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The following memo, which offers policy recommendations based on an analysis
of the problems surrounding the spread of antibiotic-resistant bacteria in humans,
was originally written in April 2015. | argue that antibiotic resistance is an imma-
nent public health threat caused, to a significant extent, by excessive agricultural
use of antibiotics. Stronger national policy focused on addressing this problem is
critical. While some progress has been made through policies at various levels and
even through market-driven initiatives, the current state of the public health cri-
sis drives my recommendation to pass the Preservation of Antibiotics for Medical
Treatment Act. Given the original publication date, this memo has been updated
to provide contemporary context and reevaluate my original recommendations.

EXECUTIVE SUMMARY

Increasing resistance to antibiotic drugs in hu-
mans poses a growing threat to public health.
Thanks to the increased availability of data and
investment in research, much resistance can be
attributed to use that is subtherapeutic (i.e., with
a low and consistent dosage) in livestock, intend-
ed to promote physical growth and prevent dis-
ease. When transferred to humans, drug-resis-
tant bacteria fostered by these prevalent uses can
reduce the efficacy of medically important drugs.
Despite growing public awareness and demand
for antibiotic-free meats, current drug develop-
ment is not able to keep pace with resistance. It
is thus imperative to force a reduction in the sub-

therapeutic use of antibiotics in livestock.

The FDA has previously released guidelines to
promote the judicious use of medically import-
ant drugs in livestock to eliminate use for growth
promotion and to increase veterinarian over-
sight of use for disease prevention or treatment.
Additionally, in early 2015, President Obama

released an action plan to set national priorities
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in areas such as surveillance and diagnostics to
reduce the resistance caused by excessive antibi-
otic use, and it includes the FDA guidelines as
goals. Because these guidelines are not mandato-
ry and have failed to reduce sales and antibiotic
use in livestock in the US, national legislation is
necessary to control this public health threat. To
achieve this, the House Energy and Commerce
Committee should work to pass Congresswoman
Louise Slaughter’'s (D-NY) Preservation of
Antibiotics for Medical Treatment Act as a pri-
ority in the next election cycle. This will require
bipartisan education and increased sponsorship

from the sustainable livestock industry to gain

support and ultimately be signed into law.
STATEMENT OF PROBLEM

According to the Centers for Disease Control
and Prevention (CDC), antibiotic resistance has
become one of the world’s most pressing public
health problems.* Antibiotics are drugs designed
to kill bacteria that cause diseases. Bacteria can
evolve in response to natural selection for those

strains that survive the use of such a drug, so
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they develop population-level resistance. This
process is accelerated when antibiotics are used
unnecessarily and in large quantities. Recent
studies suggest that other prevalent public health
problems, such as obesity, type 2 diabetes, and
allergies, may also be caused by the alteration of

gut bacteria directly results from antibiotic use.?

Indeed, studies suggest excessive use of antibi-
otics today. Half of US hospital patients, admit-
ted for any condition, are given antibiotics, about
one-quarter of which are given prophylactically
(or to prevent infection). The CDC estimates that
about half of all antibiotics given to humans are
unnecessary or misused.# Additionally, 80% of
antibiotic drugs used in the US are given to live-
stock, and 61% of those sold for use in livestock
are considered medically important.5® These are
often given to animals to prevent the threat of
infection from confined and unsanitary living
conditions. These antibiotics are then trans-
ferred to humans through meat, drinking water,
and even through respiration, as a recent study
by McEachren et al. suggests.” Consequently,
the CDC estimates that two million Americans
contract infections and 23,000 die due to antibi-
otic resistance each year.® While many farmers
and food producers have voluntarily reduced or
ceased to use animal products treated with anti-
biotics due to growing public concern, data from
the Food and Drug Administration (FDA) sug-
gest that sales of antibiotics increased by 20%
from 2009 to 2013.9 An updated report of anti-
biotic sales and distribution in the US in 2015
showed that indeed, antimicrobials increased

by 4% from 2013 to 2014, and those considered

medically important increased by 3%.™ And as
recently as May 2016, the CDC reported the dis-
covery of an E. coli bacterium with a gene grant-
ing resistance to all available antibiotics for mul-

tiple-drug-resistant infections.”

Additionally, drug development has stagnated as
bacteria have evolved faster than humans can de-
velop drugs. Only two new systemic drugs (drugs
that enter the circulatory system and affect the
entire body) have been developed in the US since
2008, corresponding to a steady decrease from
16 each four-year period since the mid-1980s
(see Figure 1).”2 In addition to the increased com-
plexity required in developing more advanced
antibiotics, the decline in new systemic drug
production has also been driven by an often in-
scrutable regulatory process and lower financial
payoff compared to higher-priced drugs, such as
those developed to treat cancer. The result is a
lower financial incentive to focus pharmaceuti-
cal research in the area of antibiotic resistance.
While extensive education and bipartisan sup-

port would be needed, a national policy imposing

Figure 1. Antibiotic drug development in U.S.
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stricter regulation on antibiotic use can signifi-

cantly mitigate this problem.
POLICY SOLUTION

Numerous bills have been proposed in Congress
that would limit or eliminate certain uses of
antibiotics in livestock. The most prominent
is the Preservation of Antibiotics for Medical
Treatment Act (PAMTA), proposed five times by
Representative Louise Slaughter (D-NY). It in-

cludes the following primary components:

« Amending the Federal Food, Drug and
Cosmetic Act so that drug manufacturers
must prove that any nontherapeutic use of
antibiotics won’t contribute to antibiotic
resistance;

. Phasing out nontherapeutic use of antibiot-
ics for growth promotion in animal feed and
water;

«  Prohibiting the subtherapeutic or preventa-
tive use of antibiotics in animals; and

«  Relying on veterinarians for oversight, pre-
scription, and inspection of living conditions.

The most recent bill, HR 1552, was introduced
to the House of Representatives on March 23,
2015, and has been referred to the Subcommittee
on Health under the Energy and Commerce
Committee.'* No version has yet had a hearing
in the Subcommittee on Health, a necessary
step before it can be heard by the entire House

committee.’

In the meantime, Congresswoman Slaughter
also introduced the Delivering Antimicrobial
Transparency Act (DATA) in 2013 and again in
2015 to complement the function of PAMTA.*®

It would require meat producers to submit
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information about all use to the FDA to improve
tracking and surveillance.”® This bill was referred
to the Subcommittee on Health as well, but did

not receive a hearing.

While these bills await further action at the
federal level, states have proposed legislation
that, if passed, could complement the function
of PAMTA. In 2014, for example, California
Assemblymember Kevin Mullin proposed bill
AB 1437, which includes provisions similar to
those in PAMTA and also requires notification
of antibiotic use to the state.” Governor Jerry
Brown also signed bill SB 27 in 2015, which, after
taking effect in 2018, will require veterinary pre-
scriptions for therapeutic antibiotic uses in live-
stock, ban their use for growth promotion and
prophylaxis, and require regular data collection.®
These are also similar to provisions in PAMTA
and may bring more attention to the issue
among Californian politicians or other executive
agencies in other agricultural states to improve

support for similar legislation.
CONSIDERATIONS FOR POLICYMAKERS
Public Perception

According to a national survey conducted on
behalf of The Pew Health Group, less than half
of the population is aware that taking antibiot-
ics unnecessarily weakens their effectiveness,
and 41% have heard little or nothing about the
problem of antibiotic resistance.” So although
this issue has not reached a large portion of the
American population, it is increasingly receiving

media coverage. News outlets on both sides of
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the political spectrum have offered several ac-
counts of the story in recent years, and they in-
clude similar scientific information and coverage
of proposed policies. A special feature on CBS
from Katie Couric in 20710, for example, present-
ed resistance as a health crisis and concluded
that the country has inadequate surveillance over
the use of these drugs. It also recommended that
consumers check foods labels to ensure they do
not buy products from animals that were fed an-
tibiotics.?° Similarly, a 2015 story in conservative
Townhall Magazine shared our national action
plan (see following section). It presented statis-
tics about antibiotic use, an interview with an
epidemiologist about implications of ineffective
antibiotics for hospitals, and the importance of in-
fection prevention when drugs are not sufficient
for treatment. It also supported Congresswoman
Slaughter’s proposed bill.>" Sources with diverg-
ing political positions therefore agree on and
emphasize similar points. Though they present
some information from parties that oppose the
public health initiative, they more importantly
reach similar conclusions about the need for a

means to reduce use of antibiotics in livestock.

Such public awareness is critical to provide sup-
port for a federal bill. Voters must know that they
have multiple options to advocate for such legis-
lation, either through financial giving in support
of groups that have actively taken a position on
the issue or by petitioning their Congressional
representatives. Though the interests blocking
the bill’s progression are powerful, awareness

and action from constituents in response to

increasing drug costs, sicknesses, and death is

necessary to stimulate the legislative process.
Complementary Efforts

Meat producers who use antibiotics claim that
their practices are responsible and necessary to
keep animals healthy and to maintain a profit,
and that they do not contribute to resistance.>
Yet in recent years, many leading agricultural
producers and restaurants are shifting to anti-
biotic-free meats in response to increasing de-
mand from consumers.” Representatives from
Chipotle, Niman Ranch, and Applegate Farms
have testified in favor of antibiotic resistance
legislation, and have shifted their supply to pro-
ducers who do not use antibiotics to raise their
livestock.™ Even restaurants that have not priori-
tized sustainability or nutrition in the past, such
as Chik-fil-a and McDonald’s—the world’s larg-
est restaurant chain—are now following suit.
Tyson Foods, the largest poultry producer in the
US, has pledged to stop using all medically im-
portant antibiotics.># It should be noted that it is
typically easiest to reduce antibiotics in chicken
production, among livestock, because they have
shorter lifespans and lower overall production
costs.’® This implies a lower economic risk asso-
ciated with eliminating their prophylactic drug
use and explains why the poultry industry has
voluntarily adopted such measures sooner than

others.

In March of 2015, President Obama released the
National Action Plan for Combating Antibiotic-

Resistant Bacteria. It addresses many causes of
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the public health crisis, and offers the following

five goals for mitigation®:

«  Slow the emergence of resistant bacteria;

« Improve national surveillance of resistant
bacteria;

«  Strengthen testing of bacteria for resistance;

« Fund further research for development of
antibiotics and other drugs; and

« Improve international collaboration on re-
search and prevention.

The first goal includes an objective to eliminate
use of antibiotics to enhance growth in animals
and to require veterinary prescription for uses
deemed medically important. This plan neither
includes accompanying legislation that gives
oversight to an executive or state agency, nor
specifies targets for reduction in livestock. It will
thus rely on voluntary measures, such as those

mentioned above, from the industry.

The Presidential Advisory Council on Combating
Antibiotic-Resistant Bacteria was formed in the
spring of 2015 and includes representatives from
nonprofits, medical schools, schools of public
health, patient advocacy organizations, and trade
associations.?® The council supports the afore-
mentioned action plan that advises the Secretary
of the Department of Health and Human
Services on matters related to combating anti-
biotic-resistant bacteria.2® The FDA, USDA, and
CDC also held a public meeting in 2015 to gather
information on best practices for collecting data
about agricultural antibiotic use for evaluations
of stewardship efforts and relationships with

resistance trends.”” The UK released its Review

on Antimicrobial Resistance, which, like the
American action plan, calls attention to the need
for public awareness campaigns, supports faster
drug development, and improves surveillance,
among other objectives.?® A final action support-
ing the fight against antibiotic resistance was
an FDA rule against over-the-counter cleaning
products that contain antibacterial ingredients.>
Though not addressing agricultural applications,
it continues the important work of prioritizing
the public’s health by restricting the excessive

use of antibiotics in the US.
Regulatory Challenges

The incremental progress of previous poli-
cy actions has proven too slow to keep up with
the pace of drug resistance. Extensive evidence
shows that current restrictions and guidelines
are insufficient to significantly limit antibiotic
use. In 2014, only three percent of chickens were
raised organically or without antibiotics in the
US.= A 2015 FDA study showed that some dairy
cows still contain traces of drugs, even though
nonprescription antibiotic treatment is prohib-
ited because it leaves residue in their milk.°
Because tests would not typically investigate the
types of antibiotics found recently in lactating
cows, it is possible that many other dairy farm-
ers continue to use antibiotics prophylactically,
as well. Additionally, data from FDA’s records
show that antibiotic sales have increased in the
last several years, despite some of the aforemen-
tioned shifts in production patterns.to Finally,
recent action in other countries suggests that

guidelines or policies banning antibiotic use for
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growth promotion alone is insufficient to reduce
total use. In the Netherlands, for example, a ban
on use for growth promotion actually increased
use for disease prevention by driving producers
to re-classify their application. Subsequent legis-
lation regulated preventative use, causing a 50%

reduction in five years.>

State policies are also insufficient to address this
growing international problem. Because meat is
sold across domestic and international borders
and similar antibiotics are used throughout the
world, local restrictions or prohibitions on use
would not adequately address impacts through-
out the country. Therefore, a national policy that
restricts subtherapeutic use is necessary to make
sufficient impact because voluntary measures
have proven insufficient. The spread of antibiotic
resistance, along with associated human deaths
and high costs for medical research and health
care, can only be stopped by restricting use in

livestock to treating diseases.
Economic Implications

In addition to reducing pharmaceutical costs
for farmers and improved welfare for their live-
stock, passing such legislation could greatly re-
duce the vast health care expenditure associated
with antibiotic resistance in the US. Most of the
two million hospital-acquired infections and re-
sulting 99,000 deaths per year are caused by re-
sistant bacteria.’* The duration of stay for these
patients is prolonged by 6.4 to 12.7 days, result-
ing in much greater burden on the hospital’s re-
sources.’*> And for those who are able to receive

stronger antibiotics, they may incur additional
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expenses and require longer recovery periods
or increased risk of permanent disability.»34
Overall, the estimated medical cost per patient
with an infection resistant to antibiotics can be
between $18,588 and $29,069, which amounts
to a total economic burden of $20 billion to the
health care industry.>3 It is estimated that a
20% reduction in antibiotic-resistant infections
could save $3.2 to $5.2 billion in annual health

care costs.3°

Passage of PAMTA can’t eliminate this burden
entirely, and passing such national legislation
certainly incurs expenses for oversight and in-
dustry modifications. Reducing the amount of
drugs that can be administered to livestock will
require improvements to the conditions in ani-
mals’ living conditions, causing farmers to incur
initial expenses for converting their practices.
However, in addition to benefitting agricultural
operations in the long run, this policy likely has
the best potential for reducing health care costs
and improving Americans’ livelihood among
the existing and proposed means to address the

crisis.
Support and Opposition

PAMTA has overwhelming support from more
than 450 groups in the medical, public health,
and environmental fields.3 Prominent organiza-
tions include the World Health Organization,
American Medical Association, Environmental
Defense Fund, and the Animal Law Committee
of the NYC Bar Association. Food businesses and
agricultural groups (ranging from farms to ad-

vocacy organizations) have also endorsed it. This
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extensive list speaks to the consensus among ex-
perts regarding the public health threat and con-
tribution to drug resistance from the livestock in-
dustry. The support from businesses and farms
that do not overuse antibiotics speaks to the fea-
sibility of conducting successful food production
operations while reducing antibiotic use, which
is a critical balance as our country’s agricultural
system expands operations to supply the growing

demand for such food.

Meat and pharmaceutical industries are the pri-
mary forces preventing the bill’s passage.19 The
National Pork Producers Council and National
Beef Packing Company have spent $430,000 lob-
bying against regulation, arguing that evidence
for their contribution to growing resistance is in-
sufficient to justify such legislation. Pfizer, a ma-
jor producer of antibiotics, has spent $900,000
in opposition. Along with other groups such as
the American Farm Bureau, the Animal Health
Institute, Elanco Animal Health, and Merck and
Co., these industries submitted 225 reports in
opposition to the 2013 bill.»® As a result, PAMTA
has yet to gain bipartisan support from this or

any previous Congress, regardless of the major-
ity party.”
RECOMMENDATIONS

The following pursuits may support the passage

of PAMTA:

Bipartisan congressional support

2. Integration into other health campaigns
3. Support from sustainable agricultural
groups

n

4. Education of the Energy and Commerce
Committee to initiate a hearing

Bipartisan support will be critical to pass PAMTA.
One possible means would involve reaching out
to the Republican medical professionals in the
House. There are currently 15 physicians—ir1
of whom are Republican—and three veterinari-
ans.38 Congresswoman Slaughter’s staff should
obtain support from these doctors who could
benefit from the improved health of patients and
efficacy of prescribed drugs if our country can
successfully address and reduce antibiotic resis-
tance. The veterinary field may also be directly
impacted by and benefit from this bill if veteri-
narians must oversee all antibiotic prescription
for livestock and can support national surveil-
lance about use and resistance. Additionally,
Senator Rand Paul (R-KY) is a physician, and
should be targeted to sponsor a corresponding
companion bill in the Senate to launch a biparti-
san effort across both chambers of Congress. All
of these professionals have medical training to
understand the issue, making them more likely

to support reform.

Potential health campaigns may include First
Lady Michelle Obama, who has advocated for im-
proved nutrition and health among Americans,
and could be influential in raising awareness
among congressional constituents of the need
to reduce antibiotic use. Similarly, other cam-
paigns focused on nutrition and environmental
sustainability can incorporate this relevant issue
to attract attention. Finally, while the current list

of organizations endorsing PAMTA includes
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some agricultural groups and farms, recruiting
successful, sustainable meat producers who do
not use antibiotics subtherapeutically could add
weight to the argument that such drug use is not

necessary to make a profit from producing food.

With an upcoming transition in the executive
branch and the lack of attention given to the is-
sue during the election season, it is uncertain
whether this issue will remain a priority for the
US government. As surveillance and research
continue to elucidate the problem, these efforts
will be critical to support the passage of PAMTA.
With such strong opposition to a bill that is clear-
ly supported by current scientific knowledge and
the field of public health, education of members
of the Energy and Commerce Committee and
further endorsement from agricultural groups
can add to existing evidence of the need for na-
tional legislation to prohibit antibiotic use for
disease prevention and increase veterinary over-
sight to limit the contribution of antibiotics to

increasing resistance.
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Since a college degree provides a substantial wage premium, one way to alleviate
income inequality and poverty is to promote college enrollment and graduation
among low-income students. For fifty years, the federal government has pursued
the goal of making college more accessible by giving means-tested Pell Grants to
qualifying undergraduates. In this article, | examine various proposals for reform-
ing the Pell Grant program, which range from freezing spending at current levels to
essentially doubling spending, with the goal of making the program more benefi-
cial for low-income college students.

Research shows that lower tuition costs do increase college success. However, data
also indicates that increases in federal aid for higher education result in higher
tuition prices for students. Based on the only moderately persuasive evidence in
favor of expanding the program and the high costs of doing so, | recommend a
middle course of providing targeted Pell award increases. This plan would incentiv-
ize college completion by rewarding students who enroll in more credits than are
required to be considered a full-time attendee, and by paying an on-time gradua-
tion bonus. However, given the current political climate, | do not recommend the

introduction of such a plan in Congress within the next two years.

BACKGROUND

While the magnitude of the impact of the college
wage premium on income inequality is up for
debate, there is no question that it plays a role.
According to economist David Autor, it is “argu-
ably the most consequential” factor in driving the
gutting of the American middle class.” President
Obama raised the issue in his final State of the
Union Address in 2016, saying, “real opportunity
requires every American to get the education and

training they need to land a good-paying job.”?

Since the 1970s, one way the federal govern-
ment has tried to lower the barriers to acquiring
a college degree is by distributing Pell Grants to
low-income youth entering undergraduate pro-
grams for the first time. Pell Grant eligibility
is determined as one piece of the Federal Stu-

dent Aid application process administered by
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the Department of Education. Whether or not
a student receives a Pell Grant, as well as the
amount of the Pell Grant received, depends on
her demonstrated financial need and the cost of
attendance at the institution of higher education
she attends, as well as her enrollment status (full
or part-time). In the 2014-2015 school year, 8.2

million students were awarded Pell Grants.3

While the executive branch determines who re-
ceives Pell Grants, they do so in response to Con-
gress, which has the authority to determine what
the maximum Pell Grant will be each year. In the
2014-2015 school year, it was set at $5,730.4 Once
the maximum grant is set, the Department of
Education issues a corresponding schedule that
shows the grant amount each student will receive
based on the cost of attendance at their universi-
ty, their expected family contribution, and their

enrollment status.> The average grantee that year
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received $3,673, for a total program expenditure

of $30.3 billion.®

A recent report by the Pell Institute’ found that
while the maximum Pell Grant amount has only
increased by 18 percent in inflation-adjusted
terms in the past 40 years, the average cost of
college has increased by 128 percent in the same

time period (see Figure I).2

The Pell Institute therefore proposes doubling
the current maximum grant amount.”° However,
the current House Budget Proposal would freeze
the maximum grant amount at the current level
for the next ten years.” These widely divergent
ideas have emerged from opposing views of the
impact that Pell Grants have on college access.
While those in favor of raising the maximum

grant believe that Pell Grants increase college
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enrollment and persistence among students
who would otherwise not find college accessible,
those who want to freeze the maximum grant
believe that Pell Grants have driven up college
tuition prices, thereby making college less ac-
cessible to any low-income student whose Pell

Grant does not cover the entire cost of college.”

Changing the maximum grant amount is not
the only way to adjust the Pell Grant Program.
Other options aim to make the program more ef-
fective by strategically changing the schedule of
payments to increase graduation rates, through
measures such as offering additional grant mon-
ey for students who take summer school. The
question, then, is: What adjustments to the Pell
Grant program in the next reauthorization of the

Higher Education Act (HEA) will most effectively
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optimize the program’s impact on college attendance

and graduation rates among low-income students?
ALTERNATIVES

The following four alternatives are the most high
profile and comprehensive Pell Grant program
proposals put forward in President Obama’s sec-
ond term by stakeholders in the government and
think tanks. These four proposals can be divided
into two categories: proposals to adjust the max-
imum grant amount, and proposals to adjust the

schedule of grant payments to recipients.
Adjust the Maximum Grant Amount

1. House Budget Committee Proposal for Fiscal
Year 2017: The goal of this budget proposal is
to balance the federal budget by 2026, and the
maximum Pell Grant is only one of many types
of federal spending to be frozen for ten years to
reach that goal. Still, a vague argument against
raising Pell Grants is offered in the committee’s
resolution report, which explains the thinking
behind the budget produced. The report alleges
that the government has been “shoveling more
money at the problem of rising tuition in higher
education” and implies that college costs will be

contained if federal student aid is capped.

Were this policy to be implemented, the maxi-
mum Pell Grant could not increase from its cur-
rent amount of $5,815 until the year 2026. It
is difficult to predict how many students will be
Pell Grant recipients during that period, because
the Pell Grant program responds to economic
cycles. The number of recipients has declined in

recent years, after peaking following the Great
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Recession of 2008 (see Figure 2).5 Assuming
that between the downward trend correcting for
the Great Recession’s bump in grantees and the
overall upward trend in college attendance, the
average number of Pell Grant recipients over the
next ten years will continue to be approximately
eight million per year, that would leave around
8o million young people receiving a static Pell

Grant while college costs continue to rise.

2. Pell Institute Proposal: The Pell Institute
calculates that today, the maximum Pell Grant
would need to be $13,000, rather than the cur-
rent $5,815, for it to account for the same per-
centage of college costs that it did when the
program was ‘fully implemented’ in the 1970s.
The proposal argues that Congress should raise
the maximum Pell Grant accordingly so that the
program can once again be ‘fully implement-
ed’. The proposal to raise the Pell Grant to this
amount seems based on anchoring the increase
at a historical level, rather than on any evidence
about an optimal level for getting students to en-

roll in college.”

Given that the whole schedule of payments is
tied to the maximum grant amount, this propos-
al would immediately more than double the cost
of the Pell Grant program. Furthermore, for it
to be logically carried forward into the future,
it would require that the maximum Pell Grant
amount be tied to the cost of attending college,
which may provide perverse incentives for those

pricing college tuition.
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Adjust the Payment Schedule

3. President Obama’s Proposal: The main fea-
ture of the President’s proposal is to provide a
new summer Pell Grant, which would allow stu-
dents to be in school year-round with less debt,
theoretically helping them graduate sooner. This
plan increases the maximum aid eligibility a Pell
Grant recipient would have in a year, if she is
enrolled in classes over the summer or in more
than the required number of credits during a
given semester. Thus, it does involve a program
expansion, but a targeted one rather than a uni-

versal one.”®

According to the most recent data, about 44

percent of Pell Grant recipients are full-time

students.” Only students already in the full-time
category could increase their grant by taking
summer courses or increasing their course load
during the semester; a part-time student who in-
creased her enrollment would simply move into
the full-time category.. Thus, approximately 3.6
million students per year could potentially qual-
ify for a larger grant, although presumably only
a fraction of those eligible would be interested in

increasing their enrollment hours.

4. The Hamilton Project Proposal: In a 2013 re-
port on redesigning Pell Grants, two researchers
proposed redesigning the Pell Grant program, at
minimal cost, to make it more supportive of col-

lege persistence and graduation. One key feature
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of this proposal is the offering of a ‘completion
incentive,” which consists of a small payment
($250 or $500, depending on program length)
upon timely graduation. This proposal would
also provide similar funding increases to those
offered in President Obama’s plan for students
taking a heavier course load during the tradi-
tional school year and during the summer.>°
Similarly to the President’s proposal, this would
increase annual eligibility for a targeted group,

rather than unconditionally.

Again, this would only increase the maximum
grant for a fraction of the Pell Grant students
who are enrolled full-time. As for the on-time
graduation bonus, a recent report by The Educa-
tion Trust found that only 50.7 percent of Pell
grantees at four year institutions graduate in six
years. This means that, assuming the on-time
graduation rate is similar at two year institutions,
only half of Pell grant recipients are within strik-

ing distance of the extra funds.?* Given the small

suggested bonus amount for on-time graduation
and the limited proportion of eligible students,
that piece of the proposal would cost very little

relative to the overall program price.
ANALYSIS OF THE ALTERNATIVES

The three most important criteria for evaluating the
above Pell Grant proposals are efficacy, cost, and
political feasibility. A well-designed Pell Grant
reauthorization will increase the impact of the
program in terms of graduating low-income stu-
dents from college without dramatically increas-
ing the program budget, as large increases in
federal spending are politically infeasible, at least

in the short term.

1. Efficacy, or the ability to produce a desired out-
come or result, is the key issue underlying this
policy question. In the context of Pell Grants, ef-
ficacy should be measured by how accessible the
program makes college for low-income students.
Policymakers, then, must ask: do Pell Grants

cause colleges to raise their rates, making college

Table 1: Alternatives Summary
Proposal Type Est. Reach Est. Cost
House Budget Maximum grant about 80 million -,
Committee adjustment (freezing) students over ten No additional cost
years
pell Maximum erant about 8o million Program costs would more than
Institute adiustment d(g)ublin students over ten | double and continue to rise rapidly
! ( 8 years (over $30 billion annually)
Schedule of payments change: Fewer than 26
President add summer grants and allow for million stu desnts Less than 10% increase in program
Obama more than full-time costs ($2 billion annually)
enrollment over ten years
Schedule of payments change:
. allow for more than full-time Fewer than 40 o : .
Ham.l fton enrollment and summer enroll- | million students about 109 1erease i program
Project ment. and s costs ($3 billion annually)
8 pay an on-time over ten years
graduation bonus
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less accessible for low-income students, or do
they provide a crucial support that allows low-in-
come students to attain a college degree when

they otherwise could not?

While the logic model supporting the Pell Grant
program seems strong, the empirical evidence
of impact is not wholly decisive. National time
series data over the period (in the mid-to-late
1970s) when Pell Grants became widely avail-
able indicates no notable increase in college at-
tendance rates, which is seen by some as proof
that the program does not induce low-income
students to enroll in college. However, studies
that use economic modeling to isolate the impact
of tuition costs on enrollment decisions in gen-
eral find “significant positive effects of tuition

reductions on enrollment levels.”*

Even if the program’s impact is unclear as it re-
lates to drawing new students into college, re-
searchers have also looked beyond enrollment
decisions to the impact of aid on persistence in
college. Robust economic studies, such as one
published by the National Bureau of Economic
Research, have found evidence that “a Pell Grant
reduces dropout rates.” One specification of
the model used in this research estimates a four
percent reduction in the likelihood that a student
will drop out of college for each $1,000 increase
in their Pell Grant amount.> So, a student who
received the maximum Pell Grant in the 2014-
2015 school year would have been about eight
percent less likely to drop out than a student who

received the average grant amount.
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On the other hand, there is some evidence that
increased availability of aid leads to higher tuition
prices.> Proponents of freezing the maximum
Pell Grant point to a recent New York Federal
Reserve Bank paper that found some evidence
of increases in federal aid being ‘passed through’
to tuition sticker prices. For Pell Grants, each
additional dollar added to the maximum grant
translated into a $0.40 increase in officially list-
ed tuition costs.26 However, even if that increase
were fully passed through to low-income stu-
dents (which is unlikely, given that Pell grant re-
cipients do not pay the sticker price), they would
still be receiving a discount equal to 6o percent
of their Pell Grant amount, since only $0.40 on

every dollar is ‘passed through’.

Furthermore, a meta-analysis of the larger body
of research on this question reveals that “the
findings are ambiguous. Some studies find a
relationship between Pell grants and tuition in-
creases; others do not. Some find a relationship
in some college sectors but not others, and other

studies find exactly the opposite result.”?

In sum, the evidence on this question is not
overwhelmingly conclusive. There is conflicting
evidence about the impact of Pell Grants on col-
lege prices, and on college enrollment decisions.
The body of evidence indicating that Pell Grants
increase college persistence among low-income
students is persuasive, but the real possibility
that Pell Grant increases are passed through to

students is also important to factor in.

Applied to the alternative proposals for amending

the Pell Grant program, this evidence supports
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changing the program by adjusting the schedule
of payments rather than by freezing or doubling
the maximum grant. Freezing the maximum
grant would avoid any risk of Pell Grant increas-
es driving tuition increases. However, it would
also cause the percentage of tuition covered by
aid to decrease as college costs continue to rise,
thereby decreasing the beneficial effects of the

program on college enrollment and persistence.

On the other hand, doubling the maximum grant
and committing to the idea that it should be tied
to the cost of college as the Pell Institute proposal
suggests would create incentives for colleges to
increase tuition accordingly. In the short term,
doubling the maximum grant would decrease tu-
ition costs for low-income students the most, and
therefore have the biggest impact on increasing
college attendance and persistence rates. Given
the estimates on the impact of financial aid on
college attendance discussed above, doubling the
amount of the grant would decrease the likeli-
hood of a Pell grantee dropping out by anywhere
from two percent to 24 percent, with the average
reduction being ~15 percent. However, this posi-
tive impact would likely be short lived, as colleges
could eventually implement a corresponding in-

crease in tuition costs.

Changing the schedule of payments as proposed
by both President Obama and the Hamilton
Project would reduce the cost of tuition for stu-
dents enrolled more than full-time or in summer
school without changing the maximum grant
amount in an obvious way, making it less likely

that colleges would respond by raising tuition.
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The reduction in tuition costs would be smaller
than with a doubled maximum grant, and there-
fore the positive impact in terms of enrollment
and persistence rates for each class of Pell Grant

recipients would be less dramatic.

For example, summer Pell Grants would poten-
tially reduce dropout likelihood by about eight
percent (given the projected cost of $1,915 per
student). A similar impact would be realized if
payments were distributed for students enrolled
more than full-time over a standard school year,
since the net payment would be the same as the
summer option. Adding an on-time graduation
payment could bump that figure to nine percent
or 10 percent. While only a fraction of Pell Grant
recipients would receive these adjusted grants
(unlike under the Pell Institute proposal where
all recipients would benefit), the impact would
be more likely to persist over time, and therefore

could ultimately affect many more students.

2. Cost is an important consideration as well,
given the persistent national budget deficit and
growing national debt, as well as political resis-
tance to spending among some in power. For the
past five years, the federal government has spent
over $30 billion annually on Pell Grants, which
is more than four times as much, in real terms,
as the program cost when it was launched in the
1970s. The increased cost is largely attributable
to increased eligibility and take-up. In real terms,
the maximum grant amount has actually fallen
(though the average grant amount has increased

by about 25 percent).?®
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Assuming that (roughly) doubling the maximum
Pell Grant amount from $5,730 to $13,000 would
also mean doubling the grants given to recipients
not receiving the maximum, it would essentially
double program costs, adding another $30 bil-
lion annually to the budget. Given that the total
Federal budget for education programs in 2015
was $87.37 billion, this would be quite a signifi-

cant increase.?®

President Obama’s plan to provide summer Pell
Grants has been projected by the Department
of Education to cost an average of $1,915 for
700,000 students, or $1.3 billion annually. With
the addition of a small increase in the maximum
grant for students enrolled more than full-time,
his full proposal is billed at a price of $2 billion
annually (less than 10 percent of the current total

Pell Grant budget).>®

As for the Hamilton Project proposal, it would
likely be in the same price range. The proposal’s
authors calculate the probable cost of the gradua-
tion incentive at $125 per recipient, or just over $1
billion annually, which is less than five percent
of the program budget.* Given that the rest of
the Hamilton Project plan is similar to President
Obama’s, the Obama plan cost of $2 billion can
be added to that $1 billion, bringing the total cost
to just over $3 billion annually (approximately 10

percent of the current total Pell Grant budget).

While the most affordable proposal is clearly
the House Budget Committee’s plan to freeze
the maximum Pell Grant amount for a decade,
the targeted aid increases proposed by the Presi-

dent and the Hamilton Project are both relatively
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affordable when compared with the Pell Institute

proposal and overall Pell Grant program budget.

3. Political feasibility is simpler to analyze, but
more changeable over time. The latest House
Budget Committee proposal makes it plain that
there is currently no appetite for spending in
Congress. Furthermore, leading Republicans
have been intentionally obstructing Congressio-
nal action in general while running out President
Obama’s time in office, including preventing the
accomplishment of tasks that would not require
any spending, like the appointment of a new Su-

preme Court Justice.

With Donald Trump as President Elect and Re-
publicans holding onto their majorities in both
houses of Congress, the advent of a new admin-
istration does not offer much potential for en-
acting any changes to the Pell Grant Program
other than freezing the maximum benefit. Any
plan that would incur additional costs and thus
hinder Republicans from achieving their stated
aims of cutting taxes and balancing the budget
will not be feasible as long as Republicans con-
trol the government. In the current political envi-
ronment, it seems most likely that a determina-
tion not to increase spending on Pell Grants will

rule the day.
RECOMMENDATION

The evidence on the efficacy of the Pell Grant
program does not merit doubling the program
budget. However, the positive impact of the
program does seem sufficient to justify a 7-10

percent increase in the program budget, if that
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increase were distributed in a way that did not
give colleges a clear incentive for increasing their
costs. Specifically, offering students Pell Grant
extra funds for more than full-time enrollment
and an on-time completion bonus could be good
policy changes. Furthermore, these incentives
could be offered to recipients randomly to allow
for evaluation of their impact, which could pro-
vide a better understanding of the program’s ef-

fects going forward.

My recommendation is that the next Demo-
crat-controlled Congress propose a targeted plan
for increasing Pell Grant spending, to fund stu-
dents enrolled more than full-time and give a bo-
nus to those who graduate on-time, as part of the
next iteration of the HEA. This proposal should
take the best features from President Obama’s
plan and the Hamilton Project proposal and add
an evaluation component to collect data on how
much an on-time graduation payment actually

alters student behavior.

In my view, offering an additional Pell Grant
for students enrolled more than full-time is
more likely to hasten graduation than offering
a larger grant for students enrolled in summer
school. First, not all schools offer summer school
coursework, which would make it logistically
difficult for some students to take advantage of
increased Pell grant opportunities through no
fault of their own. Second and more significant-
ly, many low-income students rely on the income
generated over the summer to cover their non-ac-
ademic expenses during the school year. Even if
the summer Pell Grant amount was equal to the
amount of lost earnings, which is unlikely, that
money would go towards summer school tuition
and leave students without funds to cover living
expenses. On the other hand, the number of
credits per semester currently required to qualify
as full-time for Pell Grant purposes (12) is lower
than the number that would be necessary for a

student to graduate in four years (15).3 If on-time

Table 2: Alternatives Ranked on Criteria

House Budoet Negative (harder for
udg None students to persist and No additional cost High
Committee
succeed)
. o Program costs would
Negative (easy for | Largest positive effect,
. . more than double
. colleges to raise and population affected, . .
Pell Institute . . - . and continue to rise Very Low
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. . rapidly (over $30
more generous aid) for a short time s
billion annually)
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. costs ($2 billion

and lasting
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graduation is a goal of the program, it certainly
makes sense to incentivize enrolling in the num-
ber of credits that will allow students to accom-

plish it.

A timely graduation bonus could be an effective
incentive for the marginal students who are on
track to graduate but struggling financially (the
same group whose persistence is supported
by getting Pell Grants). Whether the proposed
amounts of $250 or $500 would be enough of a
bonus seems more questionable, however, given
that students are often forced to take a semes-
ter off in order to earn more money to contin-
ue their education, and the amount that could
be earned in a semester would far exceed $500.
Therefore, a pilot program should test different
bonus amounts to evaluate their differential im-
pacts and provide insight into whether a gradua-

tion incentive could work, and at what price.

Therefore, I recommend pursuing adjustments to
the Pell Grant program to provide additional fund-
ing for students who enroll in more credits than the
current full-time guidelines require, and to offer a
timely graduation bonus through a randomized
pilot program that will be formally evaluated for
impact. Politically, such a plan is unlikely to suc-
ceed in a Republican controlled government, so
Democrats should wait to pursue it until they

control Congress.
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INTRODUCTION

A major problem identified during the financial
crisis in 2007-2008 was that banks didn’t hold
enough equity capital to absorb unexpected loss-
es in conditions of extraordinary stress. In the
aftermath of the crisis, one of the top-priorities
of the G2o leaders was thus to improve capital
requirements for banks. The G20’s 2 April 2009
Declaration on the Strengthening of the Finan-
cial System called for internationally consistent
efforts aimed at improving the quantity and qual-

ity of capital in the banking system.

In 2010, the members of the Basel Committee
on Banking Supervision, an organization com-
prising the biggest world economies’ central
bankers, agreed to double the capital ratio re-
quirement for banks. In other words, they com-
mitted to double the amount of shareholder equi-
ty banks are required to hold for a given amount
of assets, adjusted for how risky these assets are.
This means that the bigger the bank is and the
riskier its assets are, the bigger the amount of
“safe capital” — mostly in the form of common
equity- it needs to hold. The Third Basel Ac-
cord—commonly named Basel I1I—was sched-
uled to be introduced internationally from 2013
to 2015. In the European Union (EU), Basel III
was implemented through the Capital Require-
ments Directive IV (CRD 1IV) in 2013.

Capital ratio requirements were crafted at the

international level, but they have been imple-
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mented and enforced differently across jurisdic-
tions. In particular, there are variations in how
banks measure the level of risk level of their as-
sets, which impact the calculation of the capital
ratio they have to meet. Under Basel III, banks
are allowed to apply internal models of risk as-
sessment, and evidence has shown that banks
tend to assign different weight to the same type
of assets. As a result, banks across different ju-
risdictions calculate their capital ratio differently,
even though they have the same risk profile and
should, under homogeneous conditions, apply

the same calculation.

Why do banks weigh risk differently across ju-
risdictions? Although there are many poten-
tial factors to explain these variations, evidence
points to the importance of domestic supervisory
practices—some banks simply get more lenient
treatment than others. This paper suggests that
domestic political dynamics has impacted the de-
gree of stringency in the enforcement of capital
ratio requirements. To illustrate this claim, this
paper sketches a comparative case study of two
countries: France and the UK. Given the size of
their respective financial sectors and their both
having a significant number of systemically im-
portant financial institutions —otherwise known
as “Too Big To Fail” banks—these two coun-
tries are key to the stability of the international
financial system. Relative to each other, France
has been lenient and the UK has been strict in

their enforcement of banks’ capital ratio require-
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ments. This difference is not necessarily due to
British supervisors being inherently better than
the French. It is explained by domestic political
dynamics. More specifically, differences in the
enforcement of capital ratios are due to the dif-
ferent industrial strategies of governments rel-
ative to their domestic banking sector after the
crisis, where these strategies were shaped by
banks’ positioning in their respective economies
and the level of access top bank managers have to

government officials.

The second section describes international and
European rules in matters of capital ratio re-
quirements. The third section maps out the
variations in enforcement of these rules across
jurisdictions. The fourth section proposes an ex-
planation as to why enforcement varies, with a
focus on France and the UK. The fifth section
casts light on the consequences of these varia-
tions. In light of the argument elaborated in the
previous sections, the last section suggests pos-
sible paths to improve the regulation of capital
ratio requirements and how this would contrib-
ute to enhanced long-term stability of financial

markets.

BASEL Ill, CRD IV AND INTERNATIONAL
CAPITAL RATIO REGULATION

The key contribution of Basel III to financial reg-
ulation is the requirement that banks increase
their capital ratio. Capital ratio requirements de-
fine the minimum amount of regulatory capital
(mostly shareholder equity) a bank needs to hold
for a given amount of assets. This ratio is argu-

ably a key indicator of a bank’s solvency and resil-

ience. The calculation of the capital ratio is based
on Risk-Weighted Assets (RWAs). Banks’ assets
are weighted depending on their risk profile. In
other words, riskier assets will be assigned more
weight, and the bank will have to hold more capi-
tal for this asset. Basel III requires banks to hold
4.5 percent of common equity (up from 2 percent
in Basel II) of risk-weighted assets. This ratio is

thus calculated as:
capital /RWA = 4.5 percent

Consequently, the bigger the numerator (Cap-
ital) and the smaller the denominator (RWAs),

the better the capital ratio of the bank would be.

In the European Union, the Capital Require-
ments Directive IV (CRD V) translates Basel
IIT requirements into European law. The 1600
pages of the final CRD IV text are a testament to
its level of detail and complexity. Scholarship in
public policy has shown that detailed and com-
plex regulations tend to be easier to arbitrage . In
this case, this assertion is supported by the large
discrepancies in risk weights attributed by differ-
ent banks across different countries to similar
assets. As developed in the next section, there are
significant variations in how the denominator of
the equation determining the required capital ra-

tio is calculated across jurisdictions.
VARIATIONS IN RWA

The implementation of such an ambitious rule
as Basel III is by definition challenging and dif-
ficult. But more central to the arguments of this
paper, there are variations in how banks use in-

ternal models of risk assessment to weight their
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assets, and thus to determine the level of capital
they have to hold. Differentiated enforcements
of capital rules through different calculations of
RWAs is not new. In 1999, the Basel Committee
had already noted that “with increasing sophisti-
cation of the banks and the development of new
innovative techniques in the market, the largest
banks have started to find ways of avoiding the
limitation which fixed capital requirements place
on their activities relative to their capital. For
certain banks, this is starting to undermine the
comparability and even the meaningfulness of

the capital ratios maintained.”

With the caveat that market reality is a lot more
nuanced and complex than what can be de-
scribed here, it is possible to lay out significant
observable variations in RWAs across jurisdic-
tions. It has actually been abundantly document-
ed that different banks can give very different
risk weights to identical assets . This study also
stresses important variations across jurisdictions.
Consider the example of the UK and France. In
the UK, corporate exposure of banks is weight-
ed on average at 65 percent. In France, corporate
exposure of banks is weighed on average at 47
percent. The same trend is observed in exposure
to residential mortgage: in the UK, this exposure
is weighed on average at 18 percent, against only
11 percent in France. Concerning the exposure
to other financial institutions, British banks give
them an average weight of 18 percent, against 14
percent in France. In short, French banks apply
on average much lower weight than their British

counterparts to similar assets.

THE USE (AND ABUSE) OF INTERNAL
MODELS OF RISK ASSESSMENT

What can explain the difference in how banks
weigh the risk of assets across jurisdictions? Un-
der Basel III, banks are allowed to use internal
models to attribute risk weights to certain types
of their assets. These models take several dimen-
sions into account in their calculation of the risk
of an asset. Consequently, variations in bank
RWAs may be due to multiple, different factors,
such as differences in domestic economic cycles
and foreign market exposures, business models,
and lending practices or provisioning practices .
It is extremely difficult, and beyond the scope of
this paper, to determine to what extent each of
these factors influence banks’ RWAs. However,
there is enough evidence to assert that a signifi-
cant proportion of the variation is due to the in-
centive banks have to artificially minimize their
RWAs and, in this manner, reduce the overall
level of capital they are required to hold, and in
turn increase their lending and investment capa-

bilities.

Several studies have shown that banks have im-
proved their capital ratios by spinning off un-
wanted assets and recalculating the risk weight-
ings attached to some assets. For example, the
Financialisation, Economy, Society & Sustain-
able Development Project (FESSUD), funded by
the EU released in 2014 a working paper that as-
serts that banks have long anticipated higher cap-
ital requirements and are therefore concentrat-
ing their efforts more on adapting their internal

risk models than on increasing their core capital.
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As an illustration of such practices, it is noted
that Deutsche Bank reduced its RWAs by 55 bil-
lion Euros in the last quarter of 2012 to achieve
a higher capital ratio. This could not possibly be
due to an actual reduction of balance sheet posi-
tions and estimates show that about 5075 per-
cent of the reduction was actually due to “finer
calibration” of risk model . According to a large
rating agency, the ratio of RWAs to balance sheet
size in the banking sector was reduced between
2007 and 2012 from 75 percent to 35 percent.
The report concludes that this can “hardly be ex-

plained by the reduction of risky business” .

THE POLITICAL ROOTS OF DIFFERENTIAT-
ED ENFORCEMENT

There is a clear incentive for banks to ‘game the
system’ by underestimating risks and accord-
ingly optimizing their capital. But why do some
banks seem more inclined to do so than others?
This is because supervisory practices vary at the
national level, and some banks simply get more
lenient treatment than others. As a matter of
fact, model approvals are neither uniformly ro-
bust nor uniformly reviewed across jurisdictions.
This variation has nothing to do with the fact that
some regulators are ‘better’ or more virtuous
than others. It is due to political dynamics within
each country. More specifically, it is due to the in-
dustrial strategies governments employ regard-
ing their domestic banking sector after the crisis,
the strategies shaped by the position of banks in
the domestic economy, and the degree of access
domestic bankers have to their government offi-

cials and regulators. This section illustrates this

claim by building on two country cases: France

and the UK.

In the UK, the shock of the financial crisis was
especially strong. The scale of the banking crisis
in the UK takes root in the great transformations
of British banks’ business models during the
1990s and 2000s. British banks turned them-
selves away from simple banking activities (i.e.
taking deposits and making loans) to embrace
riskier and more market-based activities, like
securities trading . Major banks, like Northern
Rock and the Royal Bank of Scotland, went bank-
rupt and had to be bailed out by the taxpayer in
2007 and 2008 respectively. Public money was
used to re-capitalize those banks. The total cost of
the banking bailouts for the taxpayer was higher

in the UK than in any other European country .

Public blame on banks was exceptionally high in
the UK. The YouGov-Polis Programme for Pub-
lic Opinion Research published that in 2012, 73
percent of the British population described the
reputation of banking as bad, the highest figure
of 26 industries tested . In addition to the public,
politicians and regulators alike also blamed the
banks. For example, Business Secretary Vince
Cable publicly called the British banking sector
a “massive cesspit” while Martin Wheatley, head
of the Financial Conduct Authority (FCA), now
famously claimed about the bankers he was reg-
ulating, “[w]e shoot first, we ask questions later.”
By contrast in France, 76 percent had a good im-
age of their own bank, and 50 percent had a good
image of French banks in general. The political

backlash towards banks was much tougher in the
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UK than in the other European countries.

The landscape of the British financial industry is
also very unique. On one side, five British retail
banks massively dominate the market for retail
banking. On the other side, London is to a large
extentan offshore financial center — meaning that
it is the place from which many global (non-UK
based) financial institutions operate. The British
economy is largely dependent on the City. The
UK’s financial and related professional services
employ seven percent of the working population.
The industry also accounts for 11.8 percent of
GDP and contributed £66 billion in tax revenue
in 2014/15 alone, accounting for 11 percent of to-
tal UK tax receipts as the largest contribution of
any sector. There is little disagreement between
the two main British parties about the necessi-
ty to “enhance the City.” Here, it is important
to note that the growth of the City does not rely
much on retail banks, but rather on the activities
of foreign global banks, which are based in other
jurisdictions and are thus regulated not by Lon-

don, but by their own domestic regulators.

The objective of the British government after the
crisis was thus twofold: 1) Preserving the City
while attracting further foreign investment, and
2) protecting British taxpayers from potential
failure of domestic banks. Both objectives were
consistent with the decision to make of British
banks an “example of good governance deserving
the trust of investors.” As an anonymous Labour
member of the Parliamentary Committee on
Banking Standards put it: “We needed to protect

investors and trust. We, as an economy, depend
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on foreigners. The view on both [parties] was that

we had to increase trust in the financial system.”

This political agenda was supported by a pro-
active attempt by British regulators to closely
monitor the implementation of Basel III, and
even tighten capital ratio requirements for UK
banks. As soon as 2009, the Financial Super-
visory Authority (FSA) published its concern
about the dispersion in risk assessment across
British banks. In February 2016, British regu-
lators voiced their concern that European ‘max-
imization harmonization’ rules, which impose
a level playing field, would make it harder for
them to demand stricter capital requirements.
In other words, they were worried that European
regulation would disrupt the British efforts for
more stringent regulation by forcing them to fol-
low a laxer European standard. The PRA hired
new experts capable of closely monitoring banks’
internal models of risk assessment. As a senior
manager at the Bank of England put it, “Risk
analysts at the PRA [were] seriously monitoring
models. They got a good understanding of how
firms were exploiting loopholes. There [was] a
lot of scrutiny.” Another Treasury official bluntly
explained the differentiated enforcement of capi-
tal requirements, “[w]e’ve been tougher than the
French and the Germans because we have much

more to lose.”

In France, the political dynamics at play are very
different. The banking crisis did not impact the
country as overtly as in the UK. The banking bail-
out put together in 2008 was not directly costly

to the French taxpayers. The anti-banking polit-
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ical backlash was real, but less intense than in
the UK. Moreover, the French economy and the
position domestic banks occupy in it are very
different from the UK. The five biggest French
banks, even though they operate internationally
and have developed strong market activities at
the global level, also remain virtually the only
dominant players in retail banking and corpo-
rate lending, both very important sectors of the
French economy. This means that France mas-
sively depends on its domestic banks both for
the funding of its non-financial businesses, and
for the international glitter of the country on the

(highly profitable) arena of global finance.

Finally, the well documented proximity between
French banking and public elites made it easier
for the latter to be especially attentive to bank-
ers’ main arguments concerning the implemen-
tation of Basel III capital requirement. First,
French bankers argued that higher capital ratio
requirements would reduce the amount of capi-
tal available for lending to businesses and force
them to raise interest rates, thus reducing do-
mestic growth. Second, they complained about
the disadvantage that they were facing vis-a-vis
their US counterparts still subject to the less
constraining Basel II capital requirements. As a
matter of fact, these two lines of arguments have
been developed by public and private actors alike,
both during interviews and in public venues. For
example, the Governor of the Banque de France
(BdF), Christian Noyer, overtly supported French
banks in their critiques of Basel III capital ratio
requirements. Because the strict enforcement of

Basel III capital requirements in France is wide-
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ly considered to be detrimental to French banks
and consequently to the French economy, there
has been no proactive attempt by regulators to
monitor the use of internal models of risk assess-

ment by banks.

CONSEQUENCES OF DIFFERENTIATED EN-
FORCEMENT

Basel III’s objectives were to increase banks’ cap-
ital ratio requirements, homogenize them across
countries, and make them more transparent in
order to improve the long-term stability of finan-
cial systems. Yet, the differentiated enforcement
of capital ratio requirement across countries has
produced consequences that seriously under-

mine these objectives.

It is now well known that uncertainty about
banks’ balance sheets is one very predictable trig-
ger of financial crisis. The 2007-2008 financial
crisis showed the damage that can be inflicted by
solvency concerns on financial institutions. Sol-
vency concerns can be based on actual solvency
issues, but also on investors’ perception on sol-
vency issues which can sometimes be excessive
or irrational. The lack of credibility for solvency
measures obviously deteriorate investors’ per-
ception on solvency issues. Today, investors’ con-
cerns about the reliability of the denominator of
capital ratios (i.e. RWAs) bear similarities to their
previous loss of confidence in the numerator (i.e.
Core Capital) in the run-up of the 2007 finan-
cial crisis. The resulting opacity is an issue for
all stakeholders, from regulators to investors and
to financial institutions themselves, insofar as it

does not foster trust and appetite for bank shares.
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COPING WITH DIFFERENTIATED
ENFORCEMENT

Building on the present analysis that stresses the
importance of domestic politics as an explanato-
ry factor, two mutually exclusive alternatives to
improve enforcement of capital requirements
across jurisdictions have been identified. Neither
is without flaws and choosing one over the other

necessarily involves trade-offs.

The first option consists of suppressing the chan-
nels through which domestic politics impact
the enforcement of capital ratio requirements,
namely the reliance on internal risk assessment
models and the reliance on a national supervisor
for enforcement. Unsurprisingly, this option is
the favored outcome of international and global
regulators and supervisors. This would require
an establishment of a truly global supervisory
agency with access to individual banks’ data and
the resources to closely monitor every important
financial institution in the world. Having recog-
nized the problem with internal models, the Ba-
sel Committee on Banking Supervision decided
in 20715 to restrict the use of internal models by
large banks and to align them more closely with
the standardized approach (i.e. risk measure-
ment techniques developed by the Basel Com-
mittee itself) and even threatened to ban the use
of internal risk assessment altogether. European
regulators and supervisors are also aware of the
problem. In November 2014, European Central
Bank (ECB) Governing Director Sabine Laut-
enschlager said at the “Euro Finance Week” in

Frankfurt that the ECB was intending to closely

examine whether banks are identifying the risks
of their loans properly: “In the next two to three
years, we will look at each model. This is a big

project.”

Yet, there are several reasons to doubt that these
initiatives would be as effective as intended.
First, the question remains regarding the con-
crete feasibility of such an agenda for interna-
tional supervisors. Today, global regulators and
supervisors largely depend on national authori-
ties to do their job, as well as for resources and
information. For example, a bureaucrat at the
European Banking Authority (EBA) voiced con-
cern that it was very challenging to get nation-
al supervisors to communicate reliable data to
them. Overcoming this dependency on nation-
al authorities would require huge investments
in terms of money and human resources. It is
not clear that national governments, from which
these resources ultimately come, would credibly
commit to it. Second, banks have been very vocal
in their opposition to the attempt at undermin-
ing the use internal models of risk assessment
models. And the factors explaining why national
authorities are sensitive to banks’” arguments —
namely the position of big domestic banks in the
domestic economy, the industrial strategy of gov-
ernments after the crisis, and the access to public
officials by top bank managers - are very difficult
to remove. An offensive led by under-resourced
and understaffed global supervisors on internal
models of risk assessment would potentially lead
states and banks to further bond together and de-
fend their collective interests. They would likely

do so in ways still more informal, more opaque
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and difficult to monitor than banks’ own internal

models.

The second option consists of recognizing na-
tional specificities, and even more, recognizing
the legitimacy of, and formalizing the influence
of, domestic politics in the crafting of banking
regulation and supervision. Today, the objective
for supranational regulators such as the Basel
Committee is to set up global standards because
banks operate globally and are deeply inter-
twined. This approach is justified because the
health of any big bank on the planet is de facto
the concern of any government, and virtually of
any citizen. And yet, the globalization of finance
must not make us forget that banks are institu-
tions that are deeply rooted in their national polit-
ical economies. That fact, coupled with the actual
globalization of finance, is what makes financial
regulation so challenging. The global financial
system is deeply intertwined but there is no one-
size-fits-all regulation for banks. Pretending that
the links between banks and their national po-
litical economies no longer exist, or betting on
the possibility that global regulation will lead to
breaking these links, is unrealistic at best, and
dangerous at worse. As this analysis has shown,
the result of global regulation on capital ratio re-
quirements has not been the homogenization of
a theoretical best practice or the overcoming of
domestic politics, but the use and abuse of the
regulation to fulfill a banking strategy largely
shaped by domestic politics.

The alternative option would thus be to acknowl-

edge the fact that global banks are embedded in

9

their domestic political economies and to give
jurisdictions some formal leeway in the crafting
and enforcement of financial regulation, includ-
ing capital requirements. Higher capital require-
ments involve trade-offs that may have import-
ant repercussions on national economies. For
example, they may penalize the universal model
of banking, upon which the French economy
greatly relying. It might be legitimate for differ-
ent jurisdictions to arbitrate these tradeoffs in
different ways. If the objective of the regulation
of capital ratio requirements is financial stability,
national authorities could be allowed to design
different ways of reaching it. If they decide to im-
pose relatively lower capital ratio on their banks,
they should say it explicitly, develop the reasons
why this method is not suitable for the banks
operating under their jurisdictions, and explain
the alternative approaches that they are imple-
menting to reach financial stability. This would
not equate to giving a blank check to banks and
domestic authorities. On the contrary, this would
force jurisdictions to explicitly state and clarify
the rules to which banks are subject, but also to
make plain the banking model and the business
strategies that are being pursued or enhanced at
the national level. As for the banks themselves,
it would force them to explicitly formulate what
their business model is, and to present it to the
assessment of different stakeholders: investors,
but also bank customers, elected officials and
more generally, citizens. Whether or not the
rules and strategies implemented by govern-
ments and banks to pursue financial stability

are satisfying would be available for assessment
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to all the stakeholders (law-makers, consumers
groups, investors, engaged citizens, etc.), and
not only the very few insiders capable of decrypt-
ing the actual implementation of capital ratio by
banks. This second option might be disappoint-
ing in that it recognizes that the world of bank-
ing remains complex, heterogeneous, and an
essential element of domestic politics. However,
it might also be more pragmatic as well as more
democratic and thus more effective to preserve

financial stability in the longer-run.
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