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Comment on the Third Consultative Document  

 
A New General Approach  

to capital adequacy: A simple and comprehensive alternative to Basel 2  
 

Supplementary Note 
Clarifications and Illustrations 

Thursday, July 31, 2003 
 
The first purpose of this note is to clarify the paper, “A New General Approach to capital 
adequacy: A simple and comprehensive alternative to Basel 2” (the December paper). In 
explaining the December paper to different audiences over the past six months, it has 
become apparent that:  

�� the central idea could have been stated more simply;  
�� presenting the Approach as a way in which banks can set their own capital levels 

does it a disservice; and  
�� the Approach works perfectly well for small banks as well as large – a material 

selling point.   
 
The purpose of the illustrations on Pages 3 & 4 is to show that calculations needed to 
make the Approach work are quite feasible – to refute the idea that the Approach is 
difficult or “academic.” On the contrary, it is practical, simple and straightforward. 
Because regulators have to take a view on how well highly complex risk management 
systems work in large, sophisticated institutions does not mean the capital regime has to 
be complex too. For policy-setting purposes, however, the estimates in this note could do 
with some refinement.  
 
Clarification: The Capital Adequacy Ratio 
 
The central idea in the Approach is that, rather than prescribing in detail with other bank 
regulators how all banks should calculate capital worldwide, each bank regulator should 
agree with each regulated bank how much capital it should hold in relation to its overall 
risks. For this purpose, these risks can be characterized usefully by a loss threshold below 
which actual quarterly losses are expected to stay most of the time.  
 
It is important for the Approach to work properly that, if capital falls below the agreed 
capital threshold -- or if losses exceed the agreed loss threshold -- prompt corrective 
regulatory intervention predictably results. This is the case in the United States and in 
some other OECD countries, but not all. If this regulatory intervention is sufficiently 
serious and predictable, it will be a powerful incentive to a bank to keep its capital above 
and its losses below the corresponding thresholds.  
 
To implement this combination of a capital and a loss threshold, the Approach suggests 
the regulator simply sets the level of capital for a bank in relation to this measure of risk – 
the ratio of the capital threshold to the loss threshold. We might call this the Capital 
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Adequacy Ratio.1 Then, within limits, bank management can choose a capital threshold, 
and by implication, a loss threshold, within which it is reasonably confident it can live.  
 
So for example a bank might reckon that its quarterly loss is likely to be below $50mn 
99% of the time, and it is comfortable with the prospect of prompt corrective intervention 
once in 100 quarters. Then if the regulator set the Capital Adequacy Ratio at 10 times 
losses, the bank would be required to have capital of ten times that loss threshold, or 
$1bn. The deterrence against a bank opting for low-balling their capital threshold is of 
course the increased likelihood that the regulators will intervene in any given quarter, as 
the loss threshold is thereby lowered too.  
 
The proviso of “within limits” is important. Although management should propose, 
regulatory approval would not necessarily be automatic. And, in particular, any large 
change in proposed capital or loss thresholds should be well explained before being 
accepted.  
 
Clarification: Making Banks Set Two Thresholds is Tougher Than Regulators Setting 
One Capital Threshold for Them 
 
When regulators tell a bank exactly how to calculate their risks and how much capital 
they should hold as a result, they are doing management’s job for them. That may be 
appropriate for a bank in trouble as part of a prompt corrective intervention, but it is not 
appropriate for a healthy institution.  
 
For healthy banks, regulators should satisfy themselves through the process of 
examination that the bank is well enough managed and then should impose their solvency 
standard in terms of the level of overall capital in relation to overall risk – set the Capital 
Adequacy Ratio -- and leave to management the specifics of how risks are managed and 
measured. 
  
Clarification: Scope of Applicability  
 
The Approach works well for all banks, whatever their size and sophistication.2  A small 
bank with fairly simple risk management systems will be no less deterred from low-
balling its capital threshold than a big bank with highly sophisticated systems. The large 
bank may cut it finer, so to speak, but only to the degree that it is confident it can manage 
its risk better. That seems appropriate. Otherwise, the capital standard is insensitive to the 
quality of risk management and does not incent improvement as it should.  
 

                                                 
1 Most of the discussion in the December paper is in terms of something called the “loss parameter,” the 
reciprocal of the Capital Adequacy Ratio used here. The Capital Adequacy Ratio makes more intuitive 
sense.  
2 The December paper asserted that the Approach was applicable only to large, sophisticated institutions of 
that, under the terms of the Third Consultative Paper, would qualify to use the advanced approaches.  
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Illustration: The United States3 
 
Table 1 shows estimates of the average Capital Adequacy Ratio for small banks and big 
banks in the United States. It suggests that today, regulators require small banks to hold 
less capital in relation to their risks than big banks. It is true that small banks have higher 
leverage ratios on average -- that they have more capital than big banks in relation to 
assets. But this analysis suggests that regulators require them to hold less capital in 
relation to risks.  
______________________________________________________________________ 
Table 1: US Average Capital Adequacy Ratios (CARs) 
 
 
 # Banks Average
 
Over $10bn assets 70 7.8
Under $10bn assets 45 5.7
 
Total 115 7.7
______________________________________________________________________ 
 
Illustration: The G-10 Compared  
 

Table 2 shows estimates of average Capital Adequacy Ratios for G-10 countries. At first 
glance, the ranking of countries looks odd. However, this may well be explained by 

differences in such things as how capital is measured and standards are enforced. It is a 
well known point that, for common capital standards to really level the playing field, they 

have to be implemented in a similar manner. The Table underlines how important this 
point is. 

                                                 
3 The data for these calculations came from the annual table in recent edition of “The Banker” magazine 
which listed the top 1000 banks worldwide and various reference data for 2002 for each of them. 
(http://www.thebanker.com/news/fullstory.php/aid/413/TOP_1000_World_Banks.html.) The Basel Ratio 
was used to calculate the CAR for each bank. Averages were estimated by weighting bank CARs by 
capital.  
 
The method for calculating an individual bank's loss parameter is described in formula (1) on Page 21 of 
the December paper. To derive the estimates for all three illustrations, the reciprocal of formula (1) was 
used; that is CAR = ���������. � was assumed to be 4 throughout. ��� was estimated as the Basel Ratio 
divided by 8%.  
 
The data set we started with was the top 1000 banks worldwide, measured by asset size. Focusing on the G-
10 countries -- defined as Belgium, Canada, France, Germany, Italy, Japan, Luxembourg, The Netherlands, 
Spain, Sweden, Switzerland, the UK and the USA – and banks with assets of more than $1bn, institutions 
were removed for which no Basel Ratio was available or for which the Basel ratio was above 50%. That 
left a sample of 298 institutions. This included 65 of the top 80 institutions worldwide, ranked by asset size. 
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Table 2: G-10 Average Capital Adequacy Ratios (CARs)   
     
  Average   Average
 # Banks CAR  # Banks CAR
     
USA 115 7.7 Luxembourg 2 5.6
UK 13 9.1 Japan 61 13.3
Switzerland 11 4.2 Italy 21 19.4
Sweden 4 16.6 Germany 24 13.9
Spain 20 7.5 France 5 10.5
Portugal 4 12.1 Canada 7 7.7
The Netherlands 8 10.2 Belgium 3 8.2
    
  Total 298 10.3
 
Illustration: Variation within each G-10 Country 
Table 3 shows the variation in capital adequacy within the sample of banks in each 
country. The case for reform of Basel I is supported here, to the extent the Table 
highlights that current capital standards often vary greatly in relation to the risks banks 
take. The ranking of countries by variation is also suggestive: a low value of 	 may be 
indicative of greater regulatory consistency than average. 
 
Table 3: The Variation in Capital Adequacy Ratios in G-10 Countries 
  
 Average Max Min 	

    
USA 7.7 15.2 1.4 2.9
UK 9.1 20.0 1.8 4.7
Switzerland 4.2 16.8 na 22.2
Sweden 16.6 24.6 11.4 5.9
Spain 7.5 16.8 2.5 3.3
Portugal 12.1 18.8 6.7 5.2
The Netherlands 10.2 12.8 1.7 3.3
Luxembourg 5.6 6.4 4.9 1.1
Japan 13.3 160.0 na 40.4
Italy 19.4 80.0 4.7 20.6
Germany 13.9 26.7 6.2 4.9
France 10.5 15.2 8.6 2.5
Canada 7.7 9.7 5.7 1.5
Belgium 8.2 11.9 5.6 3.3
 
Total 10.3 160.0 na 20.8
________________________________________________________________________ 
 Notes: "na" signifies a negative entry, meaning that some banks in the sample had capital below 8%. 
Japan had 4 banks with capital adequacy ratios of  100 or over  -- 100.0, 103.2, 106.7 and 160.0 -- and 8 
banks with negative CARs. Switzerland had one bank with a negative CAR.  
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