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There is a contrast between the successful 
progress of macro-monetary policy over the last 
15 years and the continued uncertainties over the 
management of financial stability.
Macro-Monetary-Policy
One Instrument aimed at One Target
Short-term interest rate Price Stability/Inflation Target

Via:  Operationally independent Central Banks basing 
interest rate changes on forecasts of economic 
developments.
Common ground of Academics and C.B. practitioners
(Svensson, Woodford) (Bernanke, Issing, King)
Successful outcomes
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Financial Stability
Cannot be readily measured, modelled or 

forecast.
No straightforward ex ante instrument, 

mostly ex post, reactive; liquidity provision (ex ante 
set by macro-monetary concerns) and crisis 
management.

Such mechanisms as can be adopted, such 
as Capital Adequacy Requirements, need to be set 
internationally because of ease of 
disintermediation in a global financial system.  Can 
national discretion (e.g. Pillar 2 of Basel II) be 
used?

No consensus either among, or between, 
academics and practitioners on role of, or in some 
cases even need for, official regulation in general, 
or CARs and Basel II in particular.
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What does exist are models and 
measurements for individual bank risk.
Value at Risk and Credit-metrics
VaR KMV

Basel II aims to bring regulatory capital more 
into line with economic capital that sophisticated 
banks adopt for their own purposes.

But even on these terms, Basel II has 
several problems.
(1) Portfolio theory and diversification

Basel II better than Basel I, but still 
insufficient.
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(2) Differing Purposes amongst Bankers and 
Regulators
VaR inappropriate for regulators.
Main externality is contagion, correlation in 
bank assets; but why worry about 
operational risk?

(3) Need for a buffer.  Sanctions?
(4) Expected and Unexpected Loss

Need to integrate interest margins and 
capital requirements.
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Are Risk-related CARs (e.g. Basel II) the right way 
forward?

Surely obvious that a bank with a portfolio of 
risky loans needs more capital than one holding 
government TBs.
But
(1) Impossible to measure relative riskiness

correctly.  Innovations, distortions and 
gaming.

(2) Complexity
(3) Pervasive and Prescriptive.  Herd behaviour.
(4) Procyclicality

Exacerbated by IASB and move to fair 
value?
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Table A: CARs for the USA

1.9457903.3923520.339964Variance

6.5096278.0166948.959430Average

6.2586856.6030008.1077392003

6.7795268.1805118.3123752002

7.2426048.2458818.5312382001

7.1638348.1268058.4103162000

6.7047277.8108938.4031551999

5.8319266.5082568.3127741998

4.8376465.9400108.2943131997

4.3164435.6461118.2467741996

4.0872165.5615948.5073941995

3.7832565.3951828.9018771994

4.6650186.4689799.2877391993

6.4701958.0642109.6877391992

7.54164911.4349799.9863391991

7.60102511.6770299.5633901990

6.48812710.8041499.5633901989

6.9907178.6591419.4639301988

8.5453909.8245009.4639301987

8.7363849.9899179.4633901986

7.2627658.0249129.1339001985

7.0324117.6248708.9339001984

6.8020577.1853068.9339001983

8.0701898.5910449.5979671982

ICRMIRB FStandardisedPERIOD
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Chart A: CARs for the USA
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Table B: CARs for Norway

1.1904912.9416140.113401Variance

8.57893010.16026110.440489Average

8.3435099.76486610.4613602002

8.3331229.64865510.3609162001

7.9305059.48655110.2654302000

7.5278899.21864110.2651551999

7.4226219.00126710.2651551998

7.3173538.85732310.2651551997

9.72259312.14193710.6691551996

11.08248714.06617011.3200311995

9.82154213.23544710.9402391994

9.1863059.52377910.2651551993

9.0343739.92991210.3671551992

8.6750319.78170510.4651551991

8.1275739.27592110.2651551990

7.5801158.3114819.9916351989

ICRMIRB FStandardisedPERIOD
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Chart B: CARs for Norway
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2.5882055.6449650.122662Variance

13.16397416.8469319.215886Average

12.10084215.3454098.968905Dec-99

12.72580315.9792659.135013Sep-99

12.25137515.2966088.981783Jun-99

12.00380215.5192829.052107Mar-99

11.79763015.4562349.040916Dec-98

11.62247615.5453949.058278Sep-98

12.25602314.4281608.851211Jun-98

13.67381814.3979328.813186Mar-98

14.79645115.1941168.928781Dec-97

14.34405118.2542019.396601Sep-97

13.89595517.5009119.273425Jun-97

15.15335419.0887149.430354Mar-97

17.64535524.23094210.303734Dec-96

14.89186419.4158439.557249Sep-96

13.24822118.4485619.494958Jun-96

12.58987417.0675429.251044Mar-96

12.82000018.1514709.493498Dec-95

12.71459117.1030099.299730Sep-95

12.28587716.6507909.221855Jun-95

10.46212313.8642308.765096Mar-95

ICRMIRB FStandardisedPERIOD

Table C: CARs for Mexico
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Chart C: CARs for Mexico
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Table D: Maximum % Change in CARs

Mar/Jun 97-0.30Mar 97-0.21Sep/Dec 960.30Dec 960.25MEXICO

1996/97-0.411997-0.271994/950.4519940.39NORWAY

1992/93-0.491992-0.291989/900.3319890.25USA

Dates
2 Consecutive

PeriodsDate1 PeriodDates
2 Consecutive

PeriodsDate
1 

Period

DownwardsUpwardsA.  IRB

Mar/Jun 97-0.22Mar-97-0.14Sep/Dec 960.30Dec-960.18MEXICO

1996/98-0.371997-0.251994/950.2019950.13NORWAY

1993/94-0.471993-0.281998/990.3319980.21USA

Dates
2 Consecutive

PeriodsDate1 PeriodDates
2 Consecutive

PeriodsDate
1 

Period

DownwardsUpwardsB.  ICRM

Mar/Jun 97-0.10Mar-97-0.08Sep/Dec 960.08Dec-960.08MEXICO

1996/97-0.101997-0.061994/950.10Jun-050.07NORWAY

1994/95-0.091983-0.071985/860.06Jun-050.04USA

Dates
2 Consecutive

PeriodsDate1 PeriodDates
2 Consecutive

PeriodsDate
1 

Period

DownwardsUpwardsC. Stand
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There are other approaches:-
(1) FDICIA  1991

Forestall a crisis before it happens.  Take 
over banks before equity capital falls to zero.

(2) A second instrument for financial stability.
A time/state varying CAR.  Based on rate of 
change of key fundamental.
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Conclusions


