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A Disappointing Agreement in Basel

Morris Goldstein says the September 12 accord in Basel on new rules for bank capital reserves falls short of the goal 
of safeguarding the system against future crises.
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Steve Weisman: 	 Global banking regulations are again in the headlines. This is Steve Weisman at the 
Peterson Institute for International Economics with Morris Goldstein of the Peterson 
Institute, who has been assessing the progress or lack of progress in the effort to reform 
banking. Thanks for joining me.

Morris Goldstein: 	 Well, I am delighted to be here, Steve.

Steve Weisman:	 Today is the 13th of September, a day after the announcement in Basel that new 
regulations have been agreed to. The press coverage has been positive but you may have a 
different view. 

Morris Goldstein:	 I do have a different view. I think what was agreed in so-called “Basel III” on minimal 
international capital standards for banks is much better than the old agreement, the 
Basel II. But if the yardstick is an agreement that will permit banks to absorb the kind of 
shock that we saw in the last crisis, remain solvent, and lend enough to support the real 
economy, then Basel III is a real disappointment.

Steve Weisman:	 Why did they fall short?

Morris Goldstein:	 I think there were banks in some countries who didn’t want to go through the process 
of having to raise more capital. The banking industry has been against this as something 
that will cut down on their profitability—

Steve Weisman:	 Global banking business, not just banks in the United States?

Morris Goldstein:	 Well, all around. The industry as a whole has not wanted to have capital requirements 
that are as high as needed. And the problem is that what has been agreed is that for 
common equity, the highest quality capital, they’re going to raise the minimum from 
what was 2 percent to 4.5 percent [of assets]. Then they’re going to put something called 
the capital conversion buffer on top of that, and that will be 7 percent, which sounds like 
a big increase.

Steve Weisman:	 It is a big increase. But what would be the ideal increase?

Morris Goldstein:	 We need to go up to something in the neighborhood of 13 to 15 percent. Because if 
you go back to the crisis that we’re just coming out of, US banks, for example, lost 7 
percent of risk-weighted assets in that crisis. And the larger US banks are holding about 
8 percent, in common equity, of risk-weighted assets. So the market is forcing them 
to hold that at the bottom of the cycle. And if you said, “What would they need as a 
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minimum at the top of the cycle to be able to absorb a 7 percent loss, or even 4 percent 
of risk-weighted assets, and still have enough at the bottom to be solvent and to lend?” 
When you do that kind of calculation, you get a number that is much bigger. You get a 
number that is closer to 15 percent than 7 percent. So they really only got about halfway 
to what we’d hope we’d get.

Steve Weisman:	 I’ll ask a deliberately naive question. Why would the banks resist these buffers?

Morris Goldstein:	 They claim it would just be too expensive for them to raise this new equity; that they’ll 
have to pass it on in loan charges and then the real economy will suffer. But they won’t 
get as much leverage out of this and they like to have that. They think they can get 
a higher return on equity, which is true, for a while. But then if they use that higher 
leverage to make bad trading and credit decisions, as they did during this crisis, then the 
return on equity just crashes.

Steve Weisman: 	 And the taxpayers get—

Morris Goldstein: 	 And the taxpayers pick up the bill. So the banking industry has done a number of largely 
self-serving studies showing that this would be a disaster if we move capital up this high. 
But if you look at the results from more objective observers, they find that it doesn’t 
really raise the required return on equity, because when you have more capital it makes 
the capital safer. So this would really be a good deal for the taxpayers. It would be a good 
deal. And what was delivered was far short of what we need.

Steve Weisman:	 Any other disappointments growing out of it? 

Morris Goldstein:	 There are a number. They had talked about having something on top of the 7 percent, 
called a countercyclical buffer, so that when the economy was in a boom we’d have higher 
capital and then when the economy got much softer we’d reduce it and that would help 
to counter the business cycle. It’s called macroprudential measures. And instead of making 
that part of the agreement they said, “You can do this but it’s on a national, do it or [do] 
not do it basis.” It didn’t become required and that was a disappointment.

Steve Weisman:	 Is there any chance that some kind of international agreement could be reached on this 
in coming weeks or months at the Seoul Summit in November?

Morris Goldstein:	 As far as I could tell this was hotly negotiated. The US and the UK authorities wanted 
more stringent capital requirements; some of the Europeans, particularly the Germans 
did not. So I think this is the deal and I think it is very unlikely to be overruled 
at the G-20 Leaders Summit in Seoul in November. And there were some other 
disappointments as well: The liquidity standard was softened; the quality of capital was 
raised some, but then they backtracked on that. So it was a compromise, but I think not 
nearly as good a compromise as we needed. People were saying in the midst of the crisis: 
“Never again. We’re going to raise capital enough so that this doesn’t happen, so that 
banks have enough self-insurance and we don’t have to go to the taxpayers to bail them 
out.” By that crucial yardstick we have come up quite short.

Steve Weisman:	 In assessing the law enacted by Congress and signed by President Obama—the Frank-
Dodd Financial Regulatory bill—you gave that a B. What about this? 
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Morris Goldstein:	 I’m thinking C minus. 

Steve Weisman: 	 Okay. 

Morris Goldstein:	 Some areas were incomplete but C minus is as good as I can do.
 
Steve Weisman:	 [Were there] some incomplete areas that they still have to do or that they just kicked 

down the road?

Morris Goldstein:	 Some are not settled yet. For example, there was also to be a surcharge on systemically 
important financial institutions. So if you’re bigger, more interconnected you would pay 
extra. Well, they haven’t settled that one yet. We’ll see what happens with that down the 
road. That’s another very important area.

Steve Weisman:	 And what grade do you give the administration in trying hard to get something stronger?

Morris Goldstein:	 Of course I wasn’t in the room or party to the private negotiations. My guess is that the 
agreement would be even weaker if the US authorities hadn’t pushed as hard as they did. 
But I would have preferred if they had pushed even harder and not signed the agreement. 
It would have been better not to agree for November and just try and see if we could 
have gotten something stronger, because these Basel bank capital agreements happen very 
infrequently, and this one won’t even be implemented fully until 2019.

Steve Weisman:	 There is always a balance that any government or administration gets nervous about 
having the thing end in failure, so they walk away with something less than anybody 
would have wanted. 

Morris Goldstein: 	 I think it’s a half a loaf. It’s clearly, as I said, much better than what we had previously, 
Basel II, which is now universally regarded as a failure and is utterly inadequate. And this 
is better by that standard and that’s the standard that will be stressed in the press reports 
and by all the governments—that they’ve made a stark advance. But relative to what we 
needed, it’s a disappointment.

Steve Weisman:	 Well not in the press reports that take the trouble to find out what you think, Morris. 
Thanks very much.

Morris Goldstein:	 Thank you, Steve.


