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                     Abstract
The changing economic environment did affect the nature of banking in a profound way. Both easy monetary policy causing low interest rates as well as increasing globalization exerting competitive pressure on lending margin significantly reduced net interest margins in traditional lending. In particular, after the high interest rate period of the late 1980s long-term lending and house-bank relations did suffer severely. As a reaction the banking sector at large increasingly focused on short-term trading and investment banking. This process was accompanied by regulatory incentives and internal governance structures. In particular, the increasing focus on short term compensation based on return on equity, together with the Basle process of capital regulation opened ways of reducing loss absorbing capital and thus undermining banks’ stability as well as the resiliency of the banking sector at large. Both, the reactions of business models to a changing competitive environment as well as reactions to monetary as well as regulatory policy significantly contributed to systemic risk in Europe and the US.
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                     Notes
	1.More precisely, in this context “drying out” is meant to imply proper pricing of counterparty risk, which apparently and paradoxically did not happen prior to August 2007. Relatedly see Afonso et al. [3] on stressed fed fund markets after the Lehman insolvency.


	2.This essay borrows from Gehrig [10], which concentrates on the evolution of the Basle regulatory process and its unintended consequences. In contrast, this essay focusses on the private sector and the banks’ strategies plus their business models.


	3.The financial crisis of 2007/2008 re-introduced heterogeneity in European sovereign bonds.


	4.See Goodhart [11] for a description of the early stages of the Basle Committee.


	5.There are further weaknesses such as inducing myopia due to the focus on short-term periodical revenues. Alternative performance measures such as returns on assets are less critical.


	6.It should be noted though that quite a large number of banks with conservative business models had not changed their strategies dramatically such as large numbers of savings and cooperative banks. Nevertheless, they were also affected by the systemic feedback of the actions of a significant number or large banks.


	7.Similarly, Libertucci and Piersante [14] find that capital is particularly important to improve the resilience of start-up banks in Italy.


	8.This argument could actually be used in order to support subsidizing bank capital because of its positive externality in periods of crisis. Rather than subsidizing risk taking, the tax payer should have an interest in subsidizing solidity and resiliency. Of course, such considerations would require nothing less than a "little revolution" in the think tanks of the treasuries. In the interest of tax payers an effects-based policy might be worth considering.


	9.This is similar to liquidity reserves [7].


	10.The vicious public rhetoric against stricter rules in Basel III regulation is vivid evidence of systemically important banks trying to shy away from accepting social responsibility and providing positive externalities [1].
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