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Can Leverage Ratio Help to Reduce Regulatory Capital Arbitrage?
Shen Qingjie

( Tianjin University of Finance and Economics)
Abstract: Both the Basel Committee and the China Banking Regulatory Commission have decided to introduce a leverage ratio
restriction as a supplement to the Internal Ratings — Based Approach so as to reduce the commercial banks’ regulatory capital arbitrage.
Whether this purpose can be achieved scholars from various countries are engaged in a fierce argument but most of them are short of
theoretical support thereby there is still not enough to give the answer. This study shows that when there is asymmetry information
between the regulatory authorities and commercial banks the leverage ratio restriction helps to reduce regulatory capital arbitrage which
would be achieved through two paths: to reduce the value of the put options resulting from commercial banks’ limited liability system;
to increase the punishment to commercial banks for regulatory capital arbitrage.
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