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Regulatory Landscape  

Impact on Financial Markets  

 
 

Introduction 
 
There is no doubt that the financial sector has been hit by a tsunami of regulation. In the five 
years immediately following the global financial crisis, G20 regulators increased their 
document output by 500%

1
 - one result of the rising volume and complexity of financial 

regulation. 
 
Today, the market is still feeling the effects of those regulatory reactions to the crisis, but is 
also starting to see the emergence of more measured, long-term efforts to create a safe and 
stable financial system. But are regulators’ efforts always pointed in the right direction?  
 
At a recent event co-hosted by S&P Global Market Intelligence and the NYU Stern School of 
Business, we brought together four leading minds in the industry to discuss the current and 
future state of financial regulation. This whitepaper summarizes the key insights from our 
expert panelists – touching on everything from Basel IV to loan losses and the need for 
greater global co-ordination among regulators.  

 

 

 

The Experts: 
 

Mark Carey, Ph.D., Associate Director in the Division of International Finance at the Federal 

Reserve Board of Governors. 

Audrey Costabile Blater, Director of Research at International Swaps and Derivatives 

Association (ISDA). 

Mark Flannery, Chief Economist and Director of Economic and Risk Analysis at the U.S. 

Securities and Exchange Commission. 

Knut Kjaer, Chairman and co-founding partner of Trient Asset Management and Chairman 

and partner at FSN Capital.

                                                                 
1
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Basel IV: Ironing out the creases  
 

Even before Basel III has been fully implemented, the market is already discussing the 

advent of new capital adequacy rules, informally being referred to as Basel IV. While there 

are many regulatory issues that the Basel Committee still has to consult on, among the most 

hotly debated by the industry are the Fundamental Review of the Trading Book (FRTB) final 

rules and proposed changes to the use of internal models for calculating credit risk. 

In January 2016, the Basel Committee for Banking Supervision (BCBS) published the final 

FRTB rules. Change was necessary, says Mark Carey, because the original measures put in 

place post-crisis under Basel 2.5 were only ever a stopgap. Weaknesses in the rules were 

recognized from the start and a review process soon began.  

Changes under the final FRTB rules include a revised boundary between the banking 

book/trading book, in order to reduce the opportunity for arbitrage, and the adoption of a 

more consistent approach to modelling tail risks. According to the Basel Committee, these 

latest changes to the FRTB rules will result in an estimated 40% weighted average increase 

in total market risk capital requirements
2
. 

Another key aspect of Basel IV’s the revised framework for credit risk in the banking book
3
 

which aims to deliver consistency of capital requirements across banks.  In brief, proposals 

issued in December 2015 and March 2016 by the BCBS discourage, and in some cases 

prohibit, banks from using an internal ratings-based (IRB) model for calculating risk weighted 

assets (RWA) related to credit risk. Banks will instead have to use a standardized approach 

prescribed by global regulators – which industry participants argue is not sufficiently 

sensitive to risk. This is similar to what is laid out under Basel II, and as such, has been 

described by many in the industry as a ‘step back’. 

Inevitably, these changes will result in more work for banks, and in many instances, higher 

capital requirements. But Carey believes that the latest proposals, including amendments to 

the leverage ratio requirement, shouldn’t come as a big surprise. It is time for banks to 

recognize that regulatory requirements are shifting. 

Furthermore, US banks have little to fear from the leverage ratio requirement, says Carey, 

since the US has had a similar regime in place since 1991. What’s more, stress tests are 

actually more widely considered to be the binding capital requirement for US banks. 

In Mark Flannery’s view, the market is currently placing too much focus on the first pillar of 

Basel (minimum capital requirements). In doing so, there is a danger that correlated risk 

management techniques will be imposed on the banks. In addition, the focus on capital 

requirements detracts from an area that Flannery thinks deserves greater attention, namely 

the supervisory review process (pillar 2). 

                                                                 
2
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Retrieved from http://www.ey.com/Publication/vwLUAssets/EY-the-likely-path-for-basel-capital-requirements-piecemeal-
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Generally speaking, there is no reliable mechanism or standard in place whereby 

supervisors restore or maintain forward-looking risk-absorbing capital, he says. Without that, 

the question of what constitutes an adequate level of capital is almost immaterial. 

 

 

Regulatory authority: where does the buck stop?  
 
Another key topic of debate in the industry, in particular in the US, is the role of the various 
regulatory, supervisory and oversight bodies in setting rules for banks and other financial 
institutions. America’s regulatory landscape is decentralized and fragmented. A multitude of 
organizations exist, often with overlapping regulatory remits, and yet they frequently have 
different objectives.  
 
From the FRB to the SEC, many commentators feel as though there are ‘too many cooks’ 
involved in US bank regulation. One area where this web of organizations is becoming a 
sore point is loan losses, with many industry participants questioning why the FASB 
(Financial Accounting Standards Board) now plays a critical role in the framework for 
expected credit loss. 
 
What the market is objecting to is the final current expected credit loss (CECL) standard, 
which was released on 16

th
 June 2016, and its wide-reaching impact on financial institutions. 

The current impairment model is based on incurred losses. In contrast, the new CECL 
model, which is being described as the most significant change to accounting in the last 
decade, is a forward-looking estimate of what the total losses will be in the portfolio.  
 
The reason for this sea change, says Carey, is that, over the last 20 years, fair value 
accounting models have “crept in.” These are preferred by the accounting bodies, but due to 
illiquid instruments and the desire to be more forward-looking on loan losses new models 
are required.  
 
The concern among market participants is the potential impact of CECL on capital ratios. 
While there is currently no clear response from the FASB on that point, Flannery believes 
that if a pinch on capital ratios does result, the prudential banking agencies may be able to 
step in and change the treatment for loan losses.  
 
Aside from the FASB’s specific involvement in loan losses, Knut Kjaer believes that the 
industry has much more to do in order to model risk in an appropriate way. This is not just a 
job for the regulators and oversight bodies, however: he believes that financial institutions 
themselves must take greater responsibility for building a risk management culture and 
developing appropriate models.  
 
At present, though, he concedes that financial institutions do not have the right culture built-
in, and an inevitable result of that is highly prescriptive regulation – and a complex web of 
regulatory protagonists. 

 
 
 

 

From regulatory patchwork to network  
 

The tsunami of post-crisis regulation has also highlighted gaps in the global regulatory 
response, with many overlapping regimes on both sides of the Atlantic – Dodd-Frank and 
MiFID II being a case in point. A lack of co-ordination among global regulators is placing a 
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perceived burden on financial institutions, leading to regulatory fatigue and ultimately 
impacting profitability (financial institutions’ annual spend on regulatory compliance is now 
estimated to be in excess of $70 billion

4
). 

 
While regulators themselves admit that some of the overlapping regulations were ‘knee-jerk 
reactions’ to the financial crisis, in other areas it seems as though there has simply been a 
lack of alignment between global regulators, says Audrey Costabile Blater. Going forward, it 
will be critical for global bodies to look at regulations as a network and study their interplay, 
she says, in order to minimize duplication and reduce the burden of unintended 
consequences.   
 
This kind of co-ordination, Costabile Blater believes, could also help to lessen market 
dislocation resulting from regulatory initiatives – which is not uncommon. Since the October 
2013 Swap Execution Facility (SEF) rules came into force, for instance, there has been a 
fracturing of global swap markets and some liquidity pools have become split along US and 
non-US lines.  
 
Kjaer, who has significant experience in the Asian financial markets, also believes that 
global co-ordination between regulators is sorely needed. He sees China looking to embrace 
a more international way of doing business, yet the authorities there still have very localized 
ideas when it comes to regulating banks. He also believes that the cost of fractured global 
post-crisis regulation has been excessive, not just for banks, but for non-bank financial 
institutions too. A coordinated regulatory regime, must be the way forward, he says. 
 

 

 

Ones to watch  

In addition to regulations impacting the market right now, there are many initiatives still in the 
pipeline that financial institutions would do well to keep on their radar. 
 
One area where work has been ongoing for some time is executive compensation. Since the 
crisis there has been growing pressure from a wide range of stakeholders for banks to 
overhaul their compensation structures. Indeed, curbing Wall Street pay was one of the 
many proposals included in Dodd-Frank. 
 
In April 2016, rules around bonuses were finally proposed by the US regulators, outlining a 
seven year claw back window for the largest banks in the case of any executive wrongdoing. 
Bonus payments should also be spread over a four year period, according to the proposed 
rules, rather than given in a lump sum. 
 
Although these proposals do go some way to addressing the issues around executive 
compensation, there has also been much criticism of them, with many believing there is still 
too much ‘wiggle room’. Furthermore, for many, the rules do not address the root of the 
problem, which in Carey’s view is the lack of communication between banks’ risk and human 
capital functions around compensation. 
 
As he explains, in the financial services industry, it is not uncommon to receive revenue 
today for risk in the future. As such, there is a real possibility for fraud within organizations, 
as well as their counterparties. And while a great deal of work has already been carried 
out to encourage US financial institutions to incorporate risk into their compensation 
policies, there is still a long way to go, he says. 

 

                                                                 
4
 A report on global RegTech: A $100-billion opportunity – Market overview, analysis of incumbents and startups, (2016, April 

18). Retrieved from https://letstalkpayments.com/a-report-on-global-regtech-a-100-billion-opportunity-market-overview-
analysis-of-incumbents-and-startups/ 
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Shadow banking  

Another area where many see the need for further debate is the regulation of shadow 
banking, with some questioning whether regulators are dedicating sufficient resources to 
preventing the next crisis rather than the last crisis. 
 
The challenge with shadow banking, or market-based finance, as Flannery calls it, is the 
fragmented nature of the regulatory system – as well as of the market itself. As such, it is 
going to be extremely tough to regulate well. The subject matter is, however, receiving a lot 
of attention from the Financial Stability Oversight Council (FSOC) and the Financial Stability 
Board (FSB) at the moment, Flannery says. 
 
Costabile Blater also points out that shadow banking entities are now being caught under 
the scope of certain regulations, such as derivatives reform. Yes, they might have more 
exemptions, but there is a general move towards a more inclusive regulatory framework that 
recognizes that risk exists outside of banks too. 
 

 

 

Market bubbles 

Finally, regulators are not the only ones in the industry’s firing line. Central banks too are 
coming under scrutiny over their monetary policy choices – with continually low and even 
sub-zero interest rates prompting a search for yields and adding to speculation of 
forthcoming bubbles in areas such as commercial real estate and infrastructure. 
 
On the back of this, discussion around ownership of illiquid assets and the size of liquidity 
buffers is rearing its head again. The SEC is currently reviewing what constitutes an 
‘adequate’ liquidity buffer, says Flannery. The market should expect more noise around this 
in the months and years to come.
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