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BANK REGULATION AND STABILITY:
AN EXAMINATION OF THE BASEL
MARKET RISK FRAMEWORK

In attempting to promote bank stability, the Basel Committee on Banking
Supervision (2006) provides a framework that seeks to control the amount of tail risk
that large banks take in their trading books. However, banks around the world
suffered sizeable trading losses during the recent crisis. Due to the size and
prevalence of losses, a formal examination of whether the Basel framework allowed
banks to take substantive tail risk in their trading books without a capital
requirement penalty is of particular interest. In this paper, we provide such an
examination and show that the Basel framework indeed allowed banks to do so.
Hence, our paper supports the view that the Basel framework leaves room for
considerable improvements regarding the treatment of tail risk.
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