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Innovation: an independent, non-partisan think tank
with an objective and uniquely global perspective.
Our research, opinions and public voice make a
difference in today’s world by bringing clarity and
innovative thinking to global policy making. By
working across disciplines and in partnership with
the best peers and experts, we are the benchmark
for influential research and trusted analysis.
Our research programs focus on governance of
the global economy, global security and politics,
and international law in collaboration with a
range of strategic partners and support from
the Government of Canada, the Government
of Ontario, as well as founder Jim Balsillie.

À propos du CIGI
Au Centre pour l’innovation dans la gouvernance
internationale (CIGI), nous formons un groupe
de réflexion indépendant et non partisan qui
formule des points de vue objectifs dont la portée
est notamment mondiale. Nos recherches, nos
avis et l’opinion publique ont des effets réels sur
le monde d’aujourd’hui en apportant autant de la
clarté qu’une réflexion novatrice dans l’élaboration
des politiques à l’échelle internationale. En
raison des travaux accomplis en collaboration et
en partenariat avec des pairs et des spécialistes
interdisciplinaires des plus compétents, nous
sommes devenus une référence grâce à l’influence
de nos recherches et à la fiabilité de nos analyses.

About the Global
Economy Program
Addressing limitations in the ways nations
tackle shared economic challenges, the Global
Economy Program at CIGI strives to inform and
guide policy debates through world-leading
research and sustained stakeholder engagement.
With experts from academia, national agencies,
international institutions and the private sector,
the Global Economy Program supports research
in the following areas: management of severe
sovereign debt crises; central banking and
international financial regulation; China’s role
in the global economy; governance and policies
of the Bretton Woods institutions; the Group
of Twenty; global, plurilateral and regional
trade agreements; and financing sustainable
development. Each year, the Global Economy
Program hosts, co-hosts and participates in
many events worldwide, working with trusted
international partners, which allows the program
to disseminate policy recommendations to an
international audience of policy makers.
Through its research, collaboration and
publications, the Global Economy Program
informs decision makers, fosters dialogue
and debate on policy-relevant ideas and
strengthens multilateral responses to the most
pressing international governance issues.

Nos programmes de recherche ont trait à la
gouvernance dans les domaines suivants :
l’économie mondiale, la sécurité et les politiques
mondiales, et le droit international, et nous les
exécutons avec la collaboration de nombreux
partenaires stratégiques et le soutien des
gouvernements du Canada et de l’Ontario ainsi
que du fondateur du CIGI, Jim Balsillie.
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Executive Summary

Introduction

While ambitious legislative decisions in the
European Union and international agreements
have addressed many of the failures of financial
system governance identified by the 2007–2009
international financial crisis and 2009–2013
euro-zone crisis, several of these reforms have
yet to be fully implemented and still others are
needed to close remaining governance gaps.
This report evaluates the progress made on
strengthening the regulation and architecture
of the European financial system, and considers
areas where further enhancements are needed.
It also identifies opportunities for cooperation
between the financial industry and policy makers
to enhance the profitability and stability of the
financial sector. It reflects the views of the three
co-authors, but the discussion and conclusions
draw from the deliberations at a conference cohosted by CIGI and Oliver Wyman in Rome on
November 21, 2016. The report argues that the EU
Capital Markets Union (CMU) and European Deposit
Insurance Scheme (EDIS) are two of the most
important initiatives for improving the European
financial system and should be completed over the
next few years. With respect to financial system
stability, global systemically important banks are
much stronger and more resilient than they were
before the crisis; however, more effort is needed
to ensure the phenomenon that will underline
the next major financial shocks — for example,
cybersecurity and financial technology — can
be identified and responded to. In addition, as
financial regulatory policy aims to balance the
benefits derived from financial system safety and
stability with the costs of financial regulatory
compliance on economic growth, European policy
makers should look for ways to improve the tradeoff, for example, by facilitating the restructuring
of the banking system and reducing uncertainty
in the path of financial regulatory reform.

The European Economic and Monetary Union (EMU)
was hit by two successive financial crises. The
2007–2009 international financial crisis originated
in US financial markets, but had a significant
impact on European banks because of the deep
interconnectedness of the two financial systems.
The euro-zone sovereign debt crisis (2009–2013)
was largely caused by internal imbalances, and
prolonged by inadequate institutional capacity
to absorb shocks through crisis response
mechanisms and internal risk transfer.1
These crises harshly demonstrated why a European
currency union could not function effectively
without both a financial union and a fiscal union.2
They also shattered the illusion of “convergence” of
economic and political circumstances among euroarea member states, and the associated belief in
financial markets of a single euro-zone risk profile.
The European Union has since implemented several
measures to strengthen financial system integration
and financial regulatory coherence through progress
on the banking union and the establishment of
permanent crisis-response mechanisms such as
the European Stability Mechanism (ESM). The
accommodative monetary policy measures taken
by the European Central Bank (ECB) have also been
paramount in stabilizing financial market conditions
and reducing geographical fragmentation in the
euro-area financial system. The ECB’s actions,
moreover, have demonstrated a resolve that
maintaining the efficient functioning of the single
European financial market takes precedence over
appeasing short-term public and political interests.
Nine years after the first signs of crisis, it is
important to re-evaluate the progress made on
strengthening the European financial system
and to consider where further enhancements
to its regulation and architecture are needed.

1

See, for example, Baldwin and Giavazzi (2015) for a discussion of the
causes of the euro-zone crisis.

2

For more information on the need for a fiscal union, see Allard et al.
(2013); on the need for a financial union, see Goyal et al. (2013).
Progress on the fiscal union is outside the scope of this report.
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While ambitious legislative decisions and
international agreements have addressed many
of the failures of financial system governance
identified by the crisis, several of these reforms
have yet to be fully implemented. Furthermore,
a major setback for European financial system
integration from the Brexit vote in the United
Kingdom must also be factored into considerations
of how to move forward with EU financial
integration. In addition to these issues, there are
concerns that financial regulatory reforms have
gone too far and are not appropriate for the current
economic circumstances of the euro area, and
are therefore holding back economic growth.
Against this backdrop, the aim of this report is to
evaluate the robustness of the European Union’s
current financial regulatory framework and
identify areas where further work is needed. In
addition, the report seeks to identify opportunities
to adjust financial policy, either through
alternative regulatory policies or by inducing
market discipline, to help further its dual aims of
fostering economic growth and financial stability.
Assessing cooperation on financial regulatory
policy in the European Union can also prompt
opportunities to improve global financial
governance. Accordingly, identifying ways of
improving European financial governance can
reveal approaches to improve global financial
cooperation and coordination. The agreements
of the European Union — one of the largest
centres of financial activity in the world —
could serve as a starting point from which to
launch global financial system initiatives.
While the report reflects the views of the three
co-authors, the discussion and conclusions draw
from the deliberations of a group of senior policy
makers, financial regulators and supervisors,
scholars and financial market leaders at a
conference co-hosted by CIGI and Oliver Wyman
in Rome on November 21, 2016. The sections that
follow broadly cover three themes discussed at
the conference: the EU financial system and its
architecture; financial regulation and policies to
foster financial system stability; and the appropriate
trade-off between growth and regulation.

2

The EU Financial System
and Its Architecture
The euro-zone sovereign debt crisis that began in
late 2009 propelled policy makers to take action to
improve the euro area’s ability to absorb shocks and
deepen financial integration. The ESM (established
in 2013), and its predecessor, the European Financial
Stability Facility (which has been in operation
since 2010), are key institutions for preserving the
euro by ensuring that a financially distressed EU
government can address its debt problems without
recourse to the extreme measure of default and
exit from EMU. The ESM is also fundamental to
reducing contagion effects from countries with
debt troubles to other euro-area member states.
Complementing the ESM, the banking union
establishes a common framework and set of rules
to reinforce a single unified European financial
system and ensure that sovereigns are not invariably
responsible for safeguarding crises in their domestic
banking system. The first pillar of the banking union,
the Single Supervisory Mechanism, ensures that the
single rulebook for EU bank regulation is applied
consistently across jurisdictions. The second pillar,
the Single Resolution Mechanism (SRM), secures a
pool of funds and establishes a common resolution
process for failing banks to minimize the impact of
troubled banks on sovereigns and taxpayers in the
euro area. The third pillar, the EDIS, which has yet
to be finalized, aims to ensure that all EU citizens
have equal protection on their bank deposits, no
matter where in the European Union they are held.
Despite significant progress on strengthening
institutional mechanisms, the banking union
remains incomplete. The euro area also remains
vulnerable to asymmetric shocks because of
still-shallow integration of the “single” financial
market. Estimates suggest that while 80 percent
of shocks are smoothed in other federations —
including Canada, the United States and Germany
— through fiscal transfers, capital allocation and
credit flows, it is only half that size in EMU due to
the absence of fiscal transfers and limited capital
allocation (International Monetary Fund [IMF]
2013). In addition, the crises were a setback for
euro-area financial integration (see Regling 2016),
which was reinforced by capital flow imbalances as
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strong, but meaningful progress on fiscal union
is currently politically infeasible. Conference
participants therefore urged the European
Commission to accelerate efforts to establish
the CMU. By improving financial integration, the
CMU will reduce risk, vulnerability to shocks
and geographical fragmentation in the cost
and access to finance. In addition, the CMU
will support a deeper and more diversified
European financial system and improve access
to funding through alternative sources for small
and medium-sized enterprises. The urgency of
these efforts is underscored by Brexit, because
of the importance of the United Kingdom
in facilitating cross-border transactions in
Europe. Yet, much remains to be done to
complete the CMU, including implementing
the securitization package, simplifying
prospectus rules, harmonizing insolvency
regimes, and changing the tax treatment of
assets to encourage equity financing and
improve incentives for venture capital investors.
Furthermore, policy makers need to establish
infrastructure that is capable of supervising,
administering and enforcing an EU CMU.

investors pulled money out of less stable countries
in the euro-area periphery to store their funds
in “safe haven” countries such as Germany.
Financial integration not only improves the
economy’s ability to absorb shocks, and therefore
mitigates losses occurring at the depths of
financial and business cycles; it also facilitates
economic growth and competitiveness by
improving access to markets for goods and services,
as well as boosting investment. In addition,
deeper integration would not only improve
risk sharing, but also reduce aggregate risk, for
example, by increasing opportunities to diversify
corporate funding and financial investments.
Further progress on the European financial union
requires bold and unwavering political support, in
particular where it requires harmonizing legislation.
Regulators are already working on that and playing
their part, but EU leaders and legislators must also be
committed to improving the stability and robustness
of the European financial system. It is against this
backdrop that the recommendations that emerged
from the conference on the EU financial system and
architecture are focused on facilitating financial
integration, financial risk sharing and bolstering
the effectiveness of supranational institutions:
→→ Addressing non-performing loans (NPLs):
As a pre-condition to making further progress
on European financial integration, banks in
the European Union need to reduce NPLs,
which average 10.4 percent and range between
49 percent in Cyprus and one percent in
Luxembourg and Sweden (European Banking
Authority 2016). The ECB has already undertaken
a consultation process and issued guidelines for
banks to reduce their NPLs. It is also offering
recommendations on a case-by-case basis, rather
than rigidly applying rules. While progress is
being made, the urgency and complexity of
addressing NPLs should not be understated.
Efforts by the ECB are important, but elected
policy makers and fiscal authorities must also
commit to addressing the issue. Reducing NPLs
would not only boost medium-term economic
prospects (Balgova, Nies and Plekhanov 2016), but
is also essential for making further integration of
the euro-area financial system politically feasible.
→→ Accelerating the CMU: Risk sharing can be
encouraged through three channels: fiscal,
credit and capital markets. The credit market
channel in the European Union is already

→→ Completing the banking union: Despite
significant progress since the crisis, the banking
union is far from complete, as a fiscal backstop
that can effectively address financial crises
has yet to be established. Although the SRM is
operational, the Single Resolution Fund (SRF) will
only be fully funded by 2024 after an eight-year
transitional phase. In the interim, and in case the
SRF falls short on funds, each member state is
expected to sign a Loan Facility Agreement (LFA)
confirming that it will provide a line of credit to
support funding shortfalls for the resolution of
financial institutions in its own jurisdiction. This
funding will be gradually mutualized over the
transition period, thereby serving as a common
fiscal backstop. Five member states still need
to sign an LFA.3 It is critical that all member
states commit to supporting this common
fiscal backstop in order to make the SRM
more credible. Further work is also needed to
establish an insolvency regime and a resolution
framework for financial market infrastructures.
Finally, policy makers are urged to come to an
agreement on the EDIS to complement the SRM,
which should be fully funded within a similar
time frame. These measures must go hand in
3

Information up to date from the Single Resolution Board website as of
January 9, 2017.
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hand with a credible process for cleaning up
banks’ balance sheets and reducing NPLs, and
the final arrangement will require compromise.
→→ Decoupling banks from sovereigns: The
completion of the banking union and
implementation of related financial regulatory
reforms will help address the adverse banksovereign credit feedback loop by ensuring
that the private sector is largely responsible
for funding the costs of failing banks. But
banks remain vulnerable to fiscal instability in
the sovereign countries where they operate.
Additional measures are needed to ensure that
the stability and outlook for European banks
are not beholden to, or perceived as reliant
upon, their operational jurisdiction. Exposure to
national risks could be reduced by putting caps on
banks’ holdings of government debt or imposing
a capital surcharge on bank holdings of bonds
issued by fiscally weak sovereigns. Of course,
the risk is that such policy actions may unduly
complicate regulation and push up the cost of
servicing debt for sovereigns beyond the impact
of revisions of credit risk. Alternatively, incentives
concerning exposure to national sovereign debt
can be improved by enforcing bail-in capital rules
such that the market provides further incentive
for banks to reduce risk taking and to no longer
view sovereign debt as riskless. Enhanced
disclosure of banks’ holdings of sovereign debt
can also help to enforce market discipline.

Financial Regulation and
System Stability Policy
The 2007–2009 international financial crisis revealed
several sources of vulnerability in the global financial
system. Some of the most significant are the high
leverage and interconnectedness of the world’s
major financial institutions, as they contributed
greatly to generating global systemic risk. To
address these and other shortcomings that led to
the crisis, Group of Twenty (G20) leaders have taken
two very important actions. First, they have made
significant progress on improving the capacity of
financial regulation to address systemic risks by
implementing macroprudential policy frameworks
tailored to their own jurisdiction (Lombardi and

4

Siklos 2016). Second, G20 leaders have agreed on
the necessity of implementing a globally consistent
set of regulatory rules, coordinated by the Financial
Stability Board (FSB), that will bolster capital and
liquidity requirements, strengthen risk management
practices and increase the loss-absorbing capacity
of systemically important banks. The G20’s efforts to
bolster financial policy governance and strengthen
financial buffers should be highly commended:
not only would they improve the resilience of
the global financial system to shocks, but these
international policy agreements and ongoing
dialogue among relevant regulatory authorities
help further global economic cooperation.
Despite success in agreeing to reforms, however,
implementation of these reforms has gone off track.
Full implementation of Basel III is scheduled for
January 2019, but only two of the 27 jurisdictions —
Japan and Saudi Arabia — are on schedule (Basel
Committee on Banking Supervision 2016). As political
memory of the financial crisis fades and banks
increasingly experience regulatory fatigue, there
is a risk that implementation of these important
reforms will slow. In addition, several gaps remain in
establishing a globally consistent regulatory policy
for shadow banks, and agreeing on an internationally
consistent restructuring and resolution framework
for systemically important financial institutions.
The G20/FSB reform efforts have, importantly,
concentrated on correcting mistakes identified by
the 2007–2009 international financial crisis, yet
financial regulatory reforms have been too narrow
in focus. While the FSB has introduced a plan to
make banks more secure at the micro level, a more
robust integration of financial stability policy,
including global macroeconomic stability, has yet
to be initiated (Tucker 2016). Global macroeconomic
imbalances also remain a key threat to macrofinancial stability. Uncertainty about the potential
implications of global imbalances are exacerbated by
the massive amounts of liquidity central banks have
injected into the financial system since the crisis,
which have the potential to distort global pricing
of risk, increase the volatility of capital flows, and
amplify shocks to capital accounts. Further work is
also needed to improve the processes for identifying
risks to financial system stability. Recommendations
on financial regulatory reform and system stability
policy derived from the conference discussions
therefore focused on finalizing reform efforts since
the crisis and on being more forward looking in
identifying future risks to the global financial system:
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→→ Implementing and extending the scope of
Basel III: Implementation of Basel III regulatory
reforms needs to be put back on track, including
commitment to the final components of the
FSB’s framework. In particular, commitment
to measures aimed at reducing long-term
solvency risk, such as leverage ratios and total
loss absorbing capacity (TLAC), are important
to address the problem of “too big to fail” at the
global level. The European Commission should
streamline its efforts to ensure compatibility
of TLAC with the European Union’s minimum
requirement for own funds and eligible liabilities
(MREL). In the near term, the FSB should
introduce guidelines that ensure consistent
application of internal risk models so that
adherence to regulatory rules is viewed as
credible. Going forward, the global regulatory
framework for solvency and liquidity must be
extended to shadow banking to ensure marketbased credit intermediaries do not pose undue
risk to global financial system stability.
→→ Globally consistent restructuring and resolution
framework: While Basel III reforms reduce the
risk of bank failures by strengthening capital and
liquidity buffers, the global financial system also
requires a robust framework to address failures
when they arise. By facilitating the management
of bank failures, a bank resolution framework
aims to safeguard financial stability by ensuring
continuity of bank services to the real economy
and by avoiding spillover effects to other banks
or the rest of the financial system. In addition,
bank resolution processes are intended to ensure
banks are bailed in by investors rather than bailed
out by taxpayers. Conference participants urged
G20 leaders to come to an agreement to put in
place an internationally consistent resolution
and restructuring regime over the next couple of
years. In moving forward with an international
framework, consideration should be given to
safeguarding the public interest, improving
incentives for investors and designing liquidation
processes. The establishment of the European
Union’s SRM — albeit still untested — provides
a good case study for harmonizing resolution
frameworks across countries. The European Union
can help champion the design of a more cohesive
global structure, for example, by negotiating
international agreements with other major
financial centres such as the United States.

→→ Macroprudential surveillance: Several
jurisdictions, including the European Union,
have identified a macroprudential regulatory
authority and legislated the implementation of
macroprudential policies. Advanced financial
systems are highly leveraged, complex and
interconnected, and the technical systems used
by regulators need to be capable of identifying
emerging vulnerabilities in this context.
Significant work is needed to design vulnerability
assessments that extend beyond major banks
and cover the whole financial system. Central
banks have an important role to play in designing
these assessments (Lombardi and Schembri
2016). It would be impossible and undesirable,
however, for macroprudential regulators to have
their hands on all parts of the financial system;
therefore, conference participants suggested
two ways European regulators can improve the
system’s ability to absorb shocks and reduce
risks. First, the European Systemic Risk Board
(ESRB) should identify parts of the financial
system, including markets and institutions,
that can act as shock absorbers and others that
will act as stress amplifiers. By engaging in
scenario analysis and identifying these parts
of the financial system, the ESRB can target its
regulatory efforts to improve the EU financial
system’s ability to respond to shocks. Second, the
ESRB and/or the national competent authorities
should publish vulnerability assessments
so that the market can appropriately price
in risk (see, for example, Knight 2015).
→→ Adjusting to changes in systemic risks:
Regulatory reforms since the crisis have
been addressing past challenges fairly well,
but we need to be forward looking. Global
macroeconomic imbalances are a major challenge,
and uncertainty over their potential global
financial stability implications is heightened by
the massive amounts of liquidity injected since
the 2007–2009 international financial crisis.
Responsibility for addressing these challenges
is on national policy makers, in cooperation
with international institutions such as the
IMF. Other risks that may pose a future threat
to the global financial system, and therefore
need to be closely monitored, include low
growth, the low interest rate macroeconomic
environment, cybersecurity threats, and financial
services and financial product innovations.4
4

Refer to the Appendix of Howorth et al. (2016).
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Balancing Growth and
Regulation
Efforts to strengthen capital and liquidity buffers
since the global financial crisis are certainly a
welcome development that will help improve the
system’s ability to absorb shocks and therefore
reduce the probability and severity of systemic
financial crises. But stronger and more complex
regulatory requirements can also increase costs
to financial institutions through higher funding
costs, transaction costs and additional resources
required for regulatory compliance. These costs
will undoubtedly be pushed to end-users,
corporate or retail customers, through higher
interest rates and reduced access to credit, and
will likely disproportionally affect small and
medium-sized enterprises. Strict microprudential
regulation can also distort capital markets by
reducing liquidity, increasing transaction costs
and liquidity premiums, shifting the supply and
demand of assets, and altering trading practices
(Elliot et al. 2016). These distortions could also
pose a systemic risk to the financial system.
Because of the potential costs and negative
consequences of regulatory changes, the impact of
regulatory reforms should be evaluated to ensure
they are targeting the right activities and are
appropriate in size, and to eliminate redundancies
and identify unintended consequences. In addition,
as even well-organized financial regulators
have difficulty keeping pace with innovations,
alternatives to rules-based regulation — such
as market conduct standards and incentives to
induce market discipline — should be used more
fully. Indeed, rather than imposing additional
measures to constrain financial market activity,
policy makers and the financial industry should
search for opportunities to cooperate to improve the
profitability and stability of the financial system.
The structure and operations of the historically
profitable banking system is also rapidly changing.
In addition to changes in regulatory policies,
low economic growth, tarnished reputations
and technological change are all forcing banks
to reconsider their business models in order to
remain profitable. It is against this backdrop
that the conference participants took a step

6

back from analyzing the short-term priorities
regarding regulatory reform to focus on the
impact of regulation on growth and consider
how policy makers can help improve bank
profitability. Considerations of bank restructuring,
alternatives to rules-based regulation that may
be more robust and cover other areas of financial
activity, and reducing uncertainty in the path of
policy reform were key areas of discussion:
→→ Assessing the impact of Basel III: Elaborating
on the work of Elliot et al. (2016), the Basel
Committee should study the consistency and
calibration, as well as potential duplication and
unintended consequences of the Basel III reforms
as they relate to bank profitability; costs to endusers; impact on the real economy; and financial
system stability implications. Ultimately, the aim
of the study should be to identify areas where a
redesign of regulatory policies can improve their
effectiveness, as opposed to seeking to weigh the
costs of financial regulation against the benefits
of a more stable financial system, as this cannot
be empirically evaluated. The European Union
may want to undertake a similar analysis by
considering whether EU regulation is consistent,
necessary and stability-enhancing as it interacts
with Basel III and other FSB initiatives.
→→ Financial conduct standards: Microprudential
regulation typically takes one of two approaches:
high-level principles-based regulation or
low-level rules-based regulation. Insufficient
attention has been paid to filling the regulatory
void in the middle to offer practical standards
for financial market conduct. Microprudential
regulation should be complemented by market
conduct standards because regulation creates
temptations for business model manipulation
and geographic arbitrage, and can undermine
the sense of responsibility for the public interest.
In addition, as regulators struggle to keep pace
with innovations in wholesale financial markets,
additional safeguards should be put in place.
In the European Union, no single regulator is
tasked with conduct supervision. European
policy makers should allocate responsibility for
EU-wide financial market conduct supervision to
one of the three European Banking Authorities:
the European Insurance and Occupational
Pensions Authority (EIOPA) is likely the most
appropriate candidate. As it may be politically
difficult to boost the authority of the EIOPA (see,
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for example, Lombardi and Moschella 2016),
European regulators and nationally competent
authorities will need to work together to establish
robust and consistent conduct supervision
to complement prudential supervision.
→→ Facilitating restructuring and investment in the
banking sector: Banks that have been faster at
adjusting their balance sheets and restructuring
their business models have been quicker to
restore lending growth. To improve profitability,
the European banking sector needs to be
consolidated, EU financial integration should be
accelerated, and banks must reduce costs and
capitalize on investment in financial technologies.
These will require short-term setbacks through
closing branches and reducing employees, but
will improve long-term profitability, efficiency
and stability of the banking sector. In addition
to the recommendations in the section “The EU
Financial System and Its Architecture,” European
policy makers can encourage this transition by
facilitating mergers and acquisitions of smaller,
less viable banks and by creating incentives
for banks to invest in financial technology.
→→ Reducing regulatory uncertainty: Uncertainty
over the path of regulatory reform may be
harming bank profitability and economic growth
more than stricter regulatory requirements.
Indeed, as bankers do not know the end-point
for regulatory reform, this may be constraining
the credit supply and new investment.
European policy makers should seek to be more
transparent in regulatory reform going forward;
ideally, they should aim to release something
akin to the five presidents’ report, but with more
specific reform proposals, targeted to financial
regulatory reform. The plan should be clear and
consistent, with both a short- and long-term
horizon. The plan must also be credible and be
updated with new information on a regular basis.

Conclusion
As the memory of the crisis begins to fade within
the financial sector and the urgency driving
policy makers to take bold actions evaporates, it
is important to reflect on the accomplishments
so far and to identify areas where financial sector
policy reforms are incomplete or where adequate
governance mechanisms are still missing.
European policy makers must be persistent if
they are to successfully close financial system
governance gaps that allowed financial crises
to plague the continent. It is also essential that
cooperation prevail over divisiveness if Europe is
to make further progress on the single financial
market, which is crucial to improving the strength
and resilience of the financial sector and for
facilitating economic growth. In this regard, the
CMU and EDIS are two of the most important
initiatives for improving the European financial
system and they should be completed over the
next few years. With respect to financial system
stability, while global systemically important
banks are much stronger and more resilient than
before the crisis, more effort is needed to ensure
the phenomena that will underline the next
major financial shocks, for example, cybersecurity
and financial technology, can be identified and
responded to. This will require extensive and
ongoing research on improving technical systems
for monitoring financial system stability, as well as
commitment by relevant authorities (for example,
central banks, microprudential supervisors,
conduct supervisors, finance ministries and so
on) to pursue financial system stability. Finally,
as financial regulatory policy aims to balance the
benefits derived from financial system safety and
stability with the costs of financial regulatory
compliance on economic growth, European policy
makers should look for ways to improve the tradeoff, for example, by facilitating the restructuring
of the banking system and reducing uncertainty
in the path of financial sector regulatory reform.
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→ Ukraine has now carried out radical
economic reforms. In a single year,
the government cut its budget deficit
by eight percent of GDP. By letting
the Ukrainian hryvnia depreciate by
two-thirds, the government eliminated
a large current account deficit.

The Revolution of Dignity in February 2014 culminated
in the Ukrainian Parliament deposing President Viktor
Yanukovych with more than two-thirds majority.1
Major popular protests had started on November 21,
2013, after the Ukrainian government declared that
it would not sign an Association Agreement with the
European Union. The real issue, however, was not
this free trade agreement, but increasing repression
and pervasive corruption at the top level. It was also
a question of whether Ukraine should turn to the
West or to Russia. The ultimate cause of the ouster of
Yanukovych was that he had ordered his security forces
to shoot on demonstrators, killing more than 100 people.
Yanukovych and most of his government fled to Russia.

→ The next big tasks are to reform
prosecution and the judiciary to
establish reasonable rule of law
and property rights, to implement
the civil service reform and
carry out a pension reform.
→ The West has engaged intensely with
Ukraine in its reforms since February
2014. While Western advice has been
economically sound, Western financing
has been quite limited. The West should
boost Ukraine through substantial
investment funding to offer the nation
a reasonable chance of success.

At the same time as Yanukovych was dismissed, Russian
special forces started occupying the Crimean peninsula,
where Russia leased a large naval base in Sevastopol.
The Russian troops encountered no resistance as a
new Ukrainian government had barely been formed.
On March 18, 2014, Russia formally annexed Crimea, to

1

The author has followed Ukraine’s economic developments quite closely since 1985,
and discussed this topic in detail in two books (see Åslund 2009; Åslund 2015a). He
served as an economic adviser to President Leonid Kuchma from 1994 to 1997, and
has co-chaired two blue ribbon commissions on an economic program for the next
president in 2004-2005 and 2009-2010. This policy brief is based on the author’s
CIGI Global Policy Forum talk in Ottawa, Ontario, on September 22, 2016.
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• The Group of Twenty (G20) has expanded the global financial safety net, but
failed to align access criteria and sovereign debt restructuring requirements
across its various players and layers — for example, the International
Monetary Fund (IMF); regional financing arrangements (RFAs), such as
the European Stability Mechanism (ESM) in Europe, and the Chaing Mai
Initiative Multilateralization (CMIM) in Asia; the BRICS (Brazil, Russia,
India, China and South Africa) Contingent Reserve Arrangement (CRA);
and more than 40 bilateral swap lines.

Beatrice Weder di Mauro

• The IMF has gradually hardened access criteria and debt restructuring
requirements for exceptional access lending, while the other arrangements
mostly do not have clear frameworks or remain untested. This may set up an
inherent conflict between international crisis lenders, with the IMF playing
tough and regional lenders ending up offering (too much) concessional
financing.

A GLOBAL SOVEREIGN
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Key Points

• International crisis lending is now fragmented and lacks a consistent
and credible regime for sovereign debt restructuring. This may result in
weakened incentives for sound policies, overborrowing at the front end, and
procrastination and restructuring “too little, too late” at the back end.

• The inconsistencies can be eliminated by either fully aligning the various
decentralized parts with the centre (the IMF), thus reunifying the global
safety net, or by implementing decentralized policies across all players with
binding access policies and restructuring criteria that are at least as strict as
those of the IMF.

• In the case of the euro zone, there is the additional option to “do it yourself ” as
a step toward completing the monetary union: this would involve dismantling
the “Troika,” implementing hard restructuring requirements for ESM access
while simultaneously clearing the debt overhang. The German G20 presidency
is uniquely positioned to address all of these issues.

Introduction: A Missing Building Block in the International
Financial Architecture
Eight years ago, the G20 set out to overhaul the international financial
architecture. Today, the amount of crisis lending available for sovereigns (the
global financial safety net) has been greatly expanded, increasing about sixfold
between 2007 and 2014. By far the largest part of growth has been in RFAs,
bilateral swap arrangements and self-insurance in the form of international
reserves (see Figure 1). As a result, the global safety net is now highly fragmented.
Multiple players and layers imply that access is uneven across countries and
regions, predictability and costs of different arrangements vary significantly and,
most importantly, consistent incentives for ensuring sound policies are not in
place (IMF 2016a).
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