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Driven by the will to achieve market stability -financial regulation’s main 

objective- States and/or regulators have taken since the 2007-? financial 

crisis several post-crisis regulatory measures to both prevent and cope with 

financial crisis. Indeed, some efforts have already been put into the re-

regulation of our previously de-regulated system, whether through the 

enactment of new regulatory rules (e.g. on bank capital requirements[1], 

credit rating agencies[2], hedge funds[3]) or through the implementation of 

new supervisory frameworks (in Europe[4], France[5], United States[6]). 

 

Yet, while there is a consensus on the urge to enhance the financial system’s 

regulation[7] in order to reach market stability[8], the act of regulating 

markets may sometimes not only have an economic cost[9], but may also 

comprise certain downsides, due to the complexity of the economy and the 

latter’s financialization[10]. 

 

A recent decision taken by the credit rating agency Moody’s to take rating 

actions on 12 German banks depicts what one might call the “irony of 

regulation”, i.e. how sometimes regulations may end up having implications 

that differ from their original –regulatory- purpose. 

 

On 1 January 2011 came into force in Germany a new bank resolution 

regime, which changed German banks’ support environment. The new 

regime allows the regulator to only support the systematically implicated part 

of the bank, while imposing losses on all its other debts through a partial 

liquidation of the bank. But credit rating agencies’ methodology for bank 

rating takes into account “the support uplift” available to public-sector banks 

(i.e. the chances that banks will be rescued in case of failure); consequently, 

Moody’s immediately acknowledged such regulatory change: “the steps being 
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taken by authorities to reduce the likelihood, predictability and extent of 

future support has prompted today’s rating actions” [11]. 

 

More specifically, Moody’s published that “the change in Germany’s legal 

environment is more than just a symbolic step towards enhancing financial 

discipline”. Indeed, Moody’s took the view that it did “not rule out that 

bondholders, including senior creditors, may have to shoulder some of the 

cost of future bank bail-outs”, especially as regards the European-wide 

policies put in place to “have bondholders share the burden of future bank 

support, in the interest of taxpayers”[12]. Inter alia, Moody’s also seemed to 

believe that, under the new regime, even more uncertainty could arise for 

bondholders as the European Commission, the approval of which is 

mandatory for all public support awarded to a bank (i.e. state aid), could 

deny approval for support in future cases of distress[13]. 

 

Simply put, it was the new German bank resolution regime that drove 

Moody’s to “reduce Support Assumptions for German Landesbanken”, and 

therefore take rating actions on 12 German Landesbanken (public-sector 

banks). 

 

Yet, this is not the first time credit rating agencies, which do no more than 

express an opinion on financial institutions’ solvency based on the latter’s 

economic and environment indicators, happen to take rating actions due to 

regulatory changes. 

 

A similar example can be found in Moody’s decision of 21 September 2011 

to downgrade the American bank Citigroup, firstly in response to the State’s 

post-crisis intent to suppress moral hazard, and secondly to the new 

resolution regime implemented by the Dodd-Frank Act. Indeed, although 

Moody’s continues to see the probability of support for highly 

interconnected, systemically important institutions in the United States to be 

very high (which had led it in the past to incorporate the expectations of such 
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support in its positive ratings), it nonetheless believes that, from now on, in 

the current post-crisis environment, the government might allow a large 

financial institution to fail, believing that contagion could be limited. 

 

More importantly, Moody’s decision to downgrade Citigroup reflects the 

consequence of the enactment of the Dodd-Frank Act. Indeed, the rules 

recently finalized by the Federal Deposit Insurance Corporation (FDIC) led 

Moody’s to believe that “the orderly liquidation authority included in Dodd-

Frank demonstrates a clear intent to impose losses on bondholders in the 

event that a systemically-important banking group (such as Citigroup) was 

nearing failure. If fully implemented, the provisions in Dodd-Frank could 

further lower systemic risk by reducing interconnectedness among large 

institutions and could further strengthen regulators’ abilities to resolve such 

firms”[14]. Moody’s therefore resorted in this case to the same reasoning it 

applied to the German banks’ issue. 

 

A last example drawn from the new Basel prudential requirements depicts 

how credit rating agencies take into account banks’ regulatory environment 

in their ratings. Indeed, while Moody’s downgraded in April 2011 the Italian 

bank Intesa Sanpaolo, it also underlined how the bank’s further compliance 

to new regulations may change such rating (i.e. how the agency would take 

into account the impact of regulatory measures on the institution). 

 

Indeed, after Intesa announced a capital increase bringing the Core Tier 1 

capital ratio to 9.4%, compared to 7.9% in 2010, Moody’s said that it viewed 

“positively this capital increase, bringing capital adequacy to a level that 

provides a significantly higher buffer to absorb potential losses, and 

positions the bank more favourably for the introduction of Basel III”[15]. 

 

Furthermore, in response to the bank’s announcement and the bank’s 

business plan (which projects the Tier 1 ratio remaining at around 10% in 
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coming years), Moody’s made clear that Intesa’s rating would greatly depend 

on its compliance to Basel III standards: Intesa would be upgraded in the 

event that the bank maintained, inter alia, a core Tier1 ratio higher than the 

10% targeted, but would be downgraded further in case of failure to 

complete the capital increase or maintain the targeted core Tier 1 capital 

ratio of 10%. 

 

Such practical examples show that while the financial crisis had already shed 

the light on the complexity of the financial system, following regulatory 

decisions’ implications also demonstrated how such interconnectedness 

between all actors on the market, whether public (regulators) or private 

(financial institutions), are indubitably linked. 

 

Consequently, the decision of one actor, such as the implementation of a 

new bank resolution regime in the view of suppressing moral hazard to 

prevent market failure and preserve market stability, can subsequently lead 

to the weakening of such institutions and the indirect volatility of the market 

due to its automatic downgraded rating. Regulation can therefore take an 

ironic turn when regulatory decisions, which aim at ensuring that financial 

institutions will not, once more, endanger the financial system, actually end 

up contributing to its instability. 

 

Moving further from credit rating agencies, other examples of regulation’s 

irony have been underscored by the economic literature, and have proven the 

difficulty of re-regulating without leading institutions towards new risk of 

market failure nor bringing additional market distortions. 

 

For example, one can underscore the irony lying under our current prudential 

standards, as they drove banks towards buying sovereign bonds (deemed 

less risky according to such standards) rather than corporate bonds (deemed 

more risky by regulators), consequently increasing the risk of a sovereign 



debt crisis’ occurrence[16] ; or the irony of the impact that new capital 

requirements are currently having on credit cost[17] (although such costs do 

not outweigh the costs of financial crisis[18]) ; or the mere risk of having re-

regulated entities driven towards unregulated vehicles [19] (i.e. towards the 

so-called “shadow banking”, which should therefore also be concurrently 

regulated in order not to make new regulations void[20]). 

 

Therefore, although the issue of regulations’ “side-effects” was already well-

known to economists, it nonetheless needs to be treated with specific 

caution in cases such as when our financial regulatory framework lets three 

types of risk in[21]: regulatory arbitrage, moral hazard and de/self regulation 

(elaboration of standards delegated to the private sector). 

 

Indeed, and back to credit rating agencies, the most striking example of 

regulatory irony probably lies in the fact that it was our own laws and 

regulations that first tied financial institutions to the harshly criticized credit 

rating agencies, by giving them, through Basel II standards, a role in the 

standardized approach to credit risk[22]. 

 

By linking regulatory riskweights to credit ratings, regulators granted to 

rating agencies a systematically important market role that they had not 

searched for, and, most importantly, by doing so, introduced a greater 

procyclicality of capital requirements (one of many negative externalities 

contributing to market failure)… When it comes to financial regulation, the 

road to hell really is paved with good intentions… 
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