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BASEL III—Responses to Consultative
Documents, Vital Aspects of the Consultative
Processes and the Journey Culminating

in the Present Framework (Part 2)

By Marianne Ojo

Measures Aimed at Mitigating
Pro Cyclical Effects of the Capital
Requirements Framework: Counter
Cyclical Capital Buffer Proposals

In its consultative document on “Counter Cyclical
Capital Buffer Proposal™ the Basel Committee high-

lights the principal aim of the proposal, namely * the
implementation of buffers of capital to achieve the
broader macro prudential goal of protecting the bank-
ing sector from periods of excess aggregate credit
growth which have been linked to the build up of
system wide risk”? A further benefit of the proposal
which is attributed to the aim of protecting the bank-
ing sector from the credit cycle is its potential to assist
in “leaning against the build-up phase”™ of the cycle
in the first instance—this occurring (according to the
Comumittee), through the capital buffer acting to raise
the cost of credit—hence dampening and reducing its
demand.’

This paper aims to highlight reasons attributed to
the importance of introducing counter cyclical capital
buffers—the principal focus being the need to mitigate
pro cyelical effects. In so doing it commences with an
introduction on how such pro cyclical effects arise and
why they need to be addressed. The paper also illus-
trates that even though it 1s increasingly acknowledged
that capital, on its own, cannot address system wide
risks (owing to the growing importance and signifi-
cance of liquidity risk), that current measures aimed
at mitigating pro cyclical effects focus primarily on
capital. Hence the need to introduce counter cyclical
buffer proposals which are also linked to the redress
of liquidity risks, also constitutes an objective which

Oxford Brookes University, Oxford. (mariannecjo@hotmail.
com) Part | of this article appeared in the September 2011 issue
of the Banking and Financial Services Policy Report.

the paper aims to address. Such need will be con-
sidered under the fourth section of this paper which
considers recommendations made by the Financial
Stability Forum and which specifically (and impor-
tantly) includes bank loan loss provisions. Thus whilst
progress with measures aimed at ensuring that banking
systems are equipped with buffers of capital (to protect
them against future losses) is very much appreciated,
greater focus on other measures aimed at addressing
losses and unforeseen problems attributed to “maturity
transformation of short-term deposits into long term
loans™ (which exposes banks to such vulnerabilities as
liquidity risks) are required.

One of the principles which were highlighted by
the Basel Committee as constituting vital components
of a “global financial stability framework” is namely, the
principle that “All macroeconomic policies need to be
counter cyclical, building up buffers in good times that
can be run down in bad times. In particular, fiscal authori-
ties need to reduce debt levels in good times in order to
have the capacity to respond at times of stress. 2

Whilst it is contended that monetary policies should
be aimed at the control of inflation, fiscal policies are
considered to have the role of“counter cyclical demand
management.”®

A. Pro cyclicality

Pro cyclicality” 15 a term used to denote * the self-
reinforcing mechanisms within the financial system
and between the financial system and the real economy
that can exacerbate boom and bust cycles, undermin-
ing financial and macroeconomic stability These effects
are most prominent in the downward phase. As strains
develop, previously unseen risks materialise, deepening the
retrenchment that is already under way."® Furthermore, it
is not only contended that “the effects of pro cyclicality
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are critical (but hidden) in the expansion phase, when the
underlying risks build up, but that historical experience
reveals that credit mistakes are made during the boom
phase but are revealed only during the bust”

An example of a “fundamental” source of pro cycli-
cality as provided by the Committee of the European
Banking Supervisors(CEBS),? is attributed to “excessive
risk-taking during periods of expansion, which results
in the build up of vulnerabilities”.

Some of the recommendations put forward and
highlighted as means of addressing pro cyclicality
include:19

A policy response founded on the build up and
run down of capital buffers in a counter cyclical
fashion over the business cycle. These safety mar-
gins must be built up in good times, when it is
easter and cheaper to do so.1! Such a build-up will
restrain risk-taking during the expansion phase
of the business cycle. During periods of reces-
sion, these buffers can be run down, allowing the
system to absorb emerging strains more easily and
dampening the feedback mechanisms.

The importance of distinguishing between the regula-
tory minimuwm capital requirement and buffers operating
abaove the minimum requirements. A breach of the regu-
latory minimum brings with it severe consequences,
which could result in a bank being shut down. The buf-
fers are intended to be built up in good times so that they
can absorb losses without the bank becoming insolvent.”

The Basel Committee has proposed building up
these buffers through a combination of counter cycli-
cal capital charges, forward-looking provisioning and
capital conservation measures.12 It is also recommended
that other potential macro prudental instruments such
as loan-to-value (LTV) ratios should be explored.

Jimenez and Saurina, Goodhart, Hofmann and
Segoviano are amongst several other academics who
have put forward proposals aimed at addressing pro
cyclical problems.!® The proposal put forward by
Jimenez and Saurina “focuses on an additional flow of
loan loss provisions—in addition to specific and general
provisions.”* Such a design is aimed at addressing the
“future increase in credit risk deriving from too lenient

credit standards during periods of economic booms.*15
As observed by the CEBS, whilst a similar proposal (to
that of Jimenez and Saurina) was also put forward by
Goodhart, Hofmann and Segoviano, some reservations
on the potential and efficiency of the present applicable
principle for policy intervention (that i, conserv-
ing buffers in the system during periods of economic
booms—tor the purposes of “controlled™ utilisation of
such buffers during periods of economic pressures),
were expressed by Kashyap, Rajan and Stein. '

The promotion of financial stability through more
risk sensitive capital requirements, constitutes one of
Basel II's primary objectives.!” However some problems
identified with Basel II are attributed to pro cyclicality
and to the fact that not all material credit risks in the
trading book are adequately accounted for in the cur-
rent capital requirements.!® The pro cyclical nature of
Basel I has been criticised since “capital requirements
for credit risk as a probability of default of an expo-
sure decreases in the economic upswing and increases
during the downturn"1®"—hence resulting in capital
requirements which fluctuate over the cycle. Other
idenrified?® consequential effects include the fact that
fluctuations in such capital requirements may result
in credit institutions raising their capital during peri-
ods when its 15 costly?! for them to implement such a
riss—which has the potential of inducing banks to cut
back on their lending. It is concluded that “risk sensi-
tive capital requirements should have pro cyclical effects
principally on undercapitalised banks22

Reegulators will be able to manage systemic risks to
the financial system during such periods when firms
which are highly leveraged become reluctant to lend
where more market participants such as credit rating
agencies, could be engaged in the supervisory process.
The Annex to Pro cyclicality in the Accompanying
Document amending the Capital Requirements
Directive® not only importantly emphasises the fact
that regulatory capital requirements do not constitute
the sole determinants of how much capital banks
should hold, but also highlights the role of credit rating
agencies in compelling banks to increase their capital
levels even where such institution may be complying
with regulatory requirements.

The tact that “adjustments (for individual institu-
tions contributions to systemic risk) would actually

16 + Banking & Financial Services Policy Report
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exacerbate pro cyclicality, has been highlighted.2* A
second and further consequence of using “certain mar-
ket based measures of systemic risk to address the time
dimension™ 1s that, “the measures would provide the
wrong signal: Systemic risk would look low when, in

face, it was actually high™>

Even though the implementation of higher levels of
capirtal buffers could serve as a means for the manage-
ment of systemic risks, liquidity requirements2® have also
been acknowledged by many as having a fundamental
role to play in mitigating contagion—hence assuming a
role which is similar o that of capiral butters.2” The link
between counter cyclical bufters, capital and liquidicy
standards 15 further demonstrated through the impact
which is generated as a result of the implementation of
capital and liquidity standards. Counter cyclical butter
schemes could serve as means of enhancing the follow-
ing effects which are generated by higher capital and
liquidity standards, namely:28

+ Making the financial system more resilient and:
» Reducing the amplitude of the business cycles with-
in the financial system.

The association between systemic risks and Liquidicy
risks and the rather apparent lack of due recognition
accorded to liquidity risks under Basel II, constituted
other reasons for the growing criticism of Basel IL

B. Liquidity Risk

The definition of liquidity, as provided by the Bank
of International Settlements (BIS), is “the ability of a
bank to fund increases in assets and meet obligations as
they come due, without incurring unacceptable losses.
The fundamental role of banks in the maturity trans-
formation of short-term deposits into long-term loans
makes banks inherently vulnerable to liquidity risk,
both of an institution-specific nature and that which
affects markets as a whole"2?

In their report on “Addressing Pro cyclicality m the
Financial System: Measuring and Funding Liquidicy
Risk”, the Financial Stabilicy Forum (FSF) noted that
at the onset of the recent financial crises, the com-
plex response of financial institutions to deteriorating
market conditions, was to a large extent, attributed
to liquidity shortfalls which reflected “on and off bal-
ance sheet maturity mismatches and excessive levels

of leverage.™ This has resulted in an “increasingly
important role for liquidity provided by central banks
in the funding of bank balance sheets.”! Furthermore,
the FSF highlighted the urgency of both authorities,
namely, supervisors {in their monitoring of liquidity
risks at banks) and central banks (in their design and
implementation of market operations) collaborating in
order to “ restore the functioning of inter bank lending
markets”"*

As identified in the ECB% Financial Stability Reeview,
“the specific knowledge that banks possess abour their
borrowers make bank loans particularly illiquid.”™?* The
connection berween liquidity and systemic risks is fur-
ther highlighted in the Review where it elaborates on
possible consequences resulting from a banks failure,
namely:3* The “destruction” of such specific knowledge
which banks have about their borrowers and the reduc-
tion of*“the common pool of Liguidity35 Such reduction
in the common pool of liquidity may ako trigger the
failure of other banks—with the result that (i) the value
of such illiqud bank assets diminishes and (1) further
problems within the banking systems are aggravated.3®

“Endogenous risks” could also be generated depend-
ing on the type of information which the bank possesses
about their borrowers and how the dissipation of such
information to the public, it it has the potential ro trig-
ger a bank run, can be prevented.

According Greater Attention
to Liquidity Risks

In February 2008, the Basel Committee on Banking
Supervision published a paper titled “Liquidity Risk
Management and Supervisory Challenges”, a paper
which highlighted the fact that many banks had ignored
the application of a number of basic principles of hquidity
risk management during periods of abundant liquidity”

An extensive review of its 2000 “Sound Practices
for Managing Liquidity in Banking Organisations” was
also carried out by the Basel Committee as a means of
addressing matters and issues arising from the financial
markets and lessons from the Financial Crises. 38

In order to consolidate on the BCBS Principles

for Sound Liguidity Risk Management and Supervision

of September 2008, which should lead to improved
management and supervision of liquidity risks of
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individual banks, supervisory bodies will be required
“to develop tools and policies to address the pro cyclical

behaviour of liquidity at the aggregate level”.%

In responding to the apparent gaps which exist
with Basel Il—as revealed by the recent crises, pro-
posals which are aimed at imposing penalties for
the occurrence of maturity mismatches*” have been
put forward. ¥ The degree of disparity which exists
between the maturity of assets and liabilities 15 crucial
to determining the state of a company’s liquidity. Such
penalties aimed at deterring the occurrence of maturity
mismatches could include *higher capital requirements
for banks which finance their assets with overnight
borrowing from the money markets than banks which
finance similar assets with term deposits.™2

The inability of bank capital, on its own, to address
funding and liquidity problems has been acknowl-
edged by many academics. As a result, further proposals,
in addition to the above mentioned amendment to
Basel II, have been put forward. These include the
coupling of the existing regulatory framework with
capital insurance or liquidity insurance mechanisms.*?
Such proposals are aimed at “giving banks the right
incentives ex anfe and at improving the resilience of
the financial system to shocks ex post.# Furthermore,
the ECB%s Financial Stability Review also highlights
proposals which are aimed at supplementing Basel 11
regulation through the establishment of a mandatory
liquidity insurance arrangement—whereby each bank
has to pay the supervisor a liquidity charge.*?

Even though the Basel Committee states (in its
Consultative Document) that its Counter Cyclical
Capital Buffer Proposal is not a Pillar 2 approach “since
it does not relate to the supervisor review of indi-
vidual banks"#, the Committee of European Banking
Supervisors (CEBS) highlights the fact that “whilst for-
ward looking systems of capital buffers for banks should
be designed within the boundaries of the existing
framework and that identified mechanisms could be
employed alternatively under Pillar One, that its imple-
mentation under Pillar Two 15 still considered to be the
most sensible option at the time.™¥7

The Committee of European Banking Supervisors
classifies Pillar 2 capital buffers into two components—the
first being aimed at “building sufficient additional resources

{above regulatory minimum) whilst the second is aimed
at “covering losses arising from extreme events8 Whilst
the CEBS is also of the opinion that rating agencies appear
to prefer Pillar One solutions (which are considered to be
more transparent and less prone to national discretions), it
also draws attention to the fact that Pillar 2 would allow
for quicker responses and may be used for testing tools
{which will be subsequently improved and possibly imple-
mented under Pillar One).*

C. Mitigating the Precyclical
Etfects of Basel Il

The more refined and consolidated Basel 11 frame-
along with “macro prudential overlay” [the

work
objective of this “macro prudential overlay” comprising
1) the redress of stability over time (that 15, to address
pro cyclicality), and (11) the redress of stability at each

50 15 referred to

point in time (system-wide approach|,
as Basel [11.51 Means through which “stability over time

(pro cyclicality)” could be achieved include:?

* Through counter cyclical capital charges and for-
ward looking provisioning
» Capital conservation rules for stronger capital buffers.”

According to a report,® the two principal solutions
which have been endorsed by the Turner Review and
the DeLarosiere Report, and which are considered
to have the potential to reduce pro cyclical effects™*
induced by the CRD and Basel 11, include: 1) The
requirement that banks “hold bigger reserves during
good tmes—hence limiting credit and risk expansion in
good times and storing up capital to be used during bad
times” (2) “Increasing risk-weighting on a range of assets
because this also restricts balance sheet expansion™

Another proposal put forward as an optimal means
of rectifying Basel II's pro cyclical effects—as illustrated
through the “amplification of business cycle fluc-
tuations”, involves the utilisation of a “business cycle
multiplier of the Basel II capital requirements that 1
increasing in the rate of growth of the GDP”. Under
such a scheme, it 1s argued, riskier “banks would face
higher capital requirements without regulation exacer-
bating credit bubbles and crunches”35

Other mechanisms provided under the CRD as
means of mitigating pro cyclicality within the capital
requirements framework mclude:

18 « Banking & Financial Services Policy Report
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The use of downturn Loss Given Default (LGD)
estimates, PD estimates being based on long
data series, technical adjustments made to the
risk weight function, stress testing requirements
and Pillar 2 supervisory review process. It is
acknowledged, however, that more measures may
be required to mitigate the pro cyclical effects
of the capital requirements framework. Options
provided include those aimed at reducing its
cyclical risk sensitivity, measures which enhance
its risk capture, and the intentional introduction
of counter-cyclical buffers (comprising capiral
and/or provisions).

A counter cyclical capital charge, it is contended,?
“would require financial institutions to hold more
capital during buoyant periods whilst lowering the
regulatory capital levels during periods of stress”” Other
capital conservation measures include “actions aimed at
limiting excessive dividend payments, share buy backs
and compensation paid out by financial institutions.
Through a retention of earnings during buoyant peri-
ods, a bank is able to conserve excess capital which can
be used to absorb asset write offs during less buoyant
periods and periods of financial stress.”>8

The introduction of forward locking provisions has
been supported by various sources and bodies.™ As well
as Wlustrating how dynamic provisions can contribute
towards mitigating pro cyclical effects, a preference for
such provisions (in comparison to prudential reserves),
has also been highlighted.®" Burroni et al share the
opinion that since provisions directly affect reported
profits, they are more fully consistent with the idea of
an expected loss model®? {than 15 the case with pruden-
tial reserves).t2

The benefits of provisions, and particularly forward
looking provisions, will be considered in greater detail
under the concluding section of this paper.

D. Principles Governing the Operation
of the Basel Committee’s Counter
Cyclical Capital Buffer Proposal

In opting for the establishment of principles which
would serve as guidance for the operation of its counter
cyclical capital buffer proposal, the Basel Committee
made provision for possible problems which could arise
if a hard rules—based approach were to be adopted.®

Such problems, in the Basel Committees opinion,
include the requirement of a very high degree of con-
fidence (“that the variables used to calculate the buffer
requirement would always correctly perform as intended
and would not send out false signals™).® Despite allow-
ing for a certain degree of flexibility—through such
a principles and judgemental based approach, the
Commitree acknowledges the importance of establish-
ing a “clear set of principles” which would not only
“promote sound decision making in the setting of the
counter cyclical buffer”®® but the need to restrict the
scope of judgement allowed (through the establish-
ment of such clear set of principles). Furthermore, it
highlights the importance of “proper communication™
(where exercising such judgemental based decisions) as
constituting an integral aspect of the proposal.56

Whilst the principles generally serve as guidance in
the use of judgement within the framework, Principle
One specifically provides that butter decisions are to
be guided by “the objectives to be achieved by the
buffer—namely the protection of the banking sys-
tem against potential future losses when excess credit
growth 15 associated with an increase in system-wide
risk.”67

Principle Five highlights the importance of alterna-
tive tools such as “loan-to-value limits, interest rate
qualification tests or sectoral capital buffers which may
be deploved in situations where excess credit growth
is concentrated in specific sectors but aggregate credit
growth is judged not to be excessive or accompanied
by increased system-wide risk.

Such principles governing the operation of the Basel
Committee’s Counter Cyclical Capital Buffer Proposal can
be contrasted with the CEBS' view which (in line with
EFC and G20 decisions), underlies the need for counter
cyclical approaches that are based on automatic rules. The
need for rules which would serve as a form of “antomatic
stabilisers™ is attributed to the following factors:58

The importance of ensuring that deterrents exist
to “overcome industry or political resistance to
increase buffers during periods of economic
booms and to provide a level playing field.”

The need for wansparency and “clearly announced ex-
ante in order to ensure that market participants are aware
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that banks build up buffers during periods of economic
booms and run them down during recessive periods.

CEBS’ acknowledgment that discretion is already
envisaged under Pillar Two—hence the need for the
existence of some rules

E. Financial Stability Forum
Recommendations Aimed
at Mitigating Pro cyclicality

In its report® on “Addressing Pro cyclicality in the
Financial System”, the Financial Stability Forum'’s rec-
ommendations to mitigate mechanisms that amplify pro
cyclicality was extended to three areas:™

(i) bank capital framework,
(i) bank loan loss provisions and,
(111) leverage and valuation issues.

A summary of the recommendations relating to cap-
ital, as provided in the Report of the Financial Stability
Forum is as follows:7!

That the DBasel
Supervision (BCBS) should strengthen the regu-
latory capital framework so that the quality and
level of capital in thev banking system increase
during strong economic conditions and can be
drawn down during periods of economic and
financial stress;

That the BCBS should revise the market risk
framework of Basel II to reduce the reliance on

Committee on Banking

cyclical VAR -based capital estimates;

The BCBS should supplement the risk-based
capital requirement with a simple, non-risk based
measure to help contain the build-up of leverage
in the banking system and put a floor under the
Basel II framework;

Supervisors should use the Basel Committee’s
enhanced stress testing practices as a critical part
of the Pillar 2 supervisory review process to vali-
date the adequacy of banks’ capital butters above
the minimum regulatory capital requirement;
That the BCBS should monitor the impact of
the Basel II framework and make appropriate
adjustments to dampen excessive cyclicality of the
minimum capital requirements;

That the BCBS carry out regular assessments of
the risk coverage of the capital framework in rela-

tion to financial developments and banks’ evolving
risk profiles and make timely enhancements.

Conclusion

In its attempt to adopt “a building block approach”
which would organise the work on pro cyclicality—
the aim of this approach being “the alignment of
development of tools to address pro cyclicality according
to a specific set of objectives”, four 1dentified objectives
set out by the Basel Committee in its December 2009
Consultative Document “Strengthening the Resilience
of the Banking Sector”, are as follows:™

» To promote more forward looking provisions;

* To conserve capital to build buffers at individual
banks and the banking sector that can be used during
periods of stress; and

» To achieve the broader macro prudential goal of
protecting the banking sector from periods of excess
credit growth.”

In accordance with the CEBS’ observations, counter
cyclical mechanisms should be 1) bank specific, (i1) based
on risk sensitive concepts—should also be compat-
ible with the incentive structure presented by Basel II
{as well as Basel III), and (i11) should not be excessively
burdensome in terms of data needs and computational
efforts.7?

Whilst efforts taken by the Committee appear
to have focussed on capital—as evidenced by its
Consultative Document on Counter Cyclical Capital

Buffer Proposal, more forward looking provisions—as
well as provisions which at are aimed at addressing
losses and unforeseen problems attributed to “maturity
transformation of short-term deposits into long term
loans™, would be greatly welcomed.

Hannoun highlights the advantages which a for-
ward looking provisioning model offers over that of an
“incurred loss” provisioning model. In his opinion, a
forward looking provisioning model encourages banks
to set aside provisions in a forward looking fashion
based on expected losses—as opposed to the more
backward looking provisions based on incurred losses. ™

Furthermore, he adds that “a forward looking approach
not only captures actual losses more transparently, but 1s
ako less pro cyclical than the incurred loss provisioning
model which 1s presently being used.”"®
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Further, the Committee of European Banking
Supervisors (CEBS) has acknowledged that tools which
could be implemented as measures for mitigating cycli-
cality, exist beyond those measures proposed by the
Basel Committee. As a result, it has taken up initiatives
in relation to measures such as dynamic provisioning
and supplementary measures which include leverage
ratios. 7

The proposed two new liquidity requirements,
namely, the Liquidity Coverage Ratio and the Net
Stable Funding Ratio (NSFR), respectively serve the
purposes of “ensuring that banks have adequate fund-
ing liquidity to survive one month of difficult funding
conditions (the LCR), and to address the mismatches
between the maturity of a bank’s assets and that of irs
liabilities (the NSFR)”7 Whilst such liquidity require-
ments would help to address the critical issues arising
as a result of maturity mismatches, the implementation
of counter cyclical capital buffers—as well as these
new liquidity requirements (LCR and NSFR) would
be bolstered by introducing more forward looking
provisions.

Measures Aimed at Enhancing the Loss
Absorbency of Regulatory Capital
at the Point of Non Viability

Capital 1s very significant in its role since it serves to
absorb risks and protect deposits. Given the imposition
of an adequately stipulated minimum ratio, it could also
facilitate the process of equalising competition between
banks {rather than impeding their ability to compete).

The Basel Commuittee’s recent consultative docu-
ment on the “Proposal to Ensure the Loss Absorbency
of Regulatory Capital at the Point of Non Viability™8
sets out a proposal aimed at “enhancing the entry
criteria of regulatory capital to ensure that all regula-
tory capital instruments issued by banks are capable of
absorbing losses in the event that a bank is unable to
support itself in the private market™

Of particular interest are the Committee’s observa-
tions regarding the consequences of rescuing several
distressed banks during the recent Financial Crisis,
through the injection of funds (by the public sector)
in the form of common equity and other forms of
Tier One Capital. Two associated consequences are as
follows:80

Its effect of supporting not only depositors but
also the investors in regulatory capital instru-
ments—which consequently resulted in the
inability of Tier Two capital instruments (mainly
subordinated debt), and in some cases, non-
commen Tier One instruments, to absorb losses
incurred by certain large internationally active
banks that would have failed—had the public sec-
tor not provided support.

As a means of ensuring that instruments are accorded
with the status of “regulatory capital” and also dealt
with accordingly, a pre condition was stipulated by
the Committee—such pre condition being that “such

instruments are capable of bearing a loss."®!

As well as the affirmation of its opinion that “a public
sector injection of capital (needed to avoid the failure
of a bank) should not protect wwvestors in regulatory
capital instruments from absorbing the loss that they
would have incurred if the public sector had not chosen
to rescue the bank”, the Basel Committee clearly indi-
cated in the Consultative Document that all regulatory
capital instruments must be capable of absorbing a loss
at least in gone concern situations.2 This requirement
was prompted by the Basel Committee’s observations
from the recent Financial Crisis—which revealed that
many regulatory capital instruments do not always
absorb losses in gone concern situations. In this respect
it remarked that:

“The numerous public sector injections of capital
during the crisis, and other forms of public sec-
tor support have had the indirect consequence of
ensuring that in many instances, capital instru-
ments issued by banks that have been bailed out,

1]

have not taken any losses at all
Owing to huge liquidity problems, it was just recently
announced that the ailing mortgage lender (Hypo Real
Estate) is to be granted € 40 billion to the already € 102
billion in state guarantees. This (most recent) grant will
also facilitate the launch of a “bad bank™ whereby its

toxic assets can be disposed of (aim being to strengthen
the remaining core bank) 84

The case of Hypo Real Estate (HRE)® is considered
within this respect, not because it is regarded as having
not absorbed any losses (at all), but rather, because it
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is questionable whether the resulting burden imposed
on taxpayers (arising from government funding), could
have been mitigated to a greater extent. Even though
rescue ald was granted by the Commission to Hypo
Reeal Estate on the 2nd of October 2008 and further
measures were also communicated by the German
authorities on the 26th October 2009 (measures
which included SOFFin guarantees of eight and
10 billion Euros for HRE),* HRE was eventually

nationalised.57

How Can the Desire to Facilitate Gone Concern
Loss Absorbency of All Regulatory Capital Instruments
(Including cases where there is public sector support)
be Achieved?

“Conversion/Write offs”

Whereby debt instruments are transferred into
“higher quality and common equity capital with bet-
ter loss absorption characteristics—waith the result that
the institutions ability to withstand further losses is
consolidared .58

Debt regarded as bank capital should be converted
to stock or written off in a crisis—hence compelling
bond investors to bear some of the cost of future bail
outs.B?All regulatory capital instruments sold by banks
should be capable of absorbing losses if the company
15 unable to fund iself—before taxpayers’ cash 1s
plundered into rescuing a lender, so-called contingent

capital should be converted into equity or written
off. 70

Contreolled Winding Down Procedures

In the case which involved Bradford and Bingley,
the UK authorities decided to pursue a wind down
procedure whereby the retail deposit book was to be
sold while an orderly wind down of the remainder of
the business was to be undertaken for the purposes of
maximising recoveries—as well as minimising the bur-

den on tax payers.?!

Reasons for undertaking the route of a controlled
winding down process—as opposed to uncontrolled
wsolvency were also highlighted. An orderly winding
down process would not only “maximise the value
of the remaining assets and minimise the amount
of necessary state aid”, but would also facilitate the

repayment of the working capital facilicy as well

as statutory debt. Furthermore, the reasons for the
choice of a controlled winding down process neces-
sitated a consideration of the legislation in force when
the decision to wind down Bradford and Bingley (and
thereafter, Rumpco) was taken—and such reasons
include:"2

An absence of a “strictly defined time-frame” for
large and complex liquidations such as that of
Bradford and Bingley (B & B). The fact that B& B
would not have obtained the working capital
tacility which was required in order to pay
Rumpco creditors—had B & B chosen the route
of uncontrolled insolvency. An uncontrolled
insolvency procedure would also have resulted
in a liquidation shortfall with respect to debt
owed to creditors.An uncontrolled msolvency
procedure would have endangered the prospects
of the recovery of full value of statutory debt.
Rumpco’s uncontrolled insolvency would have
undermined financial stability—as well as market
confidence.

Definition of Different Classes of Capital—should
there be a re-definition of what constitutes regulatory
capital—since it has been proposed that all regulatory
instruments should be convertible/capable of absorbing
losses?

Capital is considered to comprise of elements of
Tier One, Two and Three capital. Tier One Capital
comprises commen equity—which has the following
attributes: %3

» [t is considered to be the highest quality component
of capital

» It is subordinated to all other elements of funding—
absorbing losses as and when they occur, having full
flexibility of dividend payments

» No maturity date

» It is the primary form of funding which helps to
ensure that banks remain solvent.

The distinction between definitions of Tier
One and Tier Two capital are highlighted by the
Comumittee as corresponding to capital which
absorbs losses on a going concern basis and capi-
tal which absorbs losses on a gone concern basis
respectively. 4
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Proposed key changes, whilst aimed at “signifi-
cantly improving the quality and consistency of the
common equity of Tier One capital”, as well as sim-
plifying Tier Two Capital (to the extent that there

would be only one set of entry criteria—and the
removal of sub categories pertaining to Tier Two) also
include the recommendation that Tier Three capital
be abolished “to ensure that market risks are met with

the same quality of capital as credit and operational
risks.”

As a result, the proposed harmonised structure of
capital will consist of Tier One Capital (going concern
capital) with further components comprising common
equity and additional going concern capital and; Tier
Two Capital {gone concern capital).?

In proposing a new definition of capital, the Basel
Commirttee on Banking Supervision, in its Consulrative
Document,”” elaborated on “certain overarching objec-
tives” which had contributed towards its formulation of
the proposed new definition of capital and these are as
tollows:

» Tier One Capital must help a bank to renain a
golng concern

* Regulatory adjustments must be applied to the
appropriate component of capital

» Regulatory capital must be simple and harmonised
across jurisdictions

* The components of regulatory capital must be
clearly disclosed

The proposed new definition of capital offers several
advantages—one of which 15 namely, the facilitation
of harmonisation—since the regulatory definition of
capital varies according to the jurisdiction and its gov-
erning law:%®

Problems and Benefits Identified
with Basel Committee’s Loss
Absorbency Proposal

Some problems identified with the Basel Com-
mittees proposal—that all regulatory instruments
should be capable of absorbing losses include the
following:

* The need for a liquid market (which is considered
not to exist at present)

* A possible rise in the banks’ cost of capital (since
investors are likely to demand compensation for the
increased risk being borne—for which they will not
be repaid.® Lower levels of investment

* Increased uncertainty and further elevated levels of
instability as a result of lower levels of investment

Even though the above-mentioned issues have been
raised, the Basel Committee 1s clearly justified in its
affirmation that “a public sector injection of capital
ineeded to avoid the failure of a bank) should not
protect investors in regulatory capital instruments from
absorbing the loss that they would have incurred if the
public sector had not chosen to rescue the bank.”

Furthermore, most of these concerns are not entirely
well-grounded since investment (in any case—and
regardless of the recommendation that all regulatory
capital instruments issued by banks are capable of
absorbing losses on a going and gone concern basis)
will always involve an element of risk. Banks should not
be made to pay more money to investors for regulatory
capital (if and when investors demand compensation for
increased risk for which they will not be repaid) since
investors get paid to take risks and should expect risks
with investments. Perhaps some form of reward or loy-
alty payments could be tied in to the investments—such
rewards being redeemed!®® by investors only in the
event that the bank or firm operates on a gone concern
basis. Other schemes which serve to ensure that mini-
mum safeguards are place to compensate investors, to
mnsure investor protection—as well as encourage small
investors to invest in securities, include the Investor
Compensation Schemes Directive (the ICD) 191 and
Deposit Guarantee Schemes Directive.!’2 The 1CD
(which has been replaced by the Markets in Financial
Instruments Directive—MiFID), “provides for clients
recelving investment services from investment firms
(including credit mstitutions) to be compensated in
specific circumstances where the firm is unable to
return money or financial instruments that it holds on

the client’s behalf."103

It is acknowledged that the Commirttee’s recom-
mendations should signal to investors that higher risks
are to be anticipated. Furthermore, bond halders (and
not tax payers) should now expect to be the first resort
(in terms of funding and new equity) where it is evi-
dent that an institution is likely to operate on a gone
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concern basis. This could result in slightly lower levels
of investment—however, it could also produce the
beneficial result of discouraging investment by those
investors who take excessive risks—hence reducing
moral hazard. A balance should be struck between
mtroducing appropriate incentives (aimed at sustaining
healthy levels of investment) which would encourage
non reckless investors to invest and the need to discour-
age excessive levels of risk taking.

Based on the Basel Committee’s efforts to improve
the disclosure requirements of the components
of regulatory capital, greater transparency should
be facilitated—such transparency contributing to
less uncertainty and assisting investors in deciding
whether or not to invest in certain products. Bank
depositors have greater need of protection since
more rules (range of conduct rules)!™ exist within
the investment sector—which serve the purpose
of assisting investors in arriving at their investment
decisions. In so far as the Basel Committee is able
to achieve efforts aimed at mitigating substantial ele-
ments of uncertainty which may exist—with respect
to the implementation of new regulations, such efforts
should eliminate the fears attributed to consequences
of uncertainty—namely, greater volatility in the bank
bond market.

Benefits of the Basel
Committee’s Proposals

Discouraging excessive risk taking (since investors
will not be encouraged to buy securities under the
assumption that they will avoid losses in the event of a
bank failure)

It would reduce the need for government bailouts
owing to the requirement that contingent capital be
converted (to equity or written off) to fund rescues
rather than taxpayers solely bearing the cost. Hence
bond investors of a bank will serve as the first resort
during the impending collapse of a bank.

Measures Identified by the AFME as Means of
Reescuing Failing Banks Without Taxpayer Financing.

In its paper “The Systemic Safety Net: Pulling
Failing Firms Back From the Edge”, the Association for
Financial Markets in Europe (AFME) shed some light

on two mechanisms which are considered to be instru-

mental in the achievement of the goal of managing a
failing financial institution—as well as the re capitalisa-
tion of such an institution (without the need for capital
support from governments and tax payers).!® These
mechanisms are:10%

1. The Bail In Mechanism : Whose implementation
commences when a firm reaches a pre-defined trig-
ger—which would re-capitalise a firm as a going
concern (through the conversion of selected levels
of unsecured debt to common equity). Since no
shareholder or creditor consultation is considered to
be necessary, a swift implementation of its operation
is expected.

8%

. Contingent Capital: Whose implementation has
been undertaken historically by the insurance sector
and which serves as a provision for one-time losses. It
is issued in the form of notes which are convertible
into equity as soon as a pre-defined trigger is attained
by the issuer. Since it requires no regulatory involve-
ment, transparency is enhanced—such transparency
serving as a potential means in helping to prevent
localised problems from triggering into a full blown
systemic crisis.”

One difference between both mechanisms can be
attributed to the frequency of their applicabiliey. Whilst
contingent capital serves as a provision for one-time
losses which are unexpected, the bail in mechanism
operates according to an expected pre-determined
threshold level.

According to the AFME, either of these options
would serve as a better alternative than liquidation.1®

“The enhanced Basel II framework (which includes
reforms aimed at increasing the quantity of capital—as
well as improving the quality of capital),and the mac-
roprudential overlay are (rogether) referred to as Basel
IT1.°109

Conclusion

According to Laeven and Majnoni,''" regulatory
capital, “should cope with the occurrence of unex-
pected losses—that is, losses that are large but infrequent
and further, loan loss reserves should, instead ,cope
with expected losses.” In reconciling the different views
held about bank capital requirements, they propose a
partitioning of regulatory capital which s based not
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Basel Committee’s Measures Aimed At Improving the Quality of Tier One Capital

Category of Tier 1 | Calculation

Notes

Commeon equity
Goodwill (deduction)
Tangible common equity
Other deductions

Common equity =

{*“core Tier 17) -

= Common equity net of
deductions

Predominant form must be common shares plus retained
earnings and other comprehensive income

No debt-like instruments included in core Tier |

No “financial innovation” permitted

Net of deductions (goodwill, deferred tax assets, minority
interest, investments in own shares, etc)

Deductions are internationally harmonised

+ Preference shares

Additional Preferred stock

Additiona

) +  Other non-dated, loss-

going-concern o
absorbing instruments

(only limited debt-like
features permitted)

capital!

[nstruments must meet strict entry criteria (eg subordinated, no
maturity date, fully discretionary non-cumulative dividends, no
incentive to redeem)

COrnly limited debr-like features permitted (preferred dividends)
Grandfathering of capital instruments under consideration
{including government rescue package instruments)

Elimination of the use of innovative hybrid debt instruments

Tier 1 capital (going-concern
capital)!

Enhanced disclosure of all elements of Tier 1 capital, including all
regulatory adjustments, main features, explanation of ratios

Contingent convertible bonds
{contingent capital)

Under review: some debt in banksl capital structure converts
to equity when a predefined threshold is reached

Source: “Improving the Quality of Tier One Capital 1%

only on rerms relating to priority (as is the case tor Tier
One and Tier Two Capital), but also (and foremost) on
risk management considerations.!!! The management
ot “Too Big to Fail Firms” should be sent appropriate
signals—signals which would highlight the fact that the
importance of such firms (to systemic stability) does not
provide justification for the management of such firms
to act recklessly Intensive restructuring, to the extent
that the entire management of such a firm is replaced
{with new management) serves as an example of such
a warning. This would also facilitate the reduction of

moral hazard and excessive levels of risk taking.

Distinguishing between Expected and
Unexpected Losses: Regulatery Capital
and Unexpected Losses v. Loan Loss
Reserves and Expected Losses

Should Tier One Capital alone cover portential
losses—particularly in view of the Basel Committee’s
recent recommendation which 1s aimed at ensuring
that all regulatory instruments absorb losses? Which
component should (have) or be endowed with greater
capacity to absorb expected or unexpected losses?!12

With respect to the current debate on loss loan
provisioning, the European Banking Federation (EBF),
the EBF is supportive of the provisioning based on

Expected Loss model and recommended a provisioning
model based on the EL concept, which “captures the
economic reality of the lending activities of financial
institutions in line with the six principles of the Bank
for International Settlements™ in order to achieve sound
Expected Loss provisioning approach.113

Two principal reasons have been put forward by the
European Banking Federation to justify their proposal
of asufficient level of non-predominant Tier One when
limits to the capital components are determined. !4
These are attributed to “the quality of non-core instru-
ments which will increase significantly compared to
today’s instruments; and the fact that institutions will
need to increase their global own funds level to comply
with the new rules. “115

Should the minimum capital ratio of eight percent
be revised?

For reasons associated with the desire to enhance the
competitive ability of banks, an increase in the present
capital ratio 1s not favoured.

Tier Two capital should be able to cover losses
absorbed at the pomnt of non viability—however,

restrictions should be mmposed on such potential—in
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contrast to the case with Tier One capital. There should
be less restrictions on the classes of debt like instru-
ments which can be included under Tier One capiral.

Furthermore, those shares which are to be redeemed
(as incentives) in the event of the firm operating as a
gone concern (and which should also absorb losses—
hence resulting in a reduction of their values when and
if they are redeemed) should be included as Tier One
capital. As illustrated, Basel III reforms reflect efforts
being made within this field—particularly with respect
to contingent convertible bonds (which are currently
being reviewed).
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Notes

1. Sec Basel Committee on Banking Supervision, ,, Consultative
Document: Counter Cyelical Capital Buffer Proposal” July 2010
hitp:/ Newne bis.org /publ/bchs 172 pdfnoframes=1 at page 2. The
Consultative Document interestingly highlights the fact that
the Counter Cyclical Proposal is not a Pillar 2 approach—since
“it does not relate to supervisor review of individual banks’”
see ibid at page 12. Furthermore, the Consultative Diocument
addresses the treatment of surplus when buffer returns to zero
by indicating that “the Basel Committee’s working assumption
is that the capital surplus created when the counter cyclical
buffer is returned to zero, should be unfettered—that is, no
restrictions should be imposed on distributions when the buffer
is turned off” See ibid at page 13

(%)

Further, the Committee adds that since capital is more expen-
sive than other forms of funding, the build up of defences (such
as capital defences which are built up by banks during periods
where “the risks of system-wide stress” are characterised by
significant and marked levels of growth) may provide the addi-
tional benefit of helping to stabilise excessive credit growth lev-
els during periods of economic and financial booms. See ibid.

3. See ibid at page 3

4, See Principles for Sound Liquidity Risk Management and
Supervision September 2008 at page 1 (page 7 of 44) hetp://
tewihis.org/publ/bobs 144 him

5. See H Hannoun, , Towards a Global Financial Stability
Framework™ Bank for International Settlements Publications,
page 2 of 26 <http:/ /www.bis.org/ speeches/sp 100303, pdf=

6. Ibid at page 6. Furthermore, it is added that consideration should
be given to “the need to maintain fiscal buffers that allow a
response to financial system stress - which implies that govern-
ment debt should be maintained at reasonably low levels in
good times so that additional debt can be taken on in times of
stress without unsertling financial markets.” See ibid at page 7

7. Pro cyclicality is also the tendency for periods of financial/
economic downturns or booms to be further exacerbated by
certain economic policies. For further considerations on the

1

=

possible consequences of according a high degree of promi-
nence to certain economic objectives, see M Ojo, “Social Rights
and Economic Objectives: The Importance of Competition
at Supra National Level™ hitp://papers.ssm.com/sol3/papers.
dfmZabstract_id=1651610

See. H Hannoun, “Towards a Global Financial Stability
Framework” Bank for International Settlements Publications,
page 16 and 17 of 26 hitp: / wnewbis.ong Sspeeches /sp 100303 pdf.

Furthermore, the CEBS defines pro cyclicality as comprising
“mechanisms through which the financial system can amplify
business fluctuations that are particularly disruptive during an
economic downturn or when the financial system is faced with
pressures.” See Comumittee of European Banking Supervisors,
“Pasition Paper on a Counter Cyclical Capital Buffer” July 2009
at page 34

. H Hannoun, “Towards a Global Financial Stability Framework”

Bank for International Settlements Publications, page 16 and 17
of 26

. Ibid; alse see Bank for International Settlements, “Addressing

financial system procyclicality: a possible framework”, Note for
the FSF Working Group on Market and Institutional Resilience, April
2009,

. See. H Hannoun, “Towards a Global Financial Stability

Framework” Bank for International Settlements Publications,
page 16 of 26 hitp:/ funww bis.org/speeches /sp 100303 pdf and also
Basel Committee on Banking Supervision, Strengthening the vestl-
ience of the banking sector—consuliative document, December 2009,

. For further information on this see Committee of European

Banking Supervisors, “Position Paper on a Counter Cyelical
Capital Buffer"July 2009 at page 34.“Studies which were includ-
ed and reviewed in the Dynamic Operation Project (DOP) of
the Basel Committee on Banking Supervision (BCBS)—which
addressed the issue of the cyclicality of Pillar One capital require-
ments include those of Goodhart, Hofmann and Segoviane
along with Kashyap and Stein. The DOP report examined several
academic papers that implemented simulation approaches to esti-
mate the magnitude of the cyclical variations of Basel II require-
ment over the business cycle.” See ibid at page 33.

. See ibid at page 33

. “Given that the provision is positive during periods of econom-

ic booms, and negative during periods of recessions, it is argued
that such a provision should have a counter cyclical impact on
banks’ lending policies.” ibid

It s acknowledged that “time-varving capital requirements

represent a potentially important improvement over the current
time invariant approach in Basel I because they allow some of
the rainy day funds to be spent when it rains—thereby reduc-
ing the pressure on banks to liquidate assets (as well as associ-
ated negative spill overs for the rest of the economy. However,
time varying capital requirements are also acknowledged to be
problematic from a cost perspective” See ibid at page 36; see
also Jimenez and Saurina , “Credit Cyeles, Credit Risk, and
Prudential Regulation™ (2006 International Journal of Central
Banking, vol.2, no.2; Goodhart, Hofmann and Segoviano
“Bank Feegulation and Macroeconomic Fluctuations™ (2004)
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Oxtord Review of Economic Policy, vol. 20.n0. 4; Kashyap,
Rajan and Stein, “Rethinking Capital Regulation”, Paper pre-
pared for the Federal Reserve Bank of Kansas City symposium
on “Maintaining stability in a Changing Financial System”,
Jackson Hole, August 2008,

For further objectives, see , Accompanying Document to the
Proposal for a Directive of the European Parliament and of the
Council amending Capital Requirements Directive on trad-
ing book, securitisation issues and remuneration policies. See
hitp: //ec.ewmopa.eu /intemal_manket /bank/ docs /regcapital fcom 2009/
impact_assesment_en.pdf at page 22 of 47.

See ihid at page 23 of 47,

See Annex on Proc cyclicality, Accompanying Document to the
Proposal for a Directive of the European Parliament and of the
Council amending Capital Requirements Directive on trad-
ing book, securitisation issues and remuneration policies. See

hitp://ec.eumopa.eu fintemal_manket /bank/ docs /regeapital fcom 2009/
impact_assesment_en. pdf at page 46 of 47.

. Az identified in the Accompanying Document to the Proposal

for a Directive of the European Parliament and of the Council
amending Capital R equirements Directive on trading book, secu-
ritisation issues and remuneration policies. See page 46 of 47.

. Liquidity, a topic which will be addressed in the next section,

is also considered to be “highly pro cyclical, growing in good
times and drying up in tdmes of stress.” During the build up to
the present crisis, banks and other financial institutions had an
incentive to minimise the cost of holding liquidity. See Feport
of the Financial Stability Forum on Addressing Pro cyclicality
in the Financial System “Measuring and Funding Liguidiry
Risk™ at page 24 hitp://wnew finandalstabilityboard org / publica-
tions/r_0904a.pdf

. See “Is Basel II Pro Cyclical? A Selected Review of the

Literarure” Financial Stability Review December 2009 at page
150,

. Accompanying Document to the Proposal for a Directive of

the European Parliament and of the Council amending Capital
Requirements Directive on trading book, securitisation issues
and remuneration policies. hifp://ec.europa.en/internal_market /
banle/docs fregeapital /com 2009/ impaci_assesmeni_en.pdf. See page
46 of 47.

See C Borio, “Implementing a Macro Prudental Framework:
Blending Boldness and Realism” Bank for International
Settlements Publications at page B. http:/ Awwnebis.org/vepoffice-
pusbl hkinr 201007, 126 pdf?noframes=1.

. Ihid.

“However, the analysis of the impact of liquidity standards is
considered to present specific challenges. Under the Proposal
put forward by the Basel Committee on Banking Supervision
in December 2009, banks will be required to meet two new
liquidity requirements—a short term requirement called the
Liquidity Coverage Ration (LCR) and along term requirement
called the Net Stable Funding Ratio (NSFR). The Proposal
focuses mainly on the NSFR—which is considered to be the
more relevant constraint to macro economic effects on a longer
term basis” See Basel Commirtee on Banking Supervision, " An

40.

41.

Assessment of the Long Term Economic Impact of Stronger
Capital and Liquidity Fequirements” Bank for International
Settlements Publications August 2010 at page 7. See hitp:/ Aewne.
bis.ong/publ fhchs 173 pdfProframes=1.

. See particularly I Cifuentes, G Fermcci and HS Shin, “Liquidity

Risk and Contagion™ (2005) Journal of the European Economic
Association Volume 3 at pages 556-566 hitp: / /www bri.org fhebs /
events/wtf04shin. pdf

. See Basel Committee on Banking Supervision, “An Asessment

of the Long Term Economic Impact of Stronger Capital and
Liquidity Requirements” Bank for International Settlements
Publications August 2010 at page 5. See http:/Fuwrvnbis.org/ publ/
bichs 173, pdfPnaframes=1.

. Principles for Sound Liguidity Risk Management and

Supervision  Sept 2008 ar page 1. See http:/Funen bis.org/ publ/
bichs 144 him.

0. Reeport of the Financial Stability Forum on “Addressing Pro

cyclicality in the Financial System: Measuring and Funding
Liquidity Risk” hitp:/ Awwne finandalstabilityboard.org /publications /
r_0904a.pdf at page 24.

. Ibid.

. “In order to counter the transfer of funding liquidity risk by

systemically important financial institutions to the public sec-
tor’; ibid.

. Buropean Central Bank, “The Concept of Systemic Risk”

Financial Stability Review December 2009 hitp:/ /wwniech
ine/pub /for /shared / pdf/ ivbfinancialstabilityreview20091 2en. pdf?afef
6891f87 4a3bd 40cd 00aef3 8c6 4 at page 137.

. Ihid.
. Ibid,
. Ihid.
. Principles for Sound Liguidity Risk Management and

Supervision  Sept 2008. See htip://unewsbis. o /publ fbcbs 144,

hitm.

. Ihid.
. “The FSF proposes that the BCBS and CGFS develop a joint

research effort to address funding and liquidity risk, starting in
2009, A key component of this research agenda is to define
robust measures of funding and liquidity risk, which could assist
assessments of liquidity risk by the private sector. Stress tests
to gauge the probability and magnitude of a liquidity crisis in
different market environments will be considered in this lighe”
For further information on this, see Report of the Financial
Stability Forum on Addressing Pro cyclicality in the Financial
System: Measuring and Funding Liquidity Risk™ hegp:/ Aewne.
[financialsiabilityboard.org/ publications /v_0904a.pdf at page 24

A sitnation which could occur where an undertaking possesses
more short term liabilities than shore term asser. It could also
occur where more assets are held (than liabilities) for medium
and long term obligations.

See “Is Basel II Pro Cyclical? A Selected Review of the
Literature” Financial Stability Review December 2009 at
page 148 and particularly Brunnermeier et al whose proposal
includes the requirement of greater capital, “not only against
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45,
46.

47.

43,
49,

50.

51.

53,

54,

55,

5.

the risk of asets, but also against the risk of funding such
assets.”

Ibid at 148,
43,

Brunnermeier et al, Kashyap et al, and Perrotti and Suarez are all
of the opinion that even though 2583716333301 assistance to
help banks cope with aggregate liquidity shocks is commend-
able, it would generate minimal benefits where such banks are
not provided with the right incentives to reduce the probability
of such shocks in the first place. For further information on
this, see “Is Basel II Pro Cyclical? A Selected Review of the
Literature” Financial Stability Review December 2000 at page
144,

Ibid.

Ibid.

See Basel Committee on Banking Supervision, ,, Consultative
Document: Counter cyclical Capital Buffer Proposal” July 2010
hitep:/ A wwewbis.org/ publ/bebs 1 72.pdfinoframes=1 at page 2.
Committee of European Banking Supervisors “Position Paper
on a Counter Cyclical Capital Buffer” July 2009 ar pages 1
and 2. See htip://uwnc-ebs.ong Agetdoc/ T15be0f9-Taf0-4749-98a8-
778a4d20a880/ CEBS-position-paper-on-a-countercyclicalcapital-
b.aspu.

Ihid at page 3.

Ihid at page 4; On this basis, members of the CEBS conclude
that “any counter cyclical adjustments should be calibrated to
individual banks™ portfolios and based on risk sensitive con-
cepts.” See ihid.

See H Hannoun, “Towards a Global Financial Stability
Framework” Bank for International Settlements Publications,
page 9 of 26, See hitp:/ Awwne bis.org/speeches /sp 100303 pdf.

Ihid.

. Ivid; Means whereby stability at each point in time (system-wide

approach) could be achieved include through “systemic capital
surcharge for systemically important financial institutions; the
identification of inter linkages and common exposures among
all financial instirutions; and the systemic oversight of OTC
derivatives.” ibid.

The Tarner Review :Key Elements of the Turner Review (page
2 of 4) htip:/ Aewnedlapipercom.

Exacerbated strains on bank capital is the term used to denote
pro cyclicality ; see ibid.

International Accounting Standards are also considered to
have had a pro-cyclical impact. It is stated that “in particular
moving to marking to market accounting, rather than the more
traditional marking to maturity, exacerbated volatility in the
accounts of banks—with valuation becoming practically impos-
sible for some securities as the market in them disappeared.”;
Ihid.

R Reepullo, ] Saurina, and Carlos Trucharte, “How to Mitigate
the Pro cyclical Effects of Capital Adequacy Roules™ hitp: / Aunine:
eumintelligence.com/article. 381 +M3ff0e4ba595.0.html.

See the Accompanying Document to the Proposal for a Directive
of the European Parliament and of the Council amending

57.

58.

59,

=

6,

6

—

65.
6.
67.

Capital Requirements Directive on trading book, securitisation
issues and remuneration policies hifp:/ /ec.europa.en/internal_mar-
ket banke /docs S regeapital / com 2009 fimpact_assesment_en.pdf. Page
46 of 47.

See. H Hannoun, “Towards a Global Financial Stability
Framework®™ Bank for International Settlements Publications,
page 17; The methodeology of the proposed “Too-Connected-
to-Fail Capital Charge” highlighted by Jorg Chan Lau in his
paper, comprises three important features . “First, it builds upon
an intuitive principle: the capital charge must be proportional
to the incremental contribution to societal losses (or risk) due
to the failure of the institation. Second, by relating the concept
of incremental contribution to systemic risk to concepts such as
Value-at-Risk and Expected Shortfall, the TCTF capital charge
is aligned with the spirit of Basel II. This alignment will facili-
tate its adoption and implementation by supervisory agencies
and systemic risk regulators. Third, the measurement of the
incremental contribution can be accomplished wsing a simple
toolkit of models such as CoRisk analysis, nerwork analysis,
and porifolio credit risk models” See | Chan Lau, ,,Regulatory
Capital Charges for Too-Connected-to-Fail Instiitions: A
Practical Proposal” hitp: / /papers.ssrm.com/sal3 fpapers. g Pabstract_
id=1566443 and hetp:/ S imf org fexternal /pubs /ft fop s 2010/
wpl098.pdf af page 21.

See H Hannoun, ,Towards a Global Financial Stability
Framework™ Bank for International Settlements Publications,
page 17.

Bodies such as ECOFIN. See particularly, M Burroni et al,
“Dynamic Provisioning: Rationale, Functioning, and Prudential
Treatment”  htip:/ /papers.ssei.com /sol 3/ papers. cfm?abstract _
id=1531323 and hitp:/ Swwewbancaditalia. it pubblicazioni /econo/
quest_ecofin_2/QF_57/QEF_57.pdf at page 6.

See ibid at page 23.

. “Reegulatory capital”, it is argued, “should address “unexpected

losses”- such losses being defined as “losses that are large but
infrequent”. On the other hand, “loan loss reserves should
address “expected losses”. See L Laeven and G Majnoni, “Loan
Loss Provisioning and Economic Slowdown: Too Much Too
Late?” (2003) Journal of Financial Intermediation Volume 12 at
page 195,

. M Burroni et al, "Dynamic Provisioning: Rationale, Functioning,

and Prudential Treatment™ htp://papers.sorn.com/sol 3/ papers.
dfmZabsiract_id=1531323 and heip:/ rwownebancaditalia. it /pubblica-
zioni/econo /quest_ecofin_2/QF_57/QEF_57.pdf at page 23.

. See Basel Committee on Banking Supervision, ., Consultative

Document: Counter cyclical Capital Buffer Proposal® July 2010
fitp: / fwne bis.ong /publ fhchs 1 72, pdfPnoframes =1 at page 7.

Thid.

Thid.

Ibid.

“The counter cyclical capital buffer is meant to provide the bank-
ing system with an additional buffer of capital to protect it against

potential future losses, when excess credit growth in the financial
system as a whole is associated with an increase in system-wide
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68,

69,

71

74

75
76,

7.

78.

79.

risk. The capital buffer can then be released when the credit cycle
rurns so that the released capital can be used to help absorb losses
and reduce the risk of the supply of credit being constrained by
regulatory capital requirements. A side benefit of operating the
butfer in this fashion is that it may lean against the build-up of
excess credit in the first place. As such, the buffer is not meant
to be used as an instrument to manage economic cycles or asset
prices. Where appropriate, those may be best addressed through
fiscal, monetary and other public policy actions. It is important
that buffer decisions be taken after an assesment of as much of
the relevant prevailing macroeconomic, financial and supervisory
information as possible, bearing in mind that the operation of the
buffer may have implicadons for the conduct of monetary and
fiscal policies.” see ihid.

Committes of European Banking Supervisors, “Position Paper
on a Counter Cyclical Capital Buffer” July 20089 at pages 3
and 4. See http:/ fwnerie-ebs.ong/ getdoc/ T1 5belf9- Taf0-47d 9-98a 8-
778244200 880/ CEBS-position-paper-on-a-countercyclical-capital-h.aspx.
“Reeport of the Financial Stability Forum on Addressing Pro
cyclicality in the Financial System” hitp:/ /wwn financialstability-
baard. org/ publications /r_0904a. pdf.

. Accompanying Document to the Proposal for a Directive of

the European Parliament and of the Council amending Capital
Requirements Directive on trading book, securitisation issues and
remuneration policies htp: /fec.enropa. eu/internal_market /hank /
docs fregeapital /com 2009/ impact _assesment_en.pdf page 46 of 47.

See“Report of the Financial Stability Forum on Addressing Pro
cyelicality in the Financial System” at pages 2 and 3 hetp:/ /e

financialstabilityboard .org /putlications /x_0904a.pdf

. See Basel Committee on Banking Supervision, “Consultative

Document: Counter cyclical Capital Bufter Proposal” July 2010,
See hrip:/ Ao bis.org/publ/bebs 172 pdfenoframes=1 at page 1.

. Bank specificity would ensure that counter cyclical tools are

“tailored to the peculiarities of each bank’s portfolios” risk sen-
sitive based concepts would mitigate “perverse incentives—as
well as opportunities for arbitrage”. See Committee of European
Banking Supervisors, “‘Position Paper on a Counter Cyclical
Capital Buffer” July 2009 at page 4.

See H Hannoun, ,, Towards a Global Financial Stabilicy Framework™
Bank for International Settlements Publications, page 17.

Ibid.

Committee of European Banking Supervisors, *‘Position Paper
on a Counter Cyclical Capital Buffer” July 2009 at page 2 http://
winc-ebs, org Agetdoc/ 71 5beQf9-Taf 9-47d9-9848-77 8a4d 204 880/
CEBS-position-paper-on-a-countercyclical-capital-b.asp.

See Basel Committee on Banking Supervision, “An Assessment
of the Long Term Economic Impact of Stronger Capital and
Liquidity Requirements” Bank for International Settlements
Publications August 2010 at page 7. See hitp://wnonw bis.org publ /
bebs 173 pdfPnaframes=1.

See Basel Committee for Banking Supervision, Bank for
International Settlements Publications hitp:/ fewnebiz.ong /publ/
bebs 174 imarianneojo.pdf

See Basel Committee on Banking Supervision, Consultative
Document “Proposal to Ensure the Loss Absorbency of

20
21.

B2,

23,
84,

25,

26,

87,

89,

Regulatory Capital at the Point of Non Viability” August 2010
at page 1 (page 7 of 20) < wwwbis.org/publ/bcbs174. htm.
See ibid.

Of particular interest is the third option which was provided by the
Committee as a means of ensuring this outcome (of ensuring that
such instruments are capable of bearing a loss). This option is namely,
the requirement that “all regulatory capital instruments include a
mechanism in their terms and conditions that would ensure that
they would accept a loss at the point of non viability” See ihid.

The Basel Committee added that “if gone concern were to be
defined as insolvency and liquidation, then all regulatory capital
instruments would be loss absorbent on a gone concern basis
and such loss absorbency would be achieved through the sub-
ordination of the capital instruments—with the result that any
repayment in liquidation would only be received if all depositors
and higher ranked creditors are first repaid in full " It however
defined ..gone concern” to include ,simations in which the
public sector provides support to distressed banks that would
otherwise have failed. ibid at page 3.

Ibid at page 3.

See Frankfurter Allgemeine Zeitung, 40 Milliarden Euro mehr
Staatsgarantien” (Hvpo Feal Estate: 40 billion Euros Worth
of More Government Guarantees) 11th Seprember 2010, See
hitp:/ /wunifaz net/s/Rub D16E1F55D21144C4AE3FDDFS2
BaE1D9/Doc~EB16F2CT56D694B4CANTFEASFTEFSETS3 5~
ATpl~Ecommon~Seontent html. See also Bild, “Staats-Garantien
fiir Hypo Feeal Estate: Wieso kriegr die Pleite-Bank noch ein-
mal Milliarden?" 11th September 2010, See hitp:/Swnenbild.
de/BILD fpolitik fwivischaft /2010709711 Mhypo-real-estate-wieso-
keriegt/ die-pleite-bank-ploetzlich-noch-einmal-milliarden. himl.

See European Commission, “State Aid no NN 44/2008—
Germany Fescue aid for Hypo Feal Estate™ http://ec.europa.
eu/competition/state_aid/register/ii/doc/NN-44-2008-
WLWL-en-02.10.2008.pdf.

See European Commission “European Commission State aid no
N 694/2009—Germany Emergency Guarantees for Hypo Feeal
Estate” paragraph 3.

“In January 2009, the German government had promul-
gated necessary measures aimed at facilitating the adop-
tion of legisladon which would enable it acquire a majority
stake holding in Hypo!” See hitp:/ funew veuters.com /article f{dUS-
TRE5381WB20090409. “The squeeze our of minority share-
holders—this being approved by a court in Munich in October
2009, paved the way for the German governments rescue
fund SOFFin to get 100 percent of the real estate lender” See
Reuters; “Hypo Real Estate is Nationalised with Squeeze Out”
hitp:/ /unew renders.com/anticle [idUSLDET 57332009101 3.

. See Basel Committee on Banking Supervision, Consultative

Document “Proposal to Ensure the Loss Absorbency of Reegulatory
Capital at the Point of MonViabilicy™ August 2010 at page 13 (page
19 of 200, See http:/ A bis.org/publ Abchs 17 4. pdfnoframes=1.

“Basel Committee Says Bank Bond Investors Should Help Fund
Future Bailouts” See http:/Swvwbloomberg.com Mmews/ 2010-08-

19/basel-committee-says-bank-bond-investors-should-help-bear-cost-

of-bailouts. himl.
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90.
91.

93,

94,
95,
96,
97.

08,

99

100.

101.

102.

103.

Ihid.

See European Commission, “State Aid N194/2009—United
Kingdom : Liquidation Aid to Bradford and Bingley Plc” at
paragraph 4 page 2.

. Ibid at paragraphs 13 and 14.

Basel Committee on Banking Supervision, Consultative
Document “Strengthening the Resilience of the Banking
Sector” December 2009 at page 14.

Ihid.

Ibid at page 14-16.

Ihid at page 17.

Basel Committee on Banking Supervision, Consultative
Document “Strengthening the Resilience of the Banking
Sector” December 2009 at pages 14 and 15. See hifp:/ onner bis.
org/publ fbcha 1 64 pdf.

The regulatory definition of capital is considered to be “inevitably
embedded in company law”. See European Banking Federation,
Comments on Consultative Documents issued by Basel Comumitree
on Banking Supervision “‘Strengthening the Resilience of the
Banking Sector” and “International Framework for Liquidity Ruisk
Measurement, Standards and Monitoring” at page 13.

. ““Basel Committee Says Bank Bond Investors Should Help Fund

Future Bailouts” See hetp:/ Awwnobloombera.com /news /2010-08-
19/ basel-committee-says-bank-bond-investors-should-help-bear-cost-
of-bailouts.html.

The European Banking Federation (EBF) made a proposal that
instruments should not qualify (or be included) as Tier 2 capital
it there would be incentives to redeem. European Banking
Federation, Comments on consultative documents issued by
Basel Committee on Banking Supervision “Strengthening
the Resilience of the Banking Sector” and “Intermational
Framework for Liquidity Risk Measurement, Standards and
Monitoring™ at page 13.

The Directive 97/9/EC on Investor Compensation Schemes,
known as the Investment Compensation Scheme Directive
fthe ICD), was adopted in 1997 as a supplement for the
Investment Services Directive (Council Directive 93/22/EEC
of 10 May 1993 on investment services in the securities field
(O] L 141,11.6.1993, p. 27—46).

Directive 94/19/EC of the European Parliament and of
the Council of 30 May 1994 on deposit-guarantee schemes
[amended by Directive 2005/1/EC of the European Parliament
and of the Council of 9 March 2005 and Directive 2009/14/
EC of the European Parliament and of the Council of 11 March
2009 amending Directive 94/19/EC on deposit-guarantee
schemes as regards the coverage level and the payout delay (Text
with EEA relevance)|. See hetp:/Sewr-lex.ewopa.eu /Lex Uri Serir/
LexUriSerndo?un=CELEX:31994L001 9:EN:HTML.

See Proposal for a DIRECTIVE OF THE EUROPEAN
PARLIAMENT AND OF THE COUNCIL amending
Directive 97/%/EC of the European Parliament and of
the Council on investor compensation schemes at page 2.
See  hitp:/ Jenr-lex. ewropa.en/LexUriServ/ Lex UriServado Puri=
COM:2010:0371:FIN:EN:PDF.

104.

105,

106,
107.

108,

109,
110.

111.
112,

113,

As well as serving as an “additional layer of protection in col-
laboration with conduct of business rules, pradential regula-
tion and operational safeguards, the Investor Compensation
Schemes Directive (ICD) is also aimed at “protecting inves-
tors against the risk of losses in the event of an investment
firm’s inability to repay money or return assets held on their
behalf” See DG Internal Market and Services, EVALUATION
OF THE INVESTMENT COMPEMNSATION SCHEME
DIRECTIVE DG INTERNAL MARKET AND SERVICES
EXECUTIVE REPORT AND RECOMMENDATIONS at
page 2. See htip:/ fec.envopa.en/dgs/internal_market [ docs fevalua-
tion/inw-comp-schem-divective_en.pdf

Association for Financial Markets in Europe, “AFME Outlines
Ways To Rescue Failing Banks Without Tax Payer Financing”
See hitp:/ funnoafme. e/ AFME /Home /5ifi%2 Oprpdf at page 1
of 2.
Ihid.

Furthermore, the AFME adds that with each option, the bank’s
shareholders would bear the loss through devaluation or dilu-
tion of their equity and that (more critically), neither option
requires capital support from tax payers or a pre capitalised
tund for providing liquidity. See ibid.

See H Hannoun, " Towards a Global Financial Stabilicy Framework
Bank for International Settlements Publications, page 11 of 26,
See hitp:/ Hwnow.bis.org speeches fsp 100303 pdf. See also page 9 of 26;
ibid. “With hindsight, it is acknowledged that the global banking
system entered the crisis with an insufficient level of capital and
not enough high-quality capital. Pecall that regulated financial
institurions are required to hold Tier 1 and Tier 2 capital equal to
eight percent of risk-weighted assets, with Tier 1 capital represent-
ing at least half this amount. Unfortunately the definition of what
constituted capital included instruments or accounting items that
could not absorb losses on a gping—concern basis. Market partici-
pants knew this, and increasingly focused on the levels of fangible
common equity in banks’ capital structures {afrer deduction of
intangible assets such as goodwill). The levels of core Tier 1 equity
proved to be too low” See page 10 of 26; ibid.

Ibid at page 9 of 26

See L Laeven and G Majnoni, ,Loan Loss Provisioning and
Economic Slowdowns: Too Much, Too Late? at page 6.

Ihid.

The preference for total regulatory capital—owing to it effec-
tiveness in capturing potential losses, was highlighred by the
Federcasse—in reference to the proposl of a consideration
of only Tier One capital to cover buffers. See Fedemzione
Italiana delle Banche di Credito Cooperative Casse Rurali ed
Artigiane, (Federcasse) Commentson consultative documents issued
by Basel Conumittee on Banking Supervision “Strengthening the
Reesilience of the Banking Sector” and “International Framework
for Liquidity Ruisk Measurement, Standards and Monitoring” See
hetp:/ Aunarbis.ong fpubl e 165 /ifocch pdf at page 10.

European Banking Federation, Comments on consultative
documents issued by Basel Comumittee on Banking Supervision
“Srrengthening the Reslience of the Banking Sector” and
“International Framework for Liquidity Risk Measurement,
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Standards and Monitoring”” at page 6. See hitp: /A finansrao-
det.dk/media/ 208544 /ebf_hoeringssvar_infemational_framework_for_
liquidity_isle_measurement_standawds_and_monitoring_150410.pdf

114. European Banking Federation, Comments on consulta-
tive documents issued by Basel Committee on Banking
Supervision “Strengthening the Resilience of the Banking
Sector” and “International Framework for Liquidicy Risk
Measurement, Standards and Monitoring” at page 13

115.

http:/ fwvew finansraadet . dle/ media/ 208 544 /ebf_hoeringssvar_
international_framework_for_liquidity_risk_measurement_stan-
dards_and_montioring_150410.pdf.

Other benefis attributed to the non-core Tier 1 instru-
ments include irs large investor base and the very useful cur-
rency diversification. For this reason, a request was put (by the
European Banking Federation) to the Committee to set Core
Tier 1 at a reasonable level - close to 51 percent; dbd.
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