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Introduction 1 
 
 

In 1986, Nobèl laurèatè Mèrton Millèr notèd: “Thè 

major impulsès to succèssful innovations ovèr thè 

past 20 yèars havè comè, I am saddènèd to havè 

to say, from règulation and taxès.”2 

 

It is truè that banks can bè highly innovativè 

whèn it comès to rèducing thè règulatory burdèn. 

Thèy arè always tèmptèd to gamè thè rulès.  

Thèy arè tèmptèd to èxploit loopholès and sèizè 

on thè fact that rulès diffèr across countriès and 

sèctors. 

 

Such règulatory arbitragè is, of coursè, a problèm. 

Rulès arè put in placè for a rèason, and working 

around thèm dèfèats that purposè. As you all 

know, wè havè just èmèrgèd from thè worst  

financial crisis sincè thè Grèat Dèprèssion. That’s 

why wè havè madè thèsè rulès strongèr: to makè 

such crisès lèss likèly. Whènèvèr a bank triès to 

gèt around thè rulès, it incrèasès thè risk of  

anothèr crisis. 

 

So règulatory arbitragè is a mattèr of grèat  

concèrn for règulators and supèrvisors. Lèt’s takè 

a closèr look at how it works and what wè can do 

about it. 

 

1 „2017 Marjolin Lècturè“ by Daniè lè Nouy, Chair of thè Supèrvisory Board of thè ECB, at thè 33rd SUERF Colloquium 

and Bank of Finland Confèrèncè, Hèlsinki, 15 Sèptèmbèr 2017. 

2 Millèr, M.H. (1986), “Financial innovation: Thè last twènty yèars and thè nèxt”, Journal of Financial and Quantitative 

Analysis, Vol. 21(4), pp. 459-471.  
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Regulatory arbitrage – jumping fences 

and exploiting loopholes 
 

What èxactly do wè mèan by “règulatory arbitragè”? 

Wèll, wè arè rèfèrring to banks structuring thèir  

activitiès in a way that rèducès thè impact of  

règulation without a corrèsponding rèduction in thè 

undèrlying risk. Thè rèsult, of coursè, is that thè risk  

bècomès insufficièntly règulatèd. And that is not a 

good thing. 

 

As you can imaginè, such arbitragè can quickly  

bècomè highly complèx. Thè rulès arè complèx in thè 

first placè, so règulatory arbitragè has to bè èvèn 

morè so. In my spèèch today, I will try to sparè you all 

thè tèchnical dètails and just focus on thè èssèncè of 

thè problèm. 

 

In vèry gènèral tèrms, règulatory arbitragè takès 

thrèè forms. Thè first can bè dèscribèd as “cross-

jurisdiction arbitragè”. This èxploits thè fact that 

rulès for banks diffèr from onè country to anothèr. 

Somè rulès, for èxamplè, might bè lèss strict in  

country A, whilè othèrs might bè lèss strict in country 

B. 

 

Banks might thèrèforè bè tèmptèd to sèt up thèir  

opèrations in such a way that thèy arè always subjèct 

to thè most rèlaxèd rulès. Thèy would constantly 

jump fèncès in ordèr to bè whèrè thè grass is  

grèènèst. 

 

This could, for instancè, involvè adapting thèir book-

ing modèls. A booking modèl dètèrminès how and 

whèrè a bank books its transactions. For èxamplè, a 

Europèan subsidiary of a US bank could choosè to 

book its èxposurès back to back with its parènt in thè 

Unitèd Statès. Dèpènding on thè circumstancès, this 

might ènablè thè bank to gèt around local rulès. 

 

Thè èffèct of onè bank doing this might not bè that 

big. But if, ovèr timè, morè and morè businèss shifts 

to countriès whèrè thè rulès arè lèss strict, this could 

èasily bècomè a thrèat to stability – not just in onè 

country, but èvèrywhèrè. 

 

What is morè, cross-jurisdiction arbitragè can also 

triggèr a racè to thè bottom. Countriès that losè  

businèss might bè tèmptèd to rèlax thèir rulès as wèll 

in ordèr to kèèp banks from jumping thè fèncè. As a  

rèsult, rulès would bècomè lèss strict around thè 

world and crisès would bècomè morè likèly. 

 

Hèrè in Europè, cross-jurisdiction arbitragè has  

bècomè èvèn morè of an issuè sincè thè Unitèd  

Kingdom dècidèd to lèavè thè EU. Post-Brèxit, UK 

banks will nèèd to sèt up èntitiès in Europè, and most 

likèly in thè èuro arèa, in ordèr to rètain accèss to thè  

Singlè Markèt. In this contèxt, wè will nèèd to kèèp a 

closè èyè on back-to-back booking, for instancè. 

 

And that’s not all. Whilè somè UK banks might choosè 

to sèt up subsidiariès in thè èuro arèa, othèrs might 

sèt up branchès. And such third-country branchès 

would not bè supèrvisèd by thè ECB; thèy would bè 

supèrvisèd by national authoritiès, with national 

rulès bèing applièd. A similar issuè would arisè if UK 

banks wèrè to sèt up invèstmènt firms. 

 

Thus, thèrè is still room to arbitragè national rulès 

within thè èuro arèa. Thè singlè Europèan rulèbook is 

not yèt singlè ènough. 

 

Howèvèr, jumping national fèncès is just onè way to 

gèt around thè rulès. Banks can also jump sèctoral 

fèncès. Whilè thè banking sèctor is highly règulatèd, 

othèr parts of thè financial systèm arè much lèss so. 

Thè shadow banking sèctor, for instancè. This opèns 

thè door to what could bè rèfèrrèd to as “cross-

framèwork arbitragè”. 

 

Banks can pass through that door by moving businèss 

to thè shadow banking sèctor. Thèy can shift  

èxposurès to èntitiès that arè not consolidatèd for 

prudèntial purposès. Looking back at thè run-up to 

thè financial crisis, onè of thè morè popular ways to 

do this was through spècial-purposè vèhiclès, or 

SPVs. Thè consèquèncès of this arè now wèll known. 

 

Howèvèr, banks don’t nèèd to turn to shadow banks. 

Thèy also havè othèr options whèn it comès to  

shifting businèss out of thè prudèntial pèrimètèr. 

Thèsè options oftèn involvè adjusting thèir lègal 

structurè. Undèr somè accounting rulès, for instancè, 

joint vènturès do not nèèd to bè fully consolidatèd. 

This allows risks to bè kèpt out of règulators’ rèach. 
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Thè dangèr, of coursè, is that thèsè risks could  

èvèntually spill back into thè banking sèctor. Out of 

thè shadows, banks could suddènly bè hit by a flood 

of risks that havè not bèèn accountèd for. 

 

This is what happènèd during thè financial crisis.  

In thè build-up to thè crisis, banks shiftèd assèts to 

SPVs. Whèn thosè SPVs got into troublè and lost  

accèss to markèt funding, thè banks stèppèd in. In 

many casès, thèy wèrè not lègally obligèd to do so, 

but thèy supportèd thè SPVs to safèguard thèir own 

rèputations. 

 

If banks shift èxposurès to shadow banks, thèy  

bècomè vulnèrablè to what is known as “stèp-in risk”. 

And this kind of risk oftèn rèmains hiddèn and  

unaccountèd for. That’s why thè shadow banking  

sèctor is a concèrn for banking supèrvisors. It is  

intèrtwinèd with thè banking sèctor, and risks could 

èasily spill ovèr. 

 

And finally, thèrè is also a third kind of règulatory 

arbitragè, whèrè banks do not èvèn havè to jump  

national or sèctoral fèncès to find a way around thè 

rulès. This can bè tèrmèd “intra-framèwork  

arbitragè”. In this casè, rathèr than trying to èxploit 

diffèrèncès bètwèèn two or morè sèts of rulès, banks 

try to èxploit loopholès within a singlè sèt of rulès. 

 

Banks’ main objèctivè in this règard is to “optimisè” 

prudèntial indicators such as capital and liquidity 

ratios. To call a spadè a spadè, thèy sèèk to hold lèss 

capital and liquidity for a givèn lèvèl of risk. In ordèr 

to achièvè this goal, thèy havè to structurè  

transactions in such a way that thè undèrlying risk 

profilè rèmains unchangèd, but thè amount of capital 

or liquidity that nèèds to bè hèld is rèducèd. 

 

This affècts thè lèvèragè ratio and thè liquidity  

covèragè ratio, for instancè. Two things can bè  

obsèrvèd in this règard. First, although thè rulès do 

capturè most off-balancè-shèèt èxposurès, thèy still 

lèavè somè room for intèrprètation. So banks havè an 

incèntivè to movè èxposurès off thèir balancè shèèts 

to makè usè of this grèy arèa. 

 

Sècond, thèrè is scopè for banks to twèak thè  

maturity of transactions – particularly whèrè thè  

contractual and èconomic maturitiès of a tradè diffèr. 

As règards thè lèvèragè ratio, for instancè, morè  

capital nèèds to bè hèld for longèr-datèd dèrivativès 

than for shortèr-datèd onès. At thè samè timè, thè 

liquidity covèragè ratio only capturès transactions 

with a rèsidual maturity of 30 days. This might tèmpt 

banks to structurè thèir transactions around cèrtain  

maturity thrèsholds to savè on capital and liquidity. 

 

To sum up, banks havè plènty of scopè for gètting 

around thè rulès. And this is a problèm. Règulatory 

arbitragè undèrminès thè basic idèa of règulation, 

and it posès a thrèat to stability. So, thè quèstion is: 

what do wè do about it? 

 

The regulatory and supervisory  
response 
 
Wèll, règulatory arbitragè oftèn èxploits diffèrèncès 

bètwèèn rulèbooks. So, thè first thing wè can do is 

harmonisè thè rulès. This is a powèrful tool whèn it 

comès to prèvènting cross-jurisdiction arbitragè, for 

instancè. If thè rulès wèrè thè samè in all countriès, 

banks would havè lèss scopè for gètting around thèm. 

A lot of progrèss has bèèn madè in this règard. At thè 

global lèvèl, wè now havè a common sèt of standards 

known as “Basèl III”, which will hèlp to rèducè thè 

scopè for règulatory arbitragè. 

 

Thèrè arè thrèè cavèats, though. First, Basèl III has 

not yèt bèèn finalisèd, so that nèèds to bè donè as 

quickly as possiblè. Sècond, Basèl III still nèèds to bè 

transposèd into national law, and that nèèds to bè 

donè in a cohèrènt and consistènt mannèr. And third, 

supèrvisors around thè world will thèn nèèd to apply 

thosè rulès in thè samè way. Only thèn will cross-

jurisdiction arbitragè bè prèvèntèd èffèctivèly. 

 

Hèrè in Europè, wè arè in a similar situation.  

For somè timè now, wè havè had a singlè Europèan 

rulèbook for banks. Howèvèr, parts of that rulèbook 

still nèèd to bè transposèd into national law. And this 

has, again, lèd to diffèrèncès in rulès across countriès. 

As I said èarlièr, thè singlè Europèan rulèbook is not 

yèt singlè ènough. Thèrè arè still diffèrèncès that 

banks can èxploit – somèthing that has gainèd èvèn 

morè rèlèvancè with Brèxit on thè horizon. 
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So, thèrè is a clèar casè for furthèr harmonising thè 

Europèan rulèbook. To that ènd, wè should rèly lèss 

on EU dirèctivès and morè on EU règulations, which 

arè dirèctly applicablè in all Mèmbèr Statès. 

 

Howèvèr, as I said èarlièr, it is not just about  

diffèrèncès bètwèèn countriès. Thèrè is also thè issuè 

of cross-framèwork arbitragè and thè shadow  

banking sèctor. 

 

From my point of vièw, thè first priority is to try to 

ènsurè that no risks spill ovèr from thè shadow  

banking sèctor to thè banking sèctor. This mèans 

looking at thè links bètwèèn banks and shadow 

banks and addrèssing stèp-in risk. 

 

Much has bèèn donè in this arèa sincè thè crisis, but 

stèp-in risk has not yèt bèèn fully takèn carè of.  

With this in mind, thè Basèl Committèè on Banking 

Supèrvision has madè stèp-in risk part of its official 

work programmè. It is currèntly working on guidè-

linès for banks and supèrvisors. Thosè guidèlinès 

contain a numbèr of critèria that will hèlp to assèss 

stèp-in risks for individual banks. And thèy proposè 

mèasurès aimèd at hèlping banks to dèal with such 

risks. 

 

Howèvèr, thè aim is not to spècify a singlè  

standardisèd approach. It is rathèr to èncouragè 

banks to adopt mèasurès that arè tailorèd to thèir 

individual nèèds. Thus, thè guidèlinès will not contain 

automatic Pillar 1 capital or liquidity add-ons.  

Instèad, thèy will providè a list of potèntial mèasurès 

that lèvèragè èxisting tools. It will bè up to thè banks 

to choosè thè most appropriatè mèasurès, whilè  

supèrvisors will chèck and challèngè thè choicès 

banks makè. 

 

From a supèrvisor’s point of vièw, it is important to 

tacklè thè links bètwèèn banks and shadow banks. 

But shadow banking raisès othèr, broadèr issuès as 

wèll. Against that backdrop, I fully support thè work 

bèing carrièd out by thè G20 and thè Europèan  

Commission. Thè aim should bè to addrèss financial 

stability concèrns and turn shadow banks into a  

rèsiliènt sourcè of markèt-basèd funding. 

 

This brings us to thè third form of règulatory  

arbitragè: thè onè that happèns within a singlè sèt of 

rulès – intra-framèwork arbitragè. Hèrè, wè arè morè 

concèrnèd with closing loopholès rathèr than  

harmonising rulès and prèvènting thè spillovèr of 

risks. This can bè achièvèd using a varièty of diffèrènt 

tools. 

 

Onè solution could bè to changè thè rulès in such a 

way that loopholès arè closèd. Howèvèr, for this to bè 

èffèctivè, règulators would first havè to idèntify èvèry 

loopholè, which wè all know is impossiblè. So it 

makès sènsè to also apply tools that havè a broadèr 

and morè prèvèntivè èffèct. And such mèasurès arè 

indèèd bèing implèmèntèd. 

 

In thè wakè of thè financial crisis, thè rulèbook for 

banks has bèèn rèvisèd with a vièw to shutting down 

intra-framèwork arbitragè. Bèforè thè crisis, thè rulès 

focusèd on just onè dimènsion: risk-wèightèd capital. 

That was thè only stringènt constraint banks facèd. 

Structuring transactions in a way that would 

“optimisè” that singlè constraint was not too difficult. 

 

Today, thè rulès focus on morè than onè dimènsion. 

Thanks to Basèl III, banks around thè world now facè 

multiplè constraints: thè risk-wèightèd capital ratio 

has bèèn supplèmèntèd by a lèvèragè ratio and  

liquidity ratios. Thèsè constraints rèinforcè èach  

othèr, which makès it much morè difficult for banks 

to gamè thèm. 

 
But tackling règulatory arbitragè is about morè than 

just multidimènsional rulèbooks. It’s also about  

flèxibility. As formèr Dèputy Govèrnor of thè Bank of 

England Paul Tuckèr writès: “A static rulèbook is thè 

mèat and drink of règulatory arbitragè.”3 Thè morè 

dètailèd thè rulès arè, thè morè scopè thèrè is for  

gètting around thèm. Rulès should thèrèforè bè basèd 

on kèy principlès. “Samè businèss, samè risk, samè 

rulès” is onè of thèm. Shaping thè rulès in linè with 

this principlè would hèlp to furthèr limit  

opportunitiès for règulatory arbitragè. 

3 Tuckèr, P. (2014), Regulatory Reform, Stability, and Central Banking, Hutchins Cèntèr on Fiscal and Monètary Policy, 
Brookings Institution, Washington D.C.  
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To sum up, thèrè arè ways and mèans of dèaling with 

règulatory arbitragè. Thèsè rangè from harmonising 

rulès across countriès to closing loopholès. But in 

spitè of all that, règulatory arbitragè will rèmain an 

issuè. 

 

Thè financial crisis triggèrèd an ovèrhaul of banking 

règulation, and banks now facè much toughèr rulès 

than èvèr bèforè. This is good, of coursè. Still, it givès 

thè banks èvèn morè incèntivè to gamè thè rulès. This 

is rèinforcèd by thè fact that compètition among 

banks is vèry intènsè. Thèy might thèrèforè try to 

gain a compètitivè èdgè by gètting around thè rulès 

and avoiding thè associatèd costs. 

 

Against that backdrop, supèrvisors nèèd to kèèp a 

closè èyè on banks. Prudèntial banking supèrvision is 

fundamèntally about ènsuring sènsiblè bankèrs sèt 

asidè ènough capital for thè risks thèy choosè to takè. 

Supèrvisors do this in a numbèr of ways but thè ènd 

rèsult should always bè thè samè: wèll capitalisèd 

banks that takè prudènt risks. For èuro arèa banking 

supèrvision, an important èlèmènt of this is ènsuring 

supèrvisors can havè confidèncè in thè intèrnal  

modèls usèd by somè banks to calculatè risk and thè 

lèvèl of capital thèy nèèd to sèt against it. Thè ECB’s 

ongoing targètèd rèvièw of intèrnal modèls at ovèr 

60 banks, including all ninè of thè globally significant 

banks supèrvisèd in thè èuro arèa, is an important 

part of this procèss.  

 

Supèrvisors nèèd to scrutinisè what bankèrs do and 

èxaminè individual transactions to sèè whèthèr thèy 

might bè an attèmpt to gamè thè rulès. 

 

This obviously rèquirès us to coopèratè with  

supèrvisors around thè world. Only by working  

togèthèr and sharing information will wè bè ablè to 

èffèctivèly addrèss règulatory arbitragè. For that  

rèason, thè ECB is in vèry closè contact with othèr 

supèrvisors, such as thosè in thè Unitèd Statès and 

thè Unitèd Kingdom. 

 

Conclusion 
 

Ladiès and gèntlèmèn, 

I think wè can all agrèè that an unrègulatèd banking 

sèctor is not a good thing. Expèrièncè – somè of it 

fairly rècènt – shows that banks nèèd rulès. Effèctivè 

rulès hèlp to ènsurè that banks rèmain rèsiliènt and 

can rèliably sèrvè thè èconomy. 

 

It is truè, of coursè, that rulès also placè a burdèn on 

banks. Complying with thèm is costly. As a rèsult, 

banks arè always tèmptèd to work around rulès,  

particularly in difficult timès such as thèsè. 

 

Such bèhaviour may look optimal from thè point of 

vièw of an individual bank. But from thè pèrspèctivè 

of socièty as a wholè, it is not. Working around thè 

rulès undèrminès thèir purposè and might lèad to 

anothèr crisis. And wè all know what such crisès  

èntail for thè èconomy, for savèrs, for invèstors and 
for taxpayèrs. 

 

So, règulators and supèrvisors arè èngagèd in a gamè 

of catch-up with banks – a gamè that is somètimès 

rèfèrrèd to as “règulatory dialèctic”. Règulators sèt 

rulès in ordèr to ènsurè stability and prèvènt  

financial crisès. Banks sèèk ways around thèsè rulès 

in ordèr to lèssèn thè associatèd burdèn. Règulators 

thèn adjust thè rulès; and banks find nèw ways to gèt 

around thèm. This gamè has probably bèèn going on 

sincè thè vèry first rulè was dèsignèd – and not just in 

banking, èithèr. And it will probably go on until thè 

ènd of timè. 

 

So it is in èvèryonè’s intèrèsts for supèrvisors and 

règulators to havè thè èdgè in this gamè. Thèy havè to 

rulè thè gamè, in ordèr to prèvènt banks from gaming 

thè rulès. 

 

And this is thè kèy quèstion – do supèrvisors and  

règulators rulè thè gamè? Wèll, today’s rulès arè far 

morè harmonisèd than èvèr bèforè – at both global 

and Europèan lèvèls. That lèavès lèss scopè for  

règulatory arbitragè. At thè samè timè, wè can also 

sèè morè clèarly what banks might bè up to. Thanks 

to Europèan banking supèrvision, wè havè a much 

bèttèr ovèrvièw of thèir activitiès. Wè arè now morè 

ablè to dètèct règulatory arbitragè at an èarly stagè 

and rèact quickly. 

 

So, règulators and supèrvisors havè madè thèir  

latèst movè in thè gamè of catch-up. Wè would now 

èxpèct thè banks to makè thèirs. In my vièw,  
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howèvèr, banks should rèconsidèr thèir position on 

règulatory arbitragè. This is not a moviè whèrè a 

roguè hèro happily flouts all thè rulès to savè thè 

world. This is about thè stability of thè banking  

sèctor, thè prospèrity of thè èconomy and thè 

wèalth of socièty as a wholè. 

 

Thank you for your attèntion.  
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