
 

 

Zahra Khoshnoud, Marzieh Esfandiari 
 

June 2018 

 

An Analysis of the Factors Affecting the 

Banking Sector's Capital Buffer Decision  

MBRI PP- 97012 Policy Paper 



 
 
 

 

 

Monetary and Banking Research Institute (MBRI) published the policy paper on "An 

Analysis of the Factors Affecting the Banking Sector's Capital Buffer Decision" 

 

 

 

          Monetary and Banking Research Institute 

Central Bank of the Islamic Republic of Iran 
No.10, Africa Ave., Argentina Sq., 
Tehran.Iran.P.O.box:16765-1654 
www.mbri.ac.ir 

 

 

 

 

 

 

 

 

 

 

 

 

 

 The paper expresses the views of the authors and not necessarily those of Monetary and Banking 
Research Institute. 

 Copyright © 2016 by Monetary and Banking Research Institute. All rights reserved. The results may not 
be used elsewhere, unless being clearly referred to. 

 



 
 
 

 

 

An Analysis of the Factors Affecting the Banking Sector's Capital Buffer Decision  

Zahra Khoshnoud1 and Marzieh Esfandiari2 

 

Abstract 

Countercyclical capital buffer behavior of Iranian banks and non-sensitivity of buffer 

capital to actual risk and its reverse reaction to potential risk confirm the non-

binding role of capital adequacy requirement in their dynamic lending and profit 

decision. 
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Introduction 

Achieving stability and healthiness in the banking sector to prevent the spillover 

effects of banking crises to other sectors of the financial system while developing 

special strategies for has been emphasized in countries with bank-based financial 

system. However, regarding the high level of complexities and interconnectedness in 

the different sectors of financial systems, the necessity of soundness and healthiness 

of banking sector even in the market-based financial systems has been highly 

important. 

Developing Basel I capital accord and the overall agreement of internationally active 

banks of G10 countries to the minimum capital adequacy ratio of 8% in 1988 

following the international debt crisis of the late 1970's that ended up in the 
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bankruptcy of some large international banks is considered as one of the 

aforementioned strategies that has been applied internationally not only in the 

internationally active banks of G10, but also has been promoted to the one of the 

basic indicators of financial healthiness of banks in national level even in the less 

developed countries.  

Nevertheless as a bank-based country, Iran, this strategy has also been implemented 

in 2003 by three circulars in calculating capital adequacy ratio based on Basel I. 

However, the non-strictness of this strategy by means of not forcing any low-capital 

bank to declare its action plan for promoting its capital level and not performing any 

strict supervisory plans for them has ended up in some cases to the low and even the 

non-declaration of capital adequacy ratio for years. 

On the contrary,  recently and after the new environment of possible collaboration of 

our banking system in the international financial market by loosening financial 

sanctions against peaceful nuclear activities of the Islamic Republic of Iran, the 

importance of complying international standards, mostly based on the bank 

healthiness, has been highlighted. Not only the central bank of Iran imposed some 

new circulars for forcing the public declaration of some key financial information of 

bank healthiness -including capital adequacy ratio, but also the increase of non-

performing loans of banks and the non-official murmurs of banks' bankruptcy in the 

severe period of financial market during nuclear sanctions has increased the 

sensitivity of the public and especially the market participants to the capital adequacy 

ratio of banks. 

Considering the steps taken by the central bank of Iran for moving to Basel II by 

declaring new circular on calculating capital adequacy ratio in 1990 with more 

sensitiveness to credit risk which has been drafted based on the general approach of  

Basel II -besides the aforementioned changes in the sensitiveness of public to this 

variable and the requirement of the central bank for public disclosure of capital 



 
 
 

 

adequacy ratio- has made the capital adequacy and its buffer decision as one of the 

most important decisions of banks.  

Hence, in this article and in line of the trend of researches in the other countries 

which had been concentrated on the capital buffer decision before movement to Basel 

II, this matter has been analyzed in the Iranian banking sector. Since the capital 

adequacy ratio of all banks is not available, first this variable for all banks and 

according to the circulars of the central bank of Iran in calculating Basel I capital 

adequacy ratio and based on the banking system quarterly database (2007:2-2014:1) 

has been estimated. 

Then considering the amount of capital adequacy ratio beyond 8% as the capital 

buffer, through a partial adjustment model developed on the basis of macro and micro 

variables, the buffer capital decision of banks has been estimated for two groups of 

private and non-private banks. Based on the models developed by Ayuso, Pèrez & 

Saurina (2004) and Atici & Gursoy (2013) and considering the real GDP growth rate 

as the macro variable indicating business cycle, some bank specific variables have 

also been chosen as indicators of risk and return of buffer capital. These variables 

consist of ROE as the actual return, difference of loan as the potential return, NPL 

ratio as the actual risk, loan ratio to assets as the potential risk that should be covered 

by buffer capital and finally the size of the bank as a proxy for having better access to 

capital market in increasing capital buffer.  

Research Methodology 

Estimating the dynamic panel data model via Arrelano and Bond method, the results 

confirm the pro-cyclical capital buffer behavior which is on the contrary of the most 

previous studies. Also the results of non-significant coefficients for actual risk and 

the reverse sensitivity of capital buffer to potential risk confirm the obvious behavior 

of Iranian banks in violating the capital adequacy ratio and non-restricting role of 



 
 
 

 

minimum capital adequacy ratio in their performance resulted from the existence of 

no penalty by the central bank of Iran for bridging the capital adequacy requirement. 

Concluding Remarks 

Results approve the reliance of large private banks on their easier access to capital 

market for increasing capital that results in the potential problem of too big to fail in 

the banking system of Iran. The estimated speed of adjustment of buffer capital in 

two private and non-private banks was almost the same. 

Hence, results confirm that even the migration to Basel II in the banking system of 

Iran, without considering capital adequacy ratio as a binding restriction on the 

lending decision of banks via imposing effective penalties by the central bank and 

increased awareness of the public to the required capital adequacy ratio of banks 

would not ended up in the increase of healthiness of banking sector and achievement 

of financial stability goals. 

Therefore, it is recommended to develop policy action plans besides strict penalty 

regimes for banks violating capital adequacy ratio along with different circulars 

increasing the sensitiveness of market agents to the capital adequacy ratio situation of 

banks in the route of the Basel II capital accord implementation. 
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