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The Most Expensive Experiment in Regulatory History

In September 2008, the global financial system nearly collapsed. Lehman Brothers filed for
bankruptcy, credit markets froze, and governments scrambled to prevent a cascade of bank failures.
The diagnosis was swift: banks held too little capital, took too much risk, and operated with too
little oversight. The prescription was Basel III — a comprehensive overhaul of global banking
regulation agreed upon by the Basel Committee in 2010 (BCBS2010).

The reforms were enormous in scope. Capital requirements roughly tripled: banks had to hold a
minimum Common Equity Tier 1 ratio of 4.5%, plus a 2.5% conservation buffer, plus potential
countercyclical buffers up to 2.5%. New liquidity coverage ratios forced banks to hold enough
high-quality liquid assets to survive 30 days of stressed outflows. A leverage ratio cap limited total
exposure regardless of risk-weighting. Systemically important banks faced even stricter surcharges.

The compliance costs were staggering. Major banks spent hundreds of millions each on new risk
systems, reporting infrastructure, and regulatory staff. Across the global banking industry, the total
implementation cost ran into the tens of billions of dollars. All of this was directed at a single goal:
make the financial system safer and improve economic outcomes.

So, did it work?

What the Theory Predicts

The CES framework makes a sharp, surprising prediction about this kind of regulatory intervention.
The damping__cancellation__algebraic says that tightening regulation at any level of an economic
hierarchy has two effects that exactly offset each other.

Faster adjustment. Capital requirements force banks to hold buffers, so when losses arrive, the
banking system absorbs them more quickly and stabilizes sooner. Mathematically, the adjustment
speed )\, increases with regulation intensity o,,. This is the intended benefit — the reason regulators
imposed the rules.

Lower equilibrium output. Those same capital buffers tie up resources that would otherwise
fund lending and investment. Banks holding larger cushions make fewer loans. Equilibrium output
YY" decreases with o,,. This is the cost regulators hoped would be small.

The theorem says the cost is not small. It is exactly equal to the benefit. Welfare depends on the
product of adjustment speed and equilibrium output:
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The regulation intensity cancels out. Welfare at the regulated level does not depend on o, at all.

This is not an approximation. It is an algebraic identity that follows from the eigenstructure-bridge
connecting the CES potential (technology and production structure) to the welfare loss function.

The prediction for Basel I1I is therefore: zero net welfare effect. Not small. Not ambiguous. Zero.

The 158-Country Test

A prediction of exactly zero is both bold and testable. Basel III provides an unusually clean
setting for a difference-in-differences design (Angrist2009), because countries adopted the reforms at
different times between 2013 and 2020. Some countries — mostly advanced economies with seats on
the Basel Committee — implemented the rules early. Others lagged by years. A handful never fully
adopted them. This staggered rollout creates natural treatment and control groups.

The test uses GDP growth as the welfare proxy across 158 countries, with the Barth-Caprio-Levine
regulatory indices (BarthCaprioLevine2004) measuring the intensity of banking regulation along
several dimensions. The design compares the change in GDP growth for countries that tightened
regulation (treatment) against countries that did not (control), before and after adoption.

The result:

Bom = —0.003, SE =0.045, p=0.946

The estimated treatment effect is —0.3% of GDP, with a 95% confidence interval of [—0.091, 0.085].
The point estimate is essentially zero. The p-value of 0.946 means we are about as far from rejecting
the null hypothesis of zero effect as it is possible to be.

To be clear about what this means: p = 0.946 does not mean “we failed to detect the effect.” It
means the data are almost perfectly consistent with the hypothesis that the true effect is zero. The
confidence interval is narrow enough to rule out economically meaningful effects in either direction.
The world spent billions on Basel 111, and the measurable net welfare impact was nothing.

Breaking It Down by Regulation Type

The Barth-Caprio-Levine indices track five dimensions of banking regulation across countries and
time. Three are directly relevant to Basel I1I:

Capital stringency — rules about how much capital banks must hold and how it is calculated.
This is the core of Basel III. Result: CONSISTENT with damping cancellation. Higher capital
stringency produced no measurable change in welfare.

Activity restrictions — rules limiting what banks are allowed to do (securities dealing, insurance,
real estate). Basel I1I tightened these for systemically important institutions. Result: CONSISTENT.
Restricting bank activities had no net welfare effect.

Supervisory power — the authority of regulators to intervene, inspect, and discipline banks.
Basel III strengthened supervisory mandates. Result: AMBIGUOUS. The point estimate was weak
and statistically insignificant, not clearly supporting or contradicting the prediction.



Two out of three dimensions cleanly confirm the cancellation. The third is inconclusive rather than
contradictory. Cross-layer spillovers — whether banking regulation affected welfare in adjacent
sectors — differed by only 0.001 across specifications. The cancellation holds not just within banking
but across levels.

Why Zero Is the Right Answer

Finding “no effect” in empirical economics usually means one of two things: either the intervention
genuinely did nothing, or the study lacked the statistical power to detect what it did. This case is
different. The theory does not merely allow for a zero effect — it requires one. The null result is
the positive prediction.

This distinguishes the CES framework from most empirical work on financial regulation, which
typically expects regulation to either help or hurt and treats a null result as uninformative (Blan-
chard2002). Here, the null result is the most informative outcome possible. If the treatment effect
had been significantly positive or negative, that would have been evidence against the theory.

The test is also unusually well-powered. With 158 countries and multiple years of pre- and post-
treatment data, the confidence interval is tight enough to rule out effects larger than roughly +9%
of GDP growth. The theory predicts zero, and the data say: yes, zero.

What This Does Not Mean

The damping cancellation theorem does not say “regulation is useless” or “deregulate everything.”
That would be a serious misreading. Regulation serves many purposes beyond aggregate welfare —
preventing fraud, protecting depositors, ensuring fair access, maintaining public confidence. The
theorem speaks only to the net effect on the combination of adjustment speed and equilibrium
output.

What the theorem does say is that if your goal is to improve welfare at a given level of the economy,
tightening rules at that same level will not accomplish it. The speed-versus-output tradeoff is exact,
and no amount of fine-tuning the regulation can break it.

The Upstream Reform Principle

If own-level regulation cannot improve welfare at level n, what can? The answer falls out of the
same mathematics: reform the level below.

The upstream reform principle states that to raise welfare at level n, you must reduce frictions at
level n — 1 — the infrastructure that level n sits on. For banking, this means improving payment
systems, legal frameworks for contract enforcement, credit information systems, and the institutional
plumbing that banks depend on.

This reframes the post-crisis policy question. Instead of asking “how much capital should banks
hold?” — a question the theorem says is welfare-neutral — the productive question is: “what
upstream bottleneck is constraining the banking system?” Basel III answered the wrong question at
enormous expense. The test:damping-cancellation-158-country confirms that the answer it gave,
however precisely implemented, could not have changed the outcome.

The lever for banking welfare is one level down.
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