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Systemically important banks and
how to deal with them
The financial crisis has shown just how important a stable global financial system is. The failure of
Lehman Brothers in September 2008 made clear that the financial distress of a single market participant
can cause even global turmoil. This is why the state is forced to weigh up whether letting an institution
fail or rescuing it is preferable in macroeconomic terms. As a result, systemically important financial
market participants enjoy an implicit state guarantee that they will be bailed out – generally with the
taxpayer’s money – if they become distressed. During the crisis, both banks and insurance companies
were consequently supported through huge capital injections and guarantees.
Systemic importance poses two main problems: firstly, the implicit state guarantee creates incentives
for excessive risk-taking (moral hazard problem) and, secondly, the imminent failure of systemically
important market participants can put whole economies in serious financial trouble – take Ireland, for
example.
Financial Stability Board proposals
The international community therefore rightly wants to mitigate the consequences of the collapse
of a systemically important market participant and at the same time price the economic advantages
of systemic importance. The G20 has mandated the Financial Stability Board (FSB) to draft tougher
supervisory measures for systemically important financial institutions (SIFIs).) zu entwickeln. The FSB’s
policy framework recommendations include, inter alia, the creation of an effective resolution regime,
higher loss absorbance capacity beyond the minimum agreed Basel III standards and more intensive
supervisory oversight for SIFIs. In addition, further prudential measures such as liquidity surcharges
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Key points of the FSB policy framework
Framework for orderly resolution of
financial institutions and crisis management
Harmonised

Higher loss absorbency capacity

implementation
through

More intensive supervisory oversight

peer
review

Robust core financial market infrastructures

process

Supplementary prudential measures/requirements as determined by national authorities

Market conditions also play a role: in an unstable

it had a Tier 1 capital ratio of 11% – even a 2%

market environment any market participant can

higher minimum capital level would probably

potentially trigger a systemic crisis. A SIFI list

not have been able to avert its failure. On the

thus suggests a level of security that effectively

other hand, the buffering effect of capital is

does not exist: instead, it harbours the risk

overestimated, as using a capital buffer produces

that actual systemic risk will not be taken into

an immediate market response and may prompt a

account sufficiently in supervisory practice. In

loss of confidence and thus a refunding squeeze.

addition, such a list may well lead to distortions

Ultimately, it remains to be seen whether, given

of competition: institutions which are systemically

that an institution’s owners regularly expect a

important but which, for methodological or

satisfactory return on equity, the price for higher

political reasons, do not appear on the list will

capital ratios is not riskier business. If capital

not be subject to the tougher SIFI rules. At the

surcharges are nevertheless imposed, banks

same time, institutions that are on the list could

should not all be lumped together: instead of a

be branded as particularly risky and avoided by

“one-size-fits-all” approach, surcharges should be

investors/depositors.

determined by the amount of systemic risk carried
by an institution. Systemic levies, such as a bank

More capital is no universal solution

levy, should also be duly taken into account.

Besides the fact that, following Basel III, the
burden on the financial sector has now reached

Orderly market exit also for SIFIs –

breaking point, there are also theoretical

at no burden to the taxpayer

arguments against the introduction of capital

Along with more intensive supervisory oversight

surcharges solely for SIFIs. It was not, for example,

for SIFIs, an effective crisis prevention and

inadequate capital buffers but the lack of mutual

management mechanism is the best tool for

trust among market participants that fuelled the

averting future crises. This includes authorising

financial crisis. When Lehman Brothers crashed,

supervisors to intervene at an early stage and

3

defacto:

“Size” is not the sole deciding factor
Share of total assets in German market as a whole in 2009
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