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Summary and findings of the paper

The discussion on “rules versus discretion” has a long tradition in central banking.[!] Since a seminal

paper by Kydland and Prescott in 1977 “Rules rather than discretion: the inconsistency of optimal plans”,[Z]
there has been an intensive debate over the years about which rules central banks should follow in setting

their monetary policy rates, and how much discretion to allow for. Aimost 50 years on from the original

paper, the debate is still ongoing.E]

Banking supervision has its own version of the debate on rules versus discretion.”] Should supervisory
assessments rely mainly on quantitative metrics or should they also incorporate qualitative judgement?
How can decisions remain consistent across banks while still reflecting institution-specific circumstances?
To what extent should supervisory processes be codified into rules or models, as opposed to depending
on expert judgement? These debates have shaped supervisory practice over the past decades and
remain highly relevant today.

The paper by Sumit Agarwal, Bernardo Morais, Amit Seru and Kelly Shuel® makes a key contribution to
this debate. It uses data for the United States to shed light on the supervisory decision-making process,
analysing the determinants of CAMELS ratings.

The authors use bank-level data for the years 1998-2020 to answer the following questions:

> How does hard and soft information affect supervisory decisions? Hard information captures the
observable characteristics of banks, which is used to derive an expected decision. The actual decision
(an observable) differs from the expected decision, reflecting the use of soft information, supervisory
discretion and statistical errors (both of which are unobservable).



> What explains the use of judgement? Is it the result of subjective decision-making, different weights
applied, or disagreement on the weights? To answer these questions, the authors focus on the fact that
examiners rotate and may therefore assess the same bank differently.

> How does judgement affect real outcomes?
The main findings of the paper by Agarwal et al. are:

> Supervisors apply judgement. Changes in banks’ ratings are often driven by changes in the
supervisory assessment of banks, reflecting differences in the degree of conservatism.

> Judgement has real implications. It affects the capitalisation and lending of banks, as banks may act in
anticipation of judgement.

> Supervisory judgement improves forecasts. It adds information to purely mechanistic, rules-based
models.

> Overall, there is a trade-off between rules and discretion. Discretion allows for the use of additional,
soft information but introduces “noise” into supervisory decisions.

Overall, this is a very well-structured, thoroughly researched paper on a highly relevant topic. My
comments focus on the drivers of discretion, implications for the evaluation of supervisory effectiveness,

and implications for the use of supervisory judgement.

Use of supervisory ratings in Europe

The discussion on rules versus discretion in supervisory decision-making is very relevant for European

banking supervision.
In the United States, CAMELS ratings provide summary statistics on banks’ health based on information

on Capital Adequacy, Asset Quality, Management, Earnings, Liquidity, and Sensitivity to Market Risk.[]
Each component is assigned a score on a five-point scale, and supervisors assign a composite rating that
reflects the bank’s overall condition. CAMELS ratings inform policy decisions such as deposit insurance

premia or access to the Federal Reserve’s lender of last resort function.
In the European Union, supervisory processes are governed by a harmonised legal and methodological

framework.[] ECB Banking Supervision uses scores that are defined in the Supervisory Review and
Evaluation Process (SREP scores). These scores capture the bank’s business model, governance, risks
to capital, and liquidity. The elements of the SREP are assessed on a four-point scale, with +/— qualifiers.
These scores are then combined into an overall SREP score, which reflects the supervisor’s view of the
institution’s viability.



Figure 1: SREP methodology
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SREP scores include quantitative and qualitative elements. Judging the soundness of banks through

capital and liquidity indicators alone would not do justice to the fact that weaknesses in governance and
business models are often the root cause of bank distress.
In the SREP, supervisors employ a principle of constrained judgement by going through three phases

(Figure 2). Phase 1 is about gathering information from bank reports. In Phase 2, an automated score is
generated for the risk level. In Phase 3, supervisors adjust these anchored scores within a defined range.



Figure 2: The three phases of the SREP assessment
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Notes: EBA regulatory reporting refers to the implementing technical standards on supervisory reporting, commonly

known as COREP and FINREP.[8] ECB supervisory reporting refers to the ECB short-term exercise to collect
additional information in the context of the SREP.

The SREP scores form the basis for Pillar 2 capital requirements and they have binding prudential
consequences. The SREP integrates forward-looking analysis, including stress tests, capital and liquidity

planning, and the sustainability of business models over the medium term.

CAMELS ratings and SREP scores are therefore different institutional responses to the same underlying
challenge, i.e. how to condense a wide body of quantitative and qualitative information into a holistic

supervisory assessment, while preserving space for supervisory judgement.

Comment 1 — What determines the choice between rules and
discretion?

Any scoring system needs to strike a balance between consistency and comparability across banks and
the need to take bank-specific information into account. How much to rely on mechanical rules and how
much judgement to exercise is a difficult choice that also depends on the environment in which banks

operate.

In a highly uncertain environment, purely discretionary decision-making may add to uncertainty and
reduce the predictability of supervisory decisions. Overly constrained, rules-based decision-making may
reduce the flexibility available to adjust decisions to take bank-specific circumstances into account.

Moreover, any rules-based decision-making process must assume that underlying fundamentals and
economic relationships do not change much over time. However, banks are operating in a period of
transformation, characterised by the digitalisation of financial services and structural change in the real
economy. Applying the same rules over time may therefore lead to different and potentially unintended
outcomes. For example, during the Covid pandemic and the energy crisis, fiscal policy helped to buffer the
impact of these shocks on the real economy. When assessing the future resilience of the financial sector, it

is therefore important to take such factors into account.l]

Particularly in this environment, supervisory judgement is essential to provide a forward-looking risk
assessment. Financial reporting and risk indicators are by their nature backward-looking, capturing what


https://www.bankingsupervision.europa.eu/activities/srep/html/STEreportingtemplates.en.html

has already happened. If supervision is to be genuinely risk-based and forward-looking — identifying
vulnerabilities before they crystallise into problems for society — it must draw on qualitative insights and
soft information that go beyond what is visible in the numbers.

The empirical setting in this paper relies on a long panel of bank-level data ranging from 1998 to 2020.
This period covers several very different macro-financial environments, including the dot-com recession,
the global financial crisis and the COVID-19 shock. It also spans a period of significant regulatory reform,
including the introduction of Basel Il or the post-crisis reform agenda. Hence, the estimates capture
supervisory behaviour under both calm and stressed conditions. However, the paper does not explicitly
model uncertainty or structural breaks by, for example, using sub-samples or regime-switching models that
would make it possible to distinguish behaviour in periods of high and low uncertainty.

As a result, the findings should be interpreted as average effects across regimes. It would be interesting to
explore whether the effects of supervisory judgement are more or less pronounced in periods of
heightened uncertainty when forward-looking judgement could be of most value.

Moreover, it would be interesting if the authors could discuss the implications for supervisory transparency.
Is more transparency on supervisory methodology good or bad, and what elements of the methodology
should be published? Supervised institutions and the general public have a legitimate interest in
understanding the framework supervisors use. Using judgement may introduce some element of “noise”
into the supervisory process — different decision-makers assessing the same case may come to different
conclusions whereas, in a purely rules-based system, automatic scores would be generated. European
banking supervision responds to this need to be transparent and accountable by publishing its
methodologies and guidance.

Comment 2 — How can the effects and effectiveness of supervision be
evaluated?
Currently, there is a very active policy debate on the benefits of post-crisis financial sector reforms. This

debate relates not only to regulation but also to supervision.

To assess the effects and potential unintended side effects of the post-crisis policy agenda, evaluation
frameworks are needed. As regards supervision, this means assessing whether supervisory judgement
improves the trade-off between rules and discretion. Judgement may introduce bias into supervisory
decisions (which would be an unintended outcome) but it also addresses the shortcomings of overly
simplistic or overly complex rules that do not reflect the underlying risks (which would be an intended

outcome).

The paper by Agarwal, Morais, Seru and Shue provides an excellent framework for such evaluations,
which need to be supported by a sound infrastructure for evidence-based policymaking.[m]

Within European banking supervision, we are assessing the impact of the use of judgement on SREP

outcomes. A forthcoming paper by Bobeica and Oprica shows that:[1]



> First, supervisors do not simply take the automatic overall score — the equal-weighted average of the
SREP elements — at face value. Instead, they frequently adjust it. These adjustments tend to smooth
out fluctuations in the automatic score and ensure that the final assessment is more stable.
Supervisors can thus bring in qualitative insights and emerging risks in a forward-looking way that may
not be captured by the rules-based component;

> Second, the adjustments are not random. Supervisors tend to respond in similar ways to common
signals, such as shifts in the macroeconomic environment or sector-wide vulnerabilities. For example,
supervisors respond to rising non-performing loans or risks related to commercial real estate to make
sure that scores better reflect the implications for risk. This points to a “common supervisory
judgement” channel: discretion is not idiosyncratic but reflects shared priorities. European banking
supervision has indeed been setting supervisory priorities since its creation. In 2021, the process was
revised with the aim of concentrating supervisory work on fewer priorities;

> Third, certain risks are given particular weight in the use of supervisory judgement. The automatic
score assumes that strong performance in one risk area can offset weaknesses in another. Yet,
supervisors may exercise their judgement to adjust the score. They may, for example, consider credit
risk to be decisive for a bank’s viability: if it increases, supervisors can adjust the overall score, even if
other risk indicators look sound. Supervisory discretion can therefore capture non-linearities and
interactions between risks.

Ultimately, the question of whether judgement “distorts” supervisory decisions requires a framework for
assessing the welfare implications of supervisory outcomes. If judgement brings a decision more closely in
line with societal preferences, then it is not distortionary. Theoretical research suggests that some “noise”

in supervisory decisions may indeed lead to more careful lending behaviour and less risk taking.l'2!

Agarwal et al. show that, possibly as a result of supervisory discretion, banks may behave in a more
conservative way than they would in a system where ratings are set in a purely mechanistic way. From a
welfare perspective, this might be a desirable outcome. Geopolitical risks, digitalisation and other
structural trends change the risk environment in which banks operate in an unknown way. Basing
supervisory decisions on observables and historic correlations alone would not take due account of these

changes and may, in the end, lead to weaker resilience and higher risk taking.

Comment 3 — How should supervisory judgement and discretion be
used?

The results of this paper have concrete implications for how best to exercise supervisory judgement.
Generally, scoring systems need to include rules-based components while allowing for the use of
supervisory judgement. But there is a trade-off: relying on quantitative models does not allow judgement
and expertise to be used. Excessive reliance on judgement may not sufficiently address cognitive biases.

The results of the paper by Agarwal et al. suggest several ways to improve the use of judgement in
supervisory discretion. First, standardised guidelines for how examiners should weigh the components of



the rating systems can reduce variability and enhance consistency. Second, rather than eliminating
discretion, the paper advocates modest constraints that preserve the ability to process soft information
while mitigating the costs of excessive variability. Third, algorithms and machine learning tools can
complement human judgement. These tools can provide initial assessments or identify patterns in the

data, helping to reduce bias and improve consistency while retaining scope for human discretion.

These proposals resonate with the constrained judgement approach used in the SREP. In Europe,
supervisors are equipped to incorporate soft information and forward-looking insights, but their decisions
are supported by a unified methodology, benchmarking and second-line oversight. Supervisory outcomes
proposed by Joint Supervisory Teams for each bank are benchmarked against those of peers, both within
and across countries, to identify outliers and align assessments with a common methodology. This
benchmarking is conducted by a second line of defence located in a directorate which is independent from
day-to-day supervision. In this way, supervisory judgement remains anchored by shared standards,

reducing unwarranted variability — a concern well recognised in the wider literature on judgement and
decision-making[ﬁ] — while preserving flexibility to reflect bank-specific circumstances.

Since 2023 the SREP has been reformed with the introduction of a multi-year approach, allowing
supervisors to conduct more focused risk assessments and drawing on synergies across different
supervisory activities. This year, we have tested a pilot for a revised and simplified Pillar 2 requirement

(P2R) methodology, which will be applied from 2026 onwards.'#! The new methodology builds on the
existing framework by streamlining procedures and further clarifying how risks identified in the SREP feed
into capital requirements.

Supervisory judgement is central to the new approach. It is applied in two ways: in scoring risks, setting
capital requirements for specific risk areas; and in assessing overall risk profiles, particularly where risks
interact or exceed the sum of their parts.



Figure 3: Current and revised methodologies for setting Pillar 2 requirements
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Empowering supervisors to use judgement and apply the risk tolerance framework is an integral part of the
new SREP. The reform has therefore been complemented by a dedicated strategy to change supervisory
culture and train supervisors to use judgement, including to assess emerging risks. The use of judgement
is not about relying less on analytics or methodological rigour. Instead, it is about drawing on all relevant
information, in an era of uncertainty and disruption, to scan the horizon and capture developments that are
insufficiently addressed by common rules and methodologies. This is particularly important as supervisory
work increasingly relies on artificial intelligence and advanced analytical tools: human judgement remains
essential to interpret outputs, assess context and ensure that supervision adapts to risks that cannot be

reduced to data alone. To provide space for these analyses of emerging risks, we are also streamlining
supervisory procedures.[@

Overall, our objective is to make European supervision more efficient, effective, and risk based to maintain
strong supervisory standards. In an environment characterised by a high degree of geopolitical uncertainty
and structural change, we remain clearly focused on keeping the banking sector resilient, both
operationally and financially. This requires the continued use of constrained judgement and a clear agenda
for assessing the effectiveness of our work, to which we remain committed. The empirical methodologies
developed in this paper and work of the Basel Committee on Banking Supervision on supervisory

effectiveness!' &l will therefore inform and inspire our work.
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