

	
	

	









	




	







	









		

		
		

	
	




	
	


	
	



	
	


	
	
	
	
	
	
		
			
			
		

		
		
	

	

	



	
	
	
	

	







	















	Skip to main content












	

	

	
	

	

	
	












			

			





			






	




	


	
	





	








	

	
	
		
		
		
		
		
		
		
		
		
		
		
		
		
	

	
	
		
		
		
	


















	
		
	

	

	
		
	

	







	
		
		
		

		
		
		
		
			
				
				









	
	    












    
    






    
    







    




    






    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    






    
        
    


    
            
            
                
            
            
                
        Add Paper to My Library
        
        

    















	














	
	    







 



	




	







	




































    



			

			
				
				
				
				
				
						
				
				
				
					
						Share:
							
	
	
	


					

					
				
				
				




				
				

    
        
        
        
            

		
		
		
			
				
			
				
			
				
			
				
			
				
			
				
			
				
			
		

		
            

		
		
		
			
				
			
		
			
		
			
		
			
		
			
		
			
		
			
		
			
		
			
				
			
		
			
		
			
		

		
            

            
        

        
    

    


    




				
				
					

					
					Permalink

						Using these links will ensure access to this page indefinitely

						
							
							Copy URL
						

						
							
								
								Copy DOI
								

							

						
				

				
			

		


		
			
				
				




	
	
		
	

	
	
		
		
	

	
	

	
	
	
	The Limits of Model-based Regulation

	
    
        
            
            







    
    










    
    
    
    











			
                    ECB Working Paper No. 1928
 
        

    
	

	
	
		
		
			59 Pages
		
		

		Posted: 5 Jul 2016
		
		
		
	

	
		
			
			




	See all articles by Markus BehnMarkus Behn
European Central Bank (ECB)
Rainer F. H. Haselmann
Goethe University Frankfurt - Faculty of Economics and Business Administration; Leibniz Institute for Financial Research SAFE
Vikrant Vig
London Business School


		

	
	
	
	
	


	
	
		
			[image: Multiple version icon]There are 3 versions of this paper
		
	


	
		
		

		
			
				

				
					

					
						
							
						

						
							
								
									The Limits of Model-Based Regulation
									

								
							
							
							
								SAFE Working Paper No. 75
							

							
							
								
									Number of pages: 52
								
								
									Posted: 13 Nov 2014
								
								
									Last Revised: 09 Aug 2021
								
							

							
						

						
							
							Downloads
							  474
							
						

					

					
					

					
						
							
						

						
							
								
									The Limits of Model-based Regulation

								
							
							
							
								ECB Working Paper No. 1928
							

							
							
								
									Number of pages: 59
								
								
									Posted: 05 Jul 2016
								
								
							

							
							
								
								You are currently viewing this paper
							

							
						

						
							
							Downloads
							  468
							
						

					

					
					

					
						
							
						

						
							
								
									The Limits of Model-Based Regulation
									

								
							
							
							
								Journal of Finance, Forthcoming, LawFin Working Paper No. 20
							

							
							
								
									Number of pages: 68
								
								
									Posted: 10 Aug 2021
								
								
							

							
						

						
							
							Downloads
							  264
							
						

					

					
				

			

		

	

	


	
	
	
	
		
		
	
	
		
			Date Written: July 4, 2016

		
	

	
	
		
		
	

	
	
		
	
	
		Abstract

		In this paper, we investigate how the introduction of sophisticated, model-based capital regulation affected the measurement of credit risk by financial institutions. Model-based regulation was meant to enhance the stability of the financial sector by making capital charges more sensitive to risk. Exploiting the introduction of the model-based approach in Germany and the richness of our loan-level data set, we show that:  

(1) internal risk estimates employed for regulatory purposes systematically underpredict actual default rates by 0.5 to 1 percentage points;   

(2) both default rates and loss rates are higher for loans that were originated under the model-based approach, while corresponding risk-weights are significantly lower; and   

(3) interest rates are higher for loans originated under the model-based approach, suggesting that banks were aware of the higher risk associated with these loans and priced them accordingly. Counter to the stated objective of the reform, financial institutions have lower capital charges and at the same time experience higher loan losses.   

Further, we document that large banks benefited from the reform as they experienced a reduction in capital charges and consequently expanded their lending at the expense of smaller banks that did not introduce the model-based approach. Overall, our results highlight that if the challenges that accompanies complex regulation are too high simpler rules may increase the efficacy of financial regulation. 
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