DOI: 10.24387/CI.51.2025.1.3

CIKKEK, TANULMANYOK

Maté Neményi' — Rania Boukhchim?—-Tamds Szabd® - Dr. Gergé Thalmeiner*

Solvency Capital and Its Theoretical
Impact on Investment Bank Operations

SUMMARY

This review article looks more specifically at the concept of
capital solvency and its relevance to the investment banks. It
considers why solvency capital matters basically as a buffer
for financial instability and unexpected losses and how it sup-
ports the overall health of financial institutions. This article
also determines the need for capital solvency in facilitating
the ability of investment banks to manage risk, maintain in-
vestors’ confidence, and comply with evolving financial reg-
ulations. Key regulatory frameworks, such as Basel I, II and
III, are considered to show how they influence the way banks
handle capital requirements. Drawing upon a wide range of
scholarly literature and regulatory reports, this review pro-
vides a succinct overview of the state of the art in capital sol-
vency, its challenges, and how it shapes investment banking
practice today.
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INTRODUCTION

Capital adequacy is a fundamental concept for the financial
stability of investment banks. It refers to the necessary capital
reserves that a bank must maintain to absorb potential losses
and continue operations in the event of a financial crisis. This
capital acts as a buffer against bankruptcy, ensuring the bank’s
ability to meet its long-term obligations and protecting the in-
terests of its investors and clients. The importance of capital
adequacy can’t be underestimated, as it underpins the flexi-
bility and reliability of financial institutions in volatile markets
(Aldasoro et al., 2022).

The challenges of maintaining capital adequacy are particu-
larly acute in the context of investment banks. Unlike commer-
cial banks, investment banks engage in a range of complex and
high-risk financial activities, including trading, underwriting
and asset management. These activities expose them to signif-
icant market, credit and liquidity risks, which require a strong
capital framework to mitigate potential losses (Andersen and
Juelsrud, 2024). Furthermore, the regulatory environment for
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investment banks is becoming increasingly stringent, and the
capital adequacy ratio is closely monitored to ensure systemic
stability and prevent financial crises (Bitar and Tarazi, 2022).

HistoricAL CONTEXT

AND REGULATORY FRAMEWORK

The evolution of capital adequacy norms has been a continu-
ous and multidimensional process, propelled by financial cri-
ses and increasing sophistication in global markets. Banks had
operated earlier under relatively unfettered regulatory super-
vision. Capital norms were non-formal and non-standardized,
and financial systems were vulnerable to crises. The banking
crises of the 1980s and 1990s highlighted these weaknesses,
leading to a significant reassessment of capital adequacy stan-
dards (Vasu and Gheorghe, 2014).

A key development in the establishment of international
banking stability was the introduction of the Basel Accords.
Basel I, first adopted in 1988, established minimum capital
standards by bringing attention to credit risk and the use of
risk-weighted assets. It required banks to hold capital equiva-
lent to at least 8% of risk-weighted assets, providing a more pre-
dictable risk management model (McClure et al., 2013).

However, as financial markets developed, the need for more
comprehensive regulatory enforcement became essential.
Basel IT came in 2004, extending Basel I with operational risk,
and enhancing credit risk calculations. The aim of this devel-
opment was to more closely link regulatory capital require-
ments to the underlying risks of banks. This time period also
witnessed the continuing revisions and enhancements of Basel
II, but thanks to the 2008 financial crisis, they were also found
out for obvious shortcomings, most notably, their lack of cov-
erage regarding liquidity risks and inter-linkages between fi-
nancial institutions. This underscored the need for additional
regulatory reforms (Jacques, 2008).

To answer to all these limitations, Basel III was introduced in
2010 as a comprehensive reform of banking regulation, which
included a countercyclical capital buffer that required banks
to hold additional capital to deal with potential downturns
during periods of economic growth. Higher capital ratios and
new regulatory requirements have been introduced, such as the
leverage ratio and the liquidity coverage ratio, designed to en-
hance banks’ resilience and mitigate systemic risks (Cummings
& Durrani, 2016). To avoid repeating the systemic failures seen
during the global financial crisis, this strategic buffer meth-
od was introduced (McClure et al., 2013). These frameworks
have evolved and show the dynamic nature of capital require-
ments. This ongoing adaptation is part of ongoing efforts to
respond to evolving financial conditions to ensure banks hold
enough capital to safeguard the stability of the financial sys-
tem and support sustainable economic development. The Basel
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Accords have also laid the foundation for a global approach to
banking regulation, serving as a model for regulatory frame-
works in other industries and contributing to the development
of a global regulatory framework for banking (Podoaba, 2015)

REGULATORY INFLUENCES

The Basel III framework, introduced in response to the global
financial crisis, represents a significant development in bank-
ing regulation, aimed at increasing the sector’s resilience to
economic shocks. The main thrust of these reforms is capital
quality, particularly core capital, which is favoured for its bet-
ter loss-absorbing capacity. This change is to ensure that banks
remain well capitalized in order to better weather any financial
stresses and safeguard depositors and investors. the Research
emphasizes on the benefits of those enhanced capital struc-
tures, resulting in a more stable banking industry able to with-
stand the wreckage on the money market (Gatzert and Wesker,
2012).

The leverage ratio is an integral part of the Basel III frame-
work, and it has been designed to provide a non-risk-based
backstop to risk-based capital requirements. This ratio mat-
ters because it establishes a minimum amount of capital that a
bank must keep against its total assets, and it also provides an
uncomplicated measure that is not affected by the complex ac-
counting involved in risk-weighted assets. It seeks to restrict the
amount banks can leverage their own capital beyond a base-
line requirement, which helps ensure they don’t fail during
economic downturns. The critically important Basel III lever-
age ratio of 3% states that a bank’s Tier 1 capital must equal
or exceed 3% of its total exposure (King and Tarbert 2011).
And leave it to the world of risk-weighters to approach this with
risk-weighted measures — to altough the risk model fails or is
gamed, at least banks will have a base level of capital to deal
with adverse shocks. This is all the more critical because ex-
cessive leverage caused many of the financial institutions that
failed in the financial crisis. Through placing restrictions on
leverage, Basel III hopes to reduce the amount of risk taken
by banks that the risk-weighted capital requirement itself may
incentivize (Dermin, 2015).

The leverage ratio is designed to add to the comparability
of banks financial strengh across jurisdictions, because it is
not subject to the different risk-assessments that can vary by
country or institution. This coverage helps to create a level
playing field in the International Banking Market. The impli-
cations of the leverage ratio are not only relevant for individual
bank stability; by limiting leverage, the leverage ratio is one of
the tools aimed at controlling the risk of systemic risks, which
may be caused by interconnectedness and the amplification of
losses in times of financial distress Ojo, 2015. Thus, the Basel
III leverage ratio is vital in fostering a more resilient banking
system that is better equipped to weather economic turbulence
and promote financial stability (Hartlage, 2012).

Further, Basel III tackles liquidity risks via the Liquidity
Coverage Ratio (LCR) and Net Stable Funding Ratio (NSFR).
Two main liquidity standards that are addressed in the Basel
IIT framework to address the liquidity risks that surfaced in
the global financial crisis are: The Liquidity Funding Ratio
(LCR) and The Net Stable Funding Ratio (NSFR). These LCRs
mean banks need to keep sufficient high-quality liquid assets
(HQLA) that can convert to cash quickly and easily to address
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a 30% stress reversal. It is a short-term liquidity buffer to help
keep banks from needing to face terminal financial shocks
without reliance on a central bank, or cause assets to become
distressed due to lending from them.

The demand for high-quality liquid assets encourages banks
to maintain portfolios that balance risk and liquidity, thereby
promoting financial stability. The LCR aims to improve the
banking sector’s short-term resilience to liquidity shocks and
ensure that banks have the necessary liquidity to cover poten-
tial cash outflows during periods of market stress (Du, 2017).
The NSFR, in contrast, seeks to improve the long-term sta-
bility of a bank by ensuring it operates with a stable funding
structure in relation to its asset structure and off-balance sheet
activities over a horizon of one year. This ratio ensures that a
bank’s long-term assets are financed by a stable mix of fund-
ing sources, such as customer deposits and long-term whole-
sale funding, instead of over-reliance on short-term funding.
By establishing a minimum stable funding requirement, the
NSFR reduces the risk of a funding mismatch, leading to
a lower chance of liquidity shortfalls and therefore reducing
the necessity for emergency funding interventions Gobat et
al., 2014. Frameworks should be created that identify short-
and long-term liquidity risks, to better enable banks to cope
with financial shocks without endangering either its solvency
or the broader financial system. These indicators, by encour-
aging better management of liquidity risks, help enhance the
soundness of the overall global banking system (Papadamou
etal., 2021).

These measures have significantly bolstered banks’ ability to
weather liquidity disruptions, reinforcing the sector’s overall
resilience (King, 2013). Even with the comprehensive nature
of Basel III, some areas warrant further exploration. The long-
term impact of heightened capital requirements on banks’
profitability and competitive dynamics remains inadequately
addressed. Moreover, the interplay between different regulato-
ry measures and their cumulative effect on banking operations
requires closer examination (Hartlage, 2012). As the banking
landscape continues to evolve, it is important to understand
these dynamics to refine regulatory frameworks and ensure
they effectively safeguard financial stability.

SUPERVISORY MECHANISMS FOR BANK SOLVENCY
Banks are usually subject to capital solvency requirements im-
posed by its supervisory authorities such as a central bank or
prudential supervisory authority of the country. These author-
ities establish capital adequacy criteria that banks should com-
ply with to ensure they possess adequate capital to cover pos-
sible losses and uphold financial stability. In various nations,
central banks have a significant influence in implementing
these international regulatory frameworks, such as the Basel
Accords, which prescribe global capital requirement stan-
dards. The standards are formulated by the Basel Committee
on Banking Supervision (BCBS) and then adopted by the cen-
tral banks or financial regulatory authorities of each country,
usually adjusting the requirements to their respective financial
systems (Nicolaides et al., 2012).

In Europe, the regulatory banking environment is char-
acterized by robust mechanisms to ensure financial stability
and compliance with international standards. The European
Central Bank (ECB) plays a central role in this framework,
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notably through the Single Supervisory Mechanism (SSM).
The SSM is responsible for the direct supervision of the larg-
est banks in the euro area, ensuring that they comply with
the strict requirements of Basel III. These requirements in-
clude maintaining a high level of capital, introducing strict-
er risk management practices and conducting regular stress
tests to assess the resilience of banks to economic shocks
(Wyemersch, 2011).

The European Banking Authority (EBA) complements the
ECB’s efforts by providing an harmonized approach to the reg-
ulation of banks across the European Union. The EBA develops
technical standards and guidelines that aim to create a level
playing field for banks across the EU, fostering the stability and
integration of the European banking market. Part of the work
of this authority is to set capital adequacy rules, which spec-
ify the minimum amount of capital banks must hold against
their risk-weighted assets. This harmonization is necessary
for maintaining investor confidence and depositor protection
across member states. As an EU member state, Hungary must
follow these European rules in designing its banking rules.
The Hungarian National Bank (MNB) is tasked with local
bank regulation, requiring them to follow the Basel Accords
and other EU regulations. The MNB has a fundamental role
in translating complex global regulations into the local con-
text, thereby ensuring Hungarian banks possess adequate cap-
ital buffers and adhere to prudent risk management practices.
Therefore, the MNB works in close collaboration with EU in-
stitutions, ensuring the harmonization of European directives
with Hungarian banking law. This collaboration makes the
Hungarian financial system stable and immune to the pressure
of international finance.

While banks are responsible for managing their capital to
meet these regulatory requirements, they do not set the stan-
dards independently. Instead, they must comply with the guide-
lines and regulations imposed by external regulatory bodies to
ensure solvency and financial stability. In the global context,
different continents exhibit varied approaches to implement-
ing these standards. For instance, while European countries
often align closely with the Basel Accords, other regions may
adopt modified versions to suit their unique financial land-
scapes (Flannery & Giacomini, 2015).

For all these reasons, capital adequacy standards for banks
are a key component of financial regulation, and central banks
and regulatory agencies play a major role in setting and enforc-
ing these standards. This regulatory framework gives banks
sufficient capital to absorb losses, thereby safeguarding the sta-
bility and resilience of the financial system in different areas
(Bindseil et al., 2004).

Risk AND CAPITAL MANAGEMENT

IN INVESTMENT BANKS

Investment banks operate in a high-risk environment where
they face a range of risks, including market, credit, liquidity
and operational risks. Understanding and managing these
risks is important to maintaining financial stability and regu-
latory compliance.

The risks that are faced by an investment bank

Market risk is a significant concern for investment banks due
to their extensive involvement in trading activities that expose
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them to fluctuations in market prices such as interest rates, eq-
uity prices, and foreign exchange rates. In order to preserve
their financial health and profitability, it is crucial for these
organizations to manage effectively to their market risk.

Investment banks use different strategies and financial in-
struments in order to mitigate market risk. One of the most
common used tools is derivatives, which include options, fu-
tures, and swaps. These instruments allow banks to hedge
against potential losses by locking in prices or rates, thus pro-
viding a buffer against adverse market movements.

Derivatives enable banks to transfer risk to other parties
willing to take that risk, thereby reducing their own exposure
(Instefjord, 2005). However, derivatives demand advanced
risk management techniques, not only to ensure their proper
use but also to avoid compromising risk management efforts.
The Value at Risk, VaR models are usually used by investment
banks to estimate the potential losses of their trading portfo-
lios within a defined time horizon. Value at Risk (VaR) is a sta-
tistical measure used to estimate the potential maximum loss
over a specified period for a given confidence interval, and the
bank’s capital for market risk is allocated based on this esti-
mate (Reichert & Shyu, 2003). Investment banks also actively
track their market risk exposures and adapt to evolving mar-
ket conditions. Including stress testing and scenario analysis
to understand the potential impact on their portfolios under
adverse market conditions. This allows the banks to identify
potential vulnerabilities and take steps to proactively mitigate
risks (Majka, 2024). While derivatives are an effective tool to
mitigate market risk, they are also complex and require strong
governance frameworks to manage them effectively. Investment
banks must ensure that their risk management practices are
consistent with regulatory standards and industry best prac-
tices to maintain financial stability and protect against market
volatility (Brol et al., 2011).

To sum up, market risk management in investment banks in-
volves a combination of different methods such as sophisticated
financial tools, quantitative models, and active risk monitoring.
By leveraging these tools and practices, investment banks can
effectively manage their market risk exposures and support
their long-term financial health (Minton et al., 2009).

Credit risk is a major concern for investment banks, resulting
from a client’s default on its financial obligations. This risk is
particularly significant in lending and trading activities, where
banks lend to a variety of partners, including corporations,
governments, and other financial institutions. Effective credit
risk management involves a variety of strategies. This often in-
volves credit analysis by investment banks as lenders. This may
involve verification of financial statements, credit history, and
overall financial condition, allowing banks to determine the
risk of default and set the appropriate credit limits and terms
(Witzany, 2017). Another method is used by banks to reduce
the risk of credit failure, which is the diversification of their
credit opportunities. Another way companies reduce the risk
of credit failure is by diversifying their credit opportunities.
By using risk diversification, banks can diversify their credit
risk by not concentrating their exposures to any single sector,
geographic region or type of counterparty. Diversification bal-
ances the portfolio and decreases threats of loss (Khokhlova
& Yushina, 2019). If investment banks extend loans, they al-
so use credit derivatives—like credit default swaps (CDS)
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to hedge against the risk of defaulting on loans. Banks can
transfer the credit risk attached to a particular loan or port-
folio to another party, in return for a premium, via credit de-
rivatives. By transferring credit risk, credit sales reduce the
risk of potential credit losses, allowing banks to more actively
manage their credit risk (Mengel, 2007). In addition, credit
derivatives, such as credit default swaps (CDS), have become
popular as a means of transferring and hedging credit risk.
These derivatives provide banks with flexibility in adjusting
their risk exposures and enable them to respond to changing
market conditions without altering their core credit portfolios
(Minton et al., 2009).

Liquidity risk is a significant challenge for investment banks,
it presents the risk of failing to meet short-term financial obli-
gations because of difficulties in liquidating assets or obtain-
ing funding. This risk is pronounced for investment banks,
keeping in mind their involvement in trading operations and
complex financial transactions, this risk can be vulnerable to
market conditions and liquidity constraints. A simple way to
measure liquidity risk is:

Liquidity Gap=Liquid Assets—Short Term Liabilities

— If liquidity gap > 0, the bank has more liquid assets than
short-term obligations (low liquidity risk).

— If liquidity gap < 0, the bank may struggle to meet obliga-
tions (high liquidity risk).

Investment banks require a robust buffer of high-quality lig-
uid assets (HQLA) to manage liquidity risk effectively, these
mentioned assets, which typically include government securi-
ties and cash reserves, can be quickly and easily converted into
cash to meet urgent financial needs. The composition and ad-
equacy of HQLA are critical to ensuring that banks can with-
stand periods of financial stress and avoid funding shortfalls
(Ihrig et al., 2019).

To align the maturities and liquidity profiles of their assets
and liabilities, investment banks leverage other approaches
such as the asset-liability management (ALM) strategies. This
involves using financial instruments like the repurchase agree-
ments (repos) and the commercial paper to manage short-term
funding needs and ensure liquidity. To conclude, ALM helps
banks optimize their liquidity positions by balancing the in-
flows and outflows of cash.

Besides, supervision and regulation frameworks such as the
Basel III liquidity standards have introduced provisions that
enhance banks’ resilience to liquidity shocks. The Liquidity
Coverage Ratio (LCR) and the Net Stable Funding Ratio
(NSFR) are two of the most significant components of these
standards, which require banks to maintain sufficient HQLA
to cover net cash outflows over a 30-day stress period and stable
funding over a one-year horizon, respectively. These regula-
tions aim to lower systemic liquidity risk and promote financial
system stability (Reinhardt et al., 2023).

The LCR is designed to ensure that a bank holds enough
high-quality liquid assets (HQLA) to cover its total net cash
outflows over a 30-day stress period. The formula is:

High Quality Liquid Assets

LCR =
Total Net Cash Outflows (30 days)
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A minimum LCR of 100% means that the bank has enough
liquid assets to cover its net cash outflows for 30 days under
stressed conditions.

The NSFR aims to promote longer-term resilience by requir-
ing banks to maintain a stable funding profile in relation to
the composition of their assets and off-balance sheet activities.
The formula is:

Available Stable Funding (ASF)

NSFR = : :
Required Stable Funding (RSF)

A minimum NSFR of 100% indicates that a bank has suffi-
cient stable funding to support its assets over a one-year hori-
zon.

Investment banks must also diversify their sources of finance
to reduce reliance on a single source of finance. This diversi-
fication includes accessing capital markets, obtaining lines of
credit from other financial institutions, and maintaining good
relationships with a broad investor base. With several sources
of liquidity, banks can cope with periods of market dislocation
and maintain business continuity (Ruozi & Ferrari, 2013).

As a whole, managing liquidity risk is a sophisticated process
that must be struck through the use of possessing quality liquid
funds, employing asset-liability management techniques, fol-
lowing regulatory guidelines, and funding base diversification.
These methods enable investment banks to effectively man-
age liquidity risk and provide financial stability irrespective of
changing market conditions.

Operational risk is an important focus area for investment
banks, as there is potential for significant financial and repu-
tational impacts resulting from inadequate or failed internal
processes, systems, personnel or external events. The complexi-
ty of investment banking operations requires a robust risk man-
agement framework to effectively manage these risks.

The management of the operational risk involves a compre-
hensive approach that includes both qualitative and quantita-
tive assessment tools. According to Anderson et al. (2012) ar-
gue that investment banks should assess their operational risk
exposures by integrating risk identification, measurement and
control processes into their overall risk management strategy.
This approach helps in visualizing operational risk mecha-
nisms and designing regulatory frameworks that can mitigate
these risks (Anderson et al., 2012).

The Internal control system has a vital role in managing
operational risks. These systems comprise policies and proce-
dures, segregation of duties, access controls, and regular au-
dits to ensure compliance with regulatory standards. McNulty
and Akhigbe (2017) emphasize that a strong internal control
system is essential to identify and mitigate operational risks,
thereby safeguarding the financial stability and performance
of the bank (McNulty and Akhigbe, 2017).

Technological innovation is another important factor that
affects operational risk management. Hu et al. (2024) exam-
ine how technological advancements can reduce and introduce
new operational risks to banks. The introduction of advanced
IT solutions and data-driven risk management tools can im-
prove banks’ ability to monitor and respond effectively to oper-
ational risks (Hu etal., 2024). Furthermore, regulatory require-
ments, such as those outlined in the Basel Accords, mandate
that investment banks maintain robust operational risk man-

CONTROLLER INFO

20

XIII. EVFOLYAM 2025. SPECIAL ISSUES 1.



agement practices. These regulations require banks to allocate
capital for operational risk and report their risk exposures to
regulatory bodies, ensuring that banks maintain the integrity
of their operations and protect against potential financial loss-
es (Wang et al., 2018).

GAPS IN EXISTING LITERATURE

Several studies have shown that banks may not be able to ad-
equately address all risks with the capital adequacy ratios and
buffers set by central banks. The complex relationship between
capital requirements and bank liquidity management is high-
lighted in the study realized by Andersen and Juelsrud’s on the
optimal capital adequacy ratio. This highlights that while the
capital adequacy ratio is an important regulatory tool to en-
sure that banks have sufficient capital to cover potential losses,
it does not by itself address all risks related to banks’ liquidity.
The study highlights that liquidity problems, especially during
financial crises, can exacerbate solvency problems, as banks
with inadequate liquidity find it difficult to meet their short-
term obligations. They suggest that the regulatory framework
should include a capital adequacy ratio as well as micro-liquid-
ity measures to ensure that banks are prepared to absorb loss-
es while managing unexpected liquidity pressures. The study
highlights the systemic risks associated with liquidity shortag-
es, which can lead to macroeconomic instability if banks ex-
perience liquidity crises. To better prepare banks for future
financial disruptions, it recommends that regulators and poli-
cymakers prioritize liquidity management processes and incor-
porate liquidity-specific challenges into scenario planning and
stress testing. Research shows that banks with strong liquidity
management processes are more resilient to market volatility
or economic downturns. Overall, Andersen and Juelsrud’s re-
search provides a compelling case for reassessing the tradition-
al focus on capital adequacy by integrating liquidity manage-
ment into the regulatory framework, in addition to a holistic
approach to banking regulation that recognizes the complex
relationship between capital and liquidity in maintaining fi-
nancial stability (Andersen and Juelsrud, 2024).

Bank Solvency Risk and Funding Costs: The study by Aldasoro
et al. explores the intricate relationship between bank solven-
cy risk and funding costs*, highlighting that regulatory capital
ratios, while essential, may not fully capture the dynamic and
multifaceted nature of funding costs, which can significant-
ly exacerbate solvency risks. This research, using data from
Korean banks, shows that funding costs are not constant and
can fluctuate depending on different market conditions and
bank-specific factors, which affects the overall financial sta-
bility of the bank. The authors emphasize that solvency risk
is closely related to funding costs, as high funding costs can
erode a bank’s profitability and capital reserves, increasing the
risk of failure. This neglect can lead to an inaccurate assess-
ment of the bank’s actual solvency position, as the interaction
between solvency risk and funding costs can create a feedback
loop, where higher costs increase risk, which further increas-

* Funding cost refers to the expenses a bank or financial
institution incurs to obtain the funds necessary to lend or invest.
This can include interest payments on deposits or borrowed
funds, fees associated with acquiring loans or other financial
instruments, and any other costs related to securing capital.
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es funding costs. The study suggests that banks should adopt
more comprehensive risk management strategies that consid-
er potential fluctuations in funding costs, as well as maintain
strong capital buffers. This approach would involve closely
monitoring market conditions, employing stress tests that fac-
tor in funding cost fluctuations, and developing contingency
plans for periods of elevated funding pressures. By doing so,
banks can better anticipate and mitigate the risks associated
with funding cost variability, thereby enhancing their overall
resilience and stability in the face of financial uncertainties
(Aldasoro et al., 2022).

Capital Shortfall Identification: the study realized by
Tsagkarakis et al. delve deeper into the complexities of iden-
tifying bank capital shortfalls, arguing that traditional capital
adequacy measures alone are not able to adequately protect
against potential financial vulnerabilities. They propose the
development and implementation of a multi-criteria decision
support system (MCDSS) to better identify and manage risks
associated with weak banks. This sophisticated system will in-
tegrate various financial indicators and qualitative factors to
provide a more comprehensive assessment of a bank’s health.
The authors highlight that conventional metrics, like the capi-
tal adequacy ratio, frequently only consider quantitative indica-
tors of capital reserves while ignoring other crucial factors like
operational risks, market conditions, and management caliber.
By incorporating multiple criteria, MCDSS can provide a deep-
er understanding of a bank’s risk exposure, enabling more ac-
curate prediction of capital shortfalls. By using this technology,
banks can proactively identify their vulnerabilities and imple-
ment targeted strategies to mitigate risks. To better manage
risk, a bank with a low rating might, for example, improve op-
erational effectiveness, diversify its asset portfolio, or fortify
corporate governance practices. The authors believe that by
utilizing advanced analytics and data-driven insights, banks
may transcend a uniform paradigm of risk assessment. This
tailored approach ensures that banks are more resilient to eco-
nomic shocks and market volatility, ultimately contributing to
greater financial stability in the banking sector. Furthermore,
the introduction of such systems can assist regulators in their
supervisory role by providing them with detailed information
on the systemic risks posed by individual banks (Tsagkarakis
etal., 2021).

Solvency Regulations and Risk Management: Rochette’s re-
search provides a critical analysis of the limitations of relying
solely on solvency regulation to prevent bank failures, empha-
sizing the need for a comprehensive approach to risk manage-
ment that can effectively address both unexpected events and
systemic risks. Solvency regulation generally aims to ensure
that banks maintain a certain level of capital buffer to absorb
potential losses, thereby safeguarding their solvency. However,
Rochette argues that these regulations, while necessary, do not
sufficiently take into account the unpredictability of financial
markets and the complex web of relationships between banks
and other financial institutions. A major limitation of solvency
regulation is its retrospective nature; they are based mainly on
historical data and past financial crises. This backward-looking
approach can leave banks vulnerable to new types of risks that
may arise due to changes in market dynamics, technological de-
velopments or geopolitical events. Rochet suggests that banks
should adopt a forward-looking risk management practice that
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includes stress testing and scenario analysis to anticipate and
prepare for potential challenges. Furthermore, solvency reg-
ulation often fails to address systemic risks arising from the
interconnectedness of financial institutions. The failure of one
bank can trigger a domino effect, leading to widespread insta-
bility in the financial system. Rochet highlights the importance
of implementing risk management frameworks that consider
the systemic impacts of individual bank actions, facilitating co-
operation and information sharing between banks to mitigate
these risks. By integrating comprehensive risk management
practices with existing solvency regulation, banks can increase
their resilience to internal and external shocks. This approach
involves not only maintaining adequate capital buffers, but also
developing liquidity management, operational risk assessment
and governance structures. In addition, Rochette advocates
for the ongoing training and development of bank employees
to ensure that they are equipped to effectively identify and
respond to emerging risks. In conclusion, while solvency reg-
ulations are an important element of financial supervision,
Rochet’s research highlights that these need to be comple-
mented by robust, adaptive risk management strategies that
can adapt to the changing financial environment and address
the diversity of risks in the banking sector (Rochet, 1999).

CONCLUSION

Solvency capital plays a critical role in ensuring financial sta-
bility and operating integrity of investment banks. Tracking its
historical development, this article has pointed out the grow-
ing role of regulatory mechanisms in sustaining financial resil-
ience. Solvency capital is not only a buffer against loss but also
a basis for investor confidence and systemic stability. With the
diverse and complex risk environment under which investment
banks must operate, ranging from market and credit risks to
operational and liquidity concerns, maintaining adequate sol-
vency capital is of utmost importance. Understanding these
dynamics properly is imperative for both practitioners and reg-
ulators to be able to anticipate vulnerabilities and ensure long-
term stability within the investment banking sector.
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