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possibility that financial imbalances can also build up when inflation is low and stable and stand ready to 

occasionally lean against those imbalances as they develop, even if near-term inflation pressures are not 

apparent. 

94. The ECB's two-pillar strategy aims at price stability by relying on economic analysis (first pillar) 

and other monetary and financial indicators (second pillar). This framework is flexible and can help to 

guarantee financial stability in European markets if optimally used.  The second pillar can indeed be seen 

as providing information on the volume counterpart of asset price developments. In addition, the first pillar 

comprises a large set of information from domestic and international economic indicators from the real and 

financial sectors (wages, import prices, interest and exchange rates, etc.). The content of the first pillar 

could be even broader and take explicit account of asset prices and volume in its monetary policy 

framework.  

Regulating financial and capital markets: options for reform 

95. Over the medium to long term, structural policies should be put in place to ensure the efficient 

functioning of the financial system and maintain the stability of the real economy. This needs to be done 

along three lines. Reducing cyclicality of the financial system is a key element in order to limit the 

abruptness of the financial crisis and to reduce its impact on real economic activity (Box 8). Increasing 

transparency is also fundamental in order to remove uncertainty and limit moral hazard problems. Policies 

should be devoted to reducing uncertainty surrounding the assessment of credit risk and increase 

transparency in financial reporting and disclosure.
 29

 Finally, the financial crisis has shown the need to 

strengthen financial market regulation. It is important, however, to resist any temptation to revert to a too 

conservative banking system, as future challenges, such as tackling climate change, will require substantial 

technology financing. 

Box 8. Pro-cyclicality of the financial system 

Financial system pro-cyclicality can be explained by two main factors: measurement of risk and incentives. 

Measurement of risk (near-horizon estimates of short-term volatility, asset and default correlations, probabilities 
of default and loss given default) tend to move in line with the business cycle. In fact, measures of risk tend to increase 
as tensions arise, triggering strains, and tend to decrease during the economic expansion phase, as perceptions of 
vulnerability and risk weaken.  

The second source of pro-cyclicality is distortions in incentives. Even if risk measurement would not lead to pro-
cyclicality, distorted incentives can be enough to do so.  

A first distortion involves the principal-agent problem between the providers and users of funds. The collateral of 
many financial contracts or margin requirements are pro-cyclical. These instruments are a way for lenders to protect 
themselves from actions taken by borrowers that could erode the value of the loans.  

A second incentive distortion involves actions that may be rational from the perspective of individual agents but, 
collectively, may result in undesirable outcomes. For instance, individual retrenchment at times of stress can be self-
defeating, by inducing fire sales or a credit crunch that can exacerbate financial strains. Individual agents naturally 
treat prices and macroeconomic conditions as independent of their actions, and usually fail to take into account the fact 
that, collectively, they can strongly influence them. 

                                                      
29. According to Borio (2008), this strategy would allow to distinguish three dimensions of the information 

provided about any firm: i) the point estimates of current value, income and cash flows; ii) the statistical 

dispersion for these estimates; iii) the uncertainty associated with the imperfect measurement of the first 

two types of information. 
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96. These reforms can be implemented in various ways. Instruments should be chosen according to 

their ability to reduce asymmetry of information, minimise moral hazard, correct incentives or correct 

regulatory failures. Different options have been put forward by international organisations, in particular in 

the context of the Financial Stability Forum (Table 10). 

Table 10: Options to reform financial markets in the medium to long-term 

 Reduce 
asymmetry 

of 
information 

Minimise 
moral 
hazard 

Correct 
incentives 

Correct 
regulatory 

failures 

Reduce cyclicality of the financial system     

Encourage firms to rely on better methodologies to assess risk X  X  

Introduce regulatory capital standards
1
 X   X 

Set-up liquidity buffers in good times to face adverse systemic 
conditions 

    

Reduce the cyclicality of collateral
2
   X  

Promote compensation schemes that reflect the underlying risks 
taken 

X X X  

Increase transparency     

Standardise and improve the disclosure of off-balance sheet 
items; increase the transparency of the pricing of collateral 

X  X  

Increase the transparency of the pricing of collateral X  X  

Complement point estimates for the value of collateral with 
measure of uncertainty  

X  X  

Increase transparency of the liquidity management of major 
financial institutions 

X  X  

Strengthen financial market regulation     

Implement insolvency procedures specifically adapted to banks, 
and ensure that such regimes allow for prompt corrective actions 
before insolvency occurs. Improve the functioning of deposit 
guarantee schemes by ensuring that pay-out occurs promptly 
and ensure that scheme are properly funded  

  X X 

Increase the harmonisation (internationally) of deposit guarantee 
schemes to enhance a level playing field  

X  X X 

Increase transparency and applicability of procedures for burden 
sharing in situations of public intervention in a cross-border 
financial institution 

X  X X 

Increase bank supervision, and foster simplicity of the financial 
framework

3
 

X  X X 

1. Examples include: strengthening the through-the-cycle orientation of minimum capital requirements; set the corresponding risk 
parameters based on smoothed outputs of financial institutions’ internal risk models; and add a countercyclical “macroprudential 
overlay” to the minima based on measures of the financial cycle, put greater emphasis on the leverage ratio to improve the 
stability of the system over the cycle. 

2. This could be done through low minimum ratios as well as conservative and less market-value oriented valuations of the 
collateral; through-the-cycle margining requirements. 

3. The current financial crisis has underlined how regulations that affect incentives in the US financial system have evolved into a 
very complex and uneven framework, with substantial opportunities for arbitrage, large gaps in coverage, significant 
inefficiencies, and large differences in the degree of oversight and restraint upon institutions that engage in very similar 
economic activities. Some illustrations of this include the large shift in sub-prime mortgage originations to less regulated 
institutions; the incentives to shift risk to where accounting and capital treatment is more favourable; and the amount of risk built 
up in entities that operate in the grey areas of implied support from much larger affiliated institutions. 

Source: BIS, IMF, OECD, Borio (2008). 
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Enhancing international cooperation 

97. For the longer run, the probability of future crises can be lowered by stepping up international 

cooperation. In particular, governments and central banks need jointly to improve world standards for 

prudential supervision and regulation of financial institutions, and to monitor and enforce those standards. 

This will lower the risk of unilateral action that could be detrimental to competition. Cooperation will in 

particular be vital to ensure a smooth exit from the emergency measures that have been put in place in most 

economies. Greater cooperation will be needed to achieve a healthier and more stable evolution of the 

world's financial markets, and also to put in place mechanisms to increase market resilience to shocks. This 

is especially the case for Europe. Although progress has been made to improve the supervision of large 

cross-border institutions, achieving a coherent system of financial supervision in the region and managing 

cross-borders risks will require a more integrated approach (OECD, 2008b.) 
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