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% Reflections on regulatory responses to the Covid-19 pandemic
(BIS, Financial Stability Institute, Claudio Borio and Fernande Restoy/20.4-&)

There are good reasons why prudential regulation and supervision may seek to encourage banks to support lending in
a downtun. The most compelling one is a “fallacy of composition”... If all banks retrench at once they may amplify
the downturn, and possibly end up being even worse off, as expenditures and output are unduly constraired...

The idea is that regulation should not consider the riskness of institution on a standalone basis, but rather as a group,
and that the institutions own actions can collectively influence the overall risk in the system
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