
from the effects of the 2007/08 financial 
crisis on both their bottom lines and  the 
ever changing regulatory environment 
they are now forced to operate within. 
In this new uncharted economic and 
regulatory paradigm many financial 
institutions have departed from an era of 
positive growth to one featuring negative 
growth and ever increasing compliance 
demands.

On the one hand, the global financial ser-
vices sector is facing challenges like currency 
risk, intra-bank liquidity and low confidence, 
whilst on the other hand they are experienc-
ing the increasing demands of regulators 
for regulations, more regulations and more 
regulations, not to mention a plethora of  
ad hoc reports emanating from legislatures 
and regulatory bodies. Is it any wonder that 
many institutions are feeling squeezed from 
all sides! 

In the immediate years after the crisis 
numerous governments and supranational 
entities held inquiries into the causes of the 

financial crisis, which resulted in a plethora 
of legislative and regulatory initiatives, be 
these Dodd Franks, the Vickers Commission 
or Basel III. Regrettably said changes come 
at a cost, most of which are passed on by the 
financial institutions to their client-base, and 
hence main street. And what of the actual 
costs themselves? 

The Competitive Enterprise Institute in 
its latest report has estimated incurred addi-
tional costs of US$2 trillion. Another study 
undertaken by Berwin Leighton Paisner, 
which was published on CNBC, estimated 
these incurred charges of around US$1.2 tril-
lion. Putting this figure into some meaning-
ful perspective, the two figures quoted above 
are equal too or exceed the GDP of Canada, 
Australia, Spain, Mexico and South Korea. 

Whilst this may surprise many, lets not 
forget that as of 2013 the Federal Register  of 
the US government, which actually contains 
a full detailed database of all laws and leg-
islation passed by the US Federal govern-
ment, now extends to  an astonishing 79,311 
pages, the fourth-highest in its history, with 
much of this increase accounted for by the 
barrage of regulatory laws and initiatives out 
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of Congress, the US Federal Reserve and the 
Securities and Exchange Commission.

Scope of regulatory change
Before turning our attention to the main 
theme of this article, namely the numer-
ous challenges and costs in complying with 
elements of Basel III, its important that we 
understand some of the scope of the legis-
lative and regulatory initiatives themselves 
and how these are impacting financial insti-
tutions balance sheets. 

A detailed analysis is obviously restricted 
by space allowance, so the following are but 
highlights, rather than the full spectrum of 
regulatory initiatives since the 2008 crisis.

One of the most important suprana-
tional bodies to the financial services sector is 
the Bank for International Settlements (BIS) 
hosted in the Swiss city of Basel. Contained 
within the BIS is the Basel Committee on 
Banking Supervision (BCBS), an interna-
tional supervisory body that sets interna-
tional standards all member states must 
adhere too. 

The “net stable fund”
Under an agreement commonly referred 
too as Basel III , the BCBS has regulated to 
boost the minimum requirement of com-
mon equity held by banks from 2 per cent to 
4.5 per cent by 2015. Tier 1 Capital require-
ment would also jump from 4 per cent to 
6  per cent over the same period. Basically, 
as a result of the 2008 crisis banks are being 
forced to hold more capital.

Further, in order to mitigate against 
banks running out of cash reserves in a crisis, 
the BCBS has developed what it is calling a 
“net stable fund” that mainly attempts to 

judge the stability and suitability of numer-
ous types of deposits, which possibly could 
have an impact on corporate treasuries, 
which in turn makes funding for financial 
institutions more expensive.

Another initiative emanating out of Basel 
and which is currently in vogue is “intraday 
liquidity” – defined by the Committee on 
Payment and Settlement Systems (CPSS) 
as “funds that can be assessed during the 
business day, usually to enable financial 
institutions to make payments in real time.”  
Sources of this type of liquidity include cen-
tral bank reserve balances, liquid assets on 
the balance sheet, payments received and 
balances with other banks that could be 
used for same-day settlement. 

End-of-day netting
Historically, banks tended to manage their 
payment flows with a view to ensuring that 
they end a given day flat, so that the value of 
incoming funds is equivalent to the value of 
payments leaving the bank. However, risks 
associated with end-of-day netting sys-
tems for settlement of interbank payments 
became an area of concern as the volume of 
payments increased exponentially. 

In times of sustained market volatility 
and liquidity stress, the potential for timing 
mismatches between incoming and outgo-
ing payments – given the size of some of 
these exposures – exposes many individual 
banks to significant intraday liquidity risks. 

These risks, among them counterparty 
and settlement risks, could be potentially 
damaging to even the largest institution, and 
a potential source and channel of contagion 
for the global banking marketplace. While 
there appears to be a general consensus that 
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addressing intraday liquidity is critical to the 
health of the global financial system, there 
is also a concern that the proposed require-
ments present significant opportunity costs 
to banks that could negatively impact the 
global economic recovery. 

Granular data
Consider the point of view of a major global 
bank that is required to provide regulators 
with intraday liquidity information from all 
of its payment systems, across all of its busi-
ness lines, in diverse jurisdictions around the 
world. 

Moreover, in order to perform intraday 
liquidity calculations, a bank would need 
more specific information on each transac-
tion (for example the size of transaction or 
time of clearance) than would be tradition-
ally available to a bank’s risk systems. For 
example, while end-of-day liquidity report-
ing requires an aggregate view of all cash 
inflows and outflows, intraday liquidity risk 
reporting requires data at a far more granular 
level. 

Having highlighted some of the key 
regulatory and supervisory challenges fac-
ing the financial services sector presently, 
and in many instances in the years to come, 
the remainder of this paper will focus on 
the numerous hurdles banks must over-
come when implementing intraday liquidity 
requirements.

Strict timetable
One of the most pressing issues facing finan-
cial institutions in complying with the Basel 
intraday liquidity is actually preparing busi-
nesses to achieve the strict deadline sched-
ules adopted by both the Basel Committee 

and individual national regulatory bodies 
charged with delivering on their adherence 
to the Basel codes. 

In most instances banks are expected to 
begin intrday liquidity reporting from the 
beginning of 2015, less than 6 months times, 
which is a considerable hurdle given the 
numerous changes banks must undertake 
to their internal systems to comply with the 
new rules.

Another of the hurdles is “data integra-
tion”, whereby institutions are required to 
centralise data from a large number of back 
office systems – many of which have com-
patibility issues –  spreading across different 
business lines in order that they can be inte-
grated and processed in a timely manner. 

An effective operating model
As such, many banks require a strategic 
reporting solution that can be updated con-
tinually to the changing regulatory environ-
ment and with ongoing changes in the back 
office itself. 

An effective operating model is also 
essential, particularly given a significant 
overlap of finance/treasury data require-
ments,  thus financial institutions will need 
to define well in advance an operating and 
governance model between the different 
departments for effective and accurate pro-
duction of regulatory reports 

Before going live banks must first satisfy 
the regulatory bodies that they have fulfilled 
all basic compliance requirements, which 
means in effect that senior management 
itself is responsible for the accuracy of the 
report data. Hence, banks need to prepare 
test plans/data so that they can sign-off on 
these prior to systems going live. 
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Compounding matters further, since the 
crisis of 2008 central banks and regulators 
have emphasised the importance of stress 
testing across numerous banking activities. 
These have to take into accounting differ-
ent scenarios appropriate for the banks own 
business model and internal risk factors 
influencing said models, which are reliant 
on different data sets and data modelling. 
Intraday liquidity requirements add a further 
layer to these existing processes.

Nobel goal
Thus banks need to understand both the 
capabilities of their internal technology and 
operational infrastructure and risks/benefits 
of directing/investing resources to strate-
gic future solutions to meet stricter future 
requirements. 

A more resilient global banking infra-
structure is a nobel goal, however, an over-
engineered system comes with considerable  
direct and indirect costs, costs which the 
banks themselves are expected to burden 
in order to comply with the post-2008 reg-
ulatory environment. Regrettably not too 
much attention has been paid to the hidden 
or indirect cost of all these changes on the 
industry, which are legion to say the least. 

Indirect cost of compliance
Usually regulators do not account for the 
indirect costs of compliance, which banks 
need to shoulder in order to comply with  
said “new” regulations, as witnessed by ever 
increasing salary demands from a limited 
pool of specialists banks need to hire to 
comply with  said “new” regulations.  As if 
that is not bad enough, you have documen-
tation costs, such as revamping marketing 

materials and client communications for 
ever changing regulations, tracking legisla-
tion evolution, not too mention the updating 
of,  and implementing of new policies. 

Add to this IT and infrastructure costs , 
be they automating client on-boarding sys-
tems, upgrading existing software and hard-
ware or building strong, scalable operations 
and infrastructure. And last, but no means 
least, we have opportunity costs such as 
lower wealth manager productivity on rev-
enue generation activities and other lost rev-
enue and de-marketing charges.

Whilst the costs of compliance are huge 
indeed, both at a national and international 
level, the costs of noncompliance can be 
larger still, particularly for smaller institu-
tions with a small local footprint that may be 
unable to burden the costs of moving busi-
ness processes and revamped leading-edge 
technologies.

Hence, its important to qualify the cost 
of noncompliance, which can extend to 
fines, penalties and reprimands, increased 
legal charges as a result of legal charges, 
legal representation, discovery and defence 
charges. Then there’s the matter of reputa-
tion costs, be these lower brand value, cli-
ent and employee attrition and falling stock 
price. And that’s before we account for cor-
rectional costs and other charges associated 
with increased regulatory scrutiny.

It’s difficult to predict the future, as any 
analyst or economist will tell you, hence only 
time will tell whether higher capital require-
ments regulations can really prevent future 
financial crisis. One things for sure, with all 
these new regulations we’ll see more con-
solidation, which is the antithesis of reducing  
the number of too-big-to-fail banks. •
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