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Principal-Agent Relations

Financial regulators — the principals — aim to establish a system
that limits systemic risk by supervising the risk taking behavior of
single institutions — the agents.

Regulators face at least three information problems in performing
their task:

Principal-Agent Relations

First, they do not know with precision the quality of banks' internal
risk management capabilities, such as market experience and
financial engineering skills, beforchand.

Second, once they have put regulations in place they cannot perfectly
observe how far the regulated adhere to the rules imposed.

Finally, even under the most prudent business practices, there will
always be some residual risk. When a regulator learns that an
institution has problems, he or she does not always know with
certainty whether they are due to one of the first two factors or to
residual risk.
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