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Bankers manufacture their environments 

Costs and benefits of Regulation depend on 
manipulated appearances: Bank Accounting and 
Risk Management resemble a “Makeover” TV 
Show (fashionistas, cosmeticians, & plastic 
surgeons artificially improve their looks). 

They search out loophole ways to offer post-govt 
jobs, exercise political clout, adjust & report 
their asset and funding structures, and choose 
the jurisdictions in which they book particular 
pieces of business so as to lower regulatory 
burdens that government constraints would 
otherwise put on their pursuit of firm objectives. 

Taxpayers’ understanding of this is imperfect. 
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MY CENTRAL IDEAS 

 REGULATORY STRATEGIES are Negotiated with the 

Industry & BURDENS are less substantial than they seem 

• Influence-driven incentive conflict creates a 

taxpayer put for TBTF firms 

• My presentation seeks to demonstrate that this 

modeling failure has helped the financial 

industry to sow misconceptions, 

nontransparency, and outright loopholes into the 

capital standards and regulatory definitions of 

capital and risk that --then and now-- are 

supposed to keep financial instability in check.  
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  Burdens Are Resisted & Subsidies Pursued 

 
--Looking at regulation from a Hegelian 

perspective dramatizes the incentive 
conflicts regulators and regulatees face. 
Loophole Mining and Money Politics 

Bombard Regulators with Conflicting (i.e., 
Hegelian) Political & Economic Pressures.  

• Regulation = Thesis( Basel x) 

• Avoidance and Lobbying= Antithesis 

• Re-Regulation = Synthesis (new thesis) 



Parent-Child Example 
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The Game of Financial Regulation Is an 

Evolutionary Three-Handed Contest 

• Principal Players are Regulated Institutions, 

Regulators(including pols), and Taxpayers. 

• Ethically challenged institutions build political clout and 

feel entitled to hide salient information from other players 

in both time-tested and innovative ways. Have more skill 

than other players. 

• Regulators not only help them with concealment, but 

cooperate in overstating the effectiveness and fairness 

of their own play (i.e., express too much confidence in 

their control strategies and enforcement). 

• Taxpayers are kept in a poorly informed, disequilibrium 

position.. 
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INCOMPLETENESS of Basel Accords: No 

Accountability for Regulators or Credit Raters 

Basel Regulations = purported “risk- based” 
capital(NW) requirements on bank loans in 
major countries (but misperceive capital & 
misweight risk). Moreover, Basel ties risk 
weights for sovereign debt to ratings, and then 
permits national authorities to go below those 
weights for central government (or central-
government-guaranteed) debt issued and 
funded in the currency of the country in question.  

The capital-requirements directive of the EU made 
use of that clause and determined that the risk 
weight for EZ sovereign debt is zero. The newly 
proposed regulation maintains this provision.  
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The crisis underscores two lessons that US 
& EU regulators refuse to confront . 
Accounting ratios are not difficult to 
overstate and bankers do not accept high 
statutory burdens passively. Higher capital 
requirements incentivize banks to raise risk 
profiles, under-reserve for exposures, and 
conceal emerging losses so as to minimize 
adverse effects on bank profits and stock 
prices.  
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Bankers understand the financial safety net –not as 

something external to their economic balance sheet—but as a 

politically enforceable implicit contract that they have 

negotiated with national governments.  This contract allows 

governments to impose deposit insurance premia & capital 

requirements in exchange for committing itself to bail out 

large portions of the financial industry in crisis circumstances. 

  But it is a sucker’s game to let requirements be as 
complex and politically driven as those in Basel. The absence 

of cross-country accountability for individual-country rules 

and enforcement allows effects of increased capital 

requirements on the taxpayer put to be neutralized by political 

influence (contributions & the “revolving door”) and by 
creative ways of reframing financial-institution risk taking.   



THE TAXPAYER PUT 
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Cross-Country Differences in Costs of 

Loophole Mining Explain Why the Current 

Crisis Proved  Most Severe in Financial 

Centers and Other High-Income Countries 

 1. During the bubble in securitized credit, Banks in High-
Income Countries faced low avoidance costs: 
[Creditors allowed them great accounting leeway and 
they could transact in a rich array of nontransparent  
instruments at low trading costs with little negative 
feedback from customers, regulators, or politicians.] 

2. In the crisis, the surge in nonperforming loans 
simultaneously increased market discipline and 
panicked regulators. Conceptual Poverty of Basel’s 
Risk-weighted capital approach became obvious. 
Basel ratios did not predict bank health or the need to 
restrain zombie-bank gambling for resurrection. 
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REALISTIC HYPOTHESES BASED ON RESEARCH 

 

1. Financial crises are inevitable. Every country’s 
financial sector passes through a succession of  

three-stage sequences: a pre-crisis bubble in credit, 

an actual crisis, and a post-crisis period of healthy 

recovery. 

 
2.  Regulators are always playing from behind: 

Because technological change produces 

concealment and risk-taking opportunities not 

contemplated by regulatory procedures, every 

control strategy loses effectiveness over time. 

 



Genuine repair would have to begin by REFRAMING 

THE POLICY PROBLEM that Basel and Brussels are 

Supposed to Solve. Here is a Headline we might hope for: 
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The thing that came loose is TRUST. Higher Capital is no silver-
bullet repair for restoring trust. Society Needs to Incentivize and 
Monitor Private and Public Managers of National Safety Nets So that 
INCENTIVE DILEMMAS DO NOT Subsidize Firms that actively 
Expand Their Risk-Taking and Political Clout in Destructive Ways. 

 
No Long-run Cure exists, only some Remedies: (1)Start screening 
financial innovations for dangerous safety-net consequences, and 
(2) adopt a cocktail of incentive and informational adjustments. 
Government Officials and managers of protected institutions must be 
made at least as accountable to taxpayers for measuring and 
honestly disclosing the equity-like loss exposures that they shift to 
taxpayers as corporate managers are accountable for disclosing 
value of operations to stockholders. 

 
- Repair Ethics of Finance and Credit-Rating Process: Replace 
arrogance and sense of entitlement in industry and government 
with a delineation of the duties of disclosure, loyalty, care, and 
competence owed to taxpayers as equity investors in TBTF firms. 
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A critical step must be to strengthen training and recruitment 

procedures for top regulators.  Incentive conflict is the problem and 

placing political patronage at the center of the appointment process 

amplifies incentive conflict. One's ability to handle incentive conflict 

is shaped in large part by one's personal sense of honor and duty. In 

many areas of public service, a candidate’s sense of honor and duty is 
honed by specialized training programs. I believe that the we need to 

establish a specialized academy for training financial regulators and 

admit cadets from around the world. This would forge connections 

between graduates at supervisory agencies in different countries and 

pave the way for more-effective information flows and cross-border 

regulatory cooperation.  ESE Initiative covers principles of financial 

engineering, but students need also to be drilled in the duties they owe 

the citizenry and in how to overcome the political pressures that elite 

institutions exert when and as they become undercapitalized.  



THE ALTERNATIVE: ETHICALLY CHALLENGED  REREGULATION 
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