WIFO
smonmsonnne  IMWORKING PAPERS

MACROPRUDENTIAL FINANCIAL

REGULATION AND MONETARY
POLICY

FRANZ R. HAHN

154/2001



MACROPRUDENTIAL FINANCIAL
REGULATION AND MONETARY
POLICY

FRANZ R. HAHN

WIFO Working Papers, No. 154
August 2001

E-mail address: Franz.Hahn@wifo.ac.at

2001/259/W/



MACROPRUDENTIAL FINANCIAL REGULATION
AND MONETARY POLICY

FRANZ R. HAHN

Austrian Institute
of Economic Research

P.O. Box 91
A - 1103 Vienna

Franz.Hahn@wifo.ac.at

August 2001

Abstract

Much recent financial system analysis has featured considerations towards a new global financial architecture. A major
policy issue is whether it is desirable for supervisory and regulatory authorities to take a more micro- or a more macro-
oriented approach to control financial markets activities. The paper argues that the micro-macro interface of financial
regulation has been given, so far, too little attention by the designers of the "new global financial architecture”. This
particularly applies to the New Basel Capital Accord (NBCA) that is supposed to form the backbone of future banking
regulation and supervision. The lack of macroprudential orientation of the NBCA may result in undesirable
macroeconomic repercussions such as the amplification of the business cycle. The paper takes a closer look at the

micro-macro relationship of prudential banking regulation and its potential interrelatedness to monetary policy.



1. Introduction

The reform of financial regulation and supervision has become a very prominent topic on the
international policy agenda due to the growing importance of efficiently operating and stable
financial markets. Not surprisingly, banking regulation and supervision have the center role in this
discussion. Only recently has the Basel Committee on Banking Supervision (BCBS) started a second
round of consultation on its new capital adequacy framework for banks and securities firms. At the
heart of the Committee’s endeavor, termed as New Basel Capital Accord (NBCA), is a three-pillar-
approach aimed at improving considerably financial intermediaries’ credit risk management. The
three pillars are as follows: minimum capital requirement, a supervisory review process, and the
effective use of market discipline, each of which is designed so as to serve the proposal’s main
purpose, namely narrowing further the gap between regulatory and economic capital by
“sharpening the industries’ risk awareness”. Though the newly proposed framework is, to some
extent, breaking new ground, the NBCA while solely relying on microeconomic reasoning runs the
risk to fall short of providing a firm state-of-the-art safeguard for financial system stability (and
efficiency) as a whole. The most serious shortcoming of the new proposal is its neglect of the
potentially adverse macroeconomic side-effects caused by risk-sensitive bank capital, which forms
the centerpiece of the NBCA. Given the banking industries’ heavy leaning towards the so-called
point-in-time view, which governs virtually all lines of banking business and banking activities,
particularly banks’ credit risk assessments, adverse macroeconomic repercussions of considerable
size occurring over the course of the business cycle are, indeed, very likely to grow under the
regime of more risk-sensitive capital adequacy requirements. Accounting and auditing standards in
the banking sector, known for following particularly strong versions of “point-in-time” rules, make
the occurrences of those undesirable macro-effects even more likely.

The BCBS has so far shown little interest in extending its considerations beyond its traditional limits
by taking a closer and thorough look at the so-called “micro-macro interface of prudential
banking regulation” and its potential interrelatedness to monetary policy (Crockett, 2000). The
purpose of this paper is to address these very macroprudential issues of financial regulation left
out, at least for the time being, of the BCBS's reframing of its bank capital adequacy requirements.

The work is divided as follows: Section 2 briefly explores the economic rationale for a
macroprudential approach to financial markets regulation and supervision. In Section 3, the basics
of the macroprudential approach to financial regulation are laid out against the backdrop of the
micro-oriented making of contemporary banking regulation. Section 4 aims to bring to light the
adverse implications of the NBCA at the macroeconomic level. The NBCA’s lack of
macroprudential orientation is being seen as one of its major deficiencies bearing the potential to
seriously undermine the new capital rule’s overall fitness to perform as backbone of future banking
regulation. Options available to financial architects (and regulators) to make up for the NBCA'’s
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faulty design (or constructional flaws) by bringing its structure closer in line with the principles of
macroprudential regulation and contemporary monetary policymaking are being discussed.
Section 5 concludes.

2. Economic Rationale for Macroprudential Regulation of Financial
Markets

In general, regulation is justified by the existence of market failures such as asymmetric
information, negative externalities and market power. It is said that these very market imperfections
and market failures particularly apply to financial markets preventing them from operating as full-
fledged competitive (or auction) markets. Obviously, the existence of market failures per se does
not make financial markets special. There are great many markets operating under approximately
the same imperfect conditions as do financial markets. However, what is really unique about
financial markets is that they are exposed to these market failures, particularly to asymmetric
information, too a much larger extent and too a much higher frequency than any other type of
markets, particularly of commodity-like markets. This and the potential to trigger systemic crises
have often been cited as providing ample justifications to call for a special regulatory treatment of
financial markets (see Llewellyn, 1999, for an excellent account on the economic rationale of
financial regulation). As a result, the economics of financial market regulation, in particular bank
regulation and supervision has taken within general regulation economics a development of its
own (see, for example, Dewatripont — Tirole, 1994; Freixas — Rochet, 1997).

As known, regulation policy has a very clear objective, namely to ensure market efficiency by
correcting the very market failures and imperfections which cause the inefficiencies in the first
place. As to financial markets imperfections, however, regulation and supervision policy is aimed
at different targets, all of which though are somehow related to the ultimate goals of regulation
economics. In plain terms, the objectives of financial regulation are twofold: first, ensuring overall
financial markets stability, and second, protecting consumers, that is, providing a safety-net to
protect small depositors and small investors from bank failures. These goals are to be achieved
primarily by maintaining high levels of safety and soundness standards within the financial industry.
Securing the solvency of each and every (deposit) bank figures very prominently in this regulatory
context. However, enhancing financial market stability and protecting small investors do not come
as a free lunch. There is, as so often, a trade-off at work allowing for a financial stability increase
(or a higher financial security level) only at the expense of efficiency losses (for a thorough
discussion of the ’stability-efficiency” trade-off, see Diamond — Rajan, 1999B). For this reason,
finding the socially optimum mix of stability and efficiency is the central theme of financial
regulation economics, applied as well as theoretical.

Though being still far away from its ultimate goal, financial regulation has made, in theory as well
as in practice, remarkable progress over the last twenty years or so (for an overview see
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Bhattacharya — Boot — Thakor, 1998). However, this should not let us become too forbearing when
it comes to assessing the effectiveness and consistency of the current financial regulation regimes.
To be sure, there are serious shortcomings and failures in the contemporary financial regulation
design which may not only restrict the effectiveness of the prevailing regulatory regimes
considerably but also bear the highly undesirable potential to add substantially to the worsening of
unfolding financial crises. Above all, the economics and politics of financial regulation and
supervision have, for long, been based solely on microeconomic reasoning. Only after facing
global financial disruptions in the aftermath of seemingly regional crises such as the Far-East and
Russia debacle respectively have both, regulators and politicians become increasingly aware of the
macro-aspects involved in financial regulation. They finally came to realize that there was also a
macroprudential side to financial regulation in form of system outcomes, critically determined by
the collective behavior of individual financial institutions which obviously ran counter to financial
regulation’s prime goal, namely to safeguard the stability of the financial system as a whole.

Obviously, macroeconomic policy co-ordination failures (i. e. suboptimal exchange rate policies,
suboptimal monetary and fiscal policies etc.) have a role to play as systemic financial crises unfold,
but so has irrational, herdlike group (or macro-) behavior mainly due to common risk
misperceptions on the part of great many market participants. In a sense, macroeconomic
stabilization policies and macroprudential financial regulation and financial markets oversight do

share similar roots.

To be more specific, failure or misfeasance of individual financial institutions or persons bear the
seeds for financial crises only when a disinformation process sets in and seizes the minds of great
many, mostly unsophisticated market participants thereby blowing these isolated events out of
proportion. In this context, rational players such as professional investors may even be forced not
only to go with the herd, but also to front-run it so as to be sure to escape the stampede safely at
any instant. In doing so, seasoned investors often convey the impression to unsophisticated
outsiders that it is the “perfidious pros” themselves trying to pull the trigger. This, of course, is not
to say, rational players have never ever deliberately provoked the burst of a bubble just for doing
the obvious, that is, “ripping off the brainless herd".

The newly emerged discipline of behavioral finance provide ample theoretical and empirical
evidence for the prevalence of herding and other peculiarities in financial markets and their role in
causing overall financial instability (a useful account of herding and its role in finance gives
Devenow — Welch, 1996; Shleifer, 2000, is an excellent survey on behavioral finance in general).
Herding, for example, arises under real world conditions primarily because of information
cascades causing serious investment-related risk misperceptions in the market place. Information
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cascades are said to play the pivotal role in both, creating and destroying speculative financial

bubbles (Shiller, 2000).'

Another very important aspect emphasizing the significance of macroprudential regulation is the
(alleged) tendency of banks to lend excessively during upswings and over-restrictively during
downswings thereby amplifying significantly the business cycle. In the eye of macro-oriented
financial regulation, upturns represent the most critical part of the whole business cycle for the
banking industry’s overall stability since it happens to happen mostly during this phase of the cycle,
it is said, when banks overstretch their credit risk exposure beyond reason. This proposition rests on
the argument that banks are particularly prone in the course of upswings to underestimate credit
risks leading to the accumulation of the very portion of problem loans which no sooner becomes
apparent than the downturn sets in. With larger-than-expected bad loans in their balance sheets,
banks now tend to overestimate credit risks causing them to switch rapidly from an excessive to an
overly restrictive lending policy. While cleansing their credit portfolios from loans turned sour banks
continue to remain overly cautious and stay that way until the economy rebounds and gains steam
again. Excessive credit growth is now ready to start over again.

To date, empirical evidence seems to strongly corroborate the view that banks’ credit policy is
overly pro-cyclical (see Figure 1; for a thorough account of the respective literature see De Lis —
Pagés — Saurina, 2000).

") In order to convey a first impression of how information cascades work their way through the minds of capital
markets players we cite in extenso Magill — Quinzii’s excellent narrative of the rise and fall of speculative bubbles
(Magill = Quinzii, 1996): "Aware of the potential of the innovation or the new discovery (or more generally a new
phenomenon that has occurred) to create possibly far-reaching gains in the future, knowledgeable (professional)
investors enter the market and begin to drive up prices. As the prices rise, the optimism of these initial investors in
the success of the new venture is reinforced by their apparent unanimity. This process continues for a while, creating
an initial phase of gradually rising prices. When the rise in initial investors in the success of the new venture is
reinforced by their apparent unanimity. This process continues for a while, creating an initial phase of gradually
rising prices. When the rise in prices has continued for a sufficient time to give the impression of being an ongoing
process, the information that the market has acquired an upward inertia spreads among a broader segment of
investors. Eager to exploit the newly discovered potential for capital gains and recognizing that the greatest gains
are made by those who enter early, new investors precipitate themselves onto the market. The more investors are
attracted to the market, the more the price rises and the more expectations of rising prices become self-fulfilling.
Agents’ expectations of rising prices begin to feed on themselves and gradually become disconnected from the
rational valuation made by an agent buying for keeps. It is during this phase that the assumption of common
knowledge of rationality breaks down: agents recognize that there are other agents in the market who are not
pricing the asset by its fundamental value, but rather are basing their valuation on the continued upward inertia of
the market. After this process has continued for a while — the length of this phase can vary greatly depending on the
potential pool of investors — an increasing number of agents (in general professionals) begin to have doubts about
the continued upward inertia of the market: as they progressively place themselves on the selling side of the market
and as the number of buyers dwindles, the process of rising prices gradually comes to an end. As soon as there is a
general perception that the market has lost its upward inertia, no agent has a reason to be a buyer. The bubble
bursts and as all agents seek to get out of the market, the price comes tumbling down, until it seftles once again to
a level which corresponds approximately with agents’ perception of its fundamental value.”
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The reasons for the existence of excessive credit-procyclicality are manifold and still a matter of
debate and ongoing research. However, there appears to be a consensus that the overly
procyclical lending pattern of banks roots deeply in non-neoclassical managerial habits which have
recently become one of the subject matters of behavioral finance (see for example Rajan, 1994,
and particularly Borio — Furfine — Lowe, 2001, for a thorough treatment of the banks’ build-up of,
as it is termed, systematic credit risk component during economic recoveries). This line of
reasoning pinpoints the banks’ overall preference for point-in-time risk assessments (or risks
assessment myopia) to be the main culprit for overly procyclical lending. Disaster myopia, herding
behavior, perverse incentives and principal-agent problems are among the other, closely
interrelated factors frequently cited as being the driving force behind the short-sightedness of
banks’ credit risk management (see i. e. Herring, 1999; Shleifer, 2000). Referring to the highly
questionable accounting and auditing standards in the banking industry, De Lis — Pagés — Saurina
(2000) state “that bank managers are very difficult to persuade to follow more prudent credit
policies during an economic upturn, especially in a highly competitive environment. Even
conservative managers might find market pressure for higher profit very difficult to withstand. This is
compounded by the fact that for many countries loan loss provisions are cyclical, increasing during
the downturn and reaching their lowest level at the peak. To a large extent, this reflects an
inadequate ex post accounting of credit risk. As a result, book profits follow the opposite pattern.
Many credit risks mistakes are made during the expansionary phase of the economic cycle
although they only become apparent ex post in the downturn.”

That is to say, many banks, particularly in the time of plenty, appear to deliberately fail to act as
prudent and responsible in their conduct of day-to-day risk operations as is mandated by the
prudent man’s rule. In addition, occasional observation suggests that during good times credit
managers tend to take prudential credit policy guidelines as a whole less seriously than during bad
times. In so doing, they contribute additionally to the build-up of unhealthy credit risks in the
upswing which then affect adversely banks’ soundness ex post in the downswing.

The various mechanisms under discussion to promote procyclical bank lending are quite similar in
working to the financial-instability hypothesis first introduced by Kindleberger (1996) and Minsky
(1982). The financial-instability hypothesis states that there be a tendency for “excessive’
accumulation of debt in boom times, when borrowers appear able to bear higher levels of
expenditure and debt. This “excess’ is then corrected during recessions through deflation and
economic crisis. The result is an increase in business cycle fluctuations.

Beyond that, a growing theoretical literature has emerged over the last decade dedicated to
explore in depth how genuine and persistent credit cycles come about (see for example Kiyotaki —
Moore, 1997; Rajan, 1994). The so-called “financial accelerator effect” assumed to be one of
the pivotal mechanisms for translating credit market imperfections to broad and persistent lending
cycles has recently attracted much attention among macroeconomic theorists (see Bernanke —
Gertler — Gilchrist, 1999). Apart from that, misalignments in asset prices may also lead to
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inadequate lending and borrowing decisions and to financial fragility (see Cecchetti— Genburg —
Lipsky — Wadhwani, 2000).

To conclude, a consensus based on empirical and theoretical findings appears to have emerged
that a re-orientation of financial markets regulation and oversight towards a more macroprudential
view is needed to counter successfully macroeconomic repercussions and welfare losses associated
with financial system fragility caused by the excessive procyclicality of bank lending. A
macroprudentially based system of financial regulation and supervision, if properly and responsibly
designed, is expected to be best capable of counterbalancing the excessive procyclicality of bank
lending (see Borio — Furfine — Lowe, 2001, for a clear exposition of this claim).

3. The Dichotomy of Micro and Macro in Prudential Regulation

According to Crockett (2000) “the macroeconomic objective can be viewed as limiting the costs to
the economy from financial distress, including those that arise from any moral hazard by the
policies pursued. One could think of this objective as limiting the likelihood of the failure, and
corresponding costs, of significant portions of the financial system. This is often loosely referred to
as limiting systemic risk. In contrast, the microprudential objective can be seen as limiting the
likelihood of failure of individual institutions. Again, loosely put, this means limiting idiosyncratic
risk. So defined, this objective is in turn probably best rationalized as a means of protecting
depositors.”

Put differently, enhancing the stability of the financial system as a whole while simultaneously
maintaining market efficiency is considered to be the prime task of macroprudential regulation and
supervision whereas sustaining the soundness and safety of individual financial institutions is seen
as main objective of the microprudential approach. In addition, it is a characteristic feature of
micro-based financial regulation that any feedback of collective actions on the condition of
individual institutions remains disregarded.

The microprudential approach is essentially based on the assumption that overall financial stability
is best maintained as long as each and every financial institution remains sound, safe and solvent
at any instant. It hardly comes as a surprise that this presumption is scorned by advocates of the
macroprudential view as being a plain tautology and as such hardly usable for policy directives.
Undoubtedly, overall financial markets stability can be sustained despite occasional closures of
financial institutions due to management failure. It is even be argued that the possibility of
occasional failures of banks and financial institutions reinforce rather than jeopardize the overall
financial markets stability because of the “cleansing effect” which is expected to emanate from
isolated occurrences like these.

It follows that the macroprudential paradigm stresses the possibility that actions that may seem
desirable or reasonable from the perspective of individual institutions may result in unwelcome
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system outcomes. This is the logical contradiction in the microprudential vision as defined here.
Microprudential regulation as it is pursued in many countries is very likely to create or at least
contribute substantially to macroeconomic fluctuations which then feed back on individual financial
institutions as adverse shocks erroneously perceived by regulators and banks alike as exogenous.
Risk-based capital requirements, as recently proposed by the BCBS and the EU Commission, and
deposit insurance are two examples which might fall under the scope of this fallacy of composition
(Crockett, 2000; Hahn, 2000). We will revisit the former of the two core elements of micro-based
contemporary banking regulation in the following section.

A further feature which draws a clear line between the micro- and the macro-dimension in banking
regulation is the time horizon assumed to be appropriate for a thorough credit risk assessment.
Aimed at stabilizing the financial system as a whole, macroprudential regulation necessarily favors
a long-term and forward-looking view, particularly in conjunction with assessing the risk exposure
of banks. Understanding the business cycle as a mean-reverting and partially predictable process,
the macro-oriented approach states that taking a “dynamic risk view” by seeing through the cycle
to come be absolutely crucial for a thorough account of borrower creditworthiness and, as a result,
for an optimal management of the overall risk exposure of banks.

This obviously runs counter to banks’ attitude to base their (internal) credit risk assessment primarily
on a borrower’s current condition, usually with a time horizon of shorter than one year. Rarely do
banks attempt to take a long-term view or incorporate downside scenarios into their risk
assessment. Importantly, in so doing banks can be sure to act in full compliance with their micro-
oriented supervisory authorities that also favor a short-term risk perspective. The “static risk view’
taken by micro-based regulation and banks can be best illustrated by referring to a stochastic
process x(t) that satisfies x(t;)=E,; [x(t,)] for all t,>1,, E standing for the expected value operator. This
process, called a martingale, is characterized by the interesting feature that the expected future
value equals the current value of the process, with no systematic drift at work. That is to say, the
very latest piece of actual information on a real word activity (i. e. point-in-time risk associated with
lending) governed by a martingale also represents the best forecast of the future development of
this activity.

Favoring the ’static risk view’, micro-oriented bank regulators and supervisors consider the
comparatively short time horizon covered by banks’ risk exposure projections as being of no
particular regulatory concern. In case internal or external supervisors do realize that a bank has
piled up too much risk during the past, for whatever reason, then, as pointed out by De Lis —
Pagés — Saurina (2000), provision building is supposed to come to the rescue. That is, bank
management is urged either by regulatory or by corporate statute to build extraordinary provisions
(or raise additional equity) so as to counterbalance this higher-than-expected risk exposure. If
extra-risks have been accumulated during a boom, which is usually the case, the counterbalancing
operations will most likely have to be carried out through the following recession which is usually
the time such extra-risks become apparent. It goes without saying that this micro-regulatory
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scheme, as reasonable as it may appear from a pure microprudential standpoint, is fallacious
when looked at from a macroprudential viewpoint.

The appropriate macroprudential recipe to counteract the very macroscopic fall-out of micro-
based banking regulation held responsible for amplifying inadvertently the business cycle (or
economic fluctuations) would be the implementation of built-in financial stabilizers similar in
working to their fiscal counterparts. Unfortunately, there are only a few regulatory mechanisms
conceivable which might make the banking industry comply with the principles of macroprudential
regulation to a larger degree than they do under the current micro-oriented regulatory regime. The
following section is devoted to this challenge of forward-looking financial regulation and
supervision. For this venture it seems natural to use the recently released NBCA as a test bed.

4. Taking a Macroprudential View on the New Basel Capital Accord

4.1 Bank Capital Regulation — A Mixed Blessing?

As already pointed out, capital requirements take center stage in modern financial markets
regulation and supervision. Together with deposit insurance, minimum capital standards form the
backbone of contemporary banking regulation. There are many arguments in favor of regulatory
bank capital, not all of which are yet well founded.

That capital adequacy requirements are a double-edged sword is acknowledged even by hard-
nosed advocates of capital-based regulation. The trading-off of more overall financial stability for
less liquidity (and efficiency) creation by banks is one of the undesirable implications of minimum
capital requirements which are undisputed. Liquidity creation and optimal risk allocation are
generally viewed as being the prime macroeconomic functions of financial intermediaries in a
world of imperfectly operating financial markets.

But even the presumption that minimum capital standards are very supportive in strengthening the
soundness of individual banks (i. e. by restricting excessive risk-taking) is seen by many regulation
economists as neither theoretically nor empirically convincing. Rochet (1992), for instance (as one
example among many), argues quite forcefully that, from the viewpoint of prudential regulation,
minimum capital standards may even turn out to be counterproductive in by nourishing rather than
limiting the banks’ appetite for excessive risk-taking. The author stresses that even a solvency
regulation with ‘correctly computed risk weights’ may not be sufficient for taking care of moral
hazard. As remedy Rochet suggests that a minimum level of capital independent of the size of the
banks’ assets be introduced.

A strong point in favor of bank capital regulation is made by Dewatripont — Tirole (1994) by
considering this problem from the viewpoint of optimal corporate governance. Their main
argument runs as follows: In general, depositors are not in the position to monitor bank efficiently
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because they are small and uninformed. Depositors need an agent, a representative who takes
care of their interests by monitoring banks as their proxy. Public regulators appear to be best
qualified for being delegated with this task. In this setup minimum capital standards serve as
threshold to decide whether shareholders or depositors are supposed to become the controlling
party. The authors show that the optimal control scheme demands that in the event of poor
performance (capital falls short of solvency requirement) a more interventionist regime (the
depositor’s representative) be in charge, otherwise the shareholders keep the say.

Despite its mixed reputation regulatory bank capital is viewed by many financial regulators as the
most effective regulatory means available to keep financial firms in solvent and stable conditions by
ensuring that banks have enough capital to support the risks they are taking (note, usually capital is
held to protect against unexpected losses, and provisions are built to provide cover against
expected losses). Capital requirements are supposed to deter bank managers not only from
holding overly risky assets in the first place, but also from gambling irresponsibly with the
depositors’ money. In addition, bank capital targets are generally assumed to be an
(comparatively) easy-to-enforce policy instrument in the hands of regulatory authorities enabling
them to put a cap on the industry’s sometimes fatal desire for excessive risk-taking. Currently both,
the Basel Accord and the EU Capital Adequacy Directive (CAD) require that a bank hold capital of
at least 8 percent of its risk-weighted assets. Since their very introduction in the early 1990s,
however, the regulatory capital standards as implemented by the BCBS and the EU respectively
have been accused of being severely flawed. Particularly the way how asset risk exposures are
measured has made regulators and bank managers alike very unhappy. Most rise to regulatory
and managerial discomfort gave the narrow range of banking risks (basically credit risk) covered
by the Accord and the Directive, respectively. Accordingly, credit risks can only be accounted for by
means of four risk buckets (l), each with a different weight to reflect the degree of credit risk. A
further point of criticism is the “one-size-fits-all* philosophy of the current capital rule with all loans
subject to the same 8 percent ratio. In addition, the regulatory capital regime in use is additive
across all loans irrespective of the degree of diversification in the loan portfolio.

It is worth noting that in their original version, both regulatory regimes took account of credit risk
exposures only. Not before the mid 1990s was the Basel Accord (and the respective EU Directive)
extended to include risk-based capital requirements for the markets risks in bank trading accounts
(trading book).

4.2 Risk-Based Capital Reconsidered

In launching a complete overhaul of their capital adequacy standards in the late 1990s, the BCBS
and the EU Commission have taken steps to put the measurement of banks’ risk exposure on a
firmer conceptual footing. In so doing, narrowing further the gap between regulatory and
economic capital requirements is at the very center of their considerations. In their lately released
documents both, by leaving the 8 percent solvency ratio unchanged the BCBS and the EU
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recommend that, in the future, for sophisticated banks, internal credit rating models be allowed for
the measurement of a wide range of banking risks including not only credit risk but also legal,
reputational, operational and settlement risks. For those banks which do not have a full-fledged
internal rating model at their disposal or simply lack the sophistication of mastering such devices
properly a more sophisticated standardized approach with a richer set of refined risk weights is
proposed (for details see Basel Committee, 2001).

Although the BCBS document (not so the EU paper) alludes to proprietary risk measurement
models that seek to calculate the full risk-return trade-off for a loan portfolio as an attractive (and
sophisticated) tool to estimate a bank’s specific risk exposure, both regulatory authorities remain
very skeptical as to the overall fitness of these models to accurately gauge the various bank risks.
The poor quality of the available database is one of the reasons why regulators view credit risk
models as not yet ready for practical use. This does not apply to model-based capital requirements
for market risks (or for the trading book), indeed. The BCBS and EU amended their regimes in
1996, since then banks have been allowed to use their own internal models to compute a ten-day
Value-at-Risk (VaR) with a 99 percent confidence level when certain modeling standards set by the
regulators are met. For the sake of completeness, under the current conditions banks are required
to multiply their VaR number by a factor ranging between 3 and 4 in order to provide cover against
catastrophic losses, that is, losses beyond the 99 percent measure.

Obviously, VaR models are not full-fledged portfolio models because they focus on the risk
dimension only. Returns are left unmodeled. The full-fledged portfolio theory optimization
approach addresses the full risk-return trade-off of assets. Application of the portfolio theory
technique to the loan portfolio, however, has first to overcome a number of problems such as the
nonnormality of loan returns and the unobservalibility of market-based loan returns as a result that
most loans are non-traded. In the last couple of years some progress has been made in advancing
the portfolio theory technique to cope with these typical problems of loan portfolios. The portfolio
models applied to loans so far have been particularly helpful in learning more about the overall
risks associated with loan portfolios. The importance of these models is in the link they show
between default correlation and loan portfolio and risk on the one hand, and portfolio
diversification and loan portfolio risk on the other hand (Saunders, 1999). The experiences made
with these models so far are quite promising indicating that gains through loan portfolio
diversification may be substantial. An important, though not entirely surprising implication of these
models provides additional evidence for the view that the current BCBS/EU 8 percent risk-based
capital ratio, which ignores correlation among loans in setting capital requirements, may be
seriously flawed. Portfolio models suggest that loan portfolios in which individual loan default risks
are highly correlated have higher capital requirements than loan portfolios of the same size, in
which default risk correlation are relatively low. Unfortunately, as compared with the current capital
adequacy rule the NBCA does not improve on this particularly important aspect at all. Default
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correlation among loans have not been incorporated in calculating regulatory capital adequacy
under the new accord as suggested by modern credit portfolio theory.

The new proposals on banks’ capital requirements have provoked a wide range of reactions, most
of which are affirmative. Most practitioners, bankers and regulators alike, welcome the new
standards as major improvements upon the current regulatory capital setup and applaud the
NBCA as a bold move from a regulatory approach to a more supervisory treatment (Mishkin,
2000). But there are also a few critical voices, among them, not surprisingly, some
macroprudential, who argue that the reform give too little aftention to the macroeconomic
downside of risk-based bank capital. If banks are prone to procyclical risk misperception as
discussed in the preceding section and suggested by behavioral finance, risk-based bank capital
requirements will indeed reinforce the business cycle to a much larger degree than the current less
risk-oriented bank capital rule. Being less binding during upswings due to banks’ point-in-time risk
measurement risk-sensitive capital is very much poised by boosting “banks’ natural inclination” to
overlend in times of plenty. Recessions reverse this procedure with risk-sensitive capital
strengthening the banks’ bias towards underlending.

4.3  Setting the Stage for a Macroprudential Remedy of the NBCA — Let's talk about
Macroprudential Monetary Policy

Suppose the following presumptions are raised and, more importantly, are valid:

a) In general, banks are only capable of measuring credit risks sufficiently well on the basis of
short time horizon assessments (i. e. “point-in-time " rather than “through-the-cycle” credit risk
measurement).

b) In general, because of a) banks tend to underestimating risks during expansions and
overestimating risks during recessions.

c) In general, risk-sensitive minimum capital (i. e. 8 percent of risk-weighted assets) tends to be
below its “true value” during upswings and above its “true value’ during downswings. In
addition, the positive spread between the actual and the regulatory solvency ratio tend to be
larger during upswings than during downswings.

d) In general, bank capital works as a constraint on banks’ ability to fund loans. This, in
combination with b) and ¢), lead banks to lend excessively during upswings and over-
restrictively during downswings thereby amplifying the business cycle and the procyclical price
movements (Figure 1 and 2).

e) In general, undercapitalized banks characterized by a small positive spread between actual
and minimum solvency are more responsive to monetary policy than overcapitalized banks.

To be sure, there is convincing theoretical and empirical evidence in favor of each of these
presumptions but, admittedly, not a single one can be viewed as sure-fire, either theoretically nor
empirically. Particularly strong support in favor of the aforementioned set of conjectures, for
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example, comes from the recent “credit crunch” literature (see for example Berger — Udell, 1994;
Hancock — Wilcox, 1998). Empirical research has shown that low bank capital and the introduction
of risk-based capital requirements are most likely to have been the main causes for the severity of

the 1990 to 1992 credit crunch in the U.S.

Further, it is useful to note here that there is no need for the existence of a credit channel in the
narrow sense in order to carry the point to come. All that is needed for the argument to hold is that
a weak form of credit-cycle as encompassed in conjecture (d) is present.

For the sake of the argument, let’s say, as assumed, that the given set of conjectures is a pretty
good description of the real world, then it seems the macroprudential remedy of the NBCA is
straightforward. Obviously, the effectiveness of regulatory and monetary policies can be improved
by the discretionary macroprudential use of the required regulatory solvency ratio for the whole
banking industry. Since financial markets stability is assumed to be primarily imperiled by forces
which also add to the imbalance of economic activity and price stability, that is, excessive
procyclical bank lending caused by systematic risk misperception, imposing such a linkage is
natural. After all, securing financial system stability comes only second to price stability in the policy
agenda of most central banks. Given the importance of capital adequacy rules as a means of
enhancing monetary control of bank loan growth, it is even more legitimate to claim that the
industry-wide risk-sensitive capital ratio be put under the discretion of the monetary authorities.
Independent central banks experienced in taking a long-term view in their policymaking appear to
be best capable of using the overall solvency ratio as a forward-looking discretionary instrument in
the sense of a “managed built-in financial stabilizer”.

Of course, this goes substantially beyond the discretionary powers suggested by the NBCA to be
given to financial regulators in the future. According to the NBCA, financial regulators are to be
provided with the discretionary right to raise the regulatory capital requirement above the industry-
wide 8 percent level for individual banks only if the very bank’s management has repeatedly failed
to fully comply with the prudential core standards as set out by the Accord. The NBCA does not
allow for a general toughening or easing of the mandatory capital ratio on the ground of financial
system stability concerns.

However, having the capital ratio rule for the whole industry as additional policy instrument at their
disposal monetary policymaker would be way better equipped to successfully conduct stabilization
policies over the business cycle (i.e., ensuring price and financial system stability over the business
cycle). Macroprudential monetary policy could then squeeze the “amplitude” of the “credit-cycle”
more effectively by raising not only its short-term interest rate but also the overall capital rule above
the 8 percent minimum level during the boom — by it signaling to the financial industry that
systematic risk is on the rise — and by lowering the margin, in accordance with its inferest rates if
necessary, close to the 8 percent mark (or even below) during the following bust. Counteracting
the banking industry’s tendency to excessively amplify the business cycle by overlending during the
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upswing and underlending during the downswing would then result in a twofold achievement,
namely in less cyclical price movements and simultaneously in a higher degree of financial system
stability due to more timely risk awareness and less moral hazard within the financial industry. It is
easy to see that this line of reasoning is similar in structure to the corporate governance based
argumentation of Dewatripont and Tirole (1994).

Let's walk through an example in order to let the argument shine. With the economy changing
from bust to boom inflation is usually going to build up after a while and so does the lending and
risk-taking of banks. Taking for granted that excessive lending during the boom due to disaster
myopia, herding etc. on the part of banks’ management is the main culprit for increasing financial
system fragility and for adding substantially to the procyclical price movement, regulatory
authorities are called upon, according to the macroprudential view as developed above, to act in
accordance with monetary authorities. When the central bank decides to raise its short term interest
rates, expectations of rising interest rates charged by banks for providing loans eventually slow
demand for loans down. On the other hand, in order to maintain a high level of financial system
stability throughout the cycle, in the given context regulatory authorities are required to raise bank
capital adequacy for the whole financial sector when the boom starts driving bank credit growth
excessively. Banks now subject to higher capital costs indicating a higher level of systematic risk will
sooner or later cut down on lending at an overly fast pace leading not only to a slower growth of
aggregate credit supply but also, due to a more appropriate risk assessment, to a slower pile-up of
problem loans. This joint action will have to be reversed no sooner than it becomes clear to the
financial and monetary policymakers that the economy is bound to perform below its potential.
Thus, by taking joint actions excessive bank lending is more likely to get squeezed from forces
working on either side of the market and, as a result, overall lending is more likely to be less
cyclical and less risk-loaden.

Not surprisingly, the design of modern monetary policy has a lot in common with that of
macroprudential financial regulation and supervision as laid out in the preceding sections. Since
the rational expectation revolution in the seventies the subject matter of monetary economics has
changed from a mostly backward- to a predominantly forward-looking orientation of monetary
policymaking. Monetary policymakers had come to realize that not only expectations formations of
the private sector became basically forward-oriented but also the various transmission mechanisms
called for forward-lookingness since most of the monetary policy instruments available to central
bankers play out only over time, often involving lags measured in quarters rather than weeks or
months. Thus, the quality of monetary policymaking highly depends on the policymakers’ capability
(or talent, or good luck) of anticipating correctly future cyclical movements which may jeopardize
its ultimate objective, that is, ensuring price stability (or in the case of inflation targeting, avoiding
in- or deflationary buildup). Macroprudential financial regulators are often challenged to cope with
situations which, to a high degree, resemble those monetary policymakers have to deal with on a
regular basis. Above all, financial regulators and supervisors have to learn to foresee as accurately
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as possible the perils ahead which might put the financial system as a whole under fatal stress. This
requires that financial regulators and supervisors have to catch up to the level of sophistication of
contemporary monetary policymaking do they want to improve on maintaining not only the
soundness of individual financial institutions but also the stability of the financial system as a whole.
As indicated, macroprudential regulators may enjoy the advantage, however, to greatly benefit, in
their discretionary policymaking, from central bankers” monetary analysis and expertise, for the
forces which make economic activity depart from its potential and thereby causing de- or
inflationary pressure are assumed to be essentially the same as those most likely to lead banks and
other financial institutions astray in their risk-taking over the business cycle.

To conclude, a very strong case can be made in favor of putting monetary and macroprudential
regulatory stabilization policies under the roof of independent central banks with a strong and
credible commitment to price stability policies. Ironically, macroprudential supervision and
monetary policy share, for sure, a common fate in that both are held to labor under severe
handicaps, that is, both are often forced to operate on the ground of highly preliminary evidence
when decisions have to be made.

5. Conclusion

In accordance with the newly emerged consensus in financial regulation economics, we consider
the occurrence of financial system instabilities (or the maintenance of overall financial stability) to
be at least as much a macro- as a microprudential phenomenon. This is contrary to the New Basel
Capital Accord (NBCA) which still favors the micro-oriented regulatory and supervisory view. At the
center of the NBCA is the sharpening of the point-in-time risk awareness of banks and securities
firms. This is primarily done by introducing higher risk measurement standards for the calculation
of the mandatory 8 percent minimum solvency ratio. However, higher risk sensitivity of regulatory
capital may have a downside when governed by the “static or point-in-time risk view” favored by
banks and micro-based financial supervisory authorities. Risk-sensitive capital holding may then
reinforce the banks’ tendency to underestimate credit risks during booms and overestimate risks
during recessions. As a result, procyclical bank lending due to procyclical risk misperception is
likely to increase thereby jeopardizing the overall goal of financial regulation and supervision, that
is, ensuring financial system stability. Further, excessive procyclical lending is also assumed to add
to the imbalance of economic activity and hence to the procyclical overall price movement.

The paper suggests that the overall minimum solvency ratio be put under the discretionary powers
of policy authorities used to taking a dynamic and forward-looking systematic risk view. By
signaling to the financial industry in time that systematic credit risk is about to change regulatory
authorities are in the position to make up for the welfare and efficiency losses caused by the
systematic risk misperception of banks over the business cycle. Further, given the importance of
capital adequacy rules as a means of enhancing monetary control of bank loan growth, it is
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suggested that the discretionary use of the industry-wide risk-sensitive capital ratio be handed over
to independent central banks with a strong and credible commitment to price stability policies.
Experienced in taking a long-term view in their policymaking central banks appear to be best
qualified to use the overall minimum solvency ratio as a forward-looking discretionary instrument in
the sense of a “managed built-in financial stabilizer .
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Figure 1: HP-Detrended GDP and Bank Loans
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Figure 2: HP-Detrended Bank Loans and Inflation Rate
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