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I. INTRODUCTION

Banking is one of the most regulated and supervised of economic sectors. Even in less
developed countries, banks are subject to numerous regulations and an elaborate system of
on-site and off-site supervision. Major banks typically have supervisors working on their
premises at all times. Elaborate regulations are typically imposed also on other components
of the financial system. The direct costs of complying with regulations can constitute a
significant share of financial institutions’ operating costs. This system of controls strongly
influences the institutions’ behavior and performance, and therefore the supply of financing
to the economy and the incentives to save. The regulatory framework also affects the
vulnerability of the financial system to crisis and thus the stability of the entire economy. In
the light of the importance of the financial regulation and supervision regime, it is
worthwhile to understand how such a regime is likely to develop, and how best this
development can be directed to promote the creation of a financial system that is sound,
efficient, and conducive to overall economic growth.

One element of this understanding must be a recognition of the possibility of regulatory
capture, that is, the possibility that the regulated institutions exercise excessive influence on
the regulator. A captured regulator acts primarily in the interests of the regulatees, rather than
in accordance with their putative mandate to promote the common good.

The consequences of capture of the financial sector regulator may differ from those of the
capture of a regulator of a nonfinancial sector, just as the publicly-acknowledged reasons for
regulating the financial sector differ from those advanced for regulating other sectors such as
utilities. Finance and in particular banking is necessarily characterized by asymmetric
information between banks and their clients, and by systemic effects. Moreover, risk is an
inherent feature of the industry. Confidence effects among banks and between banks and
their creditors create various forms of externality. Other externalities arise because of
competition, but the competitive behavior of banks will vary depending upon their financial
condition—sound banks may have lower funding costs, and weak banks may compete more
aggressively. Furthermore, the prevalence of risk implies also that banks are heterogeneous
or become heterogeneous as disturbances occur. This paper looks at how regulatory capture
might work in the banking industry, taking these characteristics into account.

It will be shown that bank regulation may be especially susceptible to capture, and there is
some evidence that capture has significantly influenced regulatory and supervisory decisions
affecting banks and other financial institutions (Section II). A model will be developed to
illustrate why banks may welcome regulation, and why some banks may favor stricter
regulation (specifically, capitalization requirements) than is socially optimal (Section III).
The desire for strict regulation does not stem from the advantage incumbents might gain from
restricted competition, but from the risk shifting and moral hazard phenomena that are
endemic in financial systems. The regulations favored by banks will be contingent on the
condition of the banks. For example, a large shock to the system may create a discrete shift in
banks’ preferences towards loose regulations, even if they previously were adamant in
pushing for tight regulations. Furthermore, it will be shown that, when jurisdictions compete
with one another to attract financial institutions, the regulatory regimes need not converge,
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still less converge on a low level of regulation (Section IV). Rather, institutions with
common interests may congregate in one jurisdiction, which may adapt its regulatory regime
to suit those interests and differentiate itself from other jurisdictions even if that involves the
imposition of stringent regulatory requirements.

II. SUSCEPTIBILITY OF BANKING REGULATION TO CAPTURE

The seminal article by Stigler (1971) suggests that regulators are commonly subject to
intense and effective pressure from regulated firms to modify regulations and their
implementation to suit the interests of the latter (Laffont and Tirole, 1993, provide a useful
overview). The regulated firms may exercise pressure at the political level, for example, by
supplying politicians with one-sided evidence supporting their positions and attempting to
gain their allegiance through campaign contributions. The regulated firms may exercise
pressure and influence also at the level of the regulatory agency, for example, by implicitly
offering agency staff lucrative employment opportunities in exchange for being cooperative,
and generally inducing the regulators to identify with the regulated industry. Other interest
groups may adopt similar tactics. As emphasized in Laffont and Tirole (1991) and

Laffont (1999), regulatory capture is likely to be more effective when one interest group is
highly concentrated and organized and has much at stake, and when the regulations are
technically complex and asymmetric information is pervasive, so that outside verification is
difficult. Most of the literature on regulatory capture is framed in terms of a regulated utility.
Classic instances include a utility that lobbies for higher prices, a polluter that lobbies for
higher emission limits, or a monopolist that lobbies for the retention of barriers to entry.

There is no reason to suppose that financial sector regulation is immune from capture, and
features of financial markets may make the sector especially prone to it. Financial
institutions’ vital interests are at stake in the formulation and implementation of regulations.
The financial sector often contains a number of very large institutions, or is organized into
powerful banking associations, which can afford lobbying efforts and well-prepared
participation in public debate on regulatory measures. In contrast, other concerned interest
groups, such as deposit holders, typically have more diffuse membership. Financial
institutions tend also to be well connected to the political establishment and thus to have
access to channels of influence. In the United States, for example, they are among the largest
contributors to political campaigns. Regional and local political leaders are represented on
the boards of banks making up a large share of the German banking industry.

Bank supervisors and regulators may well identify with the sector under their purview and
may pay undue regard to the interests of the regulated institutions. Typically, regulators
consult with the industry before modifying regulations, and they may be subject to a legal
requirement to do so. Bankers and supervisors are necessarily in close contact during on-site
and off-site inspections. Hence, bankers will have many opportunities to present their views
to the supervisor and regulator. The supervisors need the cooperation of banks to do their job
effectively, for example, by being given access to documentation and data and by being kept
up to date on new products and operations. Supervisory staff, including senior staff, are
frequently attracted to work in the regulated institutions, which offer high salaries to those
familiar with the functioning of the supervisory agency. Therefore, regulators may be
reluctant to antagonize bank management. Moreover, the regulatory agency in many
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countries has a more or less explicit mandate to promote the development of the national
financial system and the promotion of its competitiveness against other financial centers.”
Such an agency is committed to formulating regulations that are advantageous to its banks.

Even besides these organizational aspects, the complexity of banking regulations and certain
features of banking facilitate regulatory capture by banks. First, the regulations are lengthy
and intricate, with subtle interactions between different components (for example, between
rules affecting participation in the payments system and liquidity requirements, or between
the accounting for off-balance sheet items and capital requirements). Second, very
specialized skills and a vast amount of data are necessary to conduct banking supervision.
Third, the maintenance of confidentiality—of information on individual transactions, on each
institution, and on the system as a whole—is a legitimate requirement. These factors make it
very difficult for an outsider to verify whether regulation and supervision has been impartial,
and even for the regulators involved to see whether they are acting in the long-term public
interest.

Regulatory capture in banking has received some attention in the literature, and a certain
amount of related evidence has accumulated:’

o Kane (1990) provides a comprehensive analysis of how U.S. savings and loan institutions
successfully influenced the regulations applied to them and the resolution of the
subsequent crisis. Both the regulatory agency and the U.S. Congress were subject to
influence and both had conflicting incentives, as elaborated further in Kane (2001). While
capture was not complete, managerial and bureaucratic interests, budget constraints, and
shifting objectives contributed to what became a debacle.

o Certain past regulatory debates, for example, on restrictions on inter-regional branching
and on deposit insurance in the United States, were dominated by conflicts between the
interests of different sorts of banks and other financial institutions, with relatively little
regard for the interests of others (Abrams and Settle, 1993; and Krozner and
Strahan, 2000).

o Rosenbluth and Schaap (2003) present evidence to support their hypothesis that different
electoral rules will affect the extent to which bank regulations favor producers over
consumers of financial services.

? The Bank of England used to view the promotion of the City of London as one of its prime
mandates. Much of the debate on harmonized regulations in the run up to the European
Monetary Union consisted of defense of national financial industries by the respective central
banks.

3 On a more anecdotal level, in the experience of the author, bankers tend to be very
complementary about the supervisory authorities. Such expressions of high regard may be
politic, but may also represent a certain commonality of outlook and interests.
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e The literature on the “franchise value” of banks touches upon the implications of
regulatory capture: it is argued that banks have franchise value, that is, the value of the
position as incumbent in a oligopolistic industry, and bank owners act to preserve
franchise value (Boyd and De Nicolo, 2003). Hence, incumbent banks have an incentive
to support entry barriers imposed by regulators such as tough licensing requirements.

e Current discussions on the Basel II capital accord, which have been organized around
consultations with banks, also offers an arena for attempted regulatory capture. The
regulations are complex and introduce significant scope for discretion by supervisors, and
so regulatory capture in implementation may be feared (European Shadow Financial
Regulatory Committee, 2003).

o The establishment of a prudential framework has progressed relatively quickly in
transition countries, and has met with relatively little political opposition, while reform of
the corporate sector and corporate sector regulation has often proven to be intractable.’
This phenomenon suggests that the financial institutions in those countries saw some
advantage in being regulated.

o Some evidence indicates that capture may affect the regulation of the nonbank financial
sector (Woodward, 1998) and related areas of regulation, such as accounting (Godfrey
and Langfield-Smith, 2004).

III. A MODEL OF BANK REGULATION WITH MORAL HAZARD

A positive model of regulation specific to the banking sector needs to reflect the peculiar
features of the industry that differ from those of most other regulated industries. Those
features relate to the role of risk and asymmetric information, which create moral hazard and
systemic effects. As the model presented here illustrates, regulatory capture under these
conditions has distinctive implications.

Behavior of banks and depositors

Each bank can invests either in a risky asset with return r, or in a safe asset with fixed

return s. The risky asset can be thought of as a portfolio of risky lending. The random
variable r has support [0,0] and a distribution function f{r). Returns on different banks’ risky
investments are uncorrelated. The bank finances its investments from its capital K or from
outside financing, called deposits D. The bank is a price taker in the market for deposits,
which yield i; i is independent of the composition of the bank’s portfolio, which is assumed
to be unobservable by depositors. It is also assumed that E(») > s >i and that 0 < L < D+K
(so the bank can borrow neither the risk-free nor the risky asset).

* One review notes that “positive efforts to ensure financial discipline and proper
management in banks have not been matched in the real sector” (Siegelbaum and
others, 2002).
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If the risky investment yields a high return, the bank owners enjoy the profits and pay out i
per unit of deposits. However, there is limited liability, so that if the risky investment yields
such a low return that the bank suffers a loss, available funds are shared out among
depositors. Expected bank net worth is

E(TT) = j:(rL +s(D+K —L)—iD)f(r) (1)

where investment in the risky asset is L and r* is the return on the risky investment that just
bankrupts the bank:

_D(s=i)+sK
-

r¥=gs

2)

Note that 7* <, and that or*/0K < 0, and so better capitalized banks break even at a lower
returns on the risky investment.

The bank is risk neutral and chooses L to maximize expected net worth. However,
differentiating (1) with respect to L yields

dE(IT) _

= [.=9)7 )

which is always positive,. Hence, the bank invests fully in the risky asset.” The reason is that
the depositors bear the risk in the event of very bad outcomes, and therefore the bankers are
subject to moral hazard.’

The banking sector as a whole is heterogeneous because some have more capital than others.
Capital ranges over [K, K], and is distributed according to g(K).

Consider now the depositors, who are risk-averse and have a utility function U(.), U > 0,
U"<0. It is assumed that each depositor can invest either entirely in bank deposits or entirely
in a risk-free investment that yields s”, s” <s. ’ This “either/or” assumption is convenient

> It is useful to note that J-O:rf (r) >J-000 rf (r) >s . Also, because r* is defined as the return that

exhausts capital, the differential with respect to the end-points of the integral is necessarily
equal to zero.

% Given risk neutrality, all resources would be invested in the risky asset even if E(r) were
slightly less than s.

" It is plausible that depositors’ safe investment is less remunerative than that available to
banks; banks can purchase, for example, short-term securities issued by highly-rated
governments with minimal transaction costs. Nonfinancial institutions and households
normally do not have this opportunity.
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because it avoids the introduction of variations in the supply of financing as bank riskiness
varies, but it is not essential. Equilibrium obtains where the risk-adjusted expected return on
bank deposits equals that on the available safe asset. Depositors cannot distinguish between
banks, and so they need to take expectations across both realizations of returns on risky
investments and the range of banks, both of which influence whether they receive the full
return i or some lesser amount. Specifically, the equilibrium condition for depositors is that

U(s"D) = Lf[ [[UGL+s(D+K-1)f(r+ [ UGD) f(r)]g(K). 3)

It will be useful to define the response of the deposit rate to the aggregate amount of risky
lending as

o fjor*(r—s)U'(rL+s(D+K—L)) £(r)2(K)
= = .

s [ DU £ (e (&)

4

From (2), (r— s) <0 for all » <7* and all other terms are obviously positive. Hence, iy > 0,
that is, depositors demand higher compensation the more banks invest in risky lending and
the greater the chance that the depositors will bear the downside risk. The results presented
here would be attenuated but not vitiated if depositors had limited knowledge about the
riskiness of individual banks; it is sufficient that there be some externality between banks.

In the absence of prudential regulations, the market equilibrium involves all banks investing
exclusively in the risky asset. This is typically suboptimal for all concerned because each
individual bank fails to take into account the effect of its risk-taking on the well-being of
depositors and on the cost of financing faced by all banks.

Effect of a risk-weighted minimum capital adequacy requirement

Suppose now that a risk-weighted minimum capital adequacy requirement (CAR, or Cooke
ratio) is introduced. Thus, it is required that K/L > . Why the requirement takes this
particular form is not modeled explicitly; perhaps some international standard setter has
imposed this requirement.

The minimum CAR ¥ is just binding for a bank that would freely chose the level of lending
where

=X _pixk,

x

so that K = yD/(1- y). Banks with lower capitalization invest K/x in the risky asset and
(D+K-K/y) in the safe asset. Banks with higher capitalization are not constrained.

Since the aggregate supply of lending is



-9-

4 (0= K K
L=l e (D KK,

K

it can readily be shown that

A
L*_a;( X

_ oL IJ(D/(IZ)(—[fjg(K)’ 5)

which is certainly negative, as one would expect: the higher the risk-weighted CAR, the less
risky investment will be undertaken.

The issue to be addressed is how y is determined, or equivalently, whose benefit is taken into
account in choosing y. A social planner would consider the profitability of all banks as well
as the well-being of depositors. A captured regulator would take into account the interests of
its captors. Three cases will be considered, namely, (1) when the banks capture the regulator
and set prudential regulations to benefit all banks collectively; (ii) when a majority coalition
of banks capture the regulator and set prudential regulations to benefit themselves; and (ii1)
when banks determine the choice of ¢ by lobbying among themselves. The cases are
considered in turn before the socially optimal level of regulation is discussed.

Capture by all banks collectively

Suppose that banks get to choose the minimum CAR so as to maximize total bank profits,
that is, each bank receives equal weight in the decision.® Then their collective objective
function is

[ ){f N S(D VK -EJ _ m}fmg(m 5 [0+ K) =Dl (2K, ©)
r*(y y4 "

K V4 D (A-y)

where it should be borne in mind that »*, the return that just bankrupts a bank, depends on y
when the capitalization constraint is binding:

¥D(s =)

X (7

r* () =s—ps -

Taking the first order condition for a maximum with respect to y and rearranging, one obtains
the “collective” optimum, given the form of the capital regulation’

® They will still wish to have a regulator because compliance with the minimum CAR must
be monitored and enforced.

? One could use calculus of variations to derive an optimal function L(K) that maximizes
banking sector expected profits. It is difficult to characterize this function without imposing
much more structure on the model.
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The numerator of (8) captures the cost to banks with capital between K and xD/(1- ) of
having to invest more in the relatively low-yield safe asset. The denominator captures the
benefit to all banks of lower financing costs. Taking into account (4) and (5), it can be shown
that both numerator and denominator are positive, and the second order conditions can be
checked to confirm that the positive root is the maximand. Hence, banks would voluntarily
submit to capital requirements, which act as a device to force poorly capitalized banks to take
into account the effect of their risk-taking on the financing costs borne by all banks.

The integral with respect to » in the numerator of (8) can be shown to be an upward sloping
and concave function of K. Hence, a mean preserving spread of K over the relevant range
reduces the numerator. The denominator contains two components: the first integral with
respect to 7 is a downward sloping function of K because, as shown by (7), »* is an increasing
function of K when the capitalization constraint is binding. The second integral with respect
to r is a downward sloping function of K. Hence, the two terms together form a convex
function of K, and a mean preserving spread of K increases the denominator. Therefore, an
increase in the variance of K tends to reduce the y chosen collectively by the banks; the
marginal cost of the regulation for additional poorly-capitalized banks exceeds the marginal
benefit for additional well-capitalized banks.

Capture by a majority bank coalition

Even if banks capture the regulator, they may have difficulty maintaining unanimity over the
optimal CAR: the better capitalized banks will have an interest in raising the CAR, and less
well capitalized banks on which the constraint is binding will press for a lower requirement.
Therefore, an alternative scenario is that the regulator is captured by a coalition of banks
forming a stable majority. In particular, the banks with capitalization at or above the median
level form a “natural” coalition: each bank want all the others to take less risk and incur a
lower probability of failure, but the poorly capitalized banks are of particular concern to the
sector as a whole. Therefore, the well capitalized banks have an incentive to “gang up” on the
poorly capitalized banks, and suffer no costs so long as the CAR is not binding on them.
However, to achieve a majority, the median bank must be included, to which end it must be
satisfied that belonging to the coalition is worthwhile.

According to the median voter theorem, the median bank will determine the choice of i for
the coalition.'® There are two possibilities: if the CAR is not binding on the median bank, its
objective function is:

' The conditions obtain for the median voter theorem to apply: banks’ preferences are
defined along a single dimension, and each bank’s preferences are single-peaked in that one
dimension (see Chapter 3 of Drazen, 2000, for a concise exposition).
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E@™) = [, (r(D+K)=iD)f (r) ©)

where the superscript M refers to the median. The objective function is maximized with
respect to y, taking into account the effect on aggregate stock of risky lending and financing.
Since however

dE(TTY)

" _; 74
iy [L.—i.LiDr(r) >0,
the median bank (and all better capitalized banks) benefits more, the higher y is, until the
constraint is just not binding. Hence, the median bank chooses for the coalition

KM
ZM :L_M’ (10)

the median bank’s actual ratio of capital to risky assets. The constraint is binding on all less
well-capitalized banks. Note that the choice of CAR does not depend on the distribution of
capitalization around the median. Hence, even if the system suffers shocks that, for example,
reduce the capitalization of weak banks, the dominant majority of banks will not seek a
change in prudential regulations. A change will be demanded, however, when a shock is so
large that the prudential regulations are substantially binding on the median bank. Moreover,
it should already be intuitive, and it will be shown, that the coalition of well-capitalized
banks could choose a CAR above the social optimum.

It is also possible that the median bank will choose a CAR that will be binding on itself, if it
thereby obtains enough benefit in the form of lower financing costs. If the minimum CAR is
binding on the median bank (a condition designated by the superscript MB), its objective
function is

*MB

E@™) =]’ {£+s[D+K—£J—iD}f(r). (11)
" X X
Using the first order conditions for a maximum and rearranging, one obtains the optimum:

o b

L =9k ()

2" == : (12)
[wiLiDf ()

The numerator of (12) captures the cost to the median bank of having to invest more in the
relatively low-yield safe asset, and the denominator captures its benefit of lower financing
costs when the portfolio of banks as a whole becomes less risky. As before, both the
denominator and the numerator are positive, and so the solution for the maximand is defined
and positive. Note that this solution applies only if parameters are such that " < . This
situation can be illustrated in Figure 1, where one curve represents the objective function
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given by (9) and the other represents that given by (11). The curves necessarily intersect
where " = ¥, and the median bank imposes the CAR on itself (and other relatively well-
capitalized banks) when the objective function given by equation (11) reaches a maximum at
a level above y".

Figure 1. Optimal Minimum CAR for the Median Bank

E(IT)

. i

The minimum CAR chosen by the coalition of well-capitalized banks generally exceeds that
which would be chosen by banks collectively. Even when the coalition chooses x** which
binds on some members of the coalition, the collective optimum is lower. To show this
result, compare (8) and (12). It has already been demonstrated that (8) is a decreasing
function of the spread of K. For that reason alone the optimum evaluated by integrating
across K will be lower than that evaluated at the median (with the sufficient condition that the
distribution of K is not extremely skewed). Moreover, the numerator of (8) involves an
integral across the lower portion of the distribution of K of an increasing function of K,
which will be less than the comparable function evaluated at the median. This result is
strengthened when the coalition chooses to set the CAR at XM , the median level, without
regard for the effect on less well-capitalized banks; then x* > "% > x©.

In practice, regulations cannot normally be changed very rapidly. Hence, even when banks
have captured the regulator, they need to set regulations in advance of knowing their
situation exactly. The median bank, for example, may suffer negative or positive shocks to its
level of capitalization before it has another chance to change the minimum CAR. Therefore,
the chosen regulation may turn out ex post to be too restrictive or too loose. If such
uncertainly exists, the coalition will choose a lower minimum CAR: if the median bank
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knows only that its capital level will fall within some range [K" ,EM ] with a distribution

h(K™), then it will chooses 7 to maximize its expected profits based on an objective function
similar to (6), but with g(K) replaced with A(K") and adjusted end-points. Hence, the chosen
y will be given by an equation analogous to (8), which, as has been shown, generally yields a
lower minimum CAR than would be chosen under certainty. Insofar as uncertainty about
future capitalization itself varies over time and tends to increase during periods of strain or
crisis, banks’ desired minimum CAR may be cyclical.

Determination of the minimum CAR through lobbying

So far it has been assumed that capturing the regulator is costless and that banks choose the
minimum CAR on the basis of “one bank-one vote.” However, regulatory capture may
require the expenditure of resources on what might be termed lobbying. Once one allows for
explicit lobbying costs, consideration must be given to the possibility that some banks (and
other interest groups) have more at stake or deeper pockets, and so are willing to expend
more on lobbying.

An individual bank will be willing to bear the costs of lobbying only if its individual actions
will have an impact; with a continuum of banks, each has an incentive to free ride on the
lobbying of others. Therefore, it is useful to recast the model in terms of banks of significant
market size.'' In particular, suppose that there are just two banks, indexed by j = 1, 2, each
with an endowment of capital and deposits of {K;, D;}. Bank 1 is less well capitalized, and it
is assumed that the minimum CAR is binding on that bank (this will also be the equilibrium
outcome). Each bank expends A; on lobbying efforts. Then the expected profit functions for
banks 1 and 2 are, respectively,

E(TL,) = j“’ {%KI+S[DI +K, —%J—iDl —4/@), (13)

and
E(,) = [ [{(D, + K,)=iD, = L)1 (7). (14)

The banks choose lobbying effort A; according to a Nash equilibrium, where each takes the
other’s lobbying effort as given. The outcome is a common minimum CAR given by the
average of their respective desired outcomes, weighted by relative lobbying effort:

_ 2’1 + /12
AL T

X (15)

"' One could also think of the agents as associations of similar banks that are able to levy
contributions from their membership.
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where y; is assumed equal to bank ;j’s unconstrained CAR, that is, y; = K;/(D; + K;). Since
bank 1 is less well capitalized, y; < x.. Hence, the lobbying outcome is a minimum CAR that
is somewhere between that desired by the less well capitalized bank and the higher level
desired by the better capitalized bank, and bank 1 is indeed constrained by the regulation. In
what follows it will be convenient to assume that the sensitivity of the deposit rate to
aggregate lending (i) is constant. Note that LAX = -K\/x*. The respective first order conditions
for the choice of lobbying effort derived from (13) and (14) are

le K_ (r—s _ziLDl )KIJ ox _ 1}‘(1”) =0, (16)

a 4 o4,

and

= | [ —i,D,K, 8)(_ _
IH P j% 1}f(r)—0- (17)

Using (16), (17) and the fact that, from (15),

oy :ﬂ'k(}(j_lk)
or, (4 +4) "

J

k=3, (18)

it can be shown that

% = (J-': f(l’))(j:1 {_ (I’ —lSD— i;D, ):|f(r)] . (19)

The first term captures the marginal direct cost of lobbying, and the second term captures the
marginal net benefit for bank 1 of a higher y relative to that for bank 2. Taking the partial
derivatives of this expression yields intuitive results. For example, bank 2 will lobby
relatively hard, and hence the minimum CAR will be higher, the larger is D,, that is, the
more important it is to bank 2 to obtain cheaper financing by making deposits on average less
risky. Bank 1 will lobby less, and accept a higher minimum CAR in exchange for cheaper
financing, the larger is D;. Bank 1 will lobby harder the higher » is, when it is more valuable
to be able to invest more in the risky lending. Bank 1 will also lobby harder the lower K is,
when the constraint is especially binding; banks in difficulties will try especially hard to
influence regulations in their favor.

The socially optimal capital requirement

The way this model is set up, ex ante externalities exist between banks only: risky behavior
by one bank raises the cost of funding for all banks, but depositors are indifferent because
higher risk is compensated by a higher interest rate on deposits. Depositors in an individual
failed bank are hurt ex post, but that is a risk that they freely chose. Hence, the socially
optimal minimum CAR corresponds to that which would be chosen by banks acting
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collectively and given by (8). Within the confines of the model, the majority coalition of
banks would certainly choose a higher minimum CAR than would a noncaptured social
planner. The minimum CAR chosen through lobbying might be higher or lower than the
social optimum.

However, it is easy to see how the model could be extended to introduce other considerations
relevant to the social planner. For example, bank failure may impose costs on borrowing
firms and their employees and suppliers that neither banks nor depositors take into account.
Also, if the supply of deposits were elastic, depositors would be affected by changes in the
supply of savings instruments with different risk-return characteristics. With such an
extension, the social planner would take into account the well-being of nonbanks and also of
all banks. Hence, the social planner would in general apply a higher minimum CAR than
would all banks acting collectively. The minimum CAR favored by a coalition of well
capitalized banks might be higher or lower than that favored by the social planner, which
takes into account the well-being of less well capitalized banks on which the coalition would
wish to impose the costs of regulation.

Extensions

In the interests of clarity, the model contains only one form of interaction between the banks,
namely through the cost of financing, only one prudential requirement, and only one
dimension along which banks are differentiated, namely capitalization. Many of the
qualitative results would carry over to a richer model, the elaboration of which is left to
future research.

Banks may be affected by one another’s behavior on the asset side of their balance sheets.
For example, the failure of one bank may disrupt the financing for its borrowers, which may
therefore themselves be forced into liquidation, and hence cause loan losses to other banks.
Possibly, a bank with weak capitalization subject to moral hazard may compete aggressively
for loan business (either in terms of price or collateral and other acceptance requirements),
forcing down the expected returns available to other banks. In either case, the stronger banks
will want to see prudential requirements that contain this negative externality.

The interaction among banks would be more complex if banks could raise new capital or
disburse capital to shareholders so as to achieve a target risk-adjusted rate of return. The
range of capitalization [K, K] might vary, and the choice of portfolio composition might be

affected, especially if loan riskiness is not purely idiosyncratic. A dynamic model would be
needed to address issues related to entry and exit, and the role of future regulatory
forebearance or protection of a bank’s “franchise value.”

Many prudential regulations in addition to the minimum CAR are designed to reduce
systemic risk.'? Banks have an interest in the enforcement of all such regulations on the

'2 The parameter y can be thought of as representing any aspect of regulation or supervision
that generates direct costs but is effective in reducing systemic risk.
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sector as a whole, even if each bank thereby incurs some costs. Requirements that limit large
exposures or sectoral concentration help ensure that banks are well diversified and therefore
less likely to suffer catastrophic losses. Regulation of market risk, including limits on open
foreign currency positions and provisions to contain operational risk, are also meant to
reduce the probability of bank failure. Liquidity requirements may be favored because they
reduce both banks’ costs of monitoring each other when they interact through the money
market and the likelihood of a systemic collapse in liquidity. Similarly, (incumbent) banks
are likely to favor regulations on prompt corrective action (PCA), which may be especially
important if banks compete with one another in the loan market.

One area of regulation of special importance here is that relating to transparency and market
discipline. As mentioned above, if depositors can differentiate between banks and therefore
demand differentiated remuneration of deposits, the systemic connection is weakened and
there is less motivation for regulations, whether captured or not. Hence, requirements on a
bank to disseminate information on its portfolio and other activities, which facilitates market
discipline, can substitute for prudential limits on portfolio composition. However,
disseminating information is costly for banks, and processing it is costly for providers of
funds. In these circumstances, strong banks have more interest in transparency than weak
banks, and it is possible that weak banks will try to mask unfavorable information, for
example, by replicating the “signals” sent by stronger banks. Therefore, the trade-offs and the
vulnerability to capture of regulations on transparency may be broadly similar to those
affecting capitalization requirements, but with added complications related to the costs of
regulation and banks’ ability to transform or hide risk taking.

Political and institutional arrangements may themselves create incentives for banks to favor
tight prudential requirements. For example, banks are often called upon by the central bank
to contribute to the costs of resolving a failed institution. This connection may be formalized
through a deposit guarantee scheme: a blanket deposit guarantee would in the first instance
weaken the effect incorporated in the model because returns on deposits would no longer
depend on the riskiness of bank portfolio. However, in practice banks receive much financing
from sources not covered by deposit guarantees. Furthermore, most deposit guarantee
schemes are paid for largely by banks themselves, through premiums which they pay to build
up an ex ante reserve or to cover the costs of past payouts to depositors. In addition, a deposit
guarantee reduces the incentive for depositors to monitor the condition of individual banks.
These last two reasons suggest that a deposit guarantee scheme may increase the incentives
for banks to capture the regulator and impose regulations, especially on weaker banks.

Banks are likely to be much less sympathetic towards nonprudential regulations, such as
those that constrain pricing or impose requirements to lend to certain sectors or social groups.
Some of these regulations may have the effect of reducing competition and thus raising
monopolistic profits, but banks are likely to lobby heavily against others, especially those
that have a “social” or distributive objective.

Such regulations are an expression of diversity of interest groups and stakeholders affected
by banking regulations. The interests of small borrowers dependent on bank loans may differ
from those of large borrowers with access to capital markets and banks in several countries.
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The suppliers of funds include household savers, corporations, and other financial
institutions. Banks themselves may be heterogeneous in several dimensions and therefore
may not always share common interests or be able to build stable coalitions. Smaller banks or
those with a regional funding and lending base may be in conflict with money center banks
(as in the debates in the United States on bank branching and deposit insurance). The
corporate structure of banks may affect how they view certain regulations: those that have
concentrated ownership, for example, may face higher costs from limits to connected
lending. In some countries there may be rivalry between local banks and foreign banks,
which have fewer political connections but are not dependent on local funding or inherit a
strong reputation from their parent institution. Moreover, the regulator may have its own
interests: it will normally have an explicit mandate and be accountable to the public and the
legislature, but may also act to further the interests of its own managers and staff, for
example, to obtain a larger budget or accumulate more power, prestige, and autonomy. And
besides differences in interests, groups may differ in resources and organizational ability.

A further complication is that many banks and especially large banks operate internationally:
they compete for business with banks subject to other jurisdictions, and they can themselves
relocate to jurisdictions with more agreeable regulatory regimes. Attention now turns to the
possibility of regulatory arbitrage and regulatory competition.

IV. COMPETITION BETWEEN JURISDICTIONS

There is a widespread concern that regulatory jurisdictions that compete with one another
will tend to introduce regulations that are individually and globally too lax. The fear is that
financial institutions will move to jurisdictions that offer less onerous regulations

(Dell’ Ariccia and Marquez, 2001; Weinberg, 2002; and Ngo, 2004), or that national
regulators will fail to take fully into account international spillovers (Sinn, 2001). Therefore,
the equilibrium outcome is a “race to the bottom.”

In contrast, the illustrative model presented here suggests that competing jurisdictions may
not always seek ever-weaker prudential regimes, even if they act in the interests of their
resident financial institutions. A jurisdiction’s competitive strategy needs to weigh the direct
costs of tough regulation against the higher financing costs provoked by a reputation of lax
prudential rules and supervision.

Moreover, jurisdictions may become highly differentiated. Each jurisdiction may evolve into
a “club” of similar institutions, so that some locations are dominated by institutions that favor
demanding prudential rules, and others are havens for those institutions that are very
sensitive to regulatory costs or that are less affected by spillovers from others. To illustrate
this point as simply as possible, suppose that there are two jurisdictions, X and Y, which are
similar except that banks in X generally have higher capitalization. (Perhaps the jurisdictions
were once identical, but Y suffered more adverse shocks.) Therefore, the regulator imposes
higher minimum CAR in X, and funding costs are lower: yx > yy, ix < iy.

Now consider a potential entrant with capital K which must choose in which jurisdiction to
locate. If its capital is so high that the minimum CAR would nowhere be binding—that is,
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K > yxD/(1- yx)—then it would certainly wish to locate in X, where funding costs are lower.
The coalition of well capitalized banks in X is reinforced.

If the entrant’s capitalization is lower, three cases are of interest: it could enter X and accept a
binding minimum CAR; it could enter Y and not suffer a binding CAR; or it could enter Y,
where even the lower minimum CAR is binding if K < yyD/(1- yy). The expected profits in
the three cases are respectively as follows (where superscripts B and NB designate “binding”
and “nonbinding,” respectively, and subscripts designate the jurisdictions):

E(IT%) = j:(ix){;ﬁ ; {D P K- f} - iXD} (), where K < yDI(1- 1) (20)
X X

E(IT)®) = f:(,- )(r(D +K)—i,D)f(r), where K > yyD/(1- ) (21)

EM)) =]

* ){ﬂJrS(DJrK _£j—iYD}f(r), where K < yyD/(1- xy). (22)
Ay X

i, )
The bank will compare pairs of these expected profits depending on which constraints are
binding. The bank will choose to locate in Y if yx is very high relative to xy,, orif iy is not
much higher than iy. However, the choice is contingent on the entrant’s own capitalization,
such that a poorly capitalized bank is more likely to prefer the jurisdiction with a weaker
capital requirement. These possibilities are illustrated in Figures 2 and 3, which are in
different spaces; the slopes of the curves can be derived from equations (20), (21), and (22).

Constrained profitability in X is higher than unconstrained profitability in Y to the right of the
vertical line in Figure 2, which is relevant if the entrant’s capitalization is such that it falls
into the middle stripe of Figure 3, and funding is much more expensive in Y than in X.
Expected profits of an entrant to Y are constrained by the respective minimum CAR, that is,
E(IT%y), would exceed those available to it in X, that is, E(IT%y), in a situation corresponding
to being above the sloped line in Figure 2 and in the lowest stripe in Figure 3 with a low
interest differential.



-19 -

Figure 2. Choice of Jurisdiction, Interest Rate Differential, and Relative Minimum CAR
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Figure 3. Choice of Jurisdiction, Interest Rate Differential, and Capitalization
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The implication is that the characteristics of a jurisdiction may become self-reinforcing and
that regulatory regimes need not converge. The sound banks want to be with other sound
banks, and riskier banks want to avoid the prudential rules that benefit mainly stronger banks.
The jurisdictions might be said to differentiate their regulatory “product” to discriminate
among the financial institutions that are their “clients,” and thus avoid direct competition."
Hence also the constituency of banks that capture the regulator in a jurisdiction may become
more homogeneous over time, and conflicts among members of the constituency may
diminish."*

V. CONCLUSIONS

The prudential regulation and supervision of the financial sector are meant to reduce
systemic risk and other risks that arise from asymmetric information. They may therefore be
of benefit to the regulated financial institutions themselves: precisely because of the systemic
features of a financial system, each individual institution has an interest in the soundness of
others. Hence, an institution may welcome regulations even if they impose compliance costs
in the form of higher operating expenses and restrictions on its portfolio choices. The model
presented here formalizes this intuition, and indeed suggests that in some instances financial
institutions or at least a dominant group of institutions may favor regulations that are
excessively restrictive relative to the social optimum. This tendency to regulation can arise
not just from a desire to restrict competition, but also from a recognition of how risky
behavior by one institution can spill over to the sector as a whole.

The nature of financial systems suggests also that financial institutions will have many means
at their disposal to influence regulations in their favor and opportunities to effect some
degree of capture of the regulator or the political authority that stands over the regulator. The
complexity of financial systems, the need in many circumstances to maintain confidentiality,
and the normally diffuse interests of the nonfinancial sector in financial sector regulation
suggest that the institutions will exert a dominant influence. The available evidence indicates
that some degree of regulatory capture by financial institutions is in fact a significant
phenomenon, even if regulators are not fully captured.

Available evidence suggests also the financial sectors do not always compete to have the
most relaxed regulatory regime. Rather, as predicted by the model, jurisdictions may

13 Such a sorting equilibrium goes back to Tiebout (1956). There have been instances where
several categories of financial institution operate in one country but with competing
regulators (Choi, 2002, Weinberg, 2002). Rosen (2003) argues that competition among U.S.
financial regulators is beneficial because it allows financial institutions to shift to the most
appropriate regulator.

' 1t is possible that the degree of differentiation is self-limiting. For example, if many weak
banks enter a jurisdiction, the cost of funding there may rise appreciably. Therefore,
additional entrants may prefer to go to the jurisdiction with tighter, binding regulation but
lower funding costs.
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specialize, with each establishing a regulatory regime that is to some extent tailored to the
needs of incumbents and to those of the institutions that the incumbents would wish to
attract. There may be some jurisdictions that offer the financial sector equivalent of “flags of
convenience,” but others will be eager to achieve high standards and be seen to attain them.

Regulatory capture in banking is not entirely bad. The regulations favored by banks and other
financial institutions may promote financial stability and thus largely coincide with what
would promote overall welfare and efficiency; this possibility is shown in the model. Once
financial institutions are convinced that regulation is in their interest, it may be relatively
easy to introduce worthwhile new measures. Thus, effective financial sector reform may
require efforts to educate institutions about their “enlightened self interest.”

Nonetheless, there may be costs, for example, in terms of restrictions on competition and
excessive constraints on the provision of risky lending. These costs may be borne largely by
a subset of institutions (including entrants) whose interests diverge from those of the
dominant part of the banking sector and by users of financial services and those seeking
financing who have less ability to exercise influence over regulators.

The possibility of regulatory capture therefore needs to be taken into account in designing
governance arrangements for regulators and supervisors. Suitable governance arrangements
need to achieve independence from undue influences from the regulated institutions and from
other interest groups, but also need to ensure accountability and expertise on the regulated
industry (see Quintyn and Taylor, 2004, for example). Trade-offs are likely: close contacts
and consultation between the regulators and financial institutions are needed to ensure that
the regulator keeps abreast of financial sector developments, and also that full use is made of
institutions’ specialized knowledge, for example, of the relative compliance costs of various
possible measures. However, these contacts may facilitate capture. The financing of the
regulator out of fees imposed on financial institutions may reduce its dependence on the
government budget mechanism, which itself may be subject to regulatory capture, but may
increase the regulator’s sense of obligation towards the regulatees. On the side of expenses,
regulatory capture can be discouraged by setting the level and structure of remuneration of
regulators so as to reduce incentives to take up employment in the regulated institutions.

The results presented here have two additional implications that are especially relevant for
standard-setting bodies and organizations such as the International Monetary Fund and the
World Bank that are committed to the sound development of an efficient financial sector:
First, the strength of the regulatory and supervisory system will differ across countries, such
that the system is likely to be weakest where the financial sector is itself generally weak.
Second, even if a country has a history of effective bank regulation and supervision during
good times, in the event of a large negative shock, the banks may succeed in obtaining
forbearance and a loosening of regulations. Both implications are based on the result that
causality may run from financial weakness to poor regulation and supervision, and not just in
the other direction.
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