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		Abstract

		In the aftermath of the financial crisis, to reinforce the stability of the financial system, policy makers and the Basel Committee have developed proposals to ensure that financial institutions maintain sufficient capital buffers. The December proposal by the Basel Committee outlines fundamental changes and is already being called â€œBasel IIIâ€� by the practitioners.  It includes a more restrictive definition of Tier 1 Capital, use of leverage ratios, restrictions on discretionary distributions of earnings, and a â€œbottom-of-the-cycleâ€� calibration for the Pillar I  regulatory capital requirements.  In this paper we study these proposals first from a theoretical standpoint and then conduct a quantitative impact study.  Recent studies and observations support increasing the quality of capital, although a recalibration of minimum Tier 1 ratio will be required. Leverage ratios appear redundant and implementation of them would further complicate the risk optimization problem faced by financial institutions (FIs). Constraining the discretionary distributions of earnings can keep agency costs under control but needs be carefully  thought through to make sure that value transfer simply does not take another form and it does not overly interfere with the FIâ€™s dividend policies. The â€œbottom-of-the-cycleâ€� calibration does not look defendable. Among other problems, it could adversely affect the FIâ€™s profitability, decelerating the capital built up by reducing the income generation per unit of capital base.  Addressing the capital buffer problem within the Pillar II Internal Capital Adequacy Assessment Process (ICAAP) framework supplemented by conditional and forward looking stress testing is clearly the preferred approach. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: Basel II, Basel III, Pillar I, Pillar II, Capital Buffers, Internal Capital Adequacy Assessment Process (ICAAP), Capital Adequacy, Risk Appetite, Procyclicality,  Risk Capital, Available Capital, Conditional and Unconditional Value-at-Risk (VaR), Tier 1 Capital Adequacy Ratio

	
	

	
    

    
	

	
	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	



    




	
		Suggested Citation:
		Suggested Citation
	

	
		
			Miu,  Peter and Ozdemir,  Bogie and Giesinger,  Michael, Can Basel III Work? Examining the New Capital Stability Rules by the Basel Committee: A Theoretical and Empirical Study of Capital Buffers (February 20, 2010).  Available at SSRN: https://ssrn.com/abstract=1556446 or http://dx.doi.org/10.2139/ssrn.1556446 
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Peter Miu (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				McMaster University - DeGroote School of Business  ( email )

			

			
			
				
				
				
					1280 Main Street West
Hamilton, Ontario L8S 4M4
Canada
905-525-9140 ext 23981 (Phone)

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Bogie Ozdemir

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Standard & Poor's  ( email )

			

			
			
				
				
				
					130 King Street West
Suite 1100, PO Box 486
Toronto, Ontario M5X 1E5
Canada

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Michael Giesinger

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Barclays  ( email )

			

			
			
				
				
				
					London EC3P 3AH
United Kingdom

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				    5,193

			

		
		
		
			Abstract Views

			   19,997

		

		
		 
		
			Rank

			    3,166

		

		
	


	
		
            
            	        3 Citations
		

	

	
		
			
				       20 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    Banking & Insurance eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Banking & Insurance eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,782

                                    

                                    
                                        PAPERS

                                           31,802

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        RenÃ© M. Stulz at Ohio State University (OSU) - Department of Finance

                                    

                                
                            

                        

                    

                
	
                    Regulation of Financial Institutions eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Regulation of Financial Institutions eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,707

                                    

                                    
                                        PAPERS

                                           11,309

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        RenÃ© M. Stulz at Ohio State University (OSU) - Department of Finance

                                    

                                
                            

                        

                    

                


            

            
                
                

                	
                    Microeconomics: General Equilibrium & Disequilibrium Models of Financial Markets eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Microeconomics: General Equilibrium & Disequilibrium Models of Financial Markets eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,226

                                    

                                    
                                        PAPERS

                                           11,045

                                    

                                

                                
                            

                        

                    

                
	
                    International Finance eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                International Finance eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                              984

                                    

                                    
                                        PAPERS

                                           24,637

                                    

                                

                                
                            

                        

                    

                



                
            

            
        
        
        
                 
        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        A Comparative Anatomy of Credit Risk Models

                        
                            By
                                
                                
                                    
                                    Michael B. Gordy
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Portfolio Credit Risk

                        
                            By
                                
                                
                                    
                                    Thomas C. Wilson
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        A Risk-Factor Model Foundation for Ratings-Based Bank Capital Rules

                        
                            By
                                
                                
                                    
                                    Michael B. Gordy
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            The Link between Default and Recovery Rates

                            
                                By
                                    
                                    
                                        
                                        Edward I. Altman, 
                                        
                                    
                                        
                                        Brooks Brady, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Link between Default and Recovery Rates: Theory, Empirical Evidence and Implications

                            
                                By
                                    
                                    
                                        
                                        Edward I. Altman, 
                                        
                                    
                                        
                                        Brooks Brady, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Link between Default and Recovery Rates: Theory, Empirical Evidence and Implications

                            
                                By
                                    
                                    
                                        
                                        Edward I. Altman, 
                                        
                                    
                                        
                                        Brooks Brady, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Link between Default and Recovery Rates: Theory, Empirical Evidence and Implications

                            
                                By
                                    
                                    
                                        
                                        Edward I. Altman, 
                                        
                                    
                                        
                                        Brooks Brady, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Link between Default and Recovery Rates: Theory, Empirical Evidence and Implications

                            
                                By
                                    
                                    
                                        
                                        Edward I. Altman, 
                                        
                                    
                                        
                                        Brooks Brady, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Understanding Aggregate Default Rates of High Yield Bonds

                            
                                By
                                    
                                    
                                        
                                        Jean Helwege
                                         and 
                                    
                                        
                                        Paul Kleiman
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Dependence of Recovery Rates and Defaults

                            
                                By
                                    
                                    
                                        
                                        William Robert Maurice Perraudin
                                         and 
                                    
                                        
                                        Yen-ting Hu
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
			
				
			
			
		
	
		
			
				
			
			
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l100 in   0.086 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	
