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1. Introduction 

The ongoing financial crisis has exerted great monetary and social costs. What is now a full-

blown euro crisis started as a banking crisis. Up until now, a comprehensive reform of the 

banking sector has not taken effect. Headway has been made with new Basel III regulations, but 

unresolved issues remain. Heeding the lessons from the recent credit crisis, this paper discusses 

these issues and offers a series of policy proposals, with an aim of improving system stability 

and enhancing economic benefits to consumers. In doing so, this paper intends to open up new 

avenues for policy discussion within D66, the Dutch parliament and the European Parliament. 

This paper poses several questions. First of all, have banks strayed too far from their original 

economic function? There is no clear evidence that the growth in the scale and complexity of 

the financial system in the developed world over the last 20 to 30 years has driven increased 

growth or stability, and it is possible for financial activity to extract rents from the real economy 

rather than to deliver economic value. What is the economic function of banks? If banks have 

indeed strayed from this function, this warrants action. But what actions can governments 

undertake to regulate bank business models (discriminately)? Will these policies be effective? 

Secondly, the crisis has illustrated that some of the prudential regulations geared towards 

promoting financial stability did not solicit the intended outcome. Deposit insurance, too-big-

to-fail problems, and required capitalization ratios all carry moral hazard issues in them. In the 

period preceding the credit crisis, these regulations have incentivized banks to engage in 

excessive risk-taking rather than reduced the build-up of risk in the system. Reform is necessary 

on all fronts. How can we mitigate these incentive problems and safeguard a stable and 

efficient financial system, without compromising on consumer security? 

Third, behavioral issues aggravate problems arising from information asymmetries between 

bankers and clients and limit the discipline that customers can exert on suppliers in a market 

economy. How can we increase transparency in the financial services market, and enhance 

consumers’ opportunities to evaluate and compare the products offered to them? Fourth, 

during as well as post crisis, bank bonuses received a vast amount of media attention. Are 

compensation schemes currently incentivizing bank employees to achieve the right ends? How 

can corporate governance in banks be improved? Fifth, the financial crisis has highlighted the 

risks of a discrepancy between on the one hand financial institutions increasingly operating on 

an international scale, and on the other hand predominantly nationally organized financial 

supervision. How can we organize more potent European banking supervision? 

In deciding on societal issues, it is the task of politics to find the right balance between markets, 

government intervention and self-governance.
1
 Markets, in theory, organize allocation 

efficiently. The weakness of markets is the inability to pass moral judgement on the resulting 

allocation. Democratically elected governments can run a bureaucracy to organize allocation 

justly. That is, they can pass moral judgement on behalf of all, but usually this comes at a cost of 

inefficiency, as market prices play no role and information is always limited.
2
 Finally, self-

organization is said to balance the two, as it nurtures a genuine sense of community.
3
 Any 

                                                           
1 In markets, well-defined and enforceable property rights and institutions that ensure the free flow of all 
relevant information are key to the efficient allocation of resources. In perfect markets, free trade ensures 
that market prices reflect the social costs of providing the good or service in question. In this case, 
decentralized decisions lead to an optimal outcome. In a perfect bureaucracy, all interaction is based on 
enforceable rights and obligations, for which all the relevant information pertaining to an individual is 
reflected in his or her ‘file’. Finally, perfect self-organization is based on mutual dependency, reciprocity and 
personal relationships. These rather abstract ideal organizing principles are rarely found in their pure form 
in practice. See Van Witteloostuijn et al. (2011) for a more detailed description of these three organizing 
principles and their (dis)advantages. 
2 In addition, if they are to be efficient in a dynamic sense (e.g. innovation), markets are inherently instable 
(in the sense that they are constantly finding new equilibriums), whereas bureaucracy typically provides 
stability at the cost of innovation (Van Witteloostuijn et al. 2011). 
3 The weak point of self-organization lies in its failure to operate on larger scales and/or in the face of 
asymmetric power relations.  
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institutional arrangement should be designed to use markets, bureaucracy and self-

organization in a mix that provides the desired levels of efficiency (through contestability), 

justice (and security), and community (through shared responsibility).  

We contend that the job of financial regulation is to allow for entrepreneurship, while making 

sure that the burden of the associated risk is not placed disproportionally with the general 

public. This is the starting point for the following discussion. From a social liberal perspective, a 

free market is distinctly different from laissez-faire politics. We search for the right incentives to 

organize countervailing powers such as individual choice, governmental responsibility, and 

societal organization through markets in such a way that a standard of living is guaranteed.
4
 

Importantly, individual freedom comes with individual responsibility. This is illustrated in the 

five general guidelines formulated by D66 to inspire and evaluate policy proposals. Social 

liberalism is liberal in the sense that individual freedom and responsibility are considered the 

cornerstone of society. The first guideline thus requires having confidence or trust in 

individuals. The second to fourth guideline, however, indicate that this trust is not unlimited. 

Without further qualifications, individuals have a tendency to be myopic. Their solidarity and 

responsibility does not extend to future generations or people outside their direct circle 

automatically. For this reason the guidelines “Think and act internationally”, “Work towards a 

harmonious and sustainable society” and “Reward achievement and share wealth” are added to 

the first. The fifth guideline: “Cherish shared values and basic rights” protects the individual 

from abuse of state power and ensures proper (democratic) redress when an individual’s 

freedom such as described in the first guideline is impinged. It stresses the importance of a 

shared value base for humans as ‘social’ beings. 

In the following, chapter 2 first provides a brief history of financial regulation. Chapter 3 

discusses some of the unresolved issues in the banking sector and evaluates different policy 

proposals. Chapter 4 outlines our recommendations. 

 

2. A brief history of financial sector regulation 

The cycle of financial boom and bust has a long history. The human tendency to wishful thinking 

and overestimation of one’s chances of winning is of all times. In 1772, the Scottish bank of 

Neal, James, Fordyce and Down triggered the collapse of nearly every bank in Scotland and 

caused massive financial disturbances in the financial capitals of Amsterdam and London. Neal, 

James, Fordyce and Down were speculating by shorting British East India Stock on an 

unprecedented scale, using customer accounts to hide losses. Their gamble backfired. By acting 

as a lender of last resort, the Bank of England was able to stabilise the situation in England. In 

Amsterdam, a ‘cooperative banking fund’ managed to stabilise the situation. In Scotland, most 

savers lost all their assets.
5
 Recognizing the special role financial institutions have in an 

economy, even icon of laissez-faire Adam Smith stresses the need for financial sector 

regulation: 

“To restrain private people, it may be said, from receiving in payment the promissory 

notes of a banker for any sum, whether great or small, when they themselves are 

willing to receive them; or, to restrain a banker from issuing such notes, when all his 

neighbors are willing to accept of them, is a manifest violation of that natural liberty, 

                                                           
4 As in accordance with the International Covenant on Economic, Social and Cultural Rights (Office of the 
United Nations High Commissioner for Human Rights 1966). 
5 Another notable early example of a banking crisis is that caused by the Amsterdam-based banker Leendert 
Pieter de Neufville in 1763. He was the inventor of financial innovation ''wisselruiterij'' (or kite flying): a 
Ponzi scheme of bills of exchange, in which two or more persons draw one upon the other for ever 
increasing amounts. Whenever a bill becomes payable, it is paid with the cash received from a newly issued 
bill. This type of scheme is therefore considered mala fide. As consequence of the end of the Seven Years' 
War, commodity prices fell and he was no longer able to meet his financial obligations. Interbank 
transactions froze and led to a major banking crisis across Europe, especially in Scandinavia and Germany. 
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which it is the proper business of law not to infringe, but to support. Such regulations 

may, no doubt, be considered as in some respects a violation of a natural liberty. But 

those exertions of the natural liberty of a few individuals, which might endanger the 

security of the whole society, are, and ought to be, restrained by the laws of all 

governments; of the most free, as well as of the most despotical. The obligation of 

building party walls, in order to prevent the communication of fire, is a violation of 

natural liberty, exactly of the same kind with the regulations of the banking trade 

which are here proposed.” 

Adam Smith 1776, The Wealth of Nations, p. 217 

Similarly, John Maynard Keynes submits: “When the capital development of a country becomes 

a by-product of the activities of a casino, the job is likely to be ill-done” (Keynes 1936, p. 142). 

Although stressing the importance of financial sector regulation, both Smith and Keynes put 

forward that people's natural tendency to take risk (people’s ‘animal spirits’ in Keynes’ 

terminology) should not be suppressed completely. The job of financial regulation is to allow for 

entrepreneurship, whilst making sure that the burden of the associated risk is not placed 

disproportionally with the general public. 

Notably, the cognitive tendency to overestimate one’s chances of winning decreases the 

perceived benefits of regulatory safety refers to was at its height again in the 1920’s. The Wall 

Street Crash of 1929 led, amongst others, to bank runs that in the United States alone would 

bankrupt 4,000 banks. All consumer savings were lost, since there was no deposit insurance. 

Numerous other companies went bankrupt and consumer confidence plummeted, lengthening 

the Great Depression. The Banking Act of 1933 (second Glass-Steagall Act) was passed by the 

United States Congress and Senate in order to prevent the financial sector from wreaking havoc 

as badly as it did in 1929. The Federal Deposit Insurance Corporation was founded and 

commercial banking, investment banking and insurance were strictly separated.
6
  

The Glass-Steagall Act put the financial sector in a regulatory strait-jacket such as it had not 

been in for a while. Regulations similar to Glass-Steagall were implemented all over the world. 

With installation of the Bretton-Woods system, the IMF and the World Bank regulated 

international capital flows on a global scale. 

The post-war era from 1945 to circa 1980 was a time of unprecedented economic gain in the 

Western world across almost all social classes. Wages in the financial sector were not 

exorbitant and the profession was generally seen as decent and dull. The Keynesian consensus 

across the First World, in which governments actively intervened to create a managed market 

economy, was hardly questioned, even in the United States.  

There are a number of reasons for the financial deregulation starting in the 1970’s and 80’s. 

First of all, the oil-crisis and stagflation of the 1970's had dealt a serious blow to the Keynesian 

consensus. Economists such as Milton Friedman and many others, represented by the 

Monetarist School, and economist-turned philosopher Friedrich Hayek proffered ideas centring 

upon the virtues of freedom. Politicians such as Margareth Thatcher and Ronald Reagan, and to 

a lesser extent Ruud Lubbers in the Netherlands, liberally took inspiration from these thinkers 

and facilitated, fuelled by a growing influence of the financial sector, a process of rapid 

deregulation.  

The Glass-Steagall Act was slowly taken down, starting in 1980 with the Depository Institutions 

Deregulation and Monetary Control Act and the abolishment of Regulation Q, and finally with 

the lifting of the separation between commercial and investment banks with the Gramm–

Leach–Bliley Act in 1999. The end result was that in the years preceding the 2008 financial 

crisis, the general consensus was that financial markets had not been this deregulated since the 

1920’s.  

                                                           
6 The Act set up a regulatory firewall between commercial and investment bank activities, both of which 
were curbed and controlled. For instance, only 10% of commercial banks’ total income could stem from 
securities. Banks were prohibited from paying interest on demand deposits (Regulation Q). 
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With a large amount of U.S. legislation, European Directives, national laws and international 

regulations for the financial sector being drawn up as we speak, this is quickly changing. 

 

3. Unresolved problems in the banking sector  

3.1. Banks and their role in the economy 

3.1.1. Bank business models 

According to the financial intermediation literature, the raison-d’être of financial intermediaries 

is their ability to mitigate problems of information asymmetry and reduce agency costs (e.g. 

Diamond 1984, 1991; Ramakrishnan and Thakor 1984; Allen 1990; Bhattacharaya and Thakor 

1993). Banks can reduce asymmetrical information problems both by enjoying economies of 

scale (multiple clients) and by reusing information over time (multiple transactions with one 

client) (Greenbaum and Thakor 1995). By specializing in screening and monitoring services and 

their ability to gather and evaluate ‘soft’ information about clients – information that is typically 

qualitative, difficult to transfer and collected in person (Stein 2002, Petersen 2004) – banks can 

have a comparative advantage over markets in providing funding to classes of customers for 

which problems of information asymmetry are acute. 

This classical or relationship banking model is characterized by large investments in client-

specific information, close monitoring, re-negotiability and implicit long-term contractual 

agreements, and can cover a wide range of financial services (e.g. Berlin and Mester 1998, Boot 

2000, Boot and Thakor 2000). In overcoming information asymmetries, relationships-oriented 

financial intermediation benefits both lenders and borrowers. However, close proximity 

between bank and borrower also has a downside. The proprietary information obtained by a 

bank over the course of a lending relationship may give rise to an information monopoly and it 

may be tempted to offer loans at non-competitive rates in the future (hold-up problem). 

Conversely, the close bank-customer relationship may cause a bank to be more lenient towards 

the client than would be advisable from a rational point of view, causing a misallocation of 

funds (soft budget-constraint problem). Some authors believe in the net economic benefit of 

the relationships-oriented model of financial intermediation (Diamond 1984; Bhattacharya and 

Thakor 1993; Boot 2000). Others argue that the costs of soft budget-constraint and hold-up 

problems may outweigh the advantages of relationships-oriented financial intermediation 

(Sharpe 1990; Rajan 1992; Weinstein and Yafeh 1999). 

More recently, deregulation and advances in information technology have given rise to product 

innovations and new models of financial intermediation. Over the past decades, the share of 

traditional intermediation activity in the total balance sheet of banks has declined. Whereas 

traditional, relationship banking depends on multiple, informed transactions with a single 

client, new, transaction-oriented models of financial intermediation focus on independent, 

often impersonal transactions. Transaction banking has as such also been termed finance at 

arm’s-length (Rajan 1992; Boot and Thakor 2000). For example securitization, the process of 

converting bundles of non-tradable loans into tradable securities, requires large amounts of 

information to be collected, transmitted and analyzed efficiently. These new lending and 

funding technologies have allowed financial institutions to expand their reach and consumers to 

increase their indebtedness. On the one hand, innovations such as securitization and wholesale 

funding have allowed a more efficient allocation of risk in the market and have improved 

liquidity within the economy. But the recent crisis has drawn attention to the weaknesses of 

this new model of financial intermediation. The improvements in marketability and liquidity can 

prove fleeting in times of financial market stress (Buiter 2008). Since the originate-to-distribute 

model used in transaction banking reduces the urgency to screen credit applicants and monitor 
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the performance of individual loans, vital information and incentives for prudent risk 

management can be lost. 

This begs the question, which business model is right for banks? Have banks strayed too far 

from their original economic function? Lord Turner (of the U.K. Financial Services Authority) 

submits that there is no clear evidence that the growth in the scale and complexity of the 

financial system in the rich developed world over the last 20 to 30 years has driven increased 

growth or stability, and it is possible for financial activity to extract rents from the real economy 

rather than to deliver economic value. Financial innovation and deepening may in some ways 

and under some circumstances foster economic value creation, but that needs to be illustrated 

at the level of specific effects: it cannot be asserted a priori or on the basis of top level analysis. 

There is a reasonable case that financial deepening via bank credit extension plays a growth-

enhancing role in the early and mid stages of economic development, but it does not follow 

that further financial deepening (i.e. a growing level of private sector credit and bank money 

relative to GDP) is limitlessly value creative (Turner 2010). Looking at the measured 

contribution of the financial sector to GDP suggests it underwent a "productivity miracle" from 

the 1980s onwards, as finance rose as share of national output despite a declining labor and 

capital share. But Haldane et al. (2010) show that a detailed decomposition of returns to 

banking suggests an alternative interpretation: much of the growth reflected the effects of 

higher risk-taking. Leverage, higher trading profits and shorting deep out-of-the-money put 

options
7
 were the risk-taking strategies generating excess returns to bank shareholders and 

staff. Subsequently, as these risks have materialized, returns to banking have reversed. In this 

sense, high pre-crisis returns to finance may have been more mirage than miracle. Boot and 

Marinč (2008) conclude that a deep market penetration, a strong local presence and durable 

customer relationships still form the basis of a bank’s competitive advantage. 

3.1.2. Regulating bank activities 

If banks have indeed strayed too far from there original economic function, this warrants 

action. What actions can governments undertake to regulate bank business models 

(discriminately)?
8
 And will these be effective? This subchapter discusses the policy proposals to 

this end.  

One of the most recent and elaborate policy initiatives in this field comes from the U.K.-based 

Independent Commission on Banking (ICB). In its final report, the ICB sets out its 

recommendations on reforms to improve stability and competition in U.K. banking (ICB 2011, 

better known as ‘Vickers report’). Amongst other things, the Commission recommends a 

regulatory “ring-fence” that insulates retail banking activities, deemed ‘too vital to fail’ by the 

government, from riskier activities. In essence, ring-fenced banks would take retail deposits, 

provide payment services, and supply credit to households and (small- and medium-sized) 

businesses (ICB 2011). Riskier activities, such as investment banking, fall ‘outside of the fence’. 

                                                           
7 In part due to lower capital requirements for off-balance sheet activities, banks could sell securitized loan 
books in the market with a profit. Only once market prices drop below a pre-defined level, would banks 
have to make good on commitments. In the mean time, the market seemed insatiable and banks were 
reaping the returns. 
8 A drastic alternative to the regulation of bank business models is to outright nationalise those activities 
that are considered to be crucial for the functioning of the real economy, such as the provision of payment 
services, the supply of credit, and the safe-keeping of retail deposits. Thus, the idea has been put forward to 
establish a government-owned deposit-taking bank that would provide more risk-averse retail depositors 
with a safe, but low renting, alternative to commercial banks. The deposit guarantee would subsequently 
be limited to the state-owned bank only; those savings voluntarily deposited with commercial banks would 
no longer be covered by the deposit insurance scheme. While the disadvantages of such government 
interventions in a market economy are generally well-known, this particular proposal could also have 
severe, adverse consequences for financial stability, as it is likely that savers will deposit their money with 
private, commercial banks in normal times, but transfer their money to the government bank as soon as 
there is the threat of a crisis. Thus, the scheme could lead to grand-scale, system destabilizing bank runs 
(see chapter 3.2.1 for more information about deposit insurance schemes and an alternative suggestion to 
limit their moral hazard, which does not cause financial instability). 
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If enacted, the UK regulator obliges banks in the UK to ring-fence vital banking activities in a 

separate legal entity that can (still) be part of a larger banking group, but has its own 

capitalization, reporting and governance regime. These regulations should be enacted above 

and beyond new and stricter Basel III regulations. 

The stated aim of the ring-fence is threefold. First, the ring-fence aims to shield vital activities 

on which households and SME’s depend from problems elsewhere in the system. Higher 

capitalization ratios for these retail activities increase banks’ loss-absorbing capacity, further 

protecting these activities. Second, the ring-fence makes it easier to sort out both ring-fenced 

and non-ring-fenced banks in the event of financial distress, alleviating the burden on tax-payer 

enabled government solvency support. Third, the ring-fence limits government guarantees to 

ring-fenced activities, reducing the risk to public finances and potentially lowering the moral 

hazard involved in government guarantees
9
. 

In considering the Vickers recommendation, it is important to note that there are no banking 

activities that are inherently ‘too vital to fail’. Even activities that serve a utility-like function, 

such as SME lending, can fail in the ordinary course of business, giving cause for a (small) bank 

bankruptcy or the accumulation of the bank’s activities by a competing institution. In the event 

of bank failure, household deposits are guaranteed by the government via the deposit 

insurance system. Ring-fencing can improve the function of deposit insurance schemes by 

shielding depositors from the losses associated with riskier activities. This could indeed be 

preferable to the alternative: deposit insurance schemes funded by banks through risk-based 

insurance premia.
10

 Note that branding retail activities ‘too-vital-to-fail’ essentially means 

extending government guarantees to non-depositor creditors of ring-fenced banks, such as 

bond-holders or subordinated debt-holders. Such an extension of the deposit insurance system 

could aggravate moral hazard issues. 

Next, the definition of investment banking activities, which would fall outside of a ring-fence, is 

pliable. In the narrowest definition, investment banking activities would only include 

proprietary trading. In the broadest definition, investment banking activities includes a large 

amount of financial services regularly provided to large corporate clients. The Vickers report 

leaves some room for maneuvering. Applying the ring-fence around investment banking 

activities in their narrowest sense comes close to an enactment of the Volcker rule, which 

prohibits proprietary trading by retail banks.
11

 Applying the ring-fence using the definition in its 

broadest sense could potentially render banks unable to service large corporate clients, which 

could turn to foreign banks for their services.
12

 

Would a Vickers-type ring-fence be effective in promoting stability and competition in the 

Dutch financial sector? It is difficult to assess whether it is possible to create effective barriers 

between the different activities. First of all, the majority of the activities of Dutch banks are 

retail-oriented. As such, very little would fall outside of the ring-fence.
13

 Further, even with a 

                                                           
9 Wherein banks may engage in excessive risk-taking, leveraging their government guarantee (see e.g. 
Gropp et al. 2010).  
10 It is argued that any conceivable risk premium would fall short from the actual value of the guarantee, 
leaving intact the moral hazard involved with this government guarantee. 
11 The difference between the Vickers report and the Volcker rule is that Vickers allows for the different 
types of activities to be present within the same entity, only ring-fenced, whereas a Volcker rule prohibits 
proprietary trading altogether. 
12 This is already happening. The Netherlands lacks pure-play investment banks; and large Dutch companies 
increasingly use foreign banks to service their corporate and investment banking needs. In general, Dutch 
banks seem to lack the scale, (international) network and ability to attract the most talented people to 
successfully compete in the investment banking industry (DNB 2009). 
13 Dutch banks derive most of their revenues from retail banking services such as current accounts, savings 
deposits and mortgages. Dutch banks predominantly apply a relationship banking model to service 
corporate clients, using ‘hook’ products such as straight loans and payment services to cross-sell more 
profitable products in order to sustain profitability. According to DNB (2009), Dutch banks provide sufficient 
services to mid- and large companies, although Dutch banks generate relatively less revenues from 
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ring-fence in place, risk originating from investment banking activities could still spill-over to 

retail banks via the financial markets.  

In the period leading up to the credit crisis, Dutch retail banks have increasingly resorted to 

short-term wholesale funding to fund their loans.
14

 This trend is common to the banking sectors 

of most developed countries. The credit crisis has made clear the potential adverse 

consequences of such a dependency. Overly reliance on (short-term) wholesale funding 

exposes banks to liquidity risk, rendering them vulnerable to shocks, such as the recent 

paralysis of interbank markets during the credit crisis.  

New Basel III regulations, in particular the Net Stable Funding Ratio (NSFR), are now requiring 

banks to fund their retail assets with retail deposits and long-term (>1 year) wholesale funding. 

These requirements are important and should be implemented in European financial 

regulations as soon as possible, as they limit banks’ ability to take excessive liquidity risks, which 

is a moral hazard arising from the provision of liquidity support by central banks in times of 

crisis. Obtaining uncollateralized funding still proves difficult in the strained financial markets. 

Many Dutch banks have therefore resorted to collateralized lending (covered bonds), whereby 

they pledge large amounts of their assets to creditors. This is to the detriment of lenders who 

cannot claim collateral, in the case of banks notably depositors, or, rather, the government, 

who bears an ultimate claim via the deposit insurance system.  

Reduction of the ‘retail funding gap’ is high on the agenda of Dutch prudential supervisors and 

is a topic on the political agenda through the (proposed reduction of) mortgage interest 

deductibility, but it is unlikely that it is closed in the near future. Mitigating the retail funding 

gap can be done in broadly two ways: reducing the demand for bank loans or providing a 

suitable alternative funding source. In the first category, abolishing mortgage interest 

deductibility would reduce loan demand and partly close the gap. However, this is not likely to 

be sufficient, as the total sum of the Dutch mortgage debt is around €644mld (DNB 2011c), 

compared to a bank retail funding gap of around €478mld (DNB 2011b). Even reducing 

mortgage debt by half – which would put the Dutch mortgage debt-to-income ratio at around 

the European average – would not close the gap. 

Enabling banks to obtain stable, long-term funding without over-collateralizing their assets (as 

with extensive covered bond funding) requires a large, liquid marked for unsecured bank debt 

with long maturities. Finding investors willing to buy unsecured bonds issued by banks requires 

(i) a solid capital base (considerably higher than current capital buffers) and (ii) a sufficient 

amount of uncollateralized assets. Thus, banks should strive for a lower-risk, better-capitalized 

balance sheet, not over-encumbered by collateral claims. This will allow them to attract stable, 

long-term wholesale funding at an acceptable cost. 

With the retail funding gap in place, it is difficult to see how Dutch retail banking activities can 

be insulated from (disturbances in) the financial markets.  

Further, it is important to note that a system of completely separate commercial and 

investment banks could still generate destabilizing credit and asset price swings. Asset bubbles 

can occur in classes of assets that fall within the ring-fence, consider the central role of the 

residential real estate boom in the most recent crisis (see also Turner 2010).  

Ring-fencing is thus unlikely to achieve stated aim number one (shielding vital activities from 

problems elsewhere in the system). As regards stated aim number two and three (making it 

                                                                                                                                             
corporate clients than other European banks. There is little proprietary trading and investment banking 
activity. 
14 In the Netherlands, a system of mortgage interest deductibility boosts demand for mortgage products, 
causing demand for bank loans to be high. This is further encouraged by low interest rates and low capital 
requirements for these loans. In contrast, Dutch bank savings are near the European average (Dutch 
households also have large amounts of savings placed with life insurers and pension funds). This asymmetry 
causes a so-called retail funding gap. Banks depend on foreign deposits and wholesale funding to fill this 
gap (e.g. Pattipeilohy 2011). 
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easier to resolve insolvent banks and limiting the moral hazard stemming from deposit 

guarantees), ring-fencing – in the form of living wills – can play a role. We elaborate on this in 

chapters 3.2.1 and 3.2.2.  

More than a ring-fence is thus required to prevent problems from arising in the future. Instead 

of regulating bank activities discriminately, it is more effective to align incentives correctly. A 

Volcker-type rule should be enacted – even if it turns out to be difficult to implement –, as it 

helps align banker’s interests with those of clients and the public. In addition, we stress the 

need for a macro-prudential, in addition to micro-prudential, perspective; more potent 

international supervision to flag building imbalances in an early stage; and the regulation of 

non-traditional, in addition to traditional, banking activities. 

Indeed, often overlooked in the discussion of regulatory reform is the shadow banking sector.
15

 

This has grown significantly over the last decades (although specific estimates are notoriously 

difficult to obtain, see Turner 2012). The Financial Stability Board (FSB) has estimated the 

worldwide size of shadow banking activities at €46,000 billion in 2010. This is 25 – 30% of world 

financial assets and about half of the assets on bank balance sheets.  

In the U.S., shadow banking activity has temporarily declined in response to the crisis, but in 

Europe, activity is rising. The credit crisis has illustrated how deeply intertwined the shadow 

banking sector is with the core banking system. Importantly, strengthened financial regulation 

of regular banking activities can push financial activities into the shadow banking sector.
16

 

Question therefore is, whether it is sufficient to put a ‘cordon sanitaire’ around traditional 

banking, or whether we also need to regulate shadow banking itself. In a speech delivered on 

March 14, 2012, Lord Turner calls for the latter. A shadow banking system can develop which 

would fully replicate banking system leverage and maturity transformation even if not 

supported by and linked to banks themselves: and if it did that it could generate a credit and 

asset price boom and bust cycle, harmful to both the macro economy and to the resilience of 

the banking system.  

On March 19, the European Commission has launched a green paper on this topic. It invites 

comments on the risks related to shadow banking and on possible measures to address these 

risks (EC 2012). By conducting this consultation, the Commission is actively participating in 

ongoing work by the Financial Stability Board. It would seem wise for Dutch regulators to take 

up this call. 

Note, however, that shadow banking also provides vital economic services, such as providing 

enterprises with increased access to alternative funding sources, increasing competition in this 

market and enhancing corporate clients’ options for diversification of their funding base. It is 

necessary to gain better insight in the potential build-up of risks, which is the first objective of 

the EC’s call. But regulation of this sector should not equal repression. Note that regulation of 

the sector inevitably implies a government or supervisor’s “seal of approval” of the activities 

taking place. This may make it more difficult to allow institutions operating in the shadow 

                                                           
15 Shadow banking refers to entities operating outside the regular banking system that are engaged in one 
of the following activities: (i) accepting funding with deposit-like characteristics; (ii) performing maturity 
and/or liquidity transformation; (iii) undergoing credit risk transfer; and, (iv) using direct or indirect financial 
leverage. Also activities that could act as important sources of funding of non-bank entities are included. 
These include securitization, securities lending and repurchase transactions ("repo"). Thus, shadow banking 
covers such organizations as Special Purpose Vehicles (SPVs) and Special Investment Vehicles (SIVs); Money 
Market Funds (MMFs); investment funds, including Exchange Traded Funds (ETFs); finance companies and 
securities entities providing credit or credit guarantees, or performing liquidity and/or maturity 
transformation without being regulated like a bank; and insurance and reinsurance undertakings which 
issue or guarantee credit products (EC 2012). 
16 Because of profit-seeking, but also because shadow banking institutions can provide vital financial 
intermediation services. Under new Basel III capital regulations, some banks have started reducing their 
balance sheets, divesting assets and activities. Credit hedge funds and private equity increasingly supply 
funding to firms. Shadow banking entities are slowly becoming the sole financiers of companies with sub-
investment grade ratings, for instance in the form of rescue finance and mezzanine debt.  
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banking sector to default in a time of crisis, extending current moral hazard problems. Also, 

(tighter) regulation may just push activities further outwards, and prove ineffective in reducing 

the build-up of risks. In any case, tighter regulation should not hamper healthy competition or 

financial deepening and innovations that can benefit the real economy, such as in the case of 

corporate bonds. 

In conclusion, in one sense, regulating bank activities can be like filling a bucket full of holes; 

and while important, getting banks’ incentives right is the real issue at hand.  

3.2. Getting the prudential incentives right 

The credit crisis has illustrated that some of the prudential regulations geared towards 

promoting financial stability have not solicited the intended outcome and need to be revisited. 

Thus, (i) deposit insurance, (iii) too-big-to-fail problems, and (iii) required capitalization ratios all 

carry moral hazard issues and have incentivized banks to engage in increased risk-taking in the 

period preceding the crisis. These governmental interventions in the market have increased, 

rather than reduced the build-up of risk in the system, and enabled the placement of the 

burden of this risk with the general public. Reform is necessary on all fronts. The following 

discusses the issues and provides a series of proposals to mitigate these incentive problems. 

3.2.1. The moral hazard in deposit insurance 

The desirability of deposit insurance is not uncontroversial. Deposit insurance is the optimal 

policy in a situation where bank stability is threatened by self-fulfilling bank-runs (Diamond and 

Dybvig 1983). However, it can also be a source of moral hazard: as their ability to attract 

deposits is no longer affected by the risk of their asset portfolio, banks are encouraged to 

finance high-risk, high-return projects. Using data from 61 countries in the period 1980-97, 

Demirgüç-Kunt and Detragiache show that explicit deposit insurance tends to increase the 

likelihood of banking crises, the more so where bank interest rates are deregulated and the 

institutional environment is weak. Also, the adverse impact of deposit insurance on bank 

stability tends to be stronger the more extensive is the coverage offered to depositors, where 

the scheme is funded, and where it is run by the government rather than the private sector 

(Demirgüç-Kunt and Detragiache 2002). 

Every bank is vulnerable to a bank run by virtue of the maturity transformation they perform. 

Insuring deposits ensures they are relatively ‘sticky’, even in times of stress. These deposits, 

however, are only ‘sticky’ by virtue of being insured. In a sense, deposit insurance schemes 

therefore act as a distortive funding subsidy to banks. In addition, deposit guarantee schemes 

also limit the incentives of depositors and, in turn, of banks, to monitor lending practices, 

restricting the scope for market discipline and reducing the beneficial effect of competition on 

banks’ asset quality (Cordella and Yeyati 2002). In addition, deposit insurance can penalize 

relatively safe banks and carry systemic risk. The failure of DSB bank highlighted the perverse 

system where ‘safe’ banks pay for the failure of ‘risky’ banks. Moreover, when banks fail, this 

often happens in a period with severe stress that hits all institutions. In times of crisis, the 

deposit insurance requirements can severely burden the profit- and loss statements of even the 

safer banks. 

To limit the perverse incentives of mandatory deposit insurance schemes, their coverage should 

be limited as much as possible. “As much as possible” means covering only those people that 

cannot be expected to analyze and judge the risks associated with their deposit, and only cover 

them to the extent that they cannot bear the losses. The main reason to have deposit insurance 

schemes is to protect depositors. This is because depositors generally have high information 

costs (limited capability to assess financial strength of a bank) and face transaction costs 

(moving your money to another bank takes time and effort). Persons that do not face these 

problems ought not to be covered. The degree to which covered individuals are reimbursed 
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should reflect (a) their capability to bear the loss, and (b) the societal disruption caused by a 

bank failure. 

The flaws in deposit insurance schemes have been recognised several years ago, and both 

national and European legislation has been proposed. European legislation has been drafted 

and is currently being read by the Parliament under the co-decision procedure (EP 2012). The 

proposed legislation harmonises the coverage level as well as the funding method (an ex ante 

percentage of deposits) of deposit insurance schemes across the EU.
17

 The Dutch deposit 

insurance scheme is changing to a risk-based ex ante funding method mid 2012. Whether the 

funding charge should be risk-based is still being discussed on the European level; keeping with 

the new Dutch legislation, we believe that it should be. 

The current Dutch deposit insurance scheme and the upcoming European harmonized deposit 

insurance system cover about the right categories of persons. Most persons fall within the 

category that needs to be covered by deposit insurance, and selecting the true category of 

people that should be covered is hard in practice, since “ability to assess financial strength of a 

bank” is a hard to measure. Furthermore, a degree of conservatism is appropriate in selecting 

the group, i.e. coverage ought to be rather too large than too small. Currently only large 

institutions and corporations are the only persons placed outside the deposit insurance 

scheme. Keeping with limiting the coverage ‘as much as possible’, one appropriate further 

restriction would be to limit covered deposits per person only, instead of per person per bank. 

This would mostly hit high net worth individuals, as they often have a large amount of covered 

deposits, spread among multiple banks. 

However, the extent of coverage for covered persons is too large in current systems. The 

current limit of €100,000 was implemented during the crisis explicitly as state support for bank 

liquidity positions. Thus, as soon as liquidity conditions return to normal levels, the limit ought 

to be brought back to a lower level, such as the previous €38,000.
18

 Moreover, the kind of 

deposits that are covered should be limited, at the very least re-excluding subordinated debt 

that the recent DSB-court case has brought under the deposit insurance scheme as well. 

Excluding other types of deposits—such as fixed-term deposits—will enable people to willingly 

and knowingly opt-out of the deposit insurance scheme, and incentivize banks to move to safer 

risk profile. This will also reduce the systemic risk associated with deposit insurance. Limiting 

deposit insurance will lead to enhanced market discipline. Imai (2006) documents this positive 

effect in Japan. He, however, also finds that too-big-to-fail (TBTF) guarantees become a more 

important determinant of interest rates and deposit allocation after the reform. As such, the 

deposit insurance reform should be coupled to a policy limiting the too-big-to-fail problem. 

In addition to redefining the coverage of the deposit insurance, the IMF in its 2011 Financial 

Sector Assessment Program of the Netherlands recommends another important reform to 

reduce the moral hazard from the deposit insurance scheme and make it more effective as a 

bank resolution tool. Rather than reducing the coverage of the insurance scheme, this reform 

reduces the public cost per euro covered, and is not inconsistent with current and future EU 

rules. In particular, the IMF recommends that insured depositors and/or the insurance scheme 

(either directly or through subrogation) should be given a high ranking priority right over the 

estate of the failed bank.
19

 Once a deposit insurance system pays out insured depositors, it 

would be subrogated in the claims of the latter. Without priority right, the insurance system 

would then merely be an unsecured creditor of the insolvent estate, and be likely to suffer 

severe financial losses alongside (“pari passu”) the other unsecured creditors. A priority right, in 

contrast, would grant the deposit insurance scheme a preferential right over the 

                                                           
17 Besides harmonizing the coverage level and funding method, truly solving the issue of cross-border 
exposures within deposit insurance schemes requires a broader perspective to European financial 
supervision, such as the home-host and branch-subsidiary debate. 
18 100% of the first €20,000 and 90% of the second. 
19 Chen (1999) discusses the advantages of depositor preference from an academic perspective, showing 
that it limits the risk of panic runs and increases market discipline. 
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unencumbered assets of the insolvent bank’s estate, thus allowing the scheme to recover its 

claim by preference over the ordinary unsecured creditors. 

Introducing such a preferential position would protect the deposit insurance scheme, the 

contributing banks, and ultimately the public purse, against the costs of deposit insurance. The 

soundness of the banking system and financial interests of the State are public goods that 

deserve to be supported by a priority right relative to the position of ordinary unsecured 

creditors (not unlike the general priority right of the Treasury). By providing a mechanism for 

recovering the pay-outs from the assets of the estate, this priority right minimizes the final 

costs of the insurance, the possibility of shortfalls, and ultimately the need for official support 

and topping up by the other banks. 

In addition, the IMF explains that introducing a preferential position for the deposit insurance 

scheme dramatically simplifies “purchase and assumption” transactions by creating an 

inequality between insured depositors and other senior creditors. This justifies splitting the 

bank into going or gone concern by transferring the insured deposits away while leaving the 

senior creditors behind. To facilitate this transfer the deposits, with sufficient assets to cover 

them, could be isolated within the bank, through a so-called ‘living will’ (see also paragraph 

3.2.2). Doing so greatly improves the effectiveness of the Interventiewet, as it facilitates 

transferring insured deposits to a ‘good’ bank while leaving all other claims in a ‘bad’ bank that 

is subsequently liquidated. Without preference, the other creditors could legally object to the 

transfer of insured deposits to the good bank, arguing that this is an infringement on their own 

“pari passu” position. Without living wills or the legal isolation of certain assets and liabilities 

within a bank, the bank could undermine the preferential position of depositors by transferring 

assets from the balance sheet to professional financiers via the issuance of secured (i.e. 

collateralized) debt. Both practices seriously undermine the effectiveness of the Interventiewet 

as a means of crisis resolution. Finally, giving the DGS a preferential position over other 

unsecured creditors gives these creditors a stronger incentive to monitor a bank’s 

creditworthiness, which improves market discipline and takes away a large part of the moral 

hazard that deposit insurance brings about. 

3.2.2. Too-big-to-fail and its implicit promise 

Secondly, the more general ‘too big to fail’ (TBTF) problem, in essence, is that some banks do 

not only benefit from an explicit funding subsidy through the deposit guarantee scheme, but 

also from implicit government guarantees for all creditors. The social costs of bank failure of 

some large or systemically important banks are considered too large by a government, such 

that in the event of distress it is likely to step in and ‘save’ the institution.  

Prompted by the TBTF issue, Demirgüç-Kunt and Huizinga (2011) ask in a recent research: Do 

we need big banks? For an international sample of banks, they construct measures of a bank’s 

absolute size and its systemic size defined as size relative to the national economy. They then 

examine how a bank’s risk and return, its activity mix and funding strategy, and the extent to 

which it faces market discipline depend on both size measures. While absolute size presents 

banks with a trade-off between risk and return, systemic size is an unmitigated bad, reducing 

return without a reduction in risk. Overall, their results cast doubt on the need to have 

systemically large banks. Bank growth has not been in the interest of bank shareholders in small 

countries, and it is not clear whether those in larger countries have benefited. While market 

discipline through increasing funding costs should keep systemic size in check, clearly it has not 

been effective in preventing the emergence of such banks in the first place. Inadequate 

corporate governance structures at banks seem to have enabled managers to pursue high-

growth strategies at the expense of tax-payers, providing support for greater government 

regulation. 

Deposit guarantee schemes are one source of the problem: some banks are too large for the 

guarantee schemes to bear their failure. The complex interrelationships between actors in the 
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financial sector (such as vast sums of interbank lending) and the problems associated with 

winding up large banking conglomerates are two other important sources of the TBTF problem. 

Several recent regulatory initiatives, such as mandating ‘living wills’ for large banking groups 

and ring-fencing the retail-side of the bank from more complex, financial market-oriented 

activities, aim to tackle the TBTF problem.  

‘Living wills’ are perceived to reduce costs to governments in case of a crisis and to 

commensurate a bank’s legal structure with its functional organization, by using a two-tiered 

approach, the first “recovery” (restoring the institution to health and stability, if possible) and 

the second “resolution” (affecting an ‘orderly’ failure, whether through sale, divestiture or by 

other means). But, as argued by Avgouleas, Goodhart and Schoenmaker (2010), even where 

subsidiaries are ring-fenced, they may still prove unable to survive the failure of the parent, 

since their standing is very likely to be contaminated by parent failure and the subsidiary be hit 

by collapsing confidence in its solvency and continuous operation as a going concern. 

We are skeptical as to whether these initiatives can solve the problem (although they make 

important headway in terms of resolvability of institutions and limiting costs in the event of 

failure). In the Netherlands, failure of any one of the three largest banks would be 

unacceptable, because of the amount of insured deposits placed with these banks. This would 

be the case even if their liquidation would be straightforward and other side-effects were 

known. Ring-fencing would not solve this problem, since conservative estimates indicate that in 

the Netherlands, only 5% of bank balance sheets would fall outside of a broad ring-fence. 

Can we do without big banks altogether? Traditionally the Netherlands has hosted a large 

banking industry. Today, the banking industry is over four times the Dutch GDP, second to only 

the UK and Switzerland, and contributes more than 5% to the total Dutch GDP. The Dutch 

market is dominated by several large universal banks
20

 that account for roughly two-third of the 

market (DNB 2011b). Despite its fairly high market concentration, the Dutch retail banking 

market is on average competitive, with price levels well below the European average in such 

segments as payments and cards. The level of competition differs per market segment, 

however,
21

 and in the past few years, ING Bank, ABN AMRO Bank Nederland (Fortis Bank 

Nederland) and AEGON Bank have all received support from the state. Current EC regulations 

prohibit state-supported banks from pricing their products in the top-3 of the respective 

market.
22

 In the Dutch market, this leaves Rabobank as the only large player allowed to 

compete on prices. This raises the question, whether EU competition law is achieving what it 

was set out to do or whether it is currently having undesirable effects as regards competition in 

the Dutch banking sector.  

Contestability is a premium good
23

 and we should keep searching for ways to make the Dutch 

banking sector more competitive (see also chapter 3.3). This may include promoting a reduction 

of the degree of concentration in the Dutch banking sector (smaller banks). Yet reducing the 

size of banks is no silver bullet. The central role of Lehman Brothers and Northern Rock in the 

most recent crisis shows that banks that relatively small banks can cause severe damage to the 

system and can as such be too ‘systemically important’ to fail. And it seems inevitable that as a 

small country, the Netherlands will always have relatively large banks.  

                                                           
20 Universal banks provide the full range of banking services including retail, small and medium enterprises 
(SME) and investment banking services. 
21 Thus, for example price levels of mortgages are relatively high, for a variety of reasons that include tighter 
credit constraints and/or higher risk mark-ups due to high average loan-to-value ratios in the Netherlands, 
but also limited competition in this segment. Since April 2009, the margin charged on variable rate 
mortgages, as evidenced by the difference between the rate reported by the ECB monetary financial 
institutions (MFI) interest rate statistics and 3-month EURIBOR, by Dutch institutions has ranged amongst 
the highest of the euro zone countries. 
22 See e.g. paragraphs 137-138 and 144 from European Commission (15.4.2010) and paragraph 69 from 
European Commission (17.08.2010). 
23 Research by Cetorelli and Gambera (2001) and Cetorelli and Strahan (2006) shows that greater market 
concentration in the banking sector depresses economic growth, indiscriminately affecting sector and firms. 
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The preferred solution to this problem is to increase the size of the deposit insurance scheme – 

for example by creating a larger ex-ante deposit insurance fund or by European integration of 

national deposit insurance schemes. The first of these is expensive, and the second has proven 

hard to accomplish, and may take a long time, as evidenced by the discussions on this precise 

issue in the European Parliament. Yet this is the way forward. The EU single market requires 

free movement of goods and capital and as such promotes intra-European banking. At the 

moment, lacking a European insurance scheme, internationally operating banks are inevitably 

to-big-too-fail. Indeed, without a European deposit insurance scheme in place, all cross-border 

banking essentially leverages the home country deposit insurance scheme, to the detriment of 

national governments and, ultimately, taxpayers. As such, the current situation is untenable.
24

 

Setting up a pan-European deposit insurance scheme should be top of the political agenda. This 

requires potent European banking supervision. We address this topic in chapter 3.5. 

3.2.3. Required capital ratios and their incentives 

Finally, capital buffers are a pivotal part of a comprehensive financial sector reform plan. Since 

1900, average bank capital ratios (as calculated using equity/assets) have decreased from 

around 30% to less than 5% (see DNB 2010, p. 41). 

Capital buffers function as a safety net, absorbing losses that could otherwise (potentially) drive 

a bank into financial distress. Higher capital buffers increase the stability of banks by (i) directly 

reducing leverage; (ii) putting more ‘skin in the game’ for equity holders, lowering their 

incentive to move up the risk curve; and (iii) increasing the capacity of banks to absorb losses, 

lowering the risk of a spillover into the real economy as well as reducing the probability of 

future government support (Hellwig 2010). 

The question is not so much whether higher capital buffers are needed, but rather how high 

they should be. The Basel III Accords, endorsed in November 2010 by G20 leaders in Seoul and 

set to be implemented by the end of 2018, are a step in the right direction. Basel III increases 

minimal capital target ratios, so-called Tier 1 ratio, from 4% to 11% (as a percentage of risk-

weighted assets), consisting of a minimum core capital of 6%, capital conservation buffer of 

2.5% percent and countercyclical buffer of 2.5%. It is difficult to determine whether the 

increased capital ratios stipulated in the Basel III Accords suffice.
25

  The question is complicated 

by the fact that some economists argue that higher capital ratios come at a cost, as equity is 

more expensive than debt (Myers and Maljuf 1984), and leverage provides a tax-advantage
26

  

(e.g. Modigliani and Miller 1963). In this sense, excessively high capital buffers can have 

negative ramifications for economic growth.  

But is equity really expensive? In this light it is interesting to consider the work by Admati et al. 

(2011), who contend that it does not have to be. Examining the pervasive view that “equity is 

expensive,” they contend that arguments made to support this view are either fallacious, 

irrelevant, or very weak. Thus, the return on equity contains a risk premium that must go down 

if banks have more equity. It is therefore incorrect to assume that the required return on equity 

remains fixed as capital requirements increase. It is also incorrect to translate higher taxes paid 

by banks to a social cost. Policies that subsidize debt and indirectly penalize equity through 

taxes and implicit guarantees are distortive. Any desirable public subsidies to banks’ activities 

should be given directly and not in ways that encourage leverage. And while debt’s 

informational insensitivity may provide valuable liquidity, increased capital (and reduced 

                                                           
24 And, although undesirable, in this situation, solving the problem can only be achieved using one 
instrument: limiting the size of banks.  
25  The Basel Committee on Banking Supervision is currently evaluating the introduction of additional capital 
requirements for global, systemically important banks. 
26 The tax-advantage of debt (over equity) incentivizes banks to increase leverage, despite of negative 
externalities associated with additional leverage. This perverse incentive could be curbed by reducing the 
tax deductibility of bank debt and/or allowing a comparable deduction for equity, as is already the case in 
Belgium, Brazil and Latvia (Haldane 2011). 
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leverage) can enhance this benefit. Finally, suggestions that high leverage serves a necessary 

disciplining role are based on inadequate theory lacking empirical support.  

Admati et al. conclude that bank equity is not socially expensive, and that high leverage is not 

necessary for banks to perform all their socially valuable functions, including lending, deposit-

taking and issuing money-like securities. The fact that banks choose high leverage does not 

imply that this is socially optimal, and, except for government subsidies and viewed from an ex 

ante perspective, high leverage may not even be privately optimal for banks. 

Notably, the tax-advantage of debt (over equity) incentivizes banks to increase leverage, 

despite of negative externalities associated with additional leverage. This perverse incentive 

could be curbed by reducing (eliminating) the tax deductibility of bank interest payments on 

debt and/or allowing a comparable deduction for equity dividends, as is currently the case in 

Belgium, Brazil and Latvia (Haldane 2011).
27

 Reducing or eliminating interest deductibility 

should be done in a consorted effort on a global scale, as reducing it on a local level will impede 

the ability of local banks to compete with foreign institutions. Allowing a comparable deduction 

for equity instead is in this sense the second-rate solution, which can stimulate the use of 

capital over credit, without disadvantaging local banks. Caution should be heeded in 

considering this a viable short-term solution, however. Allowing a tax deduction on dividends 

will incentivize banks to pay out dividends to shareholders rather than retain earnings to fortify 

capital buffers. Thus, it can interfere with the process of financial strengthening necessary in 

the wake of the financial crisis.  

We thus recommend advancing a global reduction (elimination) of interest deductibility. A 

simple way to reduce this tax deductible in the short-term, is to limit it with an amount equal to 

the recently proposed ‘Bankbelasting’. This way we use the ‘Bankbelasting’ to limit the 

distorting effects associated with the preferential fiscal treatment of debt over equity in an 

elegant manner – by removing a market distortion, rather than adding a new one. 

Further, the Basel Committee published a study suggesting an optimal capital ratio of 13-14% 

(2010). Miles et al. (2011) estimate the optimal ratio to be closer to 20%. In this respect, some 

countries – notably the Switzerland and the UK, both with a relatively large banking sector 

relatively to GDP - moved beyond the Basel III requirements. In September 2011 the Swiss 

lower chamber ratified a bill raising total capital equity ratio of its largest two, systemically 

important banks to 19%. In the UK, the Vickers report proposes a regulatory primary loss-

absorbing capacity of at least 17% to 20%. 

Given that capital is not expensive (Admati et al. 2011), we recommend that the percentage of 

bank balance sheets that is funded with common equity should be equal to that in non-financial 

sectors. It is not reasonable that the average capitalization of a financial company is about ten 

times lower than that of a non-financial company (at the start of the crisis in 2007, non-financial 

AEX-listed firms had capital buffers of over 40%, while the corresponding figure for financial 

firms was below 5%). The comparatively high debt financing of banks is for a large part driven 

by the moral hazard issues stemming from government guarantees. We recommend that bank 

capitalization levels should be as high as capitalization levels of firms in the real economy (say, 

40% of their balance sheet).
28

  

                                                           
27 See also Bijsmans and Leek (2011) for a Green Paper on the topic of the differential fiscal treatment of 
debt and equity. 
28 The increased use of equity rather than debt funding might initially increase banks' average funding costs, 
as there is currently debt overhang and equity holders do not benefit as much (as debt holders) from 
government safety nets and thus require a higher return on their investment. This increased average 
funding costs could cause banks to increase their lending rates in the short-term, thereby lowering the 
supply of credit to the real economy. Still, this lower supply could be in line with the socially optimal level, 
as during the run-up to the crisis the supply of credit was arguably too high and supplied at interest rates 
that were too low. In addition, if there is a case for governments subsidizing the supply of credit to the real 
economy, which requires identifying a market failure (that causes this supply to be below the social 
optimum without intervention), such subsidies should be provided in a way that does not stimulate banks 
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Finally, although Basel III stipulates higher capital ratios than Basel II, the mechanism used to 

correct banks’ total asset base to a risk-weighted asset base remains unadjusted. This 

mechanism obliges banks to hold more equity for riskier assets than for less riskier assets, with 

risk being defined by recognized rating agencies and/or (comparable) banks’ internal risk rating 

systems approved by local regulators. Risk ratings, however, are determined predominantly on 

the basis of backward looking models; not potential bank losses in a stress test scenario.
29

 

Moreover, assets with a very safe rating require banks to hold little to no equity capital, 

intensifying banks to invest mainly in very safe assets (Acharya 2011). This can stimulate the 

formation of asset bubbles and provide perverse incentives to financial intermediaries and/or 

(rating consultancy branches of) rating agencies to ensure the highest possible rating for 

investment products. The reliance on model-based risk-weights in calculating capital 

requirements for bank asset portfolios should be re-evaluated. Calomiris (2009) suggests to 

improve the quality of regulatory risk-weights on bank loans by calculating them as a function 

of the interest rates banks charge on these loans, which more accurately reflects the credit risk 

associated with them. This would for example have greatly increased the amount of capital 

banks held against high-interest bearing sub-prime loans.  

3.3. Product and client 

3.3.1. How can we expect people to behave in financial markets? 

It is becoming increasingly apparent that a view of people as rational and calculating agents is 

incorrect (e.g. Barberis and Thaler 2003). Behavioral issues aggravate problems arising from 

information asymmetries between bankers and clients and limit the discipline that customers 

can exert on suppliers in a market economy. Moreover, research illustrates that market 

participants, including professionals, behave in ways that standard models do not explain. A 

fundamental problem is that consumers do not like to collect, compare and evaluate all 

relevant information (as rational, calculating agents would). As a result, customers at times do 

not recognize good from bad advice until it is too late. This does not necessarily imply that 

financial professionals take advantage of this weakness. However, market forces do reward 

profit-seeking behavior and stockholders or executives often pay financial professionals for 

commercial success.  

Not all customers are homogenous in this respect. The Dutch Authority for Financial Markets 

(AFM) distinguishes between those who take financial decisions intensively versus extensively, 

adventurous versus conservative and individually versus collectively. This yields 8 consumer 

archetypes, of which 4 are shown to exist using empirical data. Only a small fraction of 

consumers exerts a lot of effort taking financial decisions individually. Also a small minority is 

intensive and adventurous and could be classified as ambitious. Some people, however, are 

collectivist and as such very susceptible to advise. Many consumers are also extensive 

conservatives and prefer choosing a safe default, without giving it much thought. Customers 

have thus developed coping strategies and simple heuristics to deal with financial decision-

making. And only a few are likely to exert market discipline on banks.  

Both customers and financial professionals face psychological limitations that make it difficult 

for them to make the right choices. Barberis and Thaler (2003) mention overconfidence, 

optimism and wishful thinking, representativeness, conservatism, belief perseverance, 

anchoring and availability biases and new ones are discovered every year. Such biases have 

clear evolutionary roots and are typically hard-wired into our cognitive systems and therefore 

very hard to overrule, even for fully informed individuals that have a lot at stake (e.g. Barberis 

and Thaler 2003).  

                                                                                                                                             
to increase their leverage. A simple mean would for instance be to lower corporate income tax rates for 
banks and other credit supplying companies. But the case for such an intervention is yet to be made. 
29 This remains an issue, although regulators are exerting efforts to mitigate the problem (see e.g. the 
manual published by DNB for its Supervisory Review and Evaluation Process (SREP)). 
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It is beyond the scope of this paper to recount the mounting evidence for the thesis that homo 

economicus really does not exist. It should be clear, however, that the psychological traits of 

homo sapiens in financial professionals as well as their clients can pose a danger to the stability 

of the financial sector. Not only do they create opportunities for business models that exploit 

the weaknesses of customers for the benefit of shareholders, but they can also lead to financial 

instability through the production and wide dissemination of financial products that are 

unsustainable (consider for example over-indebtedness on the side of consumers, made 

possible by securitization). Taking this issue seriously had already led behavioral economists to 

call for behaviorally informed financial services regulation before the start of the current 

financial crisis (e.g. Barr et al. 2008). An important new initiative in this respect is the standing 

committee on financial innovation and consumer protection of the European Banking Authority 

(EBA 2012). 

3.3.2. Proposals for a behaviorally informed financial services regulation 

D66 has confidence in and relies on the strength of people and is reluctant to take away 

responsibility from individuals, also in financial markets. Yet in this case, it should acknowledge 

the informational asymmetries and behavioral issues distorting competition, and recognize a 

clear role for the government in promoting transparency and contestability in the market for 

financial services. Further, consumers need some protection against abuse of market power, 

information asymmetries and cognitive limitations. The government’s role, however, is not to 

safeguard the customer against all risks (and thus take away individual responsibility). Question 

is, how can we increase transparency in the financial services market, and enhance consumers’ 

opportunities to evaluate and compare the products offered to them? 

To prevent customers from becoming a victim of misselling practices, financial services 

providers active in the retail market are currently required to properly inform their customers 

about the characteristics of a product offering. This way, customers are better able to evaluate 

any risks associated with these products. The AFM enforces this requirement by imposing fines 

on providers that do not supply their customers with the necessary information adequately. In 

recent years, the AFM has taken several initiatives in order to increase transparency further. 

Yet, more headway can be made. For example an enforced unbundling of products (e.g. 

investment and insurance components) and increased disclosure regarding the costs factored in 

in the price of a financial product can enhance transparency significantly.  

In addition, consumers that have suffered damages from misselling practices can demand 

compensation in court. The resulting incentive for financial services providers to act in the 

interest of their customers could be strengthened by moving product liability for financial 

services towards a “caveat venditor” principle. In this case, the supplier carries the burden of 

proof when a transaction leads to a dispute and is liable to repay all damages (and possibly face 

a fine) when products that were sold were ex ante evidently not in the interest of the customer. 

Doings so allows for more efficient dispute settlement between private actors (bank and client), 

in which consumer interests are protected satisfactorily without government intervention. 

Note that the above focuses mainly on product origination. This is not sufficient. Banks offer 

services and quality of these services should be controlled over the life cycle of a product. For 

example, the recent crisis has shown how originating a product and subsequently selling off the 

risks can reduce a banks’ urgency to screen credit applicants and monitor the performance of 

individual loans. An originate-to-distribute model of financial intermediation as such can cause 

vital information to be lost and can dis-align the interests of clients and bankers. Quality 

monitoring should thus not only focus on product origination, but on its entire life-cycle. 

An interesting way to increase transparency in the financial services market, and enhance 

consumers’ opportunities to evaluate and compare the products offered to them, would be to 

require all financial services providers active in a retail market (e.g. checking accounts with 

overdraft facility, savings accounts, mortgages, credit card) to carry in their product line a 
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simple, plain-vanilla and standard version of the product. This default product would be 

specified by the regulator (AFM) for a number of basic financial services. Conservative and 

inactive customers would be provided with a safe, standard option, rather than being forced to 

choose from a line up of more complex products (the risk thereof some might find difficult to 

evaluate even if provided with full information). Better informed customers could opt for more 

complicated products, perhaps with decidedly less government protection, with suppliers being 

required to indicate these clients in what way these other products deviate from the standard 

option. This would make it easier for both consumers and regulators to spot and evaluate 

financial innovations as well as the costs and benefits thereof. Furthermore, introducing a 

standard option promotes competition amongst financial services providers, as it limits their 

ability to each offer a slightly different version of the same product so as to make prices less 

easily comparable across suppliers. In fact, the profitability gains to firms that stem from lower 

price competition can cause them to consider product differentiation as an objective in itself, 

rather than it being driven by the demands of their customers (Shaked and Sutton 1982). 

The impact on the market of introducing standardized products in addition to any existing 

offerings depends heavily on their ‘take-up’ from the side of customers,
30

 the intensity of 

competition between banks on these products (if this is low, they may be relatively 

unattractive, causing low take-up), and the quality of the regulatory design. 

An example of a successful design in this respect is the Dutch market for basic health care 

insurance. This basic insurance policy is identical across health care insurers, so that customers 

only have to compare premiums across suppliers, without having to worry that the cheapest 

insurance might in the end offer lower than expected coverage. While providers of financial 

services can of course offer additional products next to the standard option, this is not the case 

in the market for basic health insurance. Better informed customers can however opt for 

additional insurance tailored to their specific needs, for which the market is considerably less 

transparent and competitive. 

Finally, and perhaps most importantly, contestability within the financial services sector should 

be enhanced. This means that customers should be provided with a possibility to divest their 

products and/or switch to a competitor more easily. This can be stimulated by decreeing 

enforced bank account number portability and enforcing lower switching costs (instead of the 

fines currently charged for canceling or changing mortgage loan or third-pillar pension 

schemes).  

Further, since the start of EMU, significant progress has been made in establishing integrated 

European financial markets. The speed and extent of integration, however, varies depending on 

market segment. Integration in the euro-area retail banking sector has been slow (ECB 2007–

2011). One of the anticipated effects of EMU on the euro-area financial sector was a rapid 

growth in cross-border retail banking and a wave of cross-border consolidation among banks at 

both wholesale and retail levels (European Commission 2008). Neither has occurred. Cross-

border retail banking activity remains limited and consolidation mainly occurred within national 

borders. Barriers other than currency risk, such as distance, cultural barriers and language, 

seem to deter foreign market entry. These information-related barriers allow domestic banks to 

enjoy local market power.
31

 As a result, products and prices differ substantially between 

countries and most consumers still buy retail financial services from domestic providers.  

                                                           
30 Note that idiosyncratic variables such as age, type and height of income, and associated fiscal planning 
determine what type of a financial service or product is optimal for a consumer. Choosing the default 
option can as such leave groups of individuals with a suboptimal financial services package. 
31 Mojon (2000) already noted that national segmentation in the European retail banking industry may 
remain significant regardless of EMU, because retail banking requires heavy investments in brand names, a 
network of branch offices and long-term relationships with customers, as well as country-specific legal 
expertise and this is not likely to change with EMU. 
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A closer look at the reasons why integration of European retail banking markets is lagging can 

yield important insights on how to promote competition, not only on a national level, but on a 

European level. 

3.4. Improving corporate governance in banks 

During as well as post crisis, bank bonuses received a vast amount of media attention. Are 

bonuses currently incentivizing bank employees to achieve the right ends? This subchapter 

deals with bonuses in light of their adverse risk-taking incentives. It also discusses various other 

flaws in banking corporate governance structures: most notably, the disproportionate amount 

of influence of shareholders (vis-à-vis other investors in banks) and the failure of supervisory 

boards to raise flags and/or curb banks from increasing their risk profile to their own detriment. 

Two governance models currently prevail in banking: the public limited liability company and 

mutually co-owned co-operative. Both have their own shortcomings. The former concerns listed 

banks, allows shareholders to seek rent by increasing the risk profile and thus returns of banks, 

whilst other investors such as debt holders and indirectly deposit do not profit in the upside. 

The cooperative model all members with equal voting rights, disregarding the differences in 

financial stakes of individual members (Haldane 2011). 

Focusing on the public limited liability company, the commission de Wit (2010) proposes to 

support initiatives (e.g. loyalty dividends, increased voting rights) that encourages sustainable 

shareholders, i.e. investors that invest in (a) bank(s) for the long term. Although we 

acknowledge there is some merit in the potential beneficial effects of a stable shareholder 

(base), we do not endorse this recommendation. The suggestion contradicts research: 

dominant shareholders have both the ability and incentive to increase risk-taking by banks 

(Laeven and Levine 2009; Saunders et al. 1990; Shleifer and Vishny 1986). Moreover, the 

recommendation could distort the disciplinary (signaling) function of shareholders, by 

discriminating against shareholders and potentially discouraging investments from new 

shareholders. 

We do endorse the recommendation proposed by commission de Wit that members of a bank’s 

supervisory board should meet certain criteria; most importantly with regard to their 

qualifications and time available to properly perform their function. In cases where banks 

receive (significant) government support, we support the presence of a government 

representative in the supervisory board, yet we see no need for this presence to continue after 

the state support has been relinquished. 

Next, executives have a pivotal function as flag-bearing of a prudent and fiduciary culture. 

Cultural aspects, especially risk-culture related ones, have become of greater importance to 

supervisors. The following quote from the DNB (2011a) illustrates this: “If the supervisor only 

looks at an institution’s solvency and liquidity, it may become blind to the risks ensuing from 

conduct and culture. An institution’s financial figures may suggest that 'the sky is deep blue,' 

whereas its culture and conduct may pose risks for its long-term viability”. Integrity starts at the 

top. Therefore we embrace the DNB initiative to set up an Expert Centre on Culture, 

Organisation and Integrity (COI) and to start an investigation into decision-making processes 

within financial institutions. On a European level, we support elements from the motion for the 

latest European Parliament resolution on corporate governance in financial institutions. 

Especially the guidelines regarding a well-educated and truly engaged board of directors and 

the importance attributed to the Chief Risk Officer’s (CRO) role are welcome improvements. 

The European Parliament resolution proposal to fix gender representation in the boards of 

financial institutions is more controversial and seems not directly related to improvements in 

risk culture. Secondly, international supervisors run the risk of over-regulating board members 

and neglecting excessive operational risk-taking. Research on ethics shows us for example that 

a strong co-worker culture is related to the greatest reduction in observations of financial 
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misconduct (NBES 2009). A supervisory investigation of risk culture on multiple organizational 

levels could yield important leads for improvements. 

Decisions surrounding payment schemes in the financial sector are in principle up to the 

shareholders and management of the firm. However, we should be aware of the fact that, 

perhaps more than any other industry, uncontrolled banking rewards can potentially expose 

society to risk disproportionately.
32

 To ensure clients can trust the financial professional to work 

on their behalf, it is key to align the interest of the professional with that of his customer.
33

 

However, performance by the professional is hard to ascertain by the client (Coase 1934, 

Williamson 1975). In the presence of performance ambiguity market transactions will fail and 

we may rely on goal congruence instead. This goal congruence can build trust, but requires the 

financial professional to be verifiably free of pressure to act in anyone else’s interest but the 

client’s. Consequently the financial sector should rethink its position on bonuses, not in the 

least as regards the payment plans of the bankers that work with clients in an advisory role. 

Many initiatives to reduce this risk have been launched since the start of the post financial crisis 

reflection period. A comprehensive solution, however, has not yet been defined. The following 

guidelines could help mitigate the risks related to the incentive-asymmetry between pay and 

risk, while maintaining the upside potential of variable pay.
34

 

First of all, the scope of supervision on variable payment schemes should be explicitly 

expanded. Its focus should be on the management board, both higher and middle 

management, traders and (key) employees instead of the current focus on management only. 

Secondly, enforced guidelines regarding risk-weighted compensation should be implemented. 

Thus when for example a trader takes more risk, his variable pay would reflect this.
35

 Thirdly, 

the commission de Wit recommendation regarding a claw back option should be enforced. 

Fourth, mid- and long- term performance effects should be taken into account. This means that 

bonuses should be paid and calculated over a period of (at least) three to five years. Fifth and 

importantly, banks should use targets with a focus on customer well-being (goal congruence). 

Thus, if there is variable pay, a substantial minimal percentage of the total variable pay should 

be linked to for example Net Promotor Score (NPS) and client retention figures. In addition, it 

should be linked to quality control over the life cycle of a product. Finally, the supervisory board 

should be able to approve and reject proposed payment schemes. 

From a social liberal point of view, three elements are important when looking at remuneration 

issues: (i) incorporate risk properly, thereby preventing excessive risk to society, (ii) align 

customer with banker’s interests, and (iii) treat public limited liability companies as public 

limited liability companies. When the risks are mitigated and social benefits are ensured 

absolute or relative numbers are not matters that need to be resolved by governments or 

regulators; but are primarily subject to company and shareholders. 

                                                           
32 Variable and fixed remuneration (including that of traders and other product specialists who often earn 
more than senior management) in banks tends to be higher than in other multinationals. At times this is 
justified using a phrase ''When you pay peanuts, you get monkeys''. Also used are comparisons of Dutch 
salaries to those in the financial sectors in the UK and the US, yet overlooking differences in costs of living 
and job security. Despite the high pay in for instance investment banking, these activities rarely proved to 
be stable profit makers for companies or shareholders. Often, investment banking activities are 
remunerated based on revenues (which, based on large scale financial markets transactions, are typically 
high), rather than risk-adjusted returns. 
33 We would like to point out that a recommendation by commission de Wit, ‘no profit, no bonus’ 
potentially contradicts with the importance of targets regarding the client interest and or required 
investments in the future and thus overly simplifies the payment schemes issues at hand. 
34 E.g. Cuñat and Guadalupe (2008) point out that variable pay within the financial sector is currently 
common practice; Bellavary and Allen (1995) point out the role of variable pay such as bonuses in attracting 
and motivating talented employees. 
35 Thus, a trader’s book should reflect the additional risk capital required for his or her transactions, and as 
such show a much lower generated profit. This will render him or her more aware of the risk profile of the 
trades and lower general bonus expectations. Note, however, that risk-weights proved to be pro-cyclical in 
the recent past. This should be taken into account when drawing up an internal risk assessment framework. 
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3.5. Towards European financial supervision 

The financial crisis has highlighted the risks of a discrepancy between on the one hand financial 

institutions increasingly operating on an international scale, and on the other hand 

predominantly nationally organized financial supervision. In addition to reform of financial 

sector regulation, the crisis thus inspired a major reform of financial supervision as well. The 

prime objective of supervision is to ensure that the rules applicable to the financial sector are 

adequately implemented, in order to preserve financial stability and thereby to ensure 

confidence in the financial system as a whole and sufficient protection for the customers of 

financial services. An important step to improve the ability of EU financial supervisors to 

achieve this objective was the proposal by the Groupe de De Larosière (2009) to install a 

European System of Financial Supervisors (ESFS). 

The ESFS aims to improve international cooperation between European supervisors, which is 

particularly important for financial institutions that spread their activities into countries other 

than their home base by branching from their home countries. This can, as occurred with the 

Icelandic banks, create significant risks in countries other than that of the home regulator, yet 

the ability of the host countries affected to challenge the decisions of the home regulator did 

until recently not sufficiently recognize these risks. In addition, the crisis highlighted the need 

for a binding mediation mechanism to deal with cross-border supervisory problems. Without 

such an effective and binding mechanism, pressure will build up and some Member States 

might in the future try to limit the branching activities of any firm supervised by a supervisor 

which has been judged to have failed to meet the standards. Such fragmentation would 

represent a major step backwards for the Single Market. Finally, the absence of a potent pan-

European banking supervision framework may allow building saving and lending imbalances 

between member countries to go unchecked.
36

  

Following the call by the De Larosière report, EU countries decided in September 2010 to install 

three new European Supervisory Authorities (ESAs): the European Banking Authority (EBA), 

European Insurance and Occupational Pensions Authority (EIOPA) and the European Securities 

and Markets Authority (ESMA). These ESAs have considerably more supervisory powers and 

responsibilities than their predecessors. Importantly they are responsible for developing 

binding technical standards to fill in principles formulated in higher EU regulation such as the 

Capital Requirements Directive. National member states are not allowed to deviate from these 

standards. Also, ESAs have obtained powers of both binding and non-binding mediation so as to 

settle disagreements between national supervisors in cross-border situations, and under some 

circumstances have the power to overrule national supervisors in case they do not adequately 

enforce EU financial regulation. Through these and other ways, ESAs aim to foster 

harmonization of EU regulatory and supervisory practices. 

The ESAs have become formally operational from 2011 onwards, with particularly the EBA 

being publicly visible due to its EU-wide banking stress test. In addition, the EBA bank 

recapitalization test performed at the end of 2011 has lead to the formal recommendation to 

national supervisors that banks with large exposures on EU sovereigns should be (more) 

adequately capitalized. EIOPA has been active as well, but has been hampered by the fact that 

                                                           
36 From the start of EMU, macro-economists have recognized that a “one size fits all” monetary policy may 
complicate the monetary adjustment process inside a currency union. Recent evidence points to a role for 
cross-border capital flows in aggravating this problem and fostering economic imbalances. A combination of 
integrated financial markets and inflation persistence risks sustaining divergences across countries.  
The deregulation of financial markets in recent decades and the strong cyclical movements in asset prices in 
several countries have led to a stronger emphasis on the macro-economic importance of capital flows and 
asset prices. While financial integration may help absorb macroeconomic disturbances by providing risk-
sharing opportunities and fostering reallocation of resources, it can also, if not accompanied by appropriate 
policies, amplify divergences among the participating countries. Further, with the current account 
constraint removed, it can result in asset booms (and busts). 
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until Solvency 2 has been implemented, no harmonized framework exists for the regulation of 

European insurance companies. 

To complement the system of EU supervision, the ESFS also comprises the newly established 

European Systemic Risk Board (ESRB), which resides under the responsibility of the European 

Central Bank (ECB). The installment of the ESRB was proposed by the Groupe de Larosière as 

well, reflecting the importance of supervisory arrangements not only concentrating on the 

supervision of individual firms, but also on the stability of the financial system as whole. The 

ESRB is tasked with the macro-prudential oversight of the financial system so as to contribute to 

the prevention or mitigation of systemic risks to financial stability in the EU. To this end it issues 

warnings where such systemic risks are deemed to be significant, and makes recommendations 

for remedial action by the ESAs and other responsible authorities. 

Despite the above steps forward, an important limitation to full implementation of EU financial 

supervision is the absence of a fiscal union in Europe. National member states are individually 

responsible for providing financial support to distressed financial institutions. Also the costs of 

deposit insurance are born at a national level. Legal powers of intervention are national in 

nature. And national governments look to national supervisors to protect national interests. In 

some circumstances, particularly if problems are beginning to emerge, there may therefore be a 

divergence of interest with, for instance, the home country supervisor wishing to see maximum 

transferability of liquidity to offset the emergence of group-wide liquidity problems, while host 

supervisors wish to ring-fence liquidity at national level precisely because they have emerging 

concerns about the whole group position. 

Until there is a willingness to change these circumstances, the ESFS cannot deliver fully 

integrated EU supervision. Enabling potent European banking supervision therefore requires 

the establishment of both a European deposit insurance fund and a formal agreement amongst 

EU countries on fiscal burden-sharing in case of government support to distressed financial 

institutions. 

3.6. On time inconsistency, group think and disaster myopia  

Many of the reforms of the financial sector proposed in the literature or in debate involve 

better, stronger or more detailed regulation and supervision. Reforms such as Basel III, Solvency 

II and national top-ups, some of which discussed in this paper, can help align incentives and 

create a more stable and resilient financial system. However, they increase our reliance on 

adequate supervision and control. There are caveats that should be kept in mind in assessing 

this dependence.  

First of all, the associated shift of responsibility may have adverse effects. When banks and 

other financial institutions are placed under tighter supervision, the supervisor, as the agent of 

the public, is not only making banks more safe, but also assumes more responsibility. Should 

anything go wrong despite tighter regulation and supervision, then the supervisor “has failed”. 

Financial institutions can deny responsibility more easily, appealing to compliance with the 

rules and regulations drafted by the regulator. The paradox lies in wanting banks to behave 

more responsibly and achieving the opposite. The shift in responsibility may also cause 

regulators and supervisors to be excessively risk-averse. As the blame for a failure is 

increasingly placed with regulators and supervisors, they are incentivized to always choose 

financial stability over competition in a trade-off, leading to sub-optimal outcomes for 

consumers. 

Second, the banking sector is highly international in nature, and financial institutions can easily 

move between jurisdictions and arbitrage between regulatory regimes. Despite the efforts of 

the Basel committee, a global level playing field is not yet within reach and significant 

differences between regulatory regimes in for example the U.S. and Europe remain. Tighter 
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regulations may turn out hard to enforce and implement when foreign competition threatens 

the profitability of the domestic or European sector and places jobs at risk. 

Third, there is a time inconsistency problem (Kydland and Presscott 1977). A supervisor and 

policy-maker will be tough in its threats, penalties and punishments to try and maximize their 

disciplining effect. Yet when confronted with the “crime”, it may well be in the interest of the 

supervisor and/or society not to enforce the punishment, as it comes at a cost. Thus, charging a 

large fine to a bank when it is already struggling may force it into a costly and complicated 

default. Enforcing stringent borrowing conditions on an illiquid debtor may cause a default, 

while restructuring the debt may open up possibilities for future repayment. And although the 

covered amount in a deposit insurance scheme may be limited to €38,000, social and political 

pressure may build in the actual event of a default, and cause a repayment of the deposited 

amounts in full.
37

 These time inconsistency problems reduce the disciplinary effect of measures 

and can cause moral hazard on the side of institutions (and depositors in the case of the deposit 

insurance scheme). The traditional solution offered to these problems is to reduce supervisors’ 

and policy makers’ discretion in applying punitive measures. However, in a democracy such 

commitments are hardly credible; moreover, in a rapidly changing environment, tying policy 

maker’s hands may have negative ramifications for financial stability. 

Fourth, one should take into account that policy-makers and supervisors are part of a larger 

system and think within the same paradigms and structures as financial professionals. In a 

sense, regulators and the sector share the same information (through regulatory reporting). 

This exposes society to the “Lucas Critique”
38

 and “model uncertainty” (e.g. Onatski and 

Williams 2002). That is, everything can look fine, even to the regulators, until all of a sudden it 

turns out that the world has changed, and the indicators, model and paradigms used no longer 

apply, and risks and instability have built up at the system level completely undetected. 

Finally, people, supervisors included, suffer from disaster myopia (e.g. Haldane 2011). When a 

disaster or crisis has just occurred, we overestimate its probability of occurring again and take 

excessive precaution. As time passes and risk does not materialize, we tend to do the opposite. 

These psychological traits may be individually rational, yet have negative consequences when 

universally applicable. Coupled with a human tendency to follow the herd and pressure to 

agree with others (group think), this can reduce the effectiveness of tighter supervision in the 

long-run. 

All these concerns support our call to organize the financial sector in such a way that incentives 

are aligned with financial stability and a lower risk profile. This requires a strong supervisory 

and legal framework. But it is more important to have a small number of clear and strongly 

enforced directives, than to have a myriad of detailed rules that allow circumvention and 

arbitrage. 

 

  

                                                           
37 For similar reasons, our supervisor may have preferred a quietly implemented take-over of a distressed 
bank (Friesland Bank) over an all out default and liquidation (DSB Bank). Question is however, whether in 
preventing the merger with NIBC Bank and stimulating the take-over by Rabobank, stability motivations 
outweighed motivations of competition to the detriment of consumers (who are benefited by more 
contestability in the Dutch banking market). 
38 “Given that the structure of an econometric model consists of optimal decision rules of economic agents, 
and that optimal decision rules vary systematically with changes in the structure of series relevant to the 
decision maker, it follows that any change in policy will systematically alter the structure of econometric 
models.” Lucas (1976), p. 41. 
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4. Recommendations  

Based on the preceding discussion, this paper recommends that the following form the basis of 

a D66 program for regulatory reform of the banking sector. 

The most important headway can be made by providing financial institutions with the right 

incentives to engage in prudent and responsible banking activity. 

1) Ring-fencing core banking activities in such a way as proposed by the Vickers report is 

unlikely to be effective in shielding these core activities from systemic risk. Instead of 

regulating bank activities discriminately, it is more effective to align incentives 

correctly. Thus, a Volcker-type rule should be enacted – even if it turns out to be 

difficult to implement –, as it helps align banker’s interests with those of clients and 

the public. 

2) To limit the perverse incentives of mandatory deposit insurance schemes, (i) their 

coverage should be limited to the pre-crisis €38,000, (ii) deposit insurance schemes 

should be reformed such that insured depositors are given a high ranking priority 

right over the estate of the failed bank (depositor preference), and (iii) core deposits 

should be covered by sufficient non-transferable assets, so as to prevent the bank 

from undermining the preferential position of depositors by transferring assets from 

the balance sheet to professional financiers via the issuance of secured (i.e. 

collateralized) debt. Also, a pan-European deposit insurance scheme should be set up, 

financed ex ante by the financial institutions using risk-based, market-conform 

premia. 

3) Living wills should be introduced to render the failure of institutions more credible 

and their resolution more efficient. 

4) A global reduction (elimination) of the tax deductibility of interest should be 

advanced, especially for banks given the societal repercussions of excessive bank 

leverage. A simple way to reduce the distorting effect of this tax deductible for banks 

in the short-term is to limit it with an amount equal to the recently proposed 

‘Bankbelasting’. 

5) Bank capital ratios can and should be raised to levels higher than those stipulated in 

the Basel III accord. We recommend that bank capitalization levels should be as high 

as capitalization levels of firms in the real economy (say, 40% of their balance sheet). 

6) Also Basel III liquidity requirements are to be implemented in European financial 

regulations as soon as possible, to limit the moral hazard associated with central bank 

liquidity support in times of crisis. 

7) Finally, the reliance on model-based risk-weights in calculating capital requirements 

for bank asset portfolios needs to be evaluated critically. These ratios are essentially 

backward looking and can easily be manipulated by banks aiming to reduce their 

regulatory capital base. For example, calibrating a loan’s risk-weight based on its 

interest rate – which more accurately indicates the bank’s perception of the 

associated credit risk – could be an improvement in this respect. 

The banking sector has to become more client-oriented.   

8) Contestability within the financial services sector should be enhanced. This can be 

stimulated by decreeing enforced bank account number portability and enforcing 

lower switching costs. 

9) To increase transparency in the financial services market, financial services providers 

active in a retail market should be required to carry in their product line a simple, 

AFM-regulated, plain-vanilla and standard version of the product. This would concern 

for example payment and savings accounts, mortgages and credit cards. 
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10) The incentives for financial services providers to act in the interest of their customers 

should be strengthened by moving product liability for financial services towards a 

“caveat venditor” principle. 

Corporate governance in banks should be improved. 

11) The scope of supervision on variable payment schemes should be explicitly expanded. 

Its focus should be on the management board, both higher and middle management, 

traders and (key) employees instead of the current focus on executive management 

only. 

12) The commission de Wit recommendation regarding a claw back option should be 

enforced. In case of variable pay, mid- and long- term performance effects should be 

taken into account. This means that bonuses should be paid and calculated over a 

period of at least three to five years. In addition, they should be risk-adjusted. 

13) Banks should use targets with a focus on customer well-being (goal congruence), such 

as retention figures and Net Promoter Scores.  

14) When the risks are mitigated absolute or relative numbers are primarily the 

responsibility of company and shareholders, not politics or supervisors. The company 

supervisory board should be able to approve and reject proposed payment schemes. 

We have to move towards potent European financial supervision. 

15) We should set up both (i) a European deposit insurance fund and (ii) a formal 

agreement amongst EU countries on fiscal burden-sharing in case of government 

support to distressed financial institutions. 

16) To flag building imbalances in an early stage we need macro-prudential, in addition to 

micro-prudential, supervision. Steps have been made by international regulators in 

this respect, but more progress is necessary. Regulation of the shadow banking sector 

is necessary to gain better insight in the build-up of risks in the financial system. 

Regulation should, however, not hamper healthy competition, or financial deepening 

and innovations that can benefit the real economy. 
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