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Abstract 

In this paper we are trying to underpin the main purposes that financial 

regulation should aim for in order to contribute at avoiding, as much as possible, the 

starting of crises, meaning to ensure the early warning signs of the crises, to avoid the 

creation of nominal bubbles, to create nominal buffers, to avoid (reduce) moral 

hazard, to manage the failure of nominal market..   
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1. Introduction  

 In understanding, accepting and adopting the mitigation mechanisms 

for the social-economic crises, a determining factor is the financial regulation 

process. On a logical basis, the correlations between the crisis and the 

regulation will support the actions taken for maintaining stability and, why 

not, sustainability on long term of the contemporary financial system. Starting 

from standard New Keynesian theory we underlying, from our perspective, the 

main attributes for today’s financial regulation, at banking sector level.  

 

2. Sections 
 

 Atribute 1 – Ensuring early warning signs for the crises 

                                                      
1 Teaching assistant, Faculty of Economic Science, e-mail renate.bratu@ulbsibiu.ro 

 

mailto:renate.bratu@ulbsibiu.ro


Revista Economică 66:5 (2014) 
 

32 
 

In financial regulations practice, especially the banking one, the 

specific authorities – central banks and/or authorities for prudential supervison 

– use certain instruments and techniques of risk evaluation for crises. The 

evaluation is based upon analyses of the real economy, also of the financial 

environment. On the basis of these analyses, relevant empirical data are 

gathered, used within econometric models with the role of warning about the 

start of the crises. Such models take the form of tests – Early Warning 

Systems or of other models. 

As our scientific quest has aimed – to support the idea of a non-cyclic 

crisis, we consider that any mathematical method used in predicting crises by 

the authorities for regulation is not relevant within an evolutionary inherent 

system, with a complex character and in which act entities with unpredictable 

behaviours, the economic subjects. 

Although in the scenario of an international financial regulation, 

reformed on principles of coordination, collaboration, continously adapted to 

the changing environment, its purpose to ensure the early warning signs of 

crises can be accomplished only by abiding to the principles mentioned above. 

If the regulation framework will become flexible and permanently 

realistic concerning the existing financial situation, this will have the potential 

of avoiding the accumulation of causes that can start the event called crisis. 
 

Atribute 2 – Avoiding the formation of nominal bubbles 

Often, financial crises follow what it seems to be a bubble in the asset 

prices. Speculative bubbles have, usually, three phases of development (Alle, 

Gale, 2000): 1. initial phase and development of the financial liberalization or 

through the conscious decision of the central bank to stimulate the increase in 

creditation or other similar events; the expansion of credit resulted is 

accompanied by the increase in asset prices for a period, possibly a few years 

in which the speculative bubble develops; 2. the phase in which the 

speculative bubble „explodes” and the asset prices in question „crash”, often, 

in a short period of time, a few days or months, still, sometimes, for a longer 

period of time; 3. the 3rd phase is characterized by payments stop from many 

firms that have made loans in order to purchase assets at inflated prices, after 

this wave of unpayments, bankruptcies follow, then the crisis (banking, 

foreign-currency, financial, etc.). And, then, difficulties associated to banking 

or foreign-currency crises generate problems in the real sector of economy that 

could last for a few years (what we have remarked about recessions). 
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Always, the bubbles1 will occur when there is a major uncertainty 

regarding the real asset depreciation or the expansion of credit. In creating 

these policies, governments and central banks should take into consideration 

the possible effects of their actions on the asset prices in order to avoid the 

creation of such speculative bubbles. It is not important only the simple level 

of the credit, but, also, the uncertainty concerning its future level (Alle, Gale, 

2000). 

In our opinion, avoiding the formation of nominal bubbles by 

financial regulation action can be accomplished in more ways: establishing 

rigurous principles of banking and non-banking creditation in which the main 

criterion to represent the evaluation of the real level in the capacity to pay of 

the customer; then, in closing the transaction, to avoid as much as possible the 

manifestation of moral hazard; last, but not least, to respect the quantitative 

indexes specific to creditation so that the customer is aware of and responsible 

in efficiently managing the debt; responsabilization of the institutions from the 

perspective of excessive risk-taking in establishing and implementing the 

strategies of capital flows directly to potential clients, as well as to their own 

institutional investments; the correlation of the monetary policy to economic 

policies so that the character of the monetary policy not to induce positive 

anticipations among the economic subjects regarding the level of asset prices 

(especially real estate); such anticipations will manifest in a suplimentary 

request of funds which will stimulate further on the increase in asset prices, 

and so on. 
 

Atribute 3 – The creation of nominal buffers 

In the economic literature, nominal buffers are the total value of 

owned and in reserve capital that acts like a mitigator of losses especially of 

those resulted from creditation. 

The current financial regulations have established norms for creating 

such buffers in the banking industry. Practically, these buffers are instruments 

for best managing risk and avoiding moral hazard. For instance, when 

performance of risky assets (real estate and shares) is low this buffer is 

exhausted, and when the risky asset prices is rising (so the speculative bubbles 

form), the buffer increases to its maximum level. 

                                                      
1A  few examples of crises which started because, mostly, of an „explosion” of a speculative bubble: the 
Dutch Tulip, The Southern Sea Bubble from England, The Mississippi Bubble in France, The Great 

Depression from 1929 in USA, Japan in the 80's and the 90's, then in countries like Norway, Finland, 

Sweden, Argentina, Chile, Mexico, Indonesia, Malaysia, Thailand, South Korea, and so on. 



Revista Economică 66:5 (2014) 
 

34 
 

Consequently, we consider that attaining this purpose of financial 

regulation should be done in the following manner: revising the suitability 

norms of capital from Basel II1, according to the opinion of many authors, on 

anticyclic criteria, in order to have benign effects on long term upon the 

banking system stability; a more rigurous verification of the banking assets 

quality on the basis of which the levels of capital are determined, as buffers; 

the periodic evaluation of asset guarantee which are at the basis of loans to 

avoid significant depreciations (especially in the case of an „explosion” of a 

speculative bubble); the expansion of suitability requirements of capital also at 

the level of the other institutions which unfold activities in the financial 

domain (investment banks, investment funds, hedging funds, insurance and 

reinsurance companies, financial services institutions, brokerage institutions, 

etc.) even according to the model of banking regulation adopted in this sense; 

we need to focus, too, on these institutions that present systemic risk 

(including the cathegory „too big to fail”); adopting measures of 

discouragement in excessive risk-taking by the financial institutions 

(respectively avoiding and/or reducing moral hazard). 
 

Atribute 4 – Avoiding/or reducing moral hazard  

In the simplest approach, moral hazard is the tendency of excessive 

risk-taking, both by the financial institutions, from the desire to protect the 

level of profits, and by the capital clients, from the desire to exercise in 

activities with different degrees of risk, on the basis of accessed loans. 

The global crisis from 2007-2009 has brought into the debate more 

and more the importance of three problems: the asymmetry of data that 

determines the opposite selection and moral hazard problems (Agency theory). 

The current banking regulation is directed, in relation to the banks, on 

many topics like (Mishkin, Eakins, 2012, p. 465): ensuring governmental 

safety, restrictions on asset owning, minimal requirements of capital 

suitability, prompt punitive actions, authorizing and evaluation, risk 

                                                      
1The Basel II Agreement was adopted at the end of 2008 and proposes a suitability strategy of capital on the 

basis of three pilars that comprise alternative approaches to risk-evaluation depending on their sensitivity 

(importance). Besides the procyclic character, there are reproaches of not being clear enough in defining the 

proposed approaches and that the banks did not succeed to correctly evaluate the risks. They were 

underevaluated. This fact has provoked the failure in determining their own rates of capital suitability,. The 
crisis from 2007-2009 sanctioned too low creditation and too reduced capital reserves. More, these 

regulations had a character of recommendation, which had a reduced impact on their effective 

implementation within the banks (even if these recommendations were transposed in national legislations). 
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management evaluation, dissemination of data requirements, consumers 

protection, competitional restrictions. 

Analysing the specific of these activities, we will notice that the 

majority of them are affected by moral hazard - of the institution and of 

potential clients. But, in this case, the major fault goes to banks in aggravating 

these problems. Then, what should the financial regulation do about it? In this 

situation, we think that reducing or avoiding moral hazard in the financial 

system should be based on: an increase in responsability concerning the 

importance of owning information about a certain party involved in a 

transaction, diminishing the problems of data asymmetry and opposite 

selection through which there are created the issues of moral hazard; emphasis 

on the idea of forming financial intelligence among economic subjects. 

Through financial education and the intelligent use of it (for instance, to 

protect the value of funds advanced to the bank, through a deposit), economic 

subjects can limit, indirectly, the tendency of excessive risk-taking by the 

banks and/or other financial institutions, that is by strengthening the 

discipline, on the market, of financial institutions on the basis of the attitude of 

the intermediaries that they work with1 ; revising the governmental „safety” 

net function at the level at which to represent a reduction or a prevention of 

moral hazard and not an aggravation of it; as for us, we support the idea that 

authorities should give up „rescue at any cost” of financial institutions, action 

guided according to the policy „privatize the profits and socialize the costs”. 

We agree that responsabilization of the institutions, through their own and 

effective risk-taking, will lead to the reduction of moral failure and even to an 

improvement of their own risk management systems; revising of guarantee 

schemes for deposits in order to contribute, a long with the financial education 

of the economic subjects, to the awareness that the capital flows in the 

financial system need to be based on the idea of „privatization” both of the 

losses and of profits for the financial institutions (even for those of systemic 

importance); revising the norms concerning the capital requirements through 

which, as we mentioned in the previous subchapters, the attitude of excessive 

                                                      
1For instance, the economic subjects, as deponents, can require from banks information regarding the 
placement of the funds attracted as deposits, as well as specific information concerning the creditation 

strategy (which is based on the level of attracted deposits, because of the fractional reserve principle). This 
would deterrmine the banks to disseminate complete information to their clients; the client can ask for 

explanations in connection to certain risky activities. The result would be the reduction of moral hazard 

from the banks. 
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risk-taking is stimulated by the financial institutions in the same time with the 

fact that the level of profits is being threatened. 

We think that the actions of avoiding and reducing moral hazard can 

affect in a way the development of the financial market (more quantitatively 

than qualitatively), but the long term effect will be to support the stability of 

the system. 
 

Atribute 5 – The management of the nominal market failure 

The social-economic crisis produces always (at least, the one 

considered by us non-cyclic) the failure of the nominal market. A traditional 

reaction to these type of failures, is an emergency action of governmental 

authorities to restore confidence. Public announcements of calming down are 

made to the participants on the market, also actions of financial support of 

problematic institutions, definitive take-overs (nationalizations), the 

facilitation of strategic mergers, the intervention of the deposit guarantee 

schemes, and so on. But the traditional actions (for the contemporary social-

economic environment) provoke only the aggravation of problems of moral 

hazard and create the premises for accumulation of new causes for future 

crises and the failure of financial regulations. 

A new architecture of global regulation, based on collaboration, 

coordination, flexibility and adaptability, will imply rethinking the 

management of the nominal market failure by transgressing from the policy of 

„privatize the profits and socialize the losses” to „privatize the profits and the 

losses”. 

   

2. Conclusions  

In understanding, accepting and adopting the mitigation mechanisms 

for the social-economic crises, a determining factor is the financial regulation 

process. On a logical basis, the correlations between the crisis and the 

regulation will support the actions taken for maintaining stability and, why 

not, sustainability on long term of the contemporary financial system. 
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