THE GAPGO INSTITUTE

JOURNAL

OF FINANCIAL TRANSFORMATION

GOVERNANCE OF CORPORATES

Higher capital requirements on banks:
Are they worth it?

JOSEF SCHROTH

—

BALANCING

INNOVATION & CONTROL

#59 JUNE 2024




THE CAPGO INSTITUTE

JOURNAL OF FINANCIAL TRANSFORMATION

Editor
Shahin Shojai, Global Head, Capco Institute

Advisory Board

Lance Levy, Strategic Advisor
Owen Jelf, Partner, Capco
Suzanne Muir, Partner, Capco
David Oxenstierna, Partner, Capco

Editorial Board

Franklin Allen, Professor of Finance and Economics and Executive Director of the Brevan Howard Centre, Imperial
College London and Professor Emeritus of Finance and Economics, the Wharton School, University of Pennsylvania
Philippe d’Arvisenet, Advisor and former Group Chief Economist, BNP Paribas

Rudi Bogni, former Chief Executive Officer, UBS Private Banking

Bruno Bonati, Former Chairman of the Non-Executive Board, Zuger Kantonalbank, and President, Landis & Gyr Foundation
Dan Breznitz, Munk Chair of Innovation Studies, University of Toronto

Urs Birchler, Professor Emeritus of Banking, University of Zurich

Elena Carletti, Professor of Finance and Dean for Research, Bocconi University, Non-Executive Director, UniCredit S.p.A.
Lara Cathcart, Associate Professor of Finance, Imperial College Business School

Géry Daeninck, former CEO, Robeco

Jean Dermine, Professor of Banking and Finance, INSEAD

Douglas W. Diamond, Merton H. Miller Distinguished Service Professor of Finance, University of Chicago

Elroy Dimson, Emeritus Professor of Finance, London Business School

Nicholas Economides, Professor of Economics, New York University

Michael Enthoven, Chairman, NL Financial Investments

José Luis Escriva, President, The Independent Authority for Fiscal Responsibility (AIReF), Spain

George Feiger, Pro-Vice-Chancellor and Executive Dean, Aston Business School

Gregorio de Felice, Head of Research and Chief Economist, Intesa Sanpaolo

Maribel Fernandez, Professor of Computer Science, King’s College London

Allen Ferrell, Greenfield Professor of Securities Law, Harvard Law School

Peter Gomber, Full Professor, Chair of e-Finance, Goethe University Frankfurt

Wilfried Hauck, Managing Director, Statera Financial Management GmbH

Pierre Hillion, The de Picciotto Professor of Alternative Investments, INSEAD

Andrei A. Kirilenko, Reader in Finance, Cambridge Judge Business School, University of Cambridge

Katja Langenbucher, Professor of Banking and Corporate Law, House of Finance, Goethe University Frankfurt
Mitchel Lenson, Former Group Chief Information Officer, Deutsche Bank

David T. Llewellyn, Professor Emeritus of Money and Banking, Loughborough University

Eva Lomnicka, Professor of Law, Dickson Poon School of Law, King’s College London

Donald A. Marchand, Professor Emeritus of Strategy and Information Management, IMD

Colin Mayer, Peter Moores Professor of Management Studies, Oxford University

Francesca Medda, Professor of Applied Economics and Finance, and Director of UCL Institute of Finance

& Technology, University College London

Pierpaolo Montana, Group Chief Risk Officer, Mediobanca

John Taysom, Visiting Professor of Computer Science, UCL

D. Sykes Wilford, W. Frank Hipp Distinguished Chair in Business, The Citadel

1/



CONTENTS

GOVERNANCE OF TECHNOLOGY

08

20

26

32

40

50

56

60

70

Data and Al governance
Sarah Gadd, Chief Data Officer, Bank Julius Baer

“Data entrepreneurs of the world, unite!” How business leaders should react to the emergence
of data cooperatives

José Parra-Moyano, Professor of Digital Strategy, IMD

Revolutionizing data governance for Al large language models
Xavier Labrecque St-Vincent, Associate Partner, Capco
Varenya Prasad, Principal Consultant, Capco

Municipal data engines: Community privacy and homeland security
Nick Reese, Cofounder and COO, Frontier Foundry Corporation

Human/Al augmentation: The need to develop a new people-centric function to fully benefit from Al
Maurizio Marcon, Strategy Lead, Analytics and Al Products, Group Data and Intelligence, UniCredit

Building FinTech and innovation ecosystems

Ross P. Buckley, Australian Research Council Laureate Fellow and Scientia Professor, Faculty of Law and Justice, UNSW Sydney

Douglas W. Arner, Kerry Holdings Professor in Law and Associate Director, HKU-Standard Chartered FinTech Academy,
University of Hong Kong
Dirk A. Zetzsche, ADA Chair in Financial Law, University of Luxembourg

Lucien J. van Romburg, Postdoctoral Research Fellow, UNSW Sydney

Use and misuse of interpretability in machine learning

Brian Clark, Rensselaer Polytechnic Institute
Majeed Simaan, Stevens Institute of Technology
Akhtar Siddique, Office of the Comptroller of the Currency

Implementing data governance: Insights and strategies from the higher education sector
Patrick Cernea, Director, Data Strategy and Governance, York University, Canada
Margaret Kierylo, Assistant Vice-President, Institutional Planning and Chief Data Officer, York University, Canada

Al, business, and international human rights
Mark Chinen, Professor, Seattle University School of Law



GOVERNANCE OF SUSTAINABILITY

82 Government incentives accelerating the shift to green energy
Ben Meng, Chairman, Asia Pacific, Franklin Templeton
Anne Simpson, Global Head of Sustainability, Franklin Templeton

92 Governance of sustainable finance
Adam William Chalmers, Senior Lecturer (Associate Professor) in Politics and International Relations, University of Edinburgh
Robyn Klingler-Vidra, Reader (Associate Professor) in Entrepreneurship and Sustainability, King’s Business School
David Aikman, Professor of Finance and Director of the Qatar Centre for Global Banking and Finance, King’s Business School
Karlygash Kuralbayeva, Senior Lecturer in Economics, School of Social Science and Public Policy, King’s College London
Timothy Foreman, Research Scholar, International Institute for Applied Systems Analysis (IIASA)

102 The role of institutional investors in ESG: Diverging trends in U.S. and European corporate
governance landscapes

Anne Lafarre, Associate Professor in Corporate Law and Corporate Governance, Tilburg Law School

112 How banks respond to climate transition risk
Brunella Bruno, Tenured Researcher, Finance Department and Baffi, Bocconi University

118 How financial sector leadership shapes sustainable finance as a transformative opportunity:
The case of the Swiss Stewardship Code

Aurélia Fah, Senior Sustainability Expert, Asset Management Association Switzerland (AMAS)

GOVERNANCE OF CORPORATES

126 Cycles in private equity markets
Michel Degosciu, CEQ, LPX AG
Karl Schmedders, Professor of Finance, IMD
Maximilian Werner, Associate Director and Research Fellow, IMD

134 Higher capital requirements on banks: Are they worth it?
Josef Schroth, Research Advisor, Financial Stability Department, Bank of Canada

140 From pattern recognition to decision-making frameworks: Mental models as a game-changer
for preventing fraud
Lamia Irfan, Applied Research Lead, Innovation Design Labs, Capco

148 Global financial order at a crossroads: Do CBDCs lead to Balkanization or harmonization?

Cheng-Yun (CY) Tsang, Associate Professor and Executive Group Member (Industry Partnership), Centre for Commercial Law
and Regulatory Studies (CLARS), Monash University Faculty of Law (Monash Law)

Ping-Kuei Chen, Associate Professor, Department of Diplomacy, National Chengchi University

158 Artificial intelligence in financial services
Charles Kerrigan, Partner, CMS
Antonia Bain, Lawyer, CMS



DEAR READER,



In my new role as CEQ of Capco, | am very pleased to welcome
you to the latest edition of the Capco Journal, titled Balancing
Innovation and Control.

The financial services and energy sectors are poised for
another transformative year. At Capco, we recognize that this is
a new era where innovation, expertise, adaptability, and speed
of execution will be valued as never before.

Success will be determined based on exceptional strategic
thinking, and the ability to leverage innovative new technology,
including GenAl, while balancing a laser focus on risk and
resilience. Leaders across the financial services and energy
industries recognize the transformative benefits of strong
governance while needing to find the optimal balance between
innovation and control.

This edition of the Capco Journal thus examines the critical
role of balancing innovation and control in technology, with
a particular focus on data, Al, and sustainability, with wider
corporate governance considerations. As always, our authors
include leading academics, senior financial services executives,
and Capco’s own subject matter experts.

| hope that you will find the articles in this edition truly thought
provoking, and that our contributors’ insights prove valuable,
as you consider your institution’s future approach to managing
innovation in a controlled environment.

My thanks and appreciation to our contributors and our readers.

Annie Rowland, Gapco CEQ



HIGRER CAPITAL REQUIREMENTS
ON BANKS: ARE THEY WORTH IT?

JOSEF SCHROTH | Research Advisor, Financial Stability Department, Bank of Canada’

ABSTRACT

Following the 2007-09 global financial crisis, policymakers and standard setters made an important change in how they
think about the regulation of banks. While they have always been focusing on the health of banks, they now explicitly do
S0 to make sure that there are no sudden contractions in credit supply. Consequently, success of regulatory policy is now
measured not only by market liquidity or whether there are losses to deposit insurance agencies, but also by whether the
supply of credit is sufficiently stable. Higher capital (buffer) requirements, paired with regulatory stress tests, are key policy
innovations to support stable credit supply. These policy innovations impose costs on banks today but their intended future
benefits are not well understood. This article discusses design features that determine whether the innovations’ intended

benefits would materialize.

1. ANEW APPROACH TO BANK
CAPITAL REGULATION

Policymakers are still in the process of implementing, or
phasing in, new bank regulations based on the so-called
Basel Il guidelines. There are two key innovations. First,
regulatory capital requirements on banks are now higher
on average. Second, stress tests help to determine how
high capital requirements should be. Stress tests are
sophisticated exercises that use granular bank level data to
examine how banks would be affected in hypothetical adverse
macroeconomic scenarios. They give a good idea of how
banks’ capital or lending would be affected in case of severe
adverse economic outcomes.

Stress tests can help inform the appropriate level of additional
capital (buffer) requirements levied on all banks broadly, such
as in Canada, or on individual banks such as in the U.S. The
idea is that when banks hold additional capital that can absorb
losses during adverse times, then they should be able to
maintain their lending activity better. Let us unpack this.

Conventional capital requirements force banks to reduce the
size of their balance sheets when losses reduce their capital.
This would be bad for economic activity, such as business
investment, that relies on credit. Consequently, if banks
hold additional capital buffers, on top of conventional capital
requirements, then they can use those buffers to absorb
losses and would not be forced to reduce lending.

So far, so good. One problem that banks face when they use
their capital buffer to absorb, or provision for, losses is that
their capital is now below the sum of conventional capital
requirement and capital buffer requirement. In this case,
capital buffer requirements typically stipulate restrictions of
payouts to shareholders. But banks’ primary objective is not to
maintain a stable supply of loans, but to maintain a stable flow
of payouts to their shareholders. It is, therefore, conceivable
that banks’ response to losses is not to let their capital ratio
fall below the sum of conventional capital requirement and
capital buffer requirement — but rather to lower their assets,
which means reducing loans.

' Any views expressed are my own and not necessarily those of the Bank of Canada.
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In other words, the main effect of Basel lll reforms may be to
further strengthen existing microprudential regulation, which
concerns the health of banks’ balance sheets, but may end up
falling short of their macroprudential objective, which concerns
the stable supply of loans to the economy. What a bank
regulator can do to make capital buffer requirements more
effective is to lower them when a severe adverse scenario,
such as the ones envisioned in stress tests, materializes. As
a result, banks would have to be less concerned about how
maintaining lending would affect their ability to make payouts
to shareholders.

When banks face uncertainty about their ability to make
payouts, it reduces their shareholder value, increases their
funding cost and, ultimately, lowers their ability to make
loans. Regulators should alleviate this uncertainty by clearly
answering two questions. First, is there a highest possible
level of capital buffer requirements?? Second, what are the
criteria for a reduction of capital buffer requirements? In other
words, regulators need to tell banks what the “upper bound”
on capital buffer requirements is, “when” requirements
would be reduced, and “by how much” and “for how long”. If
regulators fail to communicate clearly in this way, then capital
buffer requirements will needlessly create uncertainty about
banks’ payouts. Buffers would then be a source of dismay
for both banks and regulators rather than a powerful new
regulatory tool.

A straightforward way of coming up with an upper bound on
capital buffer requirements is to set it equal to the hypothetical
drop in banks’ average capital ratio in a stress test with a
particularly adverse scenario. The key is to stick with this
upper bound for a substantial period of time and to not change
it every time a new potential risk emerges. In particular,
emerging risks related to, for example, pandemics, wars, or
overall indebtedness may affect how regulators set the buffer
requirement within a given range but should not affect the
upper bound of that range. This is consistent with the idea that
the size of buffer requirements is not the only determinant of
their effectiveness: how long they are reduced also matters in
terms of stabilizing banks’ loan supply. Intuitively, it would be
inefficient to require banks to be able to absorb losses from
every imaginable risk. The cost of carrying all that capital
would simply be too high for bank shareholders. In case things
turn out much worse than reasonably anticipated, then the
regulator can keep buffer requirements reduced for longer.

19

Banks’ primary objective is
not to maintain a stable supply
of loans, but to maintain

a stable flow of payouts to

their shareholders. 2

Determining when to reduce buffer requirements is also
relatively straightforward: they should be reduced when
households and firms struggle to obtain loans. While there
are potentially many financial indicators that can be used
to measure “financial stress”, a useful criterion has been
formulated, in a different context, by U.S. Supreme Court
Justice Potter Stewart as “I know it when | see it.” For example,
when bank stock prices are suddenly down and credit
spreads up, then the economy is most likely experiencing
financial stress.

Itis comparatively more challenging for regulators to determine
by how much or for how long to reduce buffer requirements. In
particular, regulators will likely face the dilemma of an increase
in risk at the same time as financial stress materializes. But it
would make no sense to first reduce the buffer requirement,
because of financial stress, and then to increase it back up,
perhaps to an even higher level than before, because of
heightened risks. This would only confuse banks, and financial
markets, and have no beneficial effect on loan supply.

One way to address this dilemma is the following: keep the
buffer requirement equal to the upper bound as long as there
is no financial stress and reduce it to zero for a meaningful
period of time when stress materializes. Once loan supply has
recovered, regulators should require banks to rebuild capital
buffers at a pace consistent with not triggering financial
stress. This simple approach recognizes that it is too late to
build capital buffers for risks at the time when those risks can
be reliably detected by regulators, banks, or financial markets.
Detecting risks associated with their balance sheets is at the
core of banks’ business models; hence, it is not obvious that
regulators should attempt to do it for them.

2 While there are many different capital buffer requirements in practice, this article refers to their sum. In fact, Sam Woods, Deputy Governor for Prudential
Regulation at the Bank of England and Chief Executive Officer of the Prudential Regulation Authority, has discussed in a recent speech how the various
capital buffer requirements resemble a single capital buffer requirement (http://tinyurl.com/ycxx48hc).
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It is true that the rationale for bank regulation is that
regulators evaluate risk differently from banks. Regulators, in
contrast to banks, care about the broad social and economic
implications of risks faced by banks, such as business failures
or unemployment. As a result, they prefer banks to hold more
capital for given risks. But this does not mean that regulators
are better at measuring or detecting those risks. For example,
when banks detect risks, they provision for expected loan
losses. This reduces their capital and requires them to retain
earnings to meet capital (buffer) requirements. Increasing
regulatory capital buffer requirements at that point would be
too late. Ideally, regulators would like banks to retain earnings
before they start provisioning. But this would mean that
regulators would have to be able to detect risks earlier than
banks —and it is not clear how regulators would achieve this.

While banks have scope to use discretion in applying
accounting rules, this does not necessarily imply a role for
capital regulation. For example, following rapid interest rate
increases in 2022, Silicon Valley Bank abused hold-to-
maturity classification related to their bond holdings to avoid
timely recognition of expected losses. In doing so, the bank
had ignored that its liquidity risk in fact called into question the
appropriateness of such classification choices. But, of course,
at that point it would have been of little prudential benefit to
raise the bank’s capital buffer requirement.

The remainder of this article discusses the design and
operation of capital buffer requirements in more detail. It also
discusses caveats related to the credibility of the financial
regulator and the impact of bank regulation on inequality.

2. OPTIMAL DESIGN OF CAPITAL
BUFFER REQUIREMENTS

Choosing the size of regulatory capital buffers involves an
efficiency-stability tradeoff. On the one hand, there is the
efficiency loss from higher bank capital during normal times,
when there is no financial stress. The reason is that banks
consider capital costly and will increase loan interest rates
when they are required to fund a larger fraction of lending with
capital rather than with, for example, deposits. On the other
hand, there is a financial stability benefit in terms of a lower
frequency and magnitude of financial crises.

If we are talking about a conventional, pre-Basel Ill, capital
requirement, then efficiency losses and stability benefits
can simply be traded off against each other by calculating
them separately for different levels of capital requirement.
But this approach is not feasible in the case of capital buffer
requirements. The reason is that the latter are dynamic in a
way that responds to non-linear macro-financial linkages.
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Such linkages are non-linear because the lower bank capital is
throughout the economy, the stronger will a given capital buffer
requirement constrain lending to the economy. Moreover, the
expected path of capital buffer requirements affects banks’
lending decisions today, analogous to expectations regarding
future monetary policy rates.

To capture the efficiency-stability tradeoff related to capital
buffer requirements, one needs to model jointly the banking
sector, the bank regulator, and the overall economy consisting
of firms and households. While this can be done in a relatively
parsimonious model framework, capturing three elements
is key. First, the banking sector makes capital and lending
plans conditional on the state of the economy and on bank
regulation. Second, firms rely in part on banks to fund their
investments while banks rely in part on uninsured deposit
funding. The latter provides market monitoring of banks
whereby a bank’s funding availability is positively related to its
shareholder value. Funding availability has a crucial interaction
with capital regulation because shareholder value not only
depends on banks’ capital but also on the timing of capital
payouts to shareholders. Third, the regular sets capital buffer
requirements conditional on the state of the economy and
on banks’ capital and lending plans. It is natural to assume
that the objective of a bank is to maximize its shareholder
value and the objective of the regulator is to maximize some
welfare criterion (such as the net present value of gross
domestic product).

The model should match quantitatively important financial-
cycle statistics such as the frequency of financial stress and
banks’ average target leverage. The former statistic can be
obtained from historical (panel) data and the latter from banks’
financial and regulatory reports. Stress tests can be used to
gauge the size of shocks that can affect the banking sector at
a given time.

Overall, the model would imply a capital buffer requirement
during times when there is no financial stress as well as
paths to rebuild capital buffers following a reduction of the
capital buffer requirement during financial stress. Critically, the
optimal paths depend on the severity of the financial stress
that precedes them. Bank regulators should give banks more
time to rebuild capital buffers, the more severe financial stress
has been.
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3. OPERATIONALIZING CAPITAL
BUFFER REQUIREMENTS

The model framework discussed above produces a capital
buffer requirement for given credit spreads and for given
aggregate bank capital and shareholder value. But no
regulator in their right mind would expect implementation to
be easy. The reason is that economic models achieve internal
consistency — needed to compute optimal capital buffer
requirements — by making very specific assumptions about
how communication takes place and about how expectations
are formed. In reality, the intentions of regulators are often
less clear than in stylized models. It is, therefore, necessary
to carefully consider the market impact of announcing capital
buffer requirements.

Any reduction of the capital buffer requirement needs to be
accompanied by clear communication regarding the path of
capital buffer requirements going forward. A model can help
to communicate such “forward guidance”. As in the case
of monetary policy, it is important to convey conditionality
because the future is not known at the time that the forward
guidance is given. For example, severe financial stress might
be followed by capital buffer requirements that are “low for
long”, which implies future capital buffer requirements that
are low relative to banks’ earnings. At the same time, it should
be made clear that buffer requirements will be “low for longer”
in case financial stress worsens.

In communicating with the banking sector, and financial
markets more broadly, a bank regulator would likely adopt
some of the lessons learned from monetary policy authorities.
Specifically, during financial stress, a bank regulator would
want to carefully calibrate its language to target a specific
credit gap for given health of the banking sector (as measured
by aggregate capital and shareholder value of the banking
sector). If the credit gap is too large, then language about
capital buffer forward guidance can be adjusted to be more
accommodative, and vice versa.

3.1 Caveat: Credibility of the bank regulator

Banks’ expectations about how long capital buffer
requirements remain reduced following financial stress are
key for the ability of a reduction in buffer requirement to
alleviate financial stress. The reason is that banks consider
capital to be costly. Consequently, it is necessary that bank
regulators are seen as credible when giving forward guidance
about buffer requirements. Banks’ lending would not respond
much to any reduction in capital buffer requirements that
banks expect to be short lived.
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It is reasonable that regulators may not wish to reduce
capital buffer requirements too much during severe financial
stress. For example, the capital conservation buffer is part
of the regulatory capital buffer requirement stack in most
jurisdictions and cannot be reduced. It imposes automatic
payout (dividends and share buybacks) restrictions on banks
in times of severe financial stress. The idea is that payout
restrictions are very beneficial for banks’ health at times when
bank capital is low; their negative effects on banks’ lending
can be offset by promising banks capital buffer requirements
that are reduced for longer.

However, initial payout restrictions may rebuild banks’ capital
to the point where promising banks capital buffer requirements
that are reduced for longer is not necessary anymore to induce
banks to lend. Banks will then have enough capital so that they
provide lending that is close to socially optimal. At that point,
it would be reasonable for the regulator to increase capital
buffer requirements at a faster pace — to guard against future
financial stress. But then the initial promise of reduced capital
buffer requirements is not credible, and thus ineffective.

Banks have reasons to worry about tough payout restrictions
during severe financial stress — because such restrictions
make regulators’ promises of reduced capital buffer
requirements less credible. Regulators can address this
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credibility challenge by reducing the size of constant capital
buffer requirements (such as the capital conservation buffer)
and instead increasing the upper bound on time-varying
capital buffers (such as the countercyclical capital buffer). It
would then be possible to support bank lending more during
times of severe financial stress.

Regulators may impose payout restrictions during times of
moderate financial stress when they do not need to reduce any
capital buffer requirements (and when regulators also make
no promises about doing so in the future). In such cases, there
is no credibility challenge. For example, during the COVID-19
pandemic, against the backdrop of unprecedented fiscal
support for much of economic activity, most major jurisdictions
imposed restrictions on banks’ dividends and share buybacks.

3.2 Caveat: Impact of bank regulation on
bailouts and inequality

When banks have more capital ex-ante, then it is less likely
that they need to be bailed out ex-post. However, it is not
possible to rule out financial crises and the need for ex-post
resolution and bailouts. The reason is that even though some
households may be much more affected by financial crises
than others, it would be prohibitively costly, in terms of social
welfare, to require banks to hedge all their risk taking (just
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as no household would purchase full insurance against all
the risks it faces). At the same time, it is possible to consider
how accounting for household inequality would affect the
efficiency-stability tradeoff.

Bailouts of banks typically involve equity injections funded by
the treasury department that are being repaid by banks over
time. The Bagehot principle stipulates that the interest rate
implied by initial equity injection and subsequent repayments
should be steep, such as in the case of the Troubled Asset
Relief Program during the 2007-08 financial crisis. When
households differ in the amount of wealth they hold, then they
may be affected differently by bailouts.

On the one hand, equity injections enable banks to maintain
lending. This stabilizes labor demand of firms and the supply
of deposits (that banks use to fund lending). Consequently,
wages and the return on savings are stabilized in the short-
run, which benefits both poor and wealthy households. On
the other hand, when banks need to repay equity injections,
they pass the cost of the implied steep interest rate on to
borrowers. This increases the borrowing costs of firms who
respond by somewhat lowering labor demand. In the long run,
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therefore, wages are depressed, which especially affects poor
households because they rely primarily on labor income. On
net, wealthy households benefit from bank bailouts while poor
households may be somewhat worse off. Taking into account
adverse ex-post distributional implications from banking
sector bailouts means that capital buffer requirements should
be higher ex-ante.

4. CONCLUSION

Policymakers have developed a new regulatory tool designed
to better insulate economic activity from fluctuations within the
financial sector. The key benefit of capital buffer requirements
is that they aim to constrain bank payouts rather than bank
lending. However, regulators’ intentions are not necessarily
reflected in banks’ actions. Banks may be less willing to lend
when their payouts are being restricted. For the new regulatory
tool to work as intended, it is crucial to take into account how
banks react to it. Banks also need to know what they are
supposed to be reacting to. Consequently, it is crucial that
regulators have a coherent framework when communicating
the timing of any payout restrictions to banks and
financial markets.
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