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Regulatory Capture: Why?! How Much?

What to Do About [t?

Regulatory capture is a much debated issue in regulatory economics that applies to many
industries including the financial services industry. This paper discusses what the economic
incentives leading to regulatory capture are, presents a case study on banks’ capital require-
ments that helps to shed light on the possible magnitude of regulatory capture and finishes
with policy recommendations what to do about capture. The main message of the paper is
that although regulatory capture is deeply rooted in the incentive system of regulators and
regulated industries it appears in different degrees ranging from strong to weak capture.
Depending on its degree alternative measures can be applied to mitigate regulatory capture.

1 Introduction

When markets fall short to deliver out-
comes that are in the interest of the
general public, it is necessary to make
use of regulatory actions to correct
these failures. Once regulatory actions
and agencies are in place, their objec-
tives must be set in such a way as to
serve the common good. Specifying
theoretically what the common good is
only requires the application of the ap-
propriate theory framework. It is, how-
ever, far from trivial to implement it in
practice. Regulatory agencies are dele-
gated institutions embedded in indus-
try structures that are subject to agency
problems and economic incentives that
do not necessarily serve the common
good. In a framework consisting of the
general public (represented by the leg-
islature), the regulator, and the regu-
lated industry, it might be possible that
incentives for regulators are in conflict
with public interests and serve the reg-
ulated industry, instead, resulting in an
economic force known as regulatory
capture.

The purpose of this paper is to ana-
lyze regulatory capture in the financial
services industry. It is widely accepted
that regulatory capture of public agen-
cies and policy has been a main causal

factor of the financial crisis 2007-09.
As Daniel Kauffman, a senior fellow at
the Brookings Institution wrote in a
column in Forbes: “There are multiple
causes of the financial crisis. But we
cannot ignore the element of ‘capture’
in the systemic failures of oversight,

regulation and disclosure in the finan-
cial sector.” In light of these conclu-
sions, it seems necessary to have a
closer look at capture within the finan-
cial industry. Therefore, the paper en-
gages in a discussion of how to define
regulatory capture and advances a
broad and a narrow interpretation.
Next, economic motives are studied
that explain why there is capture. Fol-
lowing Zingales (2013) it is argued that

" I am grateful to Otto Randl for critical and helpful discussion.

2 A similar conclusion has been reached by Simon Johnson, aformer chigp economist (fthe IMF, in an article

entitled “The Quiet Coup”, published in The Atlantic (2009).
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capture is pervasive because it is the
outcome of the interplay of economic
incentives. We summarize three eco-
nomic mechanisms that explain the ex-
istence of regulatory capture. Using a
case study on trust preferred securities
first analyzed in Boyson et al. (2014)
we discuss the potential magnitude of
capture and the mechanisms that pro-

mote it in the banking sector. Accord-
ing to Baker (2010) there are at least
four mechanisms that enhance capture
in the banking industry with revolving
doors being the most prominent one.
Finally, we report on a recent study
about regulatory capture and social
identification. Using an extensive ques-
tionnaire among regulators and regu-
lated managers Veltrop and de Haan
(2014) find that (i) social identification
is negatively correlated with task per-
formance of regulators and (ii) prior
tenure in the financial services industry
is positively correlated with social iden-
tification to an industry. As a conse-
quence, prior tenure in the financial
industry causes  capture
through social identification. We con-

services

clude the analysis by analyzing how to
mitigate regulatory capture in the
banking and financial services industry.

2 Defining Regulatory Capture

In a seminal paper Stigler (1971) articu-
lated the view that even when a regula-
tory authority was set up to prevent
monopolistic abuse of consumers, reg-
ulation ends up being “captured” by the
firm it is supposed to discipline.’ This
view triggered a large body of litera-
ture on the economics of regulation,
summarized, for example, in Kahn
(1988). Stigler (1971) applied his the-
ory of regulation to the U.S. trucking
industry and found that in the 1920
trucks emerged as competitors for ex-
isting railroads on inter-city freight.
Railroads responded by capturing pub-
lic authorities to impose severe limits
on trucks to deliver freight from one
city to the other. Stigler (1971) con-
cluded from his industry analysis that
regulators could be swayed by special
interests of the industry being regu-
lated and hence, governments and/or
regulators should be rolled back. As a
consequence of Stigler’s insights a branch
of regulatory economics emerged in
the spirit of the Chicago School of Eco-
nomics that stipulates to get rid of reg-
ulation altogether because of capture’s
severe distortions of public interests.
According to a recent survey by Dal
Bo (2006) regulatory capture can be
defined in terms of a narrow and a
broad interpretation. In the broad sense
it is the process through which special
interests affect state intervention in any of
its forms while in the narrow interpreta-
tion regulatory capture is the process
through which regulated ( financial services)
firms end up manipulating the authorities
that are supposed to control them (Dal Bo,
2006). It must be stressed, that regula-

? See Dal Bo (2006) for a review of the theory and applications of regulatory capture.
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tory capture in the broad and narrow
interpretation is neither corruption nor
associated illegal action such as bribes
and threats. Corruption and illegal ac-
tions are cases for the court that are be-
yond the scope of this analysis.
Alternatively Carpenter and Moss
(2013) define regulatory capture as the
process by which regulation is consistently
or repeatedly directed away from the public
interest and toward the interest of the regu-
lated industry by the intent and the action
of the industry itself. This definition rests
on three important notions: public in-
terest, regulated industry, and intent.
The interplay among those can best be
elaborated using the traditional model
of the iron triangle (Mitnick, 1980).
Chart 1 presents the players involved in
the iron triangle, the legislature, the
regulator put in place by the govern-

Chart 1
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ment, and the regulated industries. Al-
though these players are intertwined in
a complex way, aiming for a first best
solution of the system as a whole re-
quires all three institutions to serve the
public interest. It is not a trivial issue to
pin down what public interest is but we
identify it with economic welfare of all
agents represented in the system.

In a first best world legislature sets
all the rules in such a way that individ-
ual actions taken by agents serve the
common good and hence maximize
economic welfare. This, however, re-
quires the absence of externalities,
market power and market failures that
are integral parts of modern market
economies. As a consequence, regula-
tory bodies come into existence with
the duty to control industries and the
objective to serve the public interest. If
regulators fail to serve the public inter-
est and collude with the regulated in-
dustries, instead, the system is charac-
terized by regulatory capture. Chart 2
contrasts the two opposing cases. On
the left side we see the system set up to
serve the public interest and on the
right side we see the case of regulatory
capture.

According to the right part of
chart 2, regulatory capture comes into
existence because the regulator and the
regulated industry collude and maxi-

Chart 2
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mize the sum of their own interest at
the expense of the public interest. Col-
lusion as represented in chart 2 is nei-
ther the outcome of corruption nor of
illegal action but the response to eco-
nomic incentives driving the actions of
agents representing the regulator and
the industry. In this setting capture
corresponds to optimal (equilibrium)
behavior and hence can only be miti-
gated if incentives are changed.

3 Forces Leading to Regulatory
Capture

Starting with the seminal works by
Olson (1965) and Stigler (1971) econo-
mists have analyzed economic forces
that cause regulators to change their
behavior and become captured. In a re-
cent paper Zingales (2013) summarizes
these theories by identifying different
channels that correspond to incentive
mechanisms which might cause regula-
tors to act in the interest of the regu-
lated. The two most important chan-
nels are
* Career concerns of the regulator
* Industry specific information needed
by the regulator to take regulatory
actions that has to be provided by the
industry
In a world in which salaries of the regu-
lator substantially differ from the sala-
ries of the industry being regulated,
regulators face attractive outside offers
that might substantially change their
careers.” In case an industry player
wants to hire a former regulator to take
advantage of her skills, industry will
prefer regulators with a record that in-
dicates appreciation of the industry. If
regulators later in their careers want to
benefit from attractive outside offers,
they have a strong incentive to signal
appreciation of the industry already

during their tenure as a regulator. Al-
ternatively, if institutional knowledge is
important for running an industry, reg-
ulators might have the incentive to in-
crease the number and the complexity
of institutional rules industry has to fol-
low. By doing so, regulators might also
increase their job opportunities in the
outside industry. This would, however,
be an opposite effect to regulatory cap-
ture.

Even if regulators do not care about
outside job offers their careers might
strongly be affected by outside inter-
ests. If an outside interest group spreads
false rumors about the regulator, the
regulator’s career might be affected by
the actions taken by this outside group.
Hilton (1972) proposes a related model
in which the regulator tries to avoid
“squawking”. In this setup policy mak-
ers might interpret negative feedback
about the regulator as efficient regula-
tion and reward her for that.

In taking actions the regulator
needs a lot of industry specific informa-
tion. In the absence of disclosure re-
quirements the two parties, regulator
and regulated, might trade information
for favorable treatment. In terms of
chart 2 from above the regulator and
the regulated industry establish a coop-
erative environment and collude. Col-
lusion is supported by the implicit
threat that any of the parties can with-
draw from the cooperation making
them worse off.

In addition to these two forces there
is also an external force at work. Regu-
lators need a lot of industry specific hu-
man capital to do a good job. As a con-
sequence, they have the vested interest
to take actions that make this capital
more valuable. This can lead to social
identification with the concerns and

! Aregulator quitting her job and moving to the industry she used to regulate is referred to as “revolving doors” (see

Makkai and Braithwaite (1992), Salant (1995) and Shive and Forster (2014)).
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challenges of the industry, resulting in
capture. Veltrop and de Haan (2014)
empirically demonstrate that social
identification with the financial sector
is an important mechanism for capture.

The forces that are identified to
promote regulatory capture do not
work well if all interest groups are sym-
metric and have the same level of influ-
ence. In such a case competition among
conflicting interest groups results in an
efficient outcome and hence mitigates
regulatory capture. Regulatory capture
relies on asymmetries either in terms
of information or in terms of influence.
Laffont and Tirole (1991) are the first
to present a theory of regulatory cap-
ture in an agency setting with asym-
metric information. In this setting cap-
ture is identified as equilibrium behav-
ior between the regulator and the
regulated industry.

Regulatory capture might also be
promoted by the regulator hedging
against mistakes she makes. If the regu-
lator makes a mistake that is against the
interest of the regulated, industry
members might strongly complain
about the regulator. On the contrary, if
the regulator makes a mistake against
the interest of the public, this will most
likely stay unnoticed. As a conse-
quence, it is safer for the regulator to
lean more towards the industry. This
strategy hedges the regulator against
mistakes  affecting the regulated
(Zingales, 2013).

The arguments discussed here iden-
tify capture as a pervasive force that can
hardly be mitigated. What makes cap-
ture manageable, however, is the de-
gree at which it prevails in an industry.
Regulatory capture is not something
that exists or does not exist — it prevails
by degree. Carpenter and Moss (2013)
distinguish between weak and strong
capture. Strong capture violates the
public interest to such an extent that
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the public would be better served with
either no regulation or by replacing ex-
isting regulation and authority alto-
gether. While this cannot be ruled out
it is not the standard in the regulation
of financial services. What we observe
frequently, instead, is weak capture.
According to Carpenter and Moss
(2013) weak capture occurs when spe-
cial interest compromises the capacity
of regulation to enhance the public in-
terest, but the public is still being
served by the regulation. In such a case
capture can be mitigated by exploring
the incentives of the special interest
group in detail and responding to it. A
lot of financial regulation is exposed to
weak capture and hence can be cured
by altering incentive structures.
Recent research emphasizes the role
of social identification as a force that
promotes capture (Kwak, 2013; Nich-
olson, Kiel and Kiel-Chisholm, 2011

and Veltrop and de Haan, 2014). Veltrop
and de Haan (2014) use data from two
Dutch regulators, De Nederlandsche
Bank (DNB) and Autoriteit Financielen
Markten (AFM) collected through
questionnaires and find that (i) social
interactions are negatively correlated to
regulator’s task performance and (ii)
prior tenure in the financial sector is
positively correlated to social identifi-
cation with the industry. As a conse-

427 ECONOMICS CONFERENCE 2014
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quence, regulatory capture related to
revolving doors runs through the chan-
nel of social identification with the fi-
nancial sector.

4 Case Study: Trust Preferred
Securities

In the preceding section we have ana-

lyzed the economic mechanisms and
forces that are responsible for the exis-
tence of capture. In this section we ad-
dress the issue of how much capture

can be observed in the financial indus-
try. This is a delicate issue because
demonstrating existence and degree of
capture is very hard, as it requires a

measure of public welfare as a bench-
mark. We avoid these issues by present-
ing a case study on regulatory arbitrage
of U.S. banks that was recently intro-
duced by Boyson, Fahlenbrach and
Stulz (2014).

In October 1996 the Federal Re-
serve Board authorized bank holding
companies to use trust preferred secu-
rities (TPS) as Tier 1 regulatory capital
up to a threshold level. TPS are hybrid
capital, i.e. a mix of equity and debt.
They are cumulative non-perpetual
preferred securities issued by subsidiar-
ies of bank holding companies whose
sole asset is junior subordinated debt is-
sued by the bank holding company. In-
terest on TPS is tax deductible to the
holding company and hence generates
value through the tax shield. Hence,
bank holding companies have an incen-
tive to issue TPS and as this helps to
meet capital requirements makes the
bank holding company better off. Us-
ing TPS instead of equity as Tier 1 capi-
tal, however, makes the bank riskier as
the capital cushion in the event of an
adverse shock has weakened. Chart 3
taken from Boyson, Fahlenbrach and
Stulz (2014) demonstrates how U.S.

Chart 3
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bank holding companies raised regula-
tory capital through TPS and retired
common stock during the period 1996
to 2007.

It is obvious that TPS was substi-
tuted for common equity throughout
the period 1996 to 2007. Analyzing the
policy change of the regulator from the
point of view of regulatory capture it is
important to point to the two following
facts: (i) the use of TPS as regulatory
capital benefited the bank holding com-
panies as they were able to substitute
TPS for common equity and therefore
take advantage of the tax shield; (ii) the
use of the TPS as regulatory capital was
at the expense of the general public as
this substitution made the bank holding
companies riskier and hence the bank-
ing system in general more instable.
Hence, it is fair to say that regulatory
agents served the interests of the bank-
ing industry at the expense of the gen-
eral public.” To measure the magnitude
of this capture it would be necessary to
estimate the welfare loss triggered by
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the policy change of the Federal Re-
serve Board. As we lack a sensible ag-
gregate welfare measure it is impossible
to quantify the costs of regulatory cap-
ture. Instead, we present the total
amount of TPS issued and total Tier 1
qualified TPS outstanding together
with the proportion of bank holding
companies that issued TPS in chart 4. A
detailed analysis of how the bank hold-
ing companies benefited from the qual-
ification of TPS as Tier 1 capital can be
found in the original paper Boyson,
Fahlenbrach and Stulz (2014).

The case study presented demon-
strates how capture might exist in the
financial services industry and how it
might affect public interest. This trig-
gers the general question what are the
mechanisms that most likely promote
capture in the financial services indus-
try and to what extent has there been a
change between prior and post finan-
cial crisis? Baker (2010) identifies four
mechanisms that promote capture and
analyzes how they operated prior and

Chart 4
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> This is true if we know that the required level of capital before the change was the correct one. Yet, if capital
requirements could have been excessive (or appeared so with the knowledge available then) the action taken by the
Federal Reserve Board must be seen as a step to correct a mistake.

42" ECONOMICS CONFERENCE 2014

103



Engelbert J. Dockner

post crisis in the U.S.A. These mecha-
nisms are (i) lobbying, (ii) degree of
political salience, (iii) revolving institu-
tional doors and (iv) intellectual cap-
ture. Concentration of wealth in the
financial industry gave banks huge po-
litical weight prior to the crisis and led
to a financial oligarchy that is a big
player in political campaign financing.
Therefore, the financial services indus-
try has a large influence on the political
process including regulation. In terms
of political salience Baker (2010) argues
that during boom periods the general
public does not have an interest in fi-
nancial regulation making capture, i.e.
collusion between the regulator and the
regulated, easier. The issue of revolving
doors promoting capture was addressed
at some length already in section 2. Fi-
nally, Baker (2010) writes that in addi-
tion to industry capture there is large
intellectual capture at work in the fi-
nancial services industry as regulators
and industry experts share the same
education in identical Business Schools.

5 What to Do About It?

The preceding analysis has documented
that regulatory capture is triggered by
forces that are built into the incentive
system of the policy process and that its
impact depends on the degree of cap-
ture, varying substantially across in-

dustries. While weak capture can be
mitigated by appropriate policy re-
sponses, strong capture by definition
cannot. Baxter (2011) identifies a set of
channels towards the common good
that can be applied in case of weak cap-
ture. It needs to be stressed, however,
that an effective solution to regulatory
capture would have to be complex, mul-
tidimensional, and would require a se-
rious attitude toward regulation (Bax-
ter, 2011). The most important chan-
nels to mitigate regulatory capture are

* Applying the model of “tripartism™
regulatory policy that fosters the par-
ticipation of public interest groups in
the regulatory process.

* Limiting the size and hence the influ-
ence of industry players.

* Setting up properly structured and
resourced agencies (e.g. tenure of
management).

* Introducing better institutional roles
for regulators.

* Being aware of the incentives going
along with revolving doors.

Any process that aims at reducing regu-

latory capture needs to be built on the

obvious, i.e. that taxpayers, regulators,
and industry players are all agents that
have influence on the outcome of a reg-
ulatory process. What needs to be en-
sured, however, is that any influence
must not be disproportionate. Ayres
and Braithwaite (1992) have advocated
the model of tripartism. Tripartism re-
fers to a regulatory policy that fosters
the participation of public interest
groups in the regulatory process. These
groups have full access to all the infor-
mation available to the regulator and if
possible a seat at the negotiating table.

By providing a continued role on the

part of state attorneys in the enforce-

ment of consumer protection laws
against financial institutions, the Dodd-

Frank act has made a step towards tri-

partism (Baxter, 2011).
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A very simple policy response to re-
strict the influence of the financial in-
dustry is to limit their size and power.
This is a serious issue as the concentra-
tion of wealth in the financial sector has
been huge prior to the crisis and has
gained momentum since then. The in-
troduction of the European banking
union is an important step to deal with
this issue but it requires a firm commit-
ment on behalf of all countries in the
union and detailed concepts about dif-
ferent stages of the regulatory process
including the living will.

Mitigating regulatory capture re-
quires the public to have an interest in
the regulatory process, support regula-
tory actions and give regulators appro-
priate institutional roles. This must
include attractive salary schemes. As
pointed out in section 2 a big salary dif-
ferential between the industry and the
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regulator might be the first step to-
wards capture. The public needs regu-
lators who understand the business of
the financial industry and have the
moral authority to persuade those reg-
ulated.

As regulators need to understand
the business they regulate, doors be-
tween the industry and the regulator
cannot be closed. Hence, revolvin
doors are not only unavoidable but in
some cases even desirable if there is
need for industry specific human capi-
tal as is the case with the financial ser-
vices industry. What might be a solu-
tion, however, is to implement a cool-
ing off period or at least put more
emphasis on how to motivate, fund and
train regulators. Doing this might un-
cover some of the incentives that pro-
mote capture and hence can actively be
avoided.
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