Bank Failures: Will More Capital Make the System more Stable?

I. Asymmetric Pursuits of the Dual Objectives of Basle I 


It is now widely recognized that there's been a substantial change in the objectives of the regulation of financial institutions operating internationally between the original Basle Accord and the Revised Framework of Basle II.  While the introduction to the original Basel Accord stated that its objectives were twofold it is quite clear that of the two objectives the main objective of the original Accord was to diminish the then existing sources of competitive inequality among national banks. The Revised Basle II Framework has on the other hand concentrated on the second aim of the original accord, that is, on strengthening the soundness and stability of the international banking system. What I am going to argue today is that the original Basel Accord failed in its primary objective, to provide a level playing field through the introduction of uniform capital adequacy standards for banks operating in international markets, and that the elaborations of the capital adequacy requirements found in the Revised Basel II Framework will fail to increase the soundness and stability of financial institutions.

II. Capital Adequacy and Market Based Regulation

Although risk adjusted capital adequacy has always been part of the supervisory process in the United States, formal capital ratios were not set until the beginning of the 1980s when a number of factors supported their introduction. The most important was the increasing role of “market based” regulation of capital and money markets represented by the elimination of most controls on interest rates and the Fed’s introduction of controls over the supply of money, leaving the market to determine interest rates. The imposition of capital standards was to give the market a greater role in determining the costs of bank capital and thus on their lending rates. With the increasing international activity of banks these domestic regulations could only be viable if they were applied on a global level, and thus allow the operation of international capital market forces to constrain the behaviour of all banks operating and raising capital in international capital markets. 
The second was the rapid increase in bank lending that took place both domestically and internationally, which drove capital ratios for many US banks below 5 per cent and for many other banks down to or below 2 per cent. Thus there was both a move to increase capital adequacy requirements and to use them as a market based mechanism to limit the growth in lending as banks would have to go the capital markets to raise funds to finance expansion at higher and higher rates due to the markets assessment of increasing risk, eventually pushing rates above what borrowers could justify.


Finally, US regulators were concerned about the rapid increase in off-balance-sheet activities of United States banks that took place after the deregulation of US financial institutions and the breakdown of the international financial system based on Bretton Woods in the early 1970s. Many of these operations took place internationally and thus outside the direct control of regulators, making an international mechanism necessary. 
III. Capital Ratios: Tool of Financial Stability or Monetary Policy?

Looked at historically, the decline in capital adequacy in the United States was a long-term trend that had started after the creation of the National Bank system in the 1860s. Wesley Clair Mitchell
 reported the decline in ratios of capital to liabilities from 35 per cent in 1864 to 18 per cent by 1909. Helen J. Mellon Cooke
 reported a decline in capital asset ratios from 15 per cent in 1920 to 5.5 per cent in 1945.


Minimum capital adequacy regulations in various forms had existed throughout US banking history, and were frequently proposed but never introduced during the post-war period. It was only when Paul Volcker, seeking support for his new money supply control policy, overcame strong resistance from private banks that the first numerical minimum capital adequacy ratio of 5 per cent for primary and 5.5 per cent for total capital was introduced in December 1981. However, the seventeen largest banks operating in international markets were excluded. The official explanation was that they had access to superior liquidity and confidence and thus required less capital –however, as would become evident after the declaration of the Mexican default the following year, the real reason was that even before the Mexican collapse they were unable to meet the requirements. In April 1985 the ratios were increased to 5.5 and 6.0 per cent, despite the fact that in the intervening period Continental Illinois Bank had collapsed with a 5.8 per cent ratio.


It is clear that the motive force behind Vocker’s decision was the realization that radical monetary tightening was not reducing bank lending and inflation. The argument was that as long as banks could raise interest rates and preserve their net interest margins they would continue to lend, irrespective of the rate of interest, fueling inflation. The obvious by-product of this policy was a ballooning of loan books relative to bank equity. Thus, Wall Street analysts such as Henry Kaufman suggested that the imposition of a capital requirement would force banks to raise more capital to support increased lending. As capital markets recognized the increased riskiness of the banks’ portfolios they would reduce bank multiples pushing up the cost of capital to the point at which banks would no longer find it profitable to lend. In the end, Volcker decided that the only solution was to move to a policy of direct money supply controls.

Here it is important to recognize the fact that just as Lauchlin Currie
 noted the change in the role of bank reserves from providing emergency liquidity to a means of controlling the money supply, Volcker imposed capital adequacy ratios not to ensure bank solvency but as a method of monetary control. This point had already been noted by Cooke who concluded that “a required capital ratio may prove advantageous as a general credit control device” (ibid., p. 77)

IV. Basle Capital Ratios: Bank Supervision or Lender of Last Resort on the Cheap? 

Concerns about capital ratios had started earlier at the international level. The creation of the Basle Committee on Banking Regulation and Supervision initially concentrated on the problems of risks in clearing of international transactions following the failure of Herstatt Bank in 1974. It produced the Basel Concordats in 1975 and 1978 that attempted to allocate regulatory responsibility for banks operating internationally to their home regulatory agency and to provide for global consolidated reporting. 


In April 1980 the Committee issued a communiqué in which they noted that international lending, driven by recycling of the surplus of the petroleum producing countries, had been expanding at a rate of 25 per cent per annum with virtually no increase in bank capital, causing capital ratios to fall. The problem was soon to become endemic with the outbreak of the Latin American debt crisis. However, another event in 1982, the failure of Robert Calvi’s Banco Ambrosiano holding company formally registered and incorporated in Luxembourg, but whose business was effectively carried out in Italy and supervised by the Bank of Italy brought home the limitations of the Concordat in ensuring international financial stability. When neither Luxembourg or Italian regulators felt obliged under the Concordat to provide support some 88 international banks were left with around $600 million in credits to Ambrosiano. The problem was that the failure involved a holding company, rather than a bank and the Concordat only specifically applied to bank supervisors. 

In essence the Concordat was an international supervisory agreement that was supposed to provide a substitute for an international lender of last resort or an allocation of international lender of last resort responsibility for banks operating internationally. It was the failure of the Concordat to achieve this latter objective that led to the push for international capital adequacy as a substitute.


Finally in 1986 the Cross Report
 – the BIS catalogue of financial innovations based on derivative instruments available to banks, recommended that these off balance sheet exposures be included in the risk adjusted asset base for the purposes of calculating capital ratios.
V. Craters in the Level Playing Field


Thus, we can interpret the imposition of the level playing field in international banking as depending on the efficiency of capital ratios in limiting bank lending. There seems to be very little historical support for this thesis even before Volcker decided to abandon the policy in favour of direct control of the money supply.

For example, a study of the bank statements of failed and successful Florida State Banks in the period 1922-1928 (the first Florida banking crisis that preceded the 1929 collapse) found that “A comparison of the statements of the groups of failed and successful banks discloses the interesting fact that … the net worth of the failed banks was a noticeably larger percentage of total liabilities than was the net worth of the successful banks. (12.9 % and 10.4% respectively).”
 The basic reason was “the larger and more rapid increase of the resources of the failed banks during the boom created problems of wisely investing the added funds”.
 Rather than increasing their cash holdings, the banks rushed to invest the funds in increasingly doubtful real estate projects. The rapid increase in assets was rewarded by the stock market as an indication of increased future earnings, instead of representing an increase in the volatility of earnings due to the possible overinvestment in real estate in the area (much of which was still under swamp water). The capital market clearly provided no limit on the ability of these banks to expand their doubtful lending practices. Indeed, this is but an example of George Soros’ principle of reflexivity in which the very decision to grant a loan to finance a project increases its valuation and thus the evaluation of external analysts. 


A very similar episode took place in the 1980s as financial institutions attempted to grow their way out of the difficulties created by the deregulation of the US financial system. 

Finally, after Japan had agreed to implement Basle I for its banks, with some adjustments for the contribution of unrealized stock market gains on banks’ equity portfolios, prices on the Tokyo Stock Exchange nearly doubled during 1988 pushing bank stocks to a multiple several times book value and reducing the cost of capital for bank expansion essentially to zero. The response of the US was to push Japan to liberalise its domestic financial markets which when introduced led to a Yen “shokku” appreciation that hobbled Japanese industry. The end of the story was the collapse of the boom a decade later that nearly ruined the entire banking system. This does not look much like the creation of a level playing field!
VI. Capital Ratios and Financial Stability on the Cheap


But what about the support of financial stability? The already cited report of Florida banks echoed the traditional view of bank capital by noting that “net worth items not only disclose the volume of funds furnished the bank by stockholders, but also measure the amount of shrinkage and loss that can take place among the assets before any loss can fall upon the depositors.” .However, it goes on to note “The fact that the net worth was a greater percentage of total liabilities of the failed banks than of the successful, apparently disclosed a sounder and more favourable condition, for it indicated that the failed banks had a relatively larger amount of owners’ investment with which to absorb shrinkages and losses among the assets before the losses could fall upon the depositors.” Yet this did not turn out to be the case.

Cooke noted in her study that “data compiled from the annual reports of the Comptroller of the Currency show that, although their surplus and reserves had been wiped out, national banks which failed during the twenty-five year period from 1920 to 1944 generally had only slightly lower capital-deposit ratios [from 10.6 per cent to 32.3 per cent] at the date of failure than active ones.” (Ibid p. 75). She also notes that capital ratios shot up in 1934, as depositors withdrew funds the capital ratio would automatically rise.

A study published in 1995 comparing a retrospective assessment of American banks’ capital adequacy measured under the original Basel Accord with the actual soundness of banks measured by the classification by US bank supervisors based on their “CAMEL” scores and actual insolvencies for the period between 1984-1989 showed that more than half of the failed banks in this period and about three quarters of the banks that were rated high risk of problems by their supervisors would have been classified as either adequately or well capitalized under the risk-based capital regime introduced by the Basel Accord.
 

George Vojta
 states that “Levels of capitalization appear to have had no direct causal relationship to the incidence of bank failure.” Nor is there evidence to suggest that increasing capital ratios provides increased protection against bank failures. And there seems to be a number of good reasons for this.

The first is the precise role to be played by capital in providing stability. Bankers have generally tended to argue that capital is not required to face general losses from their activities. These losses are to be met from current income. For example, a Citibank study covering the period 1962-72 showed that “in no year did aftertax loan charge-offs exceed 13.1 per cent of after tax earnings, and that on average charge-offs in that period were 6 per cent of annual earnings. … Average chargeoffs as a percentage of the loan loss reserve were 3.5 per cent… After tax loan losses averaged less than 0.5 per cent of total capital accounts.”
  Thus, on average bank losses will be covered through income flows, not met by capital. Indeed, most bankers would argue that capital is meant to protect the bank from abnormal conditions. However, Lucille Mayne notes “that it is not possible to devise a generally acceptable measure of capital adequacy since the essential function of capital is to serve as a defense against the occurrence of unpredictable events.”
  Vojta goes further and suggests that ”The capital account of a bank is not adequate to maintain solvency in the even of a major liquidity crisis… Effective defense against ultimate crisis comes from lenders of last resort” 

Finally, Vojta notes that “This does not mean that the government is expected to bail out mismanaged institutions; but neither should financial institutions be expected to be so overcapitalized as to bail out government’s mismanagement of the economy. As a matter of fact and practicality, the economic disaster case should be excluded as a relevant scenario for capital adequacy purposes.” 


The industry position is that capital is not an efficient means of providing a defence against abnormal conditions – this is the role of lender of last resort, and is not the relevant factor in dealing with normal losses – these are best dealt with through provisioning out of income and chargeoffs.

VII. Can Revising Basel Turn Failure into Success?


Thus, the conclusion that Basel has provided neither a level playing field – rather it has created substantial craters in the playing field, and that the use of risk adjusted capital adequacy, no matter how detailed, cannot provide a substitute for an international lender of last resort. 


Just as attempts to avoid reserve requirements led US banks to shift from asset management of their balance sheets to liability management through the creation of non-reservable liabilities, placing risk weights on the asset side of the balance sheet set off a process of return to asset management. Or, put in other terms that were developed in the discussion of the 1980s, the introduction of capital ratios in the US led to arbitrage of the difference between economic capital and regulatory capital through the appropriate distribution of assets within each risk weighting category to maximize returns for a given level of risk capital. 


Regulatory arbitrage led to two major changes in the way banks operated. The first was a sharp increase in activities that generated fees and commissions but did not require regulatory capital – in particular asset securitization – because they moved assets off the balance sheet. The second was the development of capital allocation models, following the lead that had been taken long before Basle I by Banker’s Trust with its RAROC model. The logic behind the capital allocation models was to allocate capital in such a way as to maximize returns on equity for a given level of risk. These models were easily adapted to indicate the holdings of assets in any given weighting category that would maximize returns for any level of regulatory capital. The increase in risk produced by this activity was of concern to regulators and led to the call for a revision of the system to bring regulatory capital into closer line with economic capital.

The Revised Framework was thus designed to reduce the regulatory arbitrage. This could be done in two ways – by providing finer definition of the risk categories and weights, or by aligning capital more closely with the economic allocation that results from the internal models that had been introduced by banks. The result was the proposal to offer banks a choice between adopting a standardized approach, based on risk weightings assigned by credit rating agencies, and an “internal ratings based” approach using a banks’ proprietary capital allocation models. ”The latter is offered under a “foundation” and “advanced” formula depending on the degree of reliance on a bank’s own ratings. In addition to covering the risk associated with holding assets, an additional capital category has been added to cover “operational risk”. How this differs from abnormal circumstances discussed above is not clear, except that it covers internal unforeseen events as well as systemic events. Finally two additional areas, called the second and third pillars of the Accord cover supervisory review, and market discipline – standards of disclosure, were also included.
While the approach seeks to eliminate the difficulties associated with Basle I by making definitions tighter and offering more alternatives for banks operating in different circumstances, this supposed benefits also creates the possibility of recreating differential treatment of equals created by the use of two different methods of calculation. To assess whether this greater differentiation counters the basic objectives of the  Accords to create uniformity of treatment of banks undertaking cross border operations, the BIS has engaged in a series of Quantitative Impact Studies (QIS) to assess the impact of implementation of the new Accord on different type of banks operating in different countries.


Initial inspection of the results of the fourth QIS, however, indicated substantial differences in the impact on small and large banks in developed countries. In the United States the differences in effective minimum required capital for individual institutions ranged from a decrease of 47 percent to an increase of 56 percent. Since these differences were larger than expected and are difficult to explain, the US has decided that further study will be necessary for before proceeding to implementation, which is now not expected before 2011
. This evaluation will be undertaken on the basis of another QIS that is expected to be concluded in the second quarter of 2006. 

It thus appears that there will be substantial differences in capital requirements for banks using IRB and the Standardised approach to the advantage of the former that in general tend to be the larger banks. Many smaller banks cannot support the costs of introducing an internal model based approach to capital allocation. In order to protect smaller banks, US banking agencies have already proposed that they use an adaptation of the original Basel Accord, called “Basel 1A”
, framework that increases the number of risk-weight categories to which credit exposures may be assigned, expands the use of external credit ratings, and employs a range of other techniques aimed at increasing the risk sensitivity of capital requirements.
 

Another important area is to ensure consistency of implementation of Basel II across borders while avoiding a “one-size-fits-all” approach. The Basel Committee, through its Accord Implementation Group (AIG), is engaged in outreach efforts with supervisors in different member countries in order to promote cross-border cooperation. In many emerging economies Basel II is seen as an important catalyst to accelerate the introduction of best risk management practices within the banking sector in the medium and longer term. According to the Financial Stability Institute (FSI), close to 90 non-member countries intend to adopt Basel II by 2010.
  However, the Basle Committee itself has indicated that moving rapidly to introduce the Accord should not be the first priority for non-G-10 countries who might better concentrate initially on building a strong supervisory system. In this regard, immediate implementation of some of the principles of Pillars 2 and 3 of the New Accord, addressing supervisory practices and expanded market discipline as preparation for the formal transition to Basel II has been suggested as a first priority.
  In this regard a special regime, similar to that being worked out in the United States to protect smaller banks, might be more appropriate for financial institutions in developing countries. 

Thus, the Revised Framework still fails on the issue of uniformity and does not address the most crucial issue – the failure of the Basle Concordat to provide a workable assignment of the lender of last resort responsibilities for regulators covering banks that operate internationally. 
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