
‘economic capital’ describes the collection of practices used to measure the 
economic effects of risk-taking activities that give rise to losses. One of the 

central challenges in translating this simple conceptual definition into a practical 
measure of risk is to determine exactly how much uncertainty you want to be able to 
absorb. It is clearly not possible to cover every single combination of unexpected loss, so 
the level of capital held must be set by reference to a chosen risk coverage level.  

A Basel Committee on Banking Supervision survey of economic capital practices 
published in March noted that the confidence level for the economic capital calculation is 
commonly derived from the probability of default associated with the institution’s target 
debt rating.1 A 2007 survey on economic capital practices by the International Financial 
Risk Institute and the Chief Risk Officers’ Forum found there was some contention over 
what confidence level should be used.2 However, it also noted the general approach, as 
described above, was widespread among the institutions surveyed.  

Once the confidence level is determined, the required level of capital to support the 
target debt rating is derived by deducting the level of expected loss from the total loss 
distribution, as illustrated in figure 1.

What is wrong with this view?
The idea of calibrating the required level of capital to a target debt rating is sound, but 
a problem arises when choosing the probability of default as the key expression of that 
target. Applying a solvency lens to the question naturally leads to translating the 
probability of default into an equivalent confidence level, which is then used to 
estimate the tail of the economic loss distribution. For an AA rated entity, this 
translates to a confidence level of, say, 99.95%.3 This is variously expressed as a risk of 
defaulting once in 2,000 years or, alternatively, as one in 2,000 AA rated banks 
defaulting in any given year.

Many financial institutions calibrate their required level of economic capital by considering 
the probability of default associated with a target debt rating. However, as the financial crisis 
has shown, confidence in a bank can erode before its Tier I capital ratio reaches the established 
minimum level. Tony Rich argues banks need to move beyond solvency-based measures of 
economic capital in the internal capital adequacy assessment process
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1 Basel Committee on Banking Supervision, March 2009, “Range of practices and issues in economic capital frameworks”, page 18
2 The IFRI/CRO survey found, for example, that the probabilities of default mapped to an AA target debt rating ranged from 2 basis points to 7bp
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For many business managers grappling with the capital 
allocated to them under this traditional framework, the concept 
of such a remote probability is difficult to translate to the 
practical realities of their day-to-day experience with risk. The 
capital manager may also find the tail loss estimate of limited 
relevance when the business model of his/her institution depends 
crucially on maintaining unquestioned confidence in its capacity 
to repay borrowings.  

In practice, the capacity of capital to absorb losses, without 
undermining confidence in the business as a going concern, 
diminishes rapidly as the Tier I ratio approaches the minimum 
required ratio. Notwithstanding the fact it continues to be 
technically solvent, a financial institution operating close to its 
required minimum4 will be under immediate pressure to raise or 
retain new capital in order to continue to provide an adequate 
margin of safety underwriting its continued operation. 

The buffers that protect the target minimum must comprise 
the highest-quality capital, with unquestioned capacity to 

absorb loss. In fact, there is a relatively high probability this 
capital will eventually be required to absorb 

losses as the business cycle follows its path of 
upturns and downturns.  In contrast, the 

primary role of the capital covering the 
minimum requirement is to provide a 
margin of safety and hence confi-
dence in the solvency of the institu-
tion. Any situation where a loss leads 
to a breach of the target Tier I 

minimum represents a failure of 
capital management and an 
immediate requirement to issue or 
retain equity.

The objective of capital strategy 
might be more usefully stated as 
maintaining an acceptable mini-
mum target rating in the face of 
adverse business outcomes. Data 
compiled by rating agencies can help 

analysts assign a probability that an 
issuer will default over any rolling one-

year period. However, the capital 
manager is more interested 

in understanding what 
it would take to 

be downgraded. 
Armed with 
this knowledge, 
the capital 
manager can 
then deter-
mine the 

probability of exceeding that threshold and draw up plans to 
avoid that outcome – or at least reduce the odds so it is 
consistent with the group’s risk appetite.  

Moving beyond a pure solvency-based model
In contrast to the single dimension presented in the solvency-
based economic capital model, the capital a bank chooses to hold 
as a going concern has two primary influences:
n Regulatory capital requirements tend to be the dominant 
driver of what needs to be held to cover the tail of the loss 
distribution.
n Sitting on top of this prudential requirement is the capital 
buffer required to defend the threshold level of capital, identified 
as the point where the risk of being downgraded increases to an 
unacceptable level.

In mapping a going concern framework on to the traditional 
loss distribution graph:
n Pre-tax, pre-provisioning earnings have a clearer role to play 
in the risk absorption process (the traditional graph in figure 1 
shows provisions but not earnings and other sources of 
contingent capital). 
n Economic capital can be used to determine the sorts of losses 
likely to emerge in response to relatively high probability adverse 
economic scenarios, such as a moderate or severe recession.
n Economic capital is better than regulatory capital in this 
application because it is more risk sensitive, reflecting the 
institution’s best estimates of the potential for unexpected loss, 
untainted by regulatory conservatism in risk parameters.
n Enterprise-wide scenario analysis, integrated with the capital 
plan, can be used to test the sufficiency of capital buffers and 
other capital management levers in absorbing these kinds of 
expected losses.
n Prudential requirements start to become the more dominant 
constraint when moving beyond the high-probability losses into 
the tail of the loss distribution.

The role of economic capital in the Icaap
Viewed from a going concern perspective, economic capital 
continues to have an important role in the internal capital 
adequacy assessment process (Icaap), but is likely to be more 
limited than what is implied by the pure solvency-based model. 
It retains its superiority over prudential capital as a relative 
measure of risk, and its use in stress testing capital buffers for 
moderate to severe downturns can also be sense-checked against 
the historical reference points provided by past recessions and 
depressions. Its ultimate authority as an absolute measure of the 
minimum capital required is less assured, though.  

Risk-based economic capital analysis can and still should be 
used to influence the minimum requirement. However, it must 
ultimately be reconciled with the fact the prudential perspective 
will naturally emphasise conservatism and safety margins over 
the precision and absolutes of the economic model. Given the 
range of practice employed in its calculation, few – if any – 
external stakeholders will be willing to take economic capital at 
face value in forming their final opinions on the minimum 
capital that needs to be maintained in the face of economic 
stress. The success of economic capital in influencing the 
minimum requirement will depend on whether there is corrobo-

A financial institution operating close to its 
required minimum will be under immediate 
pressure to raise or retain new capital in order 
to continue to provide an adequate margin of 
safety underwriting its continued operation

3 The rough midpoint of the 2–7bp probability of default recorded in the IFRI/CRO survey
4 In practice, this effective minimum may be the Tier I ratio prescribed by prudential stress testing or the 
threshold capital ratio the institution has identified, below which it is at risk of a rating downgrade
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rating objective evidence. This will not be easy, since the 
examples of tail risk are by definition hard to find, but the task is 
nonetheless worthwhile.

The role of hybrid Tier I capital in the Icaap
There has been a long-standing debate over whether hybrid 
Tier I detracts from the overall quality of a firm’s capital base, 
and the financial crisis has prompted renewed calls for the 
quantum and quality of capital supporting bank balance sheets 
to be enhanced by increasing the contribution of ordinary 
equity (core Tier I). There is no question that core Tier I capital 
should be the primary source of loss absorption and financial 
flexibility. However, it does not necessarily follow that this 
form of capital is superior across the entire loss distribution.  
By focusing on the limitations of hybrids, one risks missing  
the areas in which it can contribute to a more cost-efficient 
capital structure. 

The economic rationale for hybrid structures rests largely on 
these instruments being a cheaper source of Tier I capital than 
ordinary equity. The ability to source foreign currency-

denominated capital (thereby hedging the structural risks 
posed to capital ratios by revaluations in foreign currency-
denominated risk-weighted assets) and to tap alternative 
investor bases are also considerations, but relative cost is a 
fundamental driver. The cost advantage is typically reflected in 
limited or no entitlement to capital appreciation and voting 
rights. A lower return and less control is exchanged for a 
preferred place in the loss absorption chain, where they are 
willig to risk having distributions reduced or suspended, but 
only after ordinary shareholders have shouldered the first loss.

This qualification of their capacity to share in losses is a key 

area of tension with the core features of ordinary equity defined 
by prudential regulation.5

However, if it is accepted that a bank cannot allow its capital 
to be less than a defined minimum, the capital that covers that 
minimum requirement cannot in practice be allowed to absorb 
loss without undermining confidence in the bank. This suggests 
the role of this part of the capital structure is better thought of as 
providing a margin of safety against insolvency.  The capital 
instruments covering this part of the loss distribution may still 
be called upon if the institution declares an outright loss6 in the 
face of extreme stresses, but that is not their primary role.

Hybrid equity is ideally suited to providing the requisite 
margin of safety against high-impact, low-probability losses. The 
hybrid investors are effectively offering a deep out-of-the-money 
put option on the bank’s assets, which will only be called upon 
in the remote circumstances captured in the tail of the loss 
distribution. In contrast, providers of common equity focus on 
providing enough capital to absorb the relatively high probabil-
ity, low-to-medium-impact losses that are a feature of the normal 
business cycle while taking the upside in the good years.  

This is not to suggest there is no role for ‘high equity credit’ 
hybrids that are intended to share in absorbing higher probabil-
ity losses. To the extent investors are willing to subscribe to 
instruments with these features at a reasonable price, they have a 
role to play. However, it is important not to lose sight of the role 
for which hybrid Tier I is ideally suited and understand the 
limitations of ordinary equity’s capacity to absorb tail losses 
without triggering a loss of confidence.

More clearly targeting the roles of two different classes of 
high- and low-equity credit hybrid Tier I by reference to the 
different parts of the loss distribution they are intended to cover 
would potentially lead to a more efficient capital structure 
without compromising its fundamental integrity. n

Tony Rich is director of economic capital at Westpac Banking Corporation in 
Sydney. Email: trich@westpac.com.au. The views expressed here are those of 
the author and not necessarily those of Westpac

Hybrid investors are only willing to accept a 
lower return and less control in exchange for 
a preferred place in the loss absorption chain. 
In other words, they risk having distributions 
reduced or suspended, but only after ordinary 
shareholders have shouldered the first loss
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1 Economic capital-based loss distribution

5 The Australian Prudential Regulation Authority, for example, identifies the following essential 
characteristics for high-quality capital: it must provide a permanent and unrestricted commitment of 
funds; it must be freely available to absorb losses; it should not impose any unavoidable servicing charge 
against earnings; it must rank behind the claims of depositors and other creditors in the event of 
winding up
6 Assuming hybrid distributions are linked to a distributable earnings test – the hybrids’ role in loss 
absorption will be even more remote if distributions are linked to a solvency test
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