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The credit crunch is a failure of regulation
A commentary by Mario Ohoven

Well intended, but badly implemented – Basel II was supposed to protect banks from too  
much risk. However the exact opposite is happening. Right now the situation we are faced  
with is that the banking world can only be rescued by state intervention and small and 
medium-sized businesses are threatened by a massive credit  crunch. Basel  II  policies  
share some of the blame.

A reasonable idea

The basic idea behind Basel II was reasonable: if banks are required to have more of their 
own capital on hand for risky credits, the banks would choose less risky strategies as a 
whole. Customers with bad creditworthiness are faced with the choice of accepting higher 
interest  rates  or  foregoing  the  financing  for  risky  investments.  Pricing  for  credit  more 
strongly based on risk should reduce the vulnerability of banks overall. The details of how 
the banks can calculate and assess the risk through external agencies or with internal 
models is written down on several hundred pages of paper written in Basel, Brussels and 
by the national governments (examples for Germany include the KWG, a bank services 
act,  MaRisk,  which  specifies  the  minimum  requirements  for  risk  management,  and 
regulations on solvency).  How are these instruments making an impact now under the 
influence of the greatest banking disaster since 1930?

Only one side of the coin

The basic problem of Basel II is not the stronger focus on the structure of risk, but 
instead  the  varying  and  sometimes  indiscriminate  handling  of  various  investment 
opportunities. Banks are required to have on hand a percentage of the total  credit 
amount  and  investments  volume  in  the  form  of  their  own  equity  capital.  This 
percentage is eight percent multiplied by the appropriate risk weight. The risk weight 
for the majority of bonds issued by OECD member countries amounts to zero percent. 
Other securities that the rating agencies kindly certify with very good ratings can be 
assessed with only 20 percent risk. Credits to small and medium-sized businesses, on 
the other hand, carry a risk weight of 75 to 100 percent. This thus explains the clear 
reluctance for credits being issued to small  and medium-sized businesses and the 
banks’ preference for other types of investments.
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Gaming the weighting of risk

The risk weights deviate from the mentioned values depending upon the calculation 
methods or consideration of securities. If borrowers are behind in payments the risk 
weighting  can  rise  above  100 percent.  But  the  ostensible  objectivity  of  employing 
rating  agencies  like  S&P,  Moody  and  Fitch  or  the  comprehensive  description  of 
internal bank rating models is misleading and has eliminated the bankers’ fear of risk. 
In addition came the prospect of being rescued by the state if necessary, as the ‘too 
big to fail’ doctrine has been making the rounds since the 1990s. It was a safe bet, as 
became apparent when the meltdown of the IKB (German Industrial Bank) in August 
2007 started the rescue-ball rolling.

As a result, German banks seized at this chance and invested heavily in securities. 
Banks only had to have a fractional  amount of  their  own capital  on hand for  their 
investments in securitized US-American mortgages as compared to what was required 
for credits to small and medium-sized businesses. At the same time it was possible for 
them to delegate their responsibility in that the grades of the rating agencies became 
more important than the common sense of bank management boards.

Responsible politicians should have become suspicious at the absolute latest when 
Josef Ackermann of the Deutsche Bank announced his target  rate of  return of  25 
percent. Because it was the Basel II rules themselves that made such exorbitant rates 
of return for banks possible. But Frankfurt and Berlin prefer to remain silent about the 
politicians’ share in these rules of arbitrage and the following banking disaster.

The distortion becomes conspicuous when you compare the risk-weighted equity ratio 
with the on-balance sheet equity ratio. Investments and credits in the risk-weighted 
assets  are  multiplied  by  the  percentages  mentioned  above.  The  accounted  equity 
ratios are usually quite comfortable and are above the benchmark of 8 percent.  In 
contrast, if you calculate the equity ratio classically from the undistorted balance sheet 
totals compared to the equity ratio you end up with frighteningly low values. These are 
values with which an entrepreneur would never have the courage to approach a bank.

Corset for business owners

As if the distortions and the high indebtedness rates in the bank balance sheets were 
not awful enough, the Basel II standards put an additional corset on businesses. The 
relationship between businesses and banks is governed by a bureaucratic nightmare 
since  the  regulating  authorities  implemented  the  provisions  of  Basel  II.  Even  for 
current  credit  involvements,  companies  are  regularly  forced  to  submit  tons  of 
paperwork and forms to their banks, allowing themselves to be screened from head to 
toe. While this form of bank communication may help the company itself in the timely 
disclosure  and  in  taking  countermeasures  against  weaknesses  in  the  company’s 
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management,  for  example,  for  small  and  medium-sized  businesses  the  effort 
necessary is completely out of proportion to its benefit.

In the previous system there was a point of contact at the banks: the branch manager 
was in charge of business account management and made decisions about granting 
credit.  He  knew  the  local  businesses  and  during  one-on-one  appointments  could 
correct  this  or  that  problematic  development.  Today  an  anonymous  back  office 
department  makes  the  decisions  about  credit  applications.  The  business  account 
manager may be relieved of his responsibility, but the lines of communication are no 
longer transparent or understandable. For smaller companies and their house banks it 
would be a sensible option to think about the re-introduction of the system with local 
personal  decision competencies.  Big losses at  the banks are not caused by small 
loans – but instead by bad investments on a much grander scale.

Apropos, to put this in context, Basel II calls for a risk weight of 75 percent for what are 
known as retail portfolios. A lower risk weight for a great number of smaller credits is 
completely correct and plausible – and at the same time is still too high compared to 
the chances that trading in commercial papers and securitizations offers.

Fire accelerant Basel II

The  banks  can  thank  their  very  profitable  years  on  the  interplay  of  the  politically 
intended Basel II regulation guidelines and willing rating agencies – and that today the 
taxpayers  are shouldering this  unprecedented bailout.  The guarantee of  inter-bank 
trading and the various measures of  the “Financial  Markets Stabilization Act”  were 
supposed to especially preserve the supply of credit to companies.

A survey in June of the German Association for Small and Medium-sized Businesses 
(BVMW), just like the most recent inquiries by the research agency ifo, showed that 
the credit situation for small and medium-sized businesses is becoming increasingly 
difficult. And Basel II is again an originator of these calamities.

On the one hand, Basel II lacks a corrective for the influence of the economic cycle. In 
phases of prosperity the ratings for small  and medium-sized businesses are better 
than they are during a downturn. Credit issuance is thus correspondingly pro-cyclical: 
in boom years credits are reasonably priced and expensive during a recession. Basel 
II is acting like a fire accelerant when a small company, in itself solid and innovative, 
requires credits for operations or equipment and is then forced to pay penalty interest 
due to the fact that orders were cancelled at the beginning of the year. That is why we 
are advocating the short-term suspension of this portion of the regulations.

On the other hand, the rule that requires putting aside a larger portion of equity capital 
for credits to small and medium-sized businesses as compared to the requirements for 
other investments is still in effect. With this sort of regulation it is hardly surprising that 
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banks are disinclined to comply with their actual economic responsibility, issuing credit 
with the liquidity supplied by the central bank.

Equity capital: Two sides of a coin

This asymmetric treatment of investment forms is the fundamental, political cause of 
the  market  distortions  –  and of  enormous benefit  to  the  financial  market  tsunami, 
which, incidentally, the BVMW had been warning about since the beginning of 2008

Amazingly enough this market distortion continues to this day. But instead of creating 
equal  chances for  small  and medium-sized businesses on  the  credit  market,  they 
would  rather  put  together  bailout  packages  with  cooperation  of  the  German 
government-owned  KfW  Development  Bank.  Federal  Finance  Minister  Peer 
Steinbrück’s attempt in July 2009 to achieve the appropriate changes on behalf  of 
small  and  medium-sized  businesses  in  Brussels  should  have  earned  cross-party 
support. However he failed to gain the support of the other finance ministers of the 
German federal states at home and this sensible advance was lost in the din of the 
beginning election campaign.

Instead the one market distortion is being fought with a second market intervention. 
The KfW credits may provide for some relief with financing conditions for a few small 
and medium-sized businesses whose main banks are playing along. Nevertheless, all 
the  concepts  being  discussed  to  solve  these  problems  that  do  not  address  this 
asymmetric approach, will  come up short. All too often only one side of the coin is 
being considered.

So, for example, the Larosière Report1 suggests that the banks must hold on to more 
of their own equity capital in order to avoid future crises. This is right as a corrective 
during  economic  good  times and appropriate  for  securitized  products.  In  contrast, 
raising the escrow quotas for  equity  capital  for  credits  to  small  and medium-sized 
businesses is as unnecessary as it is pointless, as it will only make the credit crunch 
even worse.

Securitization can provide a short-term solution

Another currently discussed proposal calls for reanimating the securitization market for 
small  and medium-sized business loans. Current business loans would be bundled 
into commercial papers, given a rating and sold on. As an alternative, only the credit 
risk  would  be passed along.  Both  would  actually  disencumber  the banks,  as they 
would be required to have less equity capital on hand. This idea might help over the 
short-term, especially if the KfW assumes a portion of the governmental guarantee, as 

1 Report of the high-level group on financial supervision in the EU, chaired by Jacques Larosière 
(2009), http://ec.europa.eu/internal_market/finances/docs/de_larosiere_report_de.pdf, 
downloaded 05 August 2009
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the bankers have become accustomed to in the meantime. But this is an idea from the 
world of Basel II. This would even bring new uncertainties for companies when they 
suddenly have a change of contact person due to the complete sale of their loan.

A Basel III is necessary

Reanimation of the securitization market is not a clean regulatory solution as long as 
the fundamental market distortion remains. The argument of risk diversification also 
does not hold water, because for many of the credits provided to small and medium-
sized companies there is already enough distribution of risk guaranteed – even without 
securitization. Instead of re-opening the playing field for Basel II arbitrage products it 
would make more sense to get to the root of the problem and to strive for a solution 
systemically sustainable and acceptable for small and medium-sized businesses.

This is why we are advocating the posthaste suspension of Basel II to be replaced by 
a Basel  III  regime;  the most  important  criteria  to this end would be to  restore the 
competitiveness between the various investment forms. The risk weighting for small 
and medium-sized businesses would be lower than today’s rates and for securities it 
would be higher. The screams of the rating agencies, banks and finance ministers 
looking for credit would surely be loud with such a regime change. The results would 
make the 25-percent target rate of return of Germany’s largest bank just as passé as 
the trouble-free refinancing of the exploding piles of debt of the national budget.

This point is also the reason why it will be difficult to implement such a Basel III regime 
as described above: the state is dependent upon the banks buying up state securities 
to finance their budget deficits. It is a circular flow of money between the central bank, 
banks and government coffers. The allocation of KfW credit thereby serves to pacify 
small and medium-sized businesses. However, this is not how a sustainable or even 
efficient economic system functions. As a result, the Basel II regulations, which are 
based on a reasonable idea but lead to fatal  consequences, must  not be used to 
preserve the status quo. This package must include transparency about the internal 
ratings processes toward borrowers, as well  as an upper limit to the encumbrance 
allowed banks.

One  point  of  critique  against  Basel  I  was  that  the  more  uniform treatment  led  to 
increased avoidance of risk by the banks: more chances at the same costs. The idea 
to  better  take  risk  into  account  through external  or  bank-internal  ratings  was  thus 
logical. However this idea changed the reality out of which it was born. Banks changed 
their business models. To this day their motto continues to exploit regulatory arbitrage. 
In order to stave off the credit crunch and to secure credit supply in the future for the 
real  economy,  the reasonable and sensible elements from both worlds need to be 
bound together: Basel I + II = Basel III.

Originally published in German in: ifo Schnelldienst 15/2009, vol. 62., August 14, 2009, p. 13-15
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banks are disinclined to comply with their actual economic responsibility, issuing credit 
with the liquidity supplied by the central bank.

Equity capital: Two sides of a coin

This asymmetric treatment of investment forms is the fundamental, political cause of 
the  market  distortions  –  and of  enormous benefit  to  the  financial  market  tsunami, 
which, incidentally, the BVMW had been warning about since the beginning of 2008

Amazingly enough this market distortion continues to this day. But instead of creating 
equal  chances for  small  and medium-sized businesses on  the  credit  market,  they 
would  rather  put  together  bailout  packages  with  cooperation  of  the  German 
government-owned  KfW  Development  Bank.  Federal  Finance  Minister  Peer 
Steinbrück’s attempt in July 2009 to achieve the appropriate changes on behalf  of 
small  and  medium-sized  businesses  in  Brussels  should  have  earned  cross-party 
support. However he failed to gain the support of the other finance ministers of the 
German federal states at home and this sensible advance was lost in the din of the 
beginning election campaign.

Instead the one market distortion is being fought with a second market intervention. 
The KfW credits may provide for some relief with financing conditions for a few small 
and medium-sized businesses whose main banks are playing along. Nevertheless, all 
the  concepts  being  discussed  to  solve  these  problems  that  do  not  address  this 
asymmetric approach, will  come up short. All too often only one side of the coin is 
being considered.
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Another currently discussed proposal calls for reanimating the securitization market for 
small  and medium-sized business loans. Current business loans would be bundled 
into commercial papers, given a rating and sold on. As an alternative, only the credit 
risk  would  be passed along.  Both  would  actually  disencumber  the banks,  as they 
would be required to have less equity capital on hand. This idea might help over the 
short-term, especially if the KfW assumes a portion of the governmental guarantee, as 

1 Report of the high-level group on financial supervision in the EU, chaired by Jacques Larosière 
(2009), http://ec.europa.eu/internal_market/finances/docs/de_larosiere_report_de.pdf, 
downloaded 05 August 2009
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the bankers have become accustomed to in the meantime. But this is an idea from the 
world of Basel II. This would even bring new uncertainties for companies when they 
suddenly have a change of contact person due to the complete sale of their loan.
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This is why we are advocating the posthaste suspension of Basel II to be replaced by 
a Basel  III  regime;  the most  important  criteria  to this end would be to  restore the 
competitiveness between the various investment forms. The risk weighting for small 
and medium-sized businesses would be lower than today’s rates and for securities it 
would be higher. The screams of the rating agencies, banks and finance ministers 
looking for credit would surely be loud with such a regime change. The results would 
make the 25-percent target rate of return of Germany’s largest bank just as passé as 
the trouble-free refinancing of the exploding piles of debt of the national budget.
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