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Rules vs Discretion 

• Kydland, F.E. y Prescott, E.C. «Rules Rather than Discretion: The 
inconsistency of Optimal Plans»  

 

• Architecture: 
 

– Very detailed rules   supervisor: compliance check 

 

– Very simple rules    a lot of supervisory discretion 
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Rules and Discretion 

• After the crisis: 

 

 Very detailed rules  

 

 

 

 

 

 

 But, a lot of supervisory discretion 

 

 

 

Basel III Rule Book 
Pilar 1 

CCB 
Liquidity 

Leverage 

Supervisory Discretion 

Pilar 2 

CCAR/Stress test 

RRP 

TLAC / MREL 

Resolution 
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TLAC 

• RRP 

• Resolution authority discretion 

• TLAC / MREL ≈ contractual / statutory bail-inable debt (Tier 3) 

• Resolution: 

– If discretion.- less legal risk? 

– If rules based.- more legal risk? 

• Impact of the cost of funding 

– Balanced view : 

• Higher equity → lower cost of debt 

• Subordination → lower rating → higher yield   

– Weak institutions: the few → Affected by TLAC: Going concern / sound entities  
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TLAC: cost is not neutral 

 

 

 

 

 

 

 

• The safer (80% deposits / 20% senior debt) 

    … the more expensive (LGD for senior debt 20% > LGD for 

senior debt 50%) → greater cost for sounder banks. 

Deposits Deposits

80% 50%

Assets Assets

Senior debt

20%

Equity Equity

Bank BBank A

Senior debt

50%
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THANK YOU 


