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Executive Summary 

The global financial crisis has revealed the vulnerability of the banking sector, and demonstrated 

that the ability of banks to absorb shocks need to be strengthened. Since 2007, financial tensions 

have repeatedly emerged revealing that the exposure of banks was too high and too risky in 

relation to their capital levels. As a result, they had too little capital to absorb losses on the 

market positions they had taken and on the loans they had granted. As a consequence, several 

financial institutions failed while others were plunged into liquidity problems. As a response, the 

Basel Committee has developed a raft of measures on capital and liquidity standards (Basel III), 

designed to strengthen the banking system and make it more resilient. 

This paper aims to explore and investigate the new capital and liquidity standards proposed by 

the Basel Committee by making a comparison with the previous capital adequacy frameworks. 

Due to the fact that the new regulations are going to be a “game changer” for the banking sector, 

an assessment is made on how Basel III will impact European banks. A quantitative analysis is 

done to explore the effects of the new liquidity standards, with a quantitative scenario analysis 

being done to estimate the effects of the enhanced capital requirements on the sampled banks. 

Based on the liquidity analysis, most banks are greatly impacted by the minimal liquidity 

requirements with the NSFR posing a greater challenge. The analysis on minimal capital 

requirements reveals that, most banks in the study are sufficiently capitalized to meet the 

requirements. However, balance sheet restructuring will have to be undertaken with a change of 

banks business models being considered in order to comply with the extra liquidity requirements. 

From the findings, European banks will find it costly and challenging to raise high quality equity 

capital and to finance their activities with  long-term funding and deposits. For the financial 

sector, it will translate into higher funding costs and lower returns. In turn, banks will pass on 

these costs to consumers in terms of higher lending rates and constraint lending. 
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CHAPTER 1 

1. Introduction 

 
1.1 Background 

The financial crisis that erupted in mid 2007 revealed the significant risks posed by large, 

complex and interconnected financial institutions and the faulty lines in the regulatory and 

oversight systems. The insufficient high quality capital held by banks and the drying up of 

liquidity in the markets, resulted in lack of funding for financial institutions. Their reactions to 

market stress exacerbated market tension, which highlighted the strong link between banks 

funding liquidity and market liquidity. Over the past decades preceding the crisis, banks, mostly 

in advanced countries significantly expanded in size and increased their outreach globally. More 

so, banks moved away from their traditional banking model towards globally active large and 

complex financial institutions. The majority of cross-border finance was intermediated by these 

institutions with growing interconnectedness within and across borders. The result were trends in 

the banking industry that included; a sharp rise in leverage, significant reliance on short-term 

funding, increase in off-balance sheet activities, maturity mismatches and increased share of 

revenues from complex products and trading activities. This development has resulted into 

systemic risk, which has been identified as one that needs addressing in the financial sector 

together with assessing the resilience of the industry to liquidity and capital shocks (BCBS, 

2010). 

Regulators have responded to the financial crisis by proposing new regulation known as “Basel 

III”. The reform program leads to fundamental changes by implementing capital and liquidity 

reforms. The liquidity measures represent the first attempt by the regulator to introduce 

harmonized liquidity standards for financial institutions (Pakravan, K, 2011). By introducing the 

new guidelines, the Committees aims at addressing the deficiencies and failures manifested in 

the previous frameworks as a measure towards safeguarding the stability of the financial system. 

The key objective is to promote a less leveraged, less risky and thus a more resilient financial 

system that supports strong and sustainable economic growth. The bulk of the proposals have 

focused on revising the existing regulations applicable to financial institutions and to influence 

the extent and consequences of their risk taking. This includes; enhancing the quantity and 
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quality of capital and liquidity buffers, strengthening risk assessment and enhancing the 

supervision and governance of financial institutions 

 

1.3 Problem formulation 

After a period of two amendments on Basel II framework published in 2009, a new set of rules 

were released in December 2010 by the Basel Committee. The new rules are covered under the 

Basel III. The framework lays out fundamental liquidity and capital requirements that are to be 

met by banks within a specified time frame.  The impact of the new rules on banks is substantial. 

In the absence of any mitigating actions, the banking industry will face major challenges of 

merely achieving the technical compliance with the new rules and ratios, let alone to reorient 

their institutions for success. However, the Committee has decided to adopt a longer transition 

period where the framework will be subjected to close monitoring. More so, necessary 

amendments will be undertaken as new challenges unfold in an effort to mitigate the negative 

effects of the new rules. Some rules will not be in effect until 2019. Therefore, banks now have 

the opportunity to rethink their portfolios together with their business models. In an attempt to 

meet the new requirements, some bank’s businesses models may only require a few adjustments 

while others will need a total overhaul or be completely dropped. This will of course prove to be 

very challenging for European banks, which are already finding it difficult to acquire funding for 

their activities on top of having to comply with the new framework so as to stay in business. 

Therefore, I find it interesting to study the new framework and how it will impact European 

banks. The topic is not only new, but also of great interest to bankers, shareholders and other 

practitioners in the industry. Specifically, financial institutions are eager to determine the 

magnitude of the effects on banks and the banking sector as a whole. However, the uncertainty 

still surrounding the framework, accompanied by a long implementation period, poses challenges 

to bank managers as to how and to what extent the new framework will impact their banks. 

 Basing on these arguments, the research will be centered on answering the following research 

question:  

How will the new capital and liquidity requirements entailed in Basel III impact European 

banks? 
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In answering this question, fundamental aspects of the implementation of Basel III will be 

discussed by comparing with the previous framework (Basel II). In reinforcing my findings, a 

quantitative assessment on a sample of European banks will be undertaken with the aim of 

determining whether the banks are able to comply with the enhanced capital requirements and 

new global liquidity standards. Furthermore, an assessment of the capital structure employed by 

the sampled banks will be done to determine to what extent Basel III rules will affect their 

liquidity and capital levels. 

1.4 Methodology of the Study 

In an effort to assess the impact of the new capital and liquidity requirements, a quantitative 

study is conducted on 10 largest European lending banks. Numbers used in estimating the 

relevant ratios for both capital requirements and liquidity standards are derived from 

consolidated annual accounts and risk reports of respective banks. However, where necessary, 

some assumptions have been adopted to ease the estimating procedure. A detailed methodology 

and limitation of the quantitative study is presented in chapter 8.  

 

1.5 Related literature 

The Basel III framework is still new and at its infancy. Therefore, it is yet to be incorporated by 

banks. Hence, research on the implications of the new rules to financial institutions/Banks is 

limited as research is still underway. The Quantitative Impact Study undertaken by the Basel 

Committee (2010d) on large banks was to assess whether the financial institutions in review 

were able to comply with the new requirements laid down by the Basel Committee. The findings 

of the study were made public in December 2010. A similar study was conducted by the 

Committee of European Banking Supervisors (2010) on banks within the EU. Other financial 

institutions e.g. PWC and National Central banks constantly evaluate and conduct similar studies 

on the implications of the new framework for financial institutions. 

  

1.6 Structure of the paper 

 The paper is divided into nine chapters as follows: 

Chapter 2 introduces the business model of banking by looking at the components of the bank’s 

balance sheet. In addition, the asset and liability management function of the bank is presented 
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together with the risks inherent in the industry. More so, the section presents an overview of the 

European banking industry, where the business model and financial market structure is briefly 

analyzed. 

Chapter 3 presents the rationale for the stringent bank regulation and why banks are subjected to 

close supervision. The ideas presented in this section forms the basis for the Basel framework. 

 Chapter 4 introduces the history of the Basel Committee on Banking Supervision (BCBS).  In 

addition, the Basel I framework is revisited and its weaknesses are highlighted. The chapter 

enables one to gain a better insight into the foundation of the Basel framework and gives clarity 

in understanding other frameworks as they are build on Basel I. 

Chapter 5 provides a detailed analysis of the Basel II framework by looking at the three pillars 

composed in the framework. The detailed analysis offers a better understanding of the new 

amendments and regulations embodied in the Basel III framework as it continues to be founded 

on the three pillars presented in this section. Therefore, the section helps in pinpointing the major 

changes in Basel II that have given rise to what now entails Basel III. 

Chapter 6 discusses the triggers of the recent financial crisis and how the developments led to 

severe liquidity shortages in the financial markets that consequently lead to several bank failures. 

The rationale of this section is to highlight the weakness in the previous frameworks; Basel I and 

Basel II. Furthermore, the discussion reveals why there was a need for a new framework. The 

section is concluded by looking at the development in the European financial market that 

contributed to the financial turmoil and the debt crisis in Europe, which necessitated the direct 

market intervention by the European Union as way of preventing total collapse of the financial 

markets and as a means of restoring confidence in the European financial markets. 

Chapter 7 analyses the Basel III framework in detail with the main focus being on improved 

capital requirements and the new global liquidity standards. The leverage ratio and the capital 

buffers are presented. In the course of analysis, a comparison is made between Basel II and Basel 

III. 
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Chapter 8 discusses the impact of Basel III on European banks. The discussion is supported by a 

quantitative analysis on a sample of large retail European banks, regarding their compliance with 

the new capital requirements and liquidity standards as stipulated in Basel III. 

Chapter 9 provides a conclusion that entails discussions of the main findings of the quantitative 

analysis.  

 

CHAPTER 2 

2 The business model of banking 

This part sets out to describe and elaborate on the traditional business model of banking and the 

developments that have taken place since. In order to understand how banks generate profits by 

managing their balance sheets, it is important to understand their business model. Therefore, I 

start off by describing the basic components of a bank’s balance sheet and later, the asset and 

liability management function performed by banks. 

 

Banks are financial intermediaries who provide a large set of fee-based services, such as 

payment and settlement processing, and financial services. Commercial or retail banks provide 

mainly loans to borrowers, typically funded by pooling the savings of depositors; i.e., the 

business is based on maturity transformation which introduces the liquidity risk.  Universal 

banks combine both commercial and investment banking activities. Their assets, liabilities, and 

funding sources share characteristics with both commercial and investment banks (IMF, 2011). 

Banks’ profits arise from the spread between the income earned on assets and the cost of 

liabilities (Rose & Hudgins, 2008, pp. 12-18). On the liability side, costs of funding are 

represented by the interest paid on deposits and/or the costs of alternative sources of funding. 

Fee-based services generate fee income. The loan book produces interest income and the trading 

book produces investment income. Banks also manage risks; this role is one of their main new 

functions in the era of modern banking. Lastly, banks process information and monitor 

borrowers in order to maintain long-term relationships (Freixas & Rochet, 1997).  
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2.1 Banks balance Sheet 

A banks balance sheet provides information about their financial position at the end of the 

accounting period and comprises of; assets, liabilities and equity (Casu Girardone Molyneux, 

2006, p.197). The balance sheet is represented by the equation shown below: 

Total assets = Total liabilities + capital 

The right hand side is the main source of funding for the bank. It consists of liabilities and 

owners capital (equity). Liabilities include deposits which are mostly small size, of low risk and 

highly liquid. Long-term debt includes borrowings of funds in the money and capital markets, 

which are by nature of a larger size, highly illiquid and carrying a higher risk (Casu Girardone, 

2006, pp.7) & (Rose & Hudgins, 2008 pp. 130-132). Banks acquire income generating assets and 

securities using the funds generated by the deposits and other long-term debt. The difference 

between total assets and total liabilities is the bank capital (equity). Banks earn profits by 

charging an interest rate on their loans that is higher than the one they pay to depositors (i.e. the 

difference in the spread between the interest payments on deposits and interest earned on loans) 

(Casu Girardone, 2006, p.21).  Banks raise funds by issuing bonds and equity (shares), and 

savings from past profits (retained earnings). However, the bulk of their money is derived from 

deposits. The ability of collecting deposits from the public distinguishes banks from other 

financial institutions, (Casu Girardone, 2006, p.21). 

 The figure below shows an example of the components of a bank’s balance sheet structure. The 

components are represented as a fraction in percentage of the banks’ balance sheet. From the 

figure, one can deduce that, loans in the form of lending occupy a larger proportion of the bank’s 

balance sheet on the asset side, whereas, the deposits occupy a larger proportion of the bank’s 

balance sheet on the liability side. Therefore, loans are the banks major asset while deposits are 

their major liability. 
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Figure 1: A stylized balance sheet structure  

 

Source: Own illustration 

 

2.1.1 Assets 

The purpose of the bank’s assets is to generate income for stockholders and meet interest needs 

of the banks claimants e.g. depositors and employee salaries. Therefore, it is important that the 

bank maintain a portion of its assets in liquid form in order to meet the immediate needs of its 

creditors. Bank’s assets are usually sorted out as per how liquid they are or how first they can be 

converted into cash. Assets held by banks are distinguished into four types; cash in the vault(at 

the central bank) and deposits held at other institutions (cash), government and private interest 

bearing securities purchased in open markets, loans and lease financing made available to 

customers (Rose & Hudgins, 2008 pp. 130 – 133). 

Cash assets and deposits are regarded as the primary source when liquidity needs of banks are to 

be met, for example, deposit withdrawals and customer demand loans. Securities are also another 

source of liquidity, thus they act as a back-up source of liquidity, which include; government 

securities, money market securities and bonds (Rose & Hudgins, 2008 pp.133-135). Loans and 

leases make up a larger portion of a bank’s balance sheet, though they do not fall under the class 

of assets that provide an immediate cash reserve for banks because they are by nature of long-

term maturity, rendering them illiquid (Mishkin & Eakins, 2006, pp. 428-429).  

2.1.2 Liabilities 

In banking, there is a distinction between deposits made by customers and non-deposit 

borrowing of funds in the money and capital markets, which have grown rapidly in the recent 
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years as they are not subject to reserve requirement. They include; federal funds purchased and 

repurchase agreements (borrowed funds collateralized by some of the banks own securities from 

another institution), (Rose &Hudgins, 2008 p. 138-140). 

Deposits are the main liability of the bank, which represents financial claims held by households, 

governments or other businesses against the bank (Rose & Hudgins, 2008 pp. 138-140). Deposits 

act as a cheaper way for banks to obtain funds since they demand lower interest rates in return 

for immediate liquidity access (Mishkin & Eakins, 2006 pp. 426-427). Most bulk of the deposits 

are held by individuals and business firms. If a banks goes into liquidation, the proceeds from the 

sale of assets are used to first pay off the claims against deposits before other creditors i.e. 

stockholders or bondholders. 

Equity capital is the last component on the liability side of the balance sheet. It represents capital 

that acts as a long-term stable base of financial support, upon which the banks relies on to cover 

losses and grow in value. It consists mainly of long-term equity contributed by the owners plus 

retained earnings (Rose & Hudgins, 2012.p. 140). In scenarios where the value of a bank’s assets 

is less than the value of the banks liabilities, the bank might be forced into insolvency and 

consequently bankruptcy (Mishkin & Eakins, 2006 pp.429-430). Therefore, the twin pressure of 

risk and liquidity mandates banks to exercise great caution in their choices regarding loans and 

other assets. 

2.1.3 Off-balance Sheet Exposures (OBS) 

The off-balance sheet activities are mainly used to decrease or increase a firm’s risk exposure, 

(Rose & Hudgins, 2008 p. 176). These activities include all activities or positions undertaken by 

the bank and not recorded on the balance sheet. Engaging in these activities can reduce a firm’s 

risk exposure and improve their financial performance by shifting risks to third parties 

(Angelopoulos & Mourdoukoutas, 2001 pp. 6-7). However, the mechanism involved in these 

activities is highly complex and less transparent. This poses a great challenge to the regulatory 

authorities (Basel Committee, 1986). Off-balance-sheet activities include; trading in derivatives, 

such as in futures, forwards, options and using interest rate swaps and underwriting business 

(Casu Girardone, 2006, p. 229). A bank can also receive a fee to guarantee repayment of a loan 

that a customer has received from another lender, (Rose & Hudgins, 2008 pp. 139-142).  
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2.2 Banks Asset & Liability Management (ALM) 

In recent years, ALM has gained greater importance in bank management. The transformation of 

the financial markets has affected the composition of banks balance sheet: on one hand there has 

been a significant growth in the importance of the liability side and the development for 

example, of CDs markets; on the other hand, there has been a significant expansion of the 

interbank markets where banks can easily buy and sell excess liquidity. These developments, 

have forced modern banks to undertake a more coordinated form of management on both sides 

of the balance sheet, demonstrating a shift away from only focusing on the asset side, (Casu 

Girardone, 2006, p. 226).  

2.2.1 Liquidity risk and Management 

Liquidity management forms the basis of running a profitable and sustainable bank. Liquidity 

risk is the probability of a bank failing to fulfill its obligations to its customers, stemming from 

the mismatch of banks financial flows (i.e. assets (loans) and liabilities (deposits), (Angelopoulos 

& Mourdoukoutas, 2001 p.23). The banking industry is prune to the risk of liquidity shortage 

arising from its function of providing liquidity by converting liquid deposits into long-term 

illiquid loans. This problem is exacerbated in periods when depositors have lost confidence in 

the banking institution, and during periods of financial crisis, (Angelopoulos & Mourdoukoutas, 

2001 pp. 23-24). Hence, it is important for a bank to hold enough liquidity so as to meet its 

liabilities. Sufficient liquidity also ensures that the bank does not miss out on opportunities of 

investing in profitable projects as they materialize (Acharya, Shin, & Yorulmazer, 2009). 

In mitigating liquidity risk, it is essential that the liquidity manager applies the necessary 

measures to ensure a net liquidity position of the bank. These measures include the liquidity ratio 

analysis which applies different ratios to measure and monitor a bank’s liquid and illiquid assets 

plus liquid and illiquid liabilities. Another measure is the Gap analysis or Maturity ladder, which 

measures the bank’s asset and liability maturity mismatch by classifying assets and liabilities 

into maturity zones (Angelopoulos & Mourdoukoutas, 2001 pp. 24 -26), thereby, matching assets 

and liabilities and setting a series of rolling term loans to fund a long-dated set, (Gautam Mitra& 

Schwaiger,). These measures will be able to provide a general assessment of the bank’s ability 

and liquidity to fulfill its obligations to its customers.  
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Banks liquidity may vary from period to period. In periods of excess liquidity, the management 

needs to invest the surplus to generate extra return for its shareholders and avoid financial slack. 

Excess reserves kept at the central bank is considered costly, since no interest is earned unlike if 

the money is lend out to businesses or invested in profit generating projects, (Mishkin & Eakins, 

2009 pp 431-432). Conversely, in periods of liquidity shortage, the management has to consider 

raising funds from the money or capital markets to meet its obligations. 

2.2.2 Asset Management 

In order to have sufficient liquidity and ensure profitable returns, the bank has to efficiently 

manage its assets by maximizing the returns on the loans and securities and minimizing risks 

through diversification (Casu Girardone, 2006 p. 226). A part of a banks daily operations and 

asset management is lending money to customers willing to pay a reasonable return demanded 

by the bank. Thus the bank can choose to lend to low-credit risk/high-return customers and 

perform screening and monitoring of customers to ensure that the bank lends to credible 

customers, (Mishkin & Eakins, 2009, p. 431). Asset management also involves acquiring assets 

using excess funds at a reasonable price to ensure a reasonable return for a given risk. Due to the 

higher risk banks are exposed to, asset management by way of diversification is vital in 

mitigating liquidity risk (Mishkin & Eakins, 2006, p. 435). Risk diversification is accomplished 

by issuing different loans to different groups of people i.e. businesses, households and 

corporations. Another important aspect of asset management involves decisions regarding the 

amount of liquid assets and reserves to keep at hand, taking into account the tradeoff between 

profitability and liquidity (i.e. liquid assets tend to have a low return, thus a bank holding high 

proportion of liquid assets on its balance sheet, will likely have a lower income and profits), 

(Casu Girardone, 2006 p. 226).  Therefore, holding a well diversified portfolio of assets that are 

liquid is vital for the bank to meet its immediate needs at a lower cost as compared to raising 

funds from capital markets. 

 

2.2.3 Liability Management 

Innovation in the financial industry has redirected more attention to the liability side of the 

balance sheet. As a result, significant fluctuation in interest rates and heightened competition for 

funds,  has  made it necessary for bankers and their competitors to open up new sources of 

funding and monitor the mix and cost of their deposits and non-deposit liabilities (Rose & 
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Hudgins, 2008, pp.208-209). The goal of liability management is to have control over the 

funding sources of the bank. The key control is price (i.e. the interest rate and other terms offered 

on deposits and other borrowings), in order to achieve the volume, mix and cost desired. The 

desire to open up new sources of funding has resulted in larger and more complex money and 

bond markets. This means that an attractive lending opportunity can be easily funded by issuing 

bonds. Thus, debt as a source of funding has gained significant importance as compared to 

deposits. 

The sophistication of money and debt markets is advantageous for banks, as it offers them the 

flexibility in sourcing funds and sharing risks, which in turn makes it easier for the bank to meet 

its liquidity needs. More so, the ease of raising funds has enabled banks to increase their loan 

lending portfolio and diversify their sources of funding, in turn reducing funding costs (Mishkin 

& Eakins, 2006. Pp. 435-436). This is especially beneficial for large banks, which can raise 

funds easily from different money and capital markets at a lower cost. The end result is 

significant cost savings, since a considerable cost for the bank is derived from liabilities. Large 

banks also have the ability of obtaining funds easily as they are perceived to be less risky 

because of a well diversified portfolio (i.e. they have tapped customers in different markets 

globally). Furthermore, there reputation through international rating agencies helps them be in a 

better position to obtain funds. 

2.2.4 Capital Management 

Capital refers to the funds contributed by owners of a financial firm at a risk in the pursuit of a 

rate of return commensurate with the risks accepted by the owners (Rose & Hudgins, 2008 p. 

475). Why should management place much emphasis on capital management? It is the backbone 

of any business and works as a protection against losses. Capital is important in financial 

services management as it performs indispensable functions, such as creating a base of resources 

for future growth, providing cushion of protection against risk and promoting public confidence 

in the long-run viability of a financial firm. Capital is owner’s capital contributed at their own 

risk; as a result, the level of capital has direct implications for the return to the owners. 

Furthermore, capital has become the centerpiece of supervision and regulation today by acting as 

a lever, where regulators can pull whenever there are alarm signals in a bank in an effort to 

prevent bank failures (Rose & Hudgins, 2008, pp.476-477). All in all, capital can be termed as a 

backbone of any business, in banks, by acting as a protection against losses resulting from risks 
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they are exposed to via their intermediation function. These risks will be discussed in the 

following section. 

 

2.3 Risks in banking 

Risk is about the probability distributions associated with the occurrence of unfavorable events 

that results in loss of revenue or additional costs (Angelopoulos & Mourdoukoutas, 2001 p. 12). 

In order to fully understand the business of banking, it is vital to also understand the risks 

inherent in their business model. The fundamental objective of bank management is to maximize 

shareholders wealth. This means, maximizing the market value of a firm’s common stock. In 

turn, wealth maximization requires managers to evaluate the present value of their cash flows 

under uncertainty, with larger, near-term cash flows preferred when evaluated on risk basis. To 

obtain higher yields, a bank must either take on increased risk or lower operating costs. Greater 

risks mean greater volatility of net income and market value of shareholders equity. Therefore, a 

bank’s profitability will generally vary directly with the riskiness of its portfolio and operations, 

(Koch & Macdonald, 2003, p118).  

 I will now turn to review these risks in the banking industry. Angelopoulos & Mourdoukoutas 

(2001) classify risk into two categories; namely traditional and non- traditional banking risks.  

 

2.3.1 Traditional banking risks 

Traditional banking risks arise from the basic function of banks as intermediaries. These risks 

can be classified into four categories, namely credit risk, liquidity risk, political, legal risk and 

operational risk, (Angelopoulos & Mourdoukoutas, 2001, pp.16-17). However, for the relevance 

of this paper I will not dwell on the political and legal risk, rather on credit, liquidity and 

operational risks. 

 

2.3.1.1 Credit risk 

The BCBS (2000) defines credit risk as the potential that a bank borrower or counterparty will 

fail to meet its obligations in accordance with agreed terms. Credit risk arises when a bank fails 

to collect principal and income from both loan and investment positions (Angelopoulos & 

Mourdoukoutas, 2001, p. 17). The risk is associated with the quality of individual assets and the 

likelihood of default. The risk is exacerbated due to lack of information transparency in the 
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financial sector that makes it difficult to assess individual asset quality because of limited 

published information; therefore, a bank is highly exposed to the risk of default when it acquires 

an asset with limited information.  Different types of assets and off-balance sheet activities have 

different default probabilities. Loans typically exhibit the greatest credit risk (Koch & 

Macdonald, 2003 p 119). This makes credit risk to be the most significant risk in banking, since 

a larger proportion of the bank’s balance sheet is loans to customers, posing a major concern 

both to bank managers and regulators. In addition, banks enter into off-balance-sheet activities 

that pose substantial risks if the borrowers and counterparties default, as these risks are difficult 

to measure from published data. 

One way of limiting credit risk is for the bank to evaluate their general credit risk. This is done 

from historical data by enabling the bank to assess the probability of default and undertake 

scenario tests by applying some credit limit measures. The procedure necessitates routine 

monitoring of businesses and individuals (Mishkin & Eakins, 2006, pp. 435-436). Furthermore, 

thorough screening should be exercised on their lending strategies to ensure loans are given to 

credible customers. Diversification of assets portfolio is another way of mitigating credit risk. 

This arises due to the benefits of diversification by avoiding the concentration of credit risk thus 

improving the overall exposure of its portfolio (Casu Girardone, 2006, p259). Thus credit risk goes 

hand in hand with asset management as discussed earlier. 

2.3.1.2 Operational risk 

Operational risk is also important in banking. The Basel Committee defines operational risk as 

‘the risk of loss resulting from inadequate or failed internal processes, people and systems or 

from external events” (BCBS, 2001b). In definition, operational risk is not financial, but can still 

lead to significant losses (Bessis, 2010, p.27). Operational risk is one of the main innovations 

proposed under Basel II, which requires banks to hold capital for operational risk along with 

credit and market risk (Casu Girardone, 2006, p. 272). 

2.3.2 Non-traditional Banking Risks 

These are  risks associated with the liberalization of foreign exchange and domestic financial 

markets, the domestic and overseas expansion of banks and their venturing to other segments of 

the financial industry and the invasion of the banking industry by other segments of the financial 

service sector (Angelopoulos & Mourdoukoutas, 2001, pp.18-21. The risks include; market risk 
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and other risks e.g. Interest rate risk, foreign exchange risk and security price risk and systemic 

risk (Koch & Macdonald, 2003, p. 124).  

 

2.3.2.1 Market risk 

Market risk is the risk of losses in on – and off-balance sheet positions arising from movements 

in market prices (BCBS, 2006, P157). It results mainly from short-term trading in assets, 

liabilities and derivative products, and relates to the changes in interest rates, exchange rates and 

other asset prices (Casu Girardone Molyneux. 2006 pp. 269-270). Modern banking has given rise 

to market risk due to the decline in traditional sources of income and a greater reliance by banks 

on income generated from securities trading. This process has increased the variability in banks 

earnings due to greater volatility in market conditions. As a result, the international regulators 

acknowledged the importance of market risk by incorporating capital requirements for market 

risk in capital adequacy regulations (Basel Committee (1996). 

 

2.3.2.2 Interest rate risk 

Interest rate risk arises when there are changes in interest rate that negatively affects the net 

interest income of banks (Bessis, 2010, p.33). Interest rates have a crucial role in the financial 

system since they influence the financial flows within the economy, the distribution of wealth, 

capital investments and the profitability of financial institutions. For banks, the exposure to 

interest risk has grown sharply in the recent years as a result of increased volatility in market 

interest rates, especially at the international level (Casu Girardone Molyneux, 2006, p.262). 

However, not all banks assets and liabilities are subject to interest rate risk. The lending portfolio 

and the liabilities are the most significant source of risk because they generate income and costs 

that are driven by interest rates. Deposits and loans with variable interest rates are directly 

subject to interest rate risk. On the other hand, fixed rate loans and deposits are indirectly risky 

since the bank can lend out money for higher rates than the fixed rates offered. Conversely, 

borrowers could pay a lower interest rate if rates decline. The opportunity cost that comes with 

fixed rate transactions are therefore a source of interest rate risk (Bessis, 2010, p.33). 

2.3.2.3 Systemic risk 

Systemic risk arises when there is a large number of small bank failures, or when a number of 

large banks fail, spreading the risk to other sectors of the economy due to interconnectedness 
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(Berger, 1995). To assess the extent of systemic risk, one needs to look at the financial system as 

a whole. Transactions between banks such as interbank deposits, loans and payment systems are 

prune to systemic risk (Kaufman & Scott, 2003). It occurs when a single bank is unable to meet 

its obligations causing the risk to spread to other banks. The resulting effect is the negative 

spillover to other financial institutions. If the problem is not contained, it could distort financial 

markets and in the long-run hamper economic development and social welfare. One might argue 

that, banks that fail do so, due to poor credit risk management. Dowd (1996) argues that banks 

try to limit the risk of contagion by limiting lending to poorly capitalized banks. However, in 

reality, financial markets are less transparent, thus it is difficult for banks to access information 

that can enable them differentiate between well and undercapitalized banks. The recent financial 

crisis is an example of how financial markets can adversely be affected by lack of transparency 

and adequate risk assessment leading to systemic risk. 

 

2.4 The European banking sector 

In assessing the evolution of the European banking sector during the pre and post crisis period, it 

is important to gain a general understanding of the industry. The idea is to consider the common 

features and significant differences in the sector among the EU- 15 countries, since care is 

needed when doing comparisons or generalizations on different aspects in the sector.  

 

2.4.1 Market structure and systems 

The banking systems of the EU-15 countries presents varied characteristics, including features 

from the Anglo-Saxon market based system (prevalent in the UK and the Netherlands) and more 

bank-based system, prevalent in Germany and in most of continental Europe. In recent years, the 

demarcation lines of this common classification of financial systems have become increasingly 

blurred and it is nowadays generally accepted that bank intermediation and capital market 

funding activities are complementary. Nevertheless, to better understand the different 

characteristics of the EU-15 banking systems, it is useful to briefly address the main typology 

that distinguishes the two common types of financial systems (Center for Banking Research, 

2011). 



25 
 

 In a bank-based system or Stakeholder Value Models (SHV), banks are the most important 

source of external financing for firms, although to a certain extent. Bank-client relationships are 

close and the universal banking model is widespread. Informational barriers are more significant, 

as incumbent banks have informational advantages over new entrants (Petersen and Rajan, 1994; 

Dell'Ariccia, 2001). In countries where the universal banking model prevails, the share of foreign 

ownership is lower, consistent with the idea that entry is more difficult (Steinherr and Huveneers, 

1994). The corporate governance regime is pluralistic and mainly stakeholder-oriented, which 

allows different stakeholder groups to play an active governance role.  More so, ownership is 

often concentrated and corporations tend to be controlled by large shareholders (including 

banks). 

 In a market-based system or Shareholder Value models (SHV), on the other hand, capital 

markets usually are the main sources of firm financing. Bank-client relationships are typically at 

arm’s length and thus have less contractual flexibility than relationship-based finance. Even 

though universal banking activities are allowed in all EU countries following the implementation 

of the Second Banking Directive (89/646/EEC), market-based systems tend to favour bank 

specialization. In addition, non-bank financial intermediation tent to play an important role in 

these markets.  Furthermore, corporate governance is shareholders-oriented rather than 

stakeholders-oriented, ownership tends to be dispersed and the mechanism of management 

control relies mostly on market forces (D Llewellyn, 2006, Center for Banking Research (CBR), 

2011).  

2.4.1.1 Banking structure 

The European banking sector unlike other industries is highly atomized with a large number of 

independent banks. Each country has a composition of very large banks and a large number of 

small institutions. There is also a considerable variation in national systems with respect to the 

structure of institutions and their relative sizes (David T Llewellyn, 2006, p.4). Market 

differences are apparent, both in terms of number of banks and overall size of the banking sector. 

Larger countries, such as Germany, Italy and the United Kingdom, have more fragmented 

markets, whereas smaller countries, such as the Netherland, Finland and Greece being 

characterized by more concentrated banking sectors. Large banks dominate the banking sector in 

the UK, Sweden, the Netherlands and France as compared to Austria, Finland, Greece, Ireland, 
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Luxemburg and Portugal. British banks account for nearly 18% of the total consolidated assets of 

EU banks, followed by German and French banks, with 13% and 15% respectively. A large 

share of the domestic banking sector in some EU countries is foreign owned, particularly in 

Ireland, Belgium, Finland and Luxemburg. Traditionally, foreign banks specialized in the 

commercial and wholesale markets, but in recent years they have made significant acquisitions in the 

retail banking business (Center for Banking Research, 2011). 

 

2.4.1.2 Banking models  

The EU banking landscape is dominated by large universal banking groups that have also 

considerable activities abroad (Center for European Studies, 2010, pp. 21-22). Over the last 

years, large banks in the region have grown in size and have broadened geographically and in 

product offerings. Although both diversified and specialized banks were affected by losses, 

write-downs and recapitalizations during the crisis, diversified institutions have proven to be 

more resilient, possibly owing to clearer synergies between private, retail, corporate and 

investment banking. Also, diversified or universal banks are based on strong customer 

relationships and more stable sources of funding (deposits), making them on average better able 

to withstand liquidity shocks (ECB, 2010). Recent developments support therefore, the view that 

the universal banking model will gain further importance within the EU (Center for Banking 

Research, 2011). 

 

2.4.2 Changes in banks business models and strategies 

 

2.4.2.1 Diversification in sources of income  
 

Conceptually, commercial banks fund their balance sheets in layers, starting with a capital base 

comprising equity, subordinated debt and hybrids of the two, plus medium and long-term senior 

debt. The next layer consists of customer deposits, which are assumed to be stable in most 

circumstances. The final funding layer comprises various shorter-term liabilities, such as 

commercial paper, certificates of deposit, short-term bonds, repurchase agreements (repos), 

swapped foreign exchange liabilities and wholesale deposits. This funding structure is considered 

relatively stable with changes in the structure being fairly sluggish (ECB, 2009).   
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However, in the past years, this funding structure has considerably changed in the European 

banks, with long-term funding slightly decreasing and short-term funding gaining popularity 

among banks (see figure 2). Banks have diversified their income sources towards higher 

brokerage fees and commission (non-interest income), (ECB, 2009). At the same time, there has 

been an increased use of covered bonds as an additional source of income in many European 

countries that has considerably expanded the bond market (see figure 3). Covered bonds 

outstanding in Europe increased by 22.7% in the course of 2003 to 2007. This was a rise from 

€1,686 billion to €2,069 billion. Covered bonds are beside government bonds the second largest 

segment on the worldwide market, and constitute therefore, a stable funding alternative for banks 

(ECB, 2008).  The figures below show the changes in funding sources for European banks prior 

to the crisis; i.e. a shift in banks’ business models away from the traditional model of financing 

to specific funding instruments, such as mortgage bonds and securitization that has made banks 

to be increasingly dependent on capital markets. 

 

 

Source:  Illustration following ECB, 2009 (EU banks funding structures and policies) 

 

From figure 2, market funding increased significantly as a percentage of total liabilities in 

European banks. In particular, interbank markets became a more prominent source of short-term 

funding. Short-tem funding played a vital role in providing short-term liquidity; i.e. certificates 

of deposits, commercial paper and short-term bonds (ECB, 2008). This strategy resulted in more 

stable retail deposit financing being replaced by wholesale funding, making banks more exposed 

to market dynamics and perceptions, constituting a potential source of instability in the banking 

sector. 
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Source: Illustration following ECB, 2009 (EU banks funding structures and policies) 

 

In addition, securitization increased considerably (see figure 4). By the end of 2007, annual 

issuance volumes had grown tremendously in comparison with 2003. The most popular types of 

securitized assets were residential mortgage-backed securities and collateralized debt obligations 

(CDOs), which accounted for a larger proportion of total securitized assets.  A significant use of 

commercial mortgage-backed securities (CMBSs) was also observed during this period (ECB, 

2009). In general, the growing imbalance between long-term lending to customers and the short-

term funding of banks’ activities created a maturity mismatch in banks’ balance sheets exposing 

them to increased funding and counterparty risks (Barfield R, 2011, pp.147-170). 

 

 

Source: Illustration following Casu Girardone, (2006) 

A general look at funding structures in Europe shows some variation that highlights the existence 

of national and institutional differences. This variation could be explained by the differences in 

sophistication of financial markets and banks’ business models (ECB, 2009). 
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2.4.3 Integration of the European banking systems 

Until 2007 the trend was towards a degree of convergence in the direction of a more market 

based approach with emphasis on ROE maximization.  Due to vast losses and the substantial 

government intervention in the banking sectors across the EU during the crisis, there is little 

public support for banks returning ROE ratios of well above 20%, as these have mostly proved to 

be unsustainable (ECB, 2010). The emphasis is now to ensure that bank profitability is 

"sustainable" and returns to investors "fair (Center for Banking Research, 2011). 

Despite substantial progress being achieved in creating a single European market for financial 

services, total financial integration is yet to be achieved. With the implementation of the 

Financial Services Action Plan (FSAP), major steps has been accomplished in integrating 

interbank and wholesale markets, which play a vital role for corporate and investment banks. 

However, the retail banking segment still remains much more fragmented along national borders, 

indicating that significant barriers to the full integration of banking markets within the EU still 

exists (J. Goddard et al. 2007). For example, substantial differences in this segment exist with 

regard to prices of different retail financial services. Report published by ECB, 2004 notes that 

there has been some convergence in these prices over the years (due to convergence of the 

interest rates) but big differences still persist. The price differences reflect a broad array of 

factors, notably, different institutions, legal and risk features in the various national markets. It 

also reflects varying degrees of competition and lack of competition in cross-border retail 

financial services in marginal for unsecured loans, deposit and savings accounts, credit cards, 

pension and insurance (Casu Girardone Molyneux, 2006 pp. 355-356). However, European 

integration has possible implications for systemic risk, and poses several challenges for the 

supervisory framework. With the diversification in bank activities, both geographically and in 

their product mix, it obviously increases the burden on regulation and supervision (BIS Review 

107, 1999). 

 

CHAPTER 3 

3 Banking regulation 

This part intends to elaborate on why banks are, and need to be regulated. As noted, banking is 

one of the most regulated and monitored industry in the world (Mishkin, 2000, Barth et.al.2004) 
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and (Allen and Herring, 2001). The perceived need to regulate banks stems from the perception 

of them being fragile and systematically important institutions that need government support to 

evolve in a sound and stable environment (Tchana Tchana, Fulbert, 2008). In addition, banking 

instability as revealed by the recent financial crisis is costly to the economy, as banks play a vital 

role in financial intermediation by providing liquidity insurance, monitoring services and 

financial information. Historically, the banking industry has been unregulated until the twentieth 

century when governments and central banks worldwide shifted their attention towards financial 

stability (Tchana Tchana, 2009, p.2). 

 

3.1 Rationale for bank regulation 

The justification for any regulation stems from the negative externalities generated by market 

failure or information asymmetry between lenders and borrowers. Banks unlike other businesses 

are mandated by the regulation to hold a certain amount of capital and hold a proportion of their 

capital in liquid form. Thus the regulation of bank capital rests on the fact that adequate capital is 

essential if banks are to be able to absorb losses while at the same time fulfilling their business 

functions. However, most governments also try to enhance financial stability by way of Deposit 

Insurance (DI), so as to avoid bank runs that could evolve into a financial crisis. However, 

government intervention by way of deposit insurance (safety net) results in negative effects due 

to the moral hazard problem. These effects will be discussed later, but first I will review the 

rationale for bank regulation. 

3.1.1 Risk of system-wide crisis (contagion) 

Bank runs usually generate systematic crisis and do real damage by disrupting the flow of 

profitable investments and real consumption (markets are incomplete), (Georges Dione, 2003). 

Banks are vulnerable to runs due to the liquidity provision function they perform (Diamond and 

Dybvig (1993). This vulnerability stems from the fact that,  banks need to operate with a balance 

sheet where the liquidation value of its assets is less than the value of liquid deposits in order to 

offer liquidity services. When a run occurs, a bank might be forced into bankruptcy that is costly 

as it forces the premature liquidation of assets, hence disrupting the production process. 

Furthermore, it may trigger contagion runs that may culminate into failure of the financial 

system. A system wide bank failure can lead to significant losses to depositors and a general dry 
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out of liquidity in circulation that is deemed catastrophic to the functioning of the whole 

economy. Banking crisis and systemic breakdowns can therefore lead to considerable negative 

effects in terms of diminished social welfare (Reinhart & Rogoff, 2008). An example is the 

market failure caused by the Great Depression in the United States in the thirties (Diamond and 

Dybvig, 1986) where adverse effects were felt in terms of high unemployment and a reduction in 

economic output caused by a lag in economic growth.  

In an effort to avoid systemic banking crisis, the Basel Committee together with individual 

governments are devoted to ensuring financial stability through well functioning intermediaries, 

accessible and efficient financial markets where capital and financial assets can easily flow 

between buyers and sellers (ECB, 2011).  

 

3.1.2 Protection of the banking industry 

The instability of the banking industry around the world has been observed periodically since the 

Great Depression (Georges Dionne, 2003).For example the frequency of bank failures that were 

witnessed during the 1990s documented 117 systemic banking crises in 93 countries since the 

late 1970s ( Diamond and Dybvig, 1986, Caprio and Klingebiel 2003). The causes of the crisis 

mainly vary from bank runs to the unique structure of the banking sector (Berlin et al. 1991). 

The history of bank failures motivated the Bank of International Settlement (BIS)  to incorporate 

the 1988 Accord which was adopted by a group of G10 nations, and the United States Federation 

Deposit insurance Corporation Improvement Act of 1991, which was established in 1934 

(Federal Deposit Insurance Corporation, 2010), since then, more than 100 countries apply these 

rules. Apart from the Deposit Insurance Act, the creation of the Federal Reserve in 1914 was 

intended to achieve resiliency of the financial sector by enabling banks to access liquidity at the 

Central Bank in periods of distress (Berger et al. 1995). 

 The Deposit insurance scheme was intended to protect depository institutions from bank runs 

and as an insurance (guarantee) against individual deposits. However, the rationale and 

efficiency of the deposit insurance has been subjected to an intense debate due to its distortion 

effects. Rochet 2008, arguments for deposit insurance by claiming that  small and 

unsophisticated depositors do not have the resources or ability of assessing the soundness of a 

bank in terms of solvency. Therefore, in the absence of deposit insurance a bank run can occur to 

both healthy and unhealthy banks leading to a crisis due to the uncertainty created by the 
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inability of assessing the financial health of a bank (Kaufman, 1996). If such a scenario 

materializes, banks might be forced to sell-off their assets at below market value plunging a bank 

into insolvency. However, Benston and Kaufman (1996) argue that depositors are able to 

distinguish between solvent and insolvent banks and that liquidity problems do not always lead 

to solvency problems. The argument is further expounded by Dowd (1996), who argues that 

banks that are well solvent will not have difficulties in obtaining liquidity in the market to meet 

large withdrawals. He further emphasizes that bank runs are not necessarily contagious nor do 

they cause harm to the economy since funds will be deposited in sound banks. Nevertheless, 

even though the efficiency of deposit insurance in achieving stability and efficiency in the 

banking industry is widely debated, the tool is still commonly used by policy makers and 

regulators. 

 

3.2 Undesirable effects of bank protection 

As previously pointed out, the costs of a banking crisis are way too large for the society to bear. 

Therefore, it is of outmost importance for the authorities to use all means at their disposal to 

prevent the risk of a systemic banking crisis that would render the whole financial system 

handicapped. As presented in the previous section, some of the tools used in achieving financial 

stability are; deposit insurance together with capital and liquidity requirements. In addition, the 

banking sector is perceived to be protected by implicit guarantees, where the government takes 

on the function of the central bank, by acting as a lender of last resort (bailing out failing banks 

in the fear of a systemic crisis that might destabilize the whole financial market). However, as 

much as the deposit insurance has proven to be very successful in protecting banks from bank 

runs, it comes with a cost. 

 

3.2.1 Deposit Insurance and Moral Hazard 

Moral Hazard is a term used to relate to a party that is responsible for looking after  the interests 

of another, but has the incentive of putting his own interests first (Dowd, 2009). Banks are more 

prone to moral hazard due to the presence of government scheme guarantees in the form of full 

deposit insurance in protection of bank runs (Dybvig, 1983). By offering a guarantee that 

depositors are not subject to loss, the provider of deposit insurance bears the risk that would 

otherwise be borne by depositors and depository institutions (banks). As a result, it diminishes 
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depositor’s incentives of monitoring banks and demand interest payment commensurate with the 

risk of the bank (BIS No. 90, Joao A.C Santos 2000). Furthermore, banks are charged a flat rate 

premium; therefore it does not internalize the full cost of risk, and thus has an incentive to 

increase its risk appetite at the expense of depositors who risk losing considerably should a 

bankruptcy occur. Furthermore, higher risk increases the probability of banks failure. 

Another undesirable effect emanating from banks protection is the reduction of capital amount 

held by banks. This problem is greater in banks, since depositors do not have the incentives to 

monitor them due to the presence of the deposit insurance. This view point is consistent with fact 

that, banks tend to hold lower levels of capital as compared to other institutions (Berger et al, 

1995). This phenomenon was observed from a study conducted in the United Sates on banks, 

whereby, capital ratios after the introduction of deposit insurance dropped from 15% to 6% of 

total assets (Berger et al, 1995). All in all, banks have reduced the amount of capital and 

contributed to excessive risk-taking, consequently, leading to less loss absorbing capital thus, 

making them more vulnerable in times of stress with an increased likelihood of bank instability. 

This view is shared by Dowd, 1996; Dermiguc-Kunt & Detragiache, 2002; Chu, 2011), who 

point out that deposit insurance and government guarantees are a source of increased bank 

instability. 

Despite the distortions arising from bank protection, other practitioners argue that governments 

cannot commit to never bailing out a financial institution, since the social costs in terms of dead 

weight loss would be too large to bear. Llewellyn,(1999) & Oatley, (2000) point out that the 

probability of systemic risk in banking may be low, but justifies deposit insurance and other 

government guarantees due to the negative externalities that might be experienced should a 

systemic crisis materialize. However, due to the complexity and inter-linkages in the financial 

industry, stricter regulations have to be imposed on the industry to counteract the suboptimal 

choices made by the players resulting from the lower capital levels and the moral hazard 

behavior. Other authors (i.e. Benston & Kaufman, 1996; Llewellyn, 1999, Hellwig, & Pfleiderer, 

2011 and Admati, DeMarzo) agree that bank safety nets should be supplemented with minimum 

capital requirements. 
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CHAPTER 4 

4. The Basel Committee and the Basel Accord (Basel I) 

4.1 The Basel Committee and financial reforms 

The Basel Committee was founded in 1974 by the heads of both central banks and the 

organizations in charge of the banking regulation and supervision of the main industrialized 

countries. Its name is derived from the fact that it is based in Basel within the Bank of 

International Settlements (BIS). The mission of the Committee is to encourage the 

implementation of stricter supervision and regulation of the banking system. The Basel 

Committee publishes regular recommendations under the umbrella of BIS, with the 

recommendations not being binding to member states. The European governments and 

organizations are in charge of transposing these recommendations into the European national 

law, which have resulted into the adoption of the Capital Requirement Directive (CRD) and the 

Basel Agreement (BIS, 2009). 

In 1988, when the capital ratios of the world’s largest banks fell to dangerously low levels as a 

result of competitive pressure, the Basel Committee was compelled to take action. From the mid-

1070s onward, the Committee had been making efforts to close the gaps in international 

supervision and to develop suitable supervisory standards. Thus, they decided to publish capital 

adequacy recommendations (OECD, 2010). The result was the Basel Capital Accord (Basel I), 

that applied mainly to international banks in the G-10 countries. This system of capital 

measurement that is still in force today was a milestone in the international harmonization of 

regulatory capital requirements (ECB, 2005). 

In June 1988, the Basel Committee on Banking Supervision (BCBS), embarked on developing 

the 10 year old Basel I with a more up-to-date regulation. The new Basel framework with the 

name “Basel II” had the aim of improving the stability and reliability of the financial system. 

Basel II is based on three mutually reinforcing pillars; minimum capital requirements (Pillar I), 

the supervisory review process (Pillar II) and the market discipline (Pillar III). In June 2004, the 

Committee published Basel II that came into force at the end of 2006 (BCBS, 2006). However, 

when the financial crisis materialized, many countries had not yet fully adopted the framework 

e.g. USA (Tarullo D, 2008). 
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4.2 Basel I 

The 1988 accord puts more emphasis on capital adequacy for internationally active banks (Basel 

Committee, 1988). The release of Basel I was motivated by two interacting concerns; namely, 

the risk posed to the stability of the global financial system, due to the low capital levels held by 

internationally active banks and the competitive advantages accruing to banks subject to lower 

capital requirements (Tarullo D, 2008, pp.45-46). The model adopted by the Basel Committee 

has two main characteristics; first the model strives to provide adequate capital cushion for credit 

risk, and secondly, to measure credit risk by relying on the risk assets ratio or solvency ratio. 

Therefore, the framework aimed at introducing minimum capital requirements that could guard 

against the risk of bank insolvency. In addition, the accord addressed only credit risk while 

acknowledging that banks had to guard against other risks. The final proposal drafted by the 

committee is divided into three pillars (Balin, 2008); the first pillar defines the components of 

capital. The second pillar gives a detailed account of how assets are to be risk-weighted, and the 

final pillar shows how to compute adequacy ratio for bank capital. In the next section I will 

elaborate on the elements composed in each pillar. 

 

4.2.1 Capital adequacy ratio  

Computing capital adequacy ratio for banks is represented by the following equation: 

 

Tier 1 Capital + Tier 2 Capital    ≥ 8% 

      Risk–Weighted Assets 

This equation forms the basis of the Basel 1 framework, as it defines capital in the numerator and 

lays out a framework for calculating risk-weighted assets in the denominator. It comprises of the 

total of a bank’s assets, both on and to a limited extent, off-balance-sheet activities adjusted for 

their degree of risk. The ratio unites the first and second pillars of the Basel I accord and 

expresses the bank’s capital base as a percentage of its total risk assets (Balin, 2008).  The 

equation means that eligible capital should always be maintained above 8% of total risk-

weighted assets. The target ratio is set with the aim of harmonizing the level of capital held by 

internationally active banks and in promoting sound practices among banks (Basel Committee, 

1988). The framework requires banks to maintain a minimum risk assets ratio of 8%. However, 

in some countries, bank regulators have the ability to set higher capital requirements than 
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stipulated, which are applicable to all banks or individual banks. The establishment of 8% as the 

required minimum ratio was not based on any high degree of science, but rather on what the 

Committee believed was realistically achievable level of additional capital, given the 

implementation period (banks were given 4 years from 1988), (Basel Committee, 1988). 

Elements composed in the numerator and denominator of the above equation will be discussed 

later. 

 

4.2.2 Definition of Capital 

One of the main features of the accord is the adoption of a tiered approach to capital 

measurement (Tarullo D, 2008 pp. 56-57). For purposes of the ratio, qualifying capital has two 

components; core capital (Tier1) and supplementary capital (Tier 2), (Basel Committee, 1998). 

Core capital (Tier 1) comprises, primarily, paid-up share capital and reserves, i.e., equity capital 

as determined by the difference between assets and liabilities, plus non-cumulative perpetual 

preferred stock and retained earnings (Basel Committee, 1988). Supplementary capital (Tier 2), 

is more comprehensive and includes other elements such as revaluation reserves, subordinated 

debt, general loan loss reserves and certain hybrid capital instruments that looked and behaved 

like subordinated debt but were accounted for as equity, therefore, making them eligible for 

inclusion in Tier 2 ( Barfield R, 2011, p.56). There was also a provision that permitted up to 45% 

of banks unrealized gains from securities it holds to be included in Tier 2 capital (Tarullo D, 

2008, p.56). In addition, the Committee mandated that Tier 1 capital covers at least 4% of risk-

weighted assets (Balin, 2008). This implies that, Tier 2 capital was limited up to an amount equal 

to that of core capital (Basel Committee, 1988).  However, the inclusion of supplementary 

capital was problematic (since it is debt, not equity), in fact, in practice many bank analysts e.g. 

credit rating agencies disregarded Tier 2 capital in assessing a bank’s financial soundness. The 

Basel Committee recognized this difficulty and placed various limits on supplementary capital. 

For example, total Tier 2 capital could not exceed total Tier 1 capital. Additionally, term-

subordinated debt was not to exceed 50% of Tier 1 capital (Basel Committee, 1988) and Hybrid 

instruments were to be limited to a maximum of 15% of Tier 1 capital (BIS, 1988). However, 

despite the limitations, there was still no clarity as to whether the limitation applied to Tier 1 

before or after deductions (Barfield R, 2011, pp.56-59 
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4.2.3 Risk –Weighted assets 

In computing risk-weighted assets both on and off-balance sheet exposures are incorporated. The 

Basel I Accord creates a comprehensive system to risk-weight bank’s assets. Five risk categories 

are adopted that encompass all assets on a bank’s balance sheet. Riskless assets are weighted at 

0%. Assets falling under these category include; cash held by the bank, sovereign debt held and 

funded in domestic currency, all OECD debt, and other claims on OECD central governments 

(Balin, 2008). Low risk instruments form the second category, which include instruments such as 

bank debts with a maturity of less than one year, loans guaranteed by OECD public sector 

entities and cash items in collection. The third category consists of the moderate risk assets 

weighted at 50% and encompasses only of one type of asset, namely the residential mortgages. 

The fourth category includes high risk assets which are weighted at 100% of assets value. It 

consists of assets such as a bank’s claims on the private sector, non-OECD bank debt with a 

maturity of more than one year, claims on non-OECD dollar-denominated debt or Eurobonds, 

equity assets held by the bank, and all other assets (Balin, 2008). Off-balance sheet exposures are 

dealt with in a two step process. First, a conversion factor is used to transform the item into the 

equivalent of an asset and then, in the second step, the asset “asset equivalent” is assigned to one 

of the risk categories based on the generic type of the borrower (Tarullo D, 2008, pp 59-60), 

Basel Committee, (1988).  

 

 4.2.4  Weaknesses in Basel I  

 The Basel I framework has been through various amendments, in order to ratify the deficiencies 

inherent in the original framework (Tarullo D, 2010, pp. 60-64). The framework only dealt with 

credit risk even though the Basel Committee acknowledged that banks were also exposed to 

other risks. Therefore, the Committee encouraged local supervisors to take into account other 

risks i.e. interest rate risk and investment risk on securities when assessing the capital adequacy 

level (Basel Committee, 1988). However, several criticisms have been raised regarding the 

omission of other risks from the framework, with the major concern being on operational risk.  

 

While the risk-weighting of credit risk is simple and of course appealing, its practical 

implementation is hampered by the fundamental difficulty in measuring risk due to lack of 

information. The challenges of adequately assessing risk are compounded by risk weighting 
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categories that are too broad. The issue with Basel I was its overly simple and broad categories 

of risk weighting that did not adequately differentiate between assets with different risk 

characteristics. This weakness motivated banks to engage in regulatory arbitrage by risk shifting, 

whereby, the bank could substitute high risk assets with low risk assets (Heidi & Taylor, 2009 

p.141). For example, Basel I weights all commercial loans at 100%. However, the category for 

“commercial loans” covers lending to a very wide range of borrowers, i.e. an international 

corporation to an internet start- up. However, the likelihood of both defaulting is very different 

which will be reflected in the interest rate the bank will charge them. Under the Basel I approach, 

the amount a bank must set aside for both loans will be exactly the same – 8$ for each 100$ it 

lends. Thus when a bank is faced with a choice of lending 100$ between the two, it will chose 

the internet start- up  since it will earn higher interest margin despite the comparatively higher 

default risk as compared to the international corporation. This attribute made the framework to 

be criticized for its broad-brush risk weighting categories. In fact experience has showed that 

banks did indeed engage in regulatory arbitrage with the aim of substituting highly weighted 

assets for the potentially underweighted ones (Bichsel & Blum, 2005). 

Another way in which banks exploited the system was through lending to non- OECD member 

states. Banks adopted the strategy of differentiating in risk weightings between long and short 

term maturity lending to banks from these countries (Heidi Schooner & Michael Taylor, 2009 p. 

142), i.e., by swapping long-term non-OECD bank debt with a string of short-term non-OECD 

bank debt. The strategy enabled banks to be subjected to a lower capital charge, since the long-

term debt was given a risk-weighting of 100% as compared to 20% accorded to the short-term 

debt (Balin, 2008). These strategies reduced the overall regulatory capital that banks were 

supposed to hold without a corresponding reduction in actual risk (regulatory capital arbitrage). 

Furthermore, Basel I was ineffective in capturing new risks that had emerged as a result of 

financial innovation. For example, neither securitization nor credit derivatives were accurately 

captured within the Basel I framework, concerning bank’s traditional on-and-off balance sheet 

risks (Heidi &Taylor, 2009 p. 143). The implications were that, either Basel I underestimated or 

over-estimated bank’s risks, therefore not adequately capturing the actual risks faced by the 

banks. This made the framework to be criticized for encouraging regulatory arbitrage. 
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Lastly, Basel I was criticized for failing to measure up to the basics of modern finance theory 

(modern finance theory recognizes that risks can be reduced through diversification), (Cormac 

Butler, 1999, p. 36). Thus, factors that can cause one borrower to default may not be the same 

factors that cause another borrower to default on a loan, which means that risks can be mitigated 

by being spread across borrowers or industries.  Thus, simply adding up all of a bank’s credit 

risk overlooks the possibility that a well diversified portfolio might be actually less risky than the 

sum of its parts. However, Basel I treats risk as additive in such a way that every new loan 

requires additional capital to be set aside against it, irrespective of whether it or not reduces a 

bank’s risk through diversification (Heidi & Taylor, 2009 p. 143). 

 

CHAPTER 5 

5 Basel II 

Even after the amendment of Basel I framework in 1996 to incorporate market risk, important 

bank risks were still not subject to capital regulation. The proposal for a new accord went 

through extensive consultative process before acceptance. The final accord was first issued in 

2004, that later become known as Basel II. The new accord was more comprehensive as 

compared to Basel I framework (BCBS, 2006) and addressed the weaknesses raised in Basel I by 

introducing capital requirements for a wider range of risks in a pillar framework (Heidi & 

Taylor, 2009 p.166). The main objective was to develop a framework that would further 

strengthen the soundness and stability of the international banking system, while maintaining 

consistency. This was to ensure that capital adequacy regulation was not a source of competitive 

inequality among internationally active banks. The three pillars upon which Basel II is founded 

upon are illustrated in the figure below. Furthermore, it illustrates the new amendments made to 

Basel II that now forms Basel III, which will be discussed later. 
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Figure 5: The fundamentals of Basel II 

 

Source: Own illustration following Deutsche Bundesbank, (2007 

 

5.1 Pillar I – Minimum capital requirements 

Pillar I contains generic rules for calculating credit, market and operational risks in determining 

the minimum capital requirement for banks. Despite several revisions in calculating minimum 

capital requirements under Basel I framework, key features from this framework have been 

carried forward to Basel II. For example, the new framework does not lower or raise the overall 

capital adequacy ratio currently held by banks, rather, it tries to make it more risk sensitive (Rosa  

Lastra 2004). Thus, the ratio is still unchanged at 8%. Due to the loopholes in Basel I, the 

denominator of Basel II has been expanded to include operational risk in addition to market and 

credit risks. For operational risk a capital charge was established to act as a cushion against 

losses (Balin, 2008). Taking the changes into consideration, the new equation for computing 

capital adequacy ratio is shown below: 

 

Tier 1 capital + Tier 2 capital                        ≥ 8% 

Credit risk + market risk + operational risk   

 

The definition of qualifying capital barely changed under this framework. It still consisted of 

Tier 1 (equity and equity like instruments), Tier 2 (divided into upper and lower Tier 2) and Tier 

3, with some deductions being made from either Tier 1 or total capital (Richard Barfield, 2011, 

pp. 55-56). This implies that the quality of eligible capital was not improved in the new 
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framework, despite the rapid and significant financial innovation that was being experienced in 

the financial industry. The minimum ratio for capital adequacy was still 8%. The effective 

minimum Tier 1 ratio was 4%, which was never specifically set out. However, in calculating 

capital requirements, banks were now allowed to employ their own methods when computing the 

capital adequacy requirement for all the risks. 

5.1.1 Capital Requirements for Credit Risk 

To calculate capital requirements for credit risk, banks are permitted to choose among three 

methods, namely; standardized Approach, the Internal Ratings-Based Approach (IRB) and the 

Advanced Internal Ratings Approach (A-IRB) (Basel Committee, 2006, Balin, 2008). 

 

5.1.1.1 Standardized approach 

This approach is synonymous to the one applied under based I, though with some modifications. 

For example, the risk categories unlike in Basel I have been revised so that the framework 

becomes more risk sensitive. The most prominent innovation was the decision by the committee 

to rely on ratings from external credit assessment institutions such as Standard & Poor’s and 

Moody’s as the basis for assigning rated borrowers a risk bucket (Basel Committee, 2006). An 

additional risk bucket of 150% was created. The use of external ratings was to allow 

differentiation of risk weightings among corporate, sovereign and bank borrowers (Tarullo D, 

2008, p.93). For example, given the credit ratings, assets were to receive a risk weighting of 0%, 

20%, 50%, 100% and 150%. Claims on a corporation with a credit rating from AAA to AA- 

were to be weighted at 20%. Furthermore, risk-weights for sovereign claims are dependent on 

the credit ratings of an individual country. For claims on other banks, the Committee grants the 

local supervisory authority the discretion to choose between two different options for assessing 

risk-weights. For example, the first option, states that each bank irrespective of country is given a 

risk weight that is a point higher than the weight assigned to claims on the sovereign of that 

country. The second option relies on external credit ratings to assess the risk-weight, in the sense 

that a bank with credit ratings ranging from AAA to AA- is risk – weighted at 20% (Basel 

Committee, 2006). The table below gives a summary of the risk-weights under Basel II 

framework. 
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Table 1: External credit ratings and risk-weights in Basel II 

 
Source: (Basel Committee, 199b, Deutsche Bundesbank, 2004) 

Note: Risk weights illustrated using Standard & Poor’s rating categories. Bank option 1 is based on risk-

weighting of sovereign in which the bank is located. Bank option 2 is based on a rating agency 

assessment of the individual bank. 

 

5.1.1.2 Internal Ratings Based Approach 

The essence of the IRB approaches was that, qualifying banks could use their own estimates of 

the probability of default of each of its exposures in determining adequate capital levels. The 

idea was for the internally developed models to be more risk sensitive and therefore, more 

precise. In turn, banks would reduce risk-weighted assets with credit risk and thus lesser capital 

requirement. However, financial institutions capital is not allowed to be reduced by more than 

20% (Tarullo D, 2008, p. 108). 

 

Under the Advanced Internal Ratings approach (A-IRB), banks were allowed to use their own 

estimates of their exposure in the event of default, loss if default occurred and maturity of the 

exposure. The values would be converted into risks weights through formulas devised by the 

supervisors. Separate formulas were provided for corporate, sovereign and bank exposures with a 

somewhat different framework applying to retail exposures (Tarullo D, 2008, p. 108). To be 

eligible for an IRB approach, a bank was to meet minimum requirements relating to its internal 

rating, credit assessment and disclosure practices. To qualify for the A-IRB approach, a bank has 

to meet additional requirements applicable to the calculation of exposure in the event of default, 

loss if default occurred and maturity of the exposure. 

For securitization exposures, the committee provided special rules for calculating capital 

requirements. In reflecting the concern that securitization was a form of regulatory arbitrage 

under Basel I, the Committee mandated the deduction from capital of retained first-loss positions 

Ratings (claim) Sovereigns Bank option 1 Bank ooption 2 Corporations (Non-banks)

AAA to AA- 0 20 20 20

A+ to A- 20 50 50 50

BBB+ to BBB- 50 100 50 100

BB+ to BB- 100 100 100 100

B+ to B- 100 100 100 150

Below B- 150 150 150 150

Unrated 100 100 50 100
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and similar credit enhancements. The capital required for other securitized holdings depended on 

whether the bank had originated the securities or was an investor in securitized assets of another 

issuer (Basel Committee, 2006). 

5.2.1 Capital Requirements for Market Risk 

By early 1990s, banks regulators could no longer ignore the growing importance of market risk 

to banks. Therefore, a capital adequacy framework that focused on credit was no longer adequate 

to capture the full range of risks to which banks were exposed to. In 1996 the Basel I framework 

was amended and a methodology introduced for calculating required capital in respect of market 

risk (Heidi & Taylor, 2009). The Amendment was known as Market Risk Amendment (MRA). 

However, a problem for the regulator is that, banks hold a combination of both marketable and 

the traditional originate- and -hold assets. Only the former is directly exposed to market risk. To 

address this problem, the MRA divides assets into “the banking book and trading book”; the 

banking book consists of traditional banking assets like loans, bonds and some derivatives. These 

assets are valued at their historical cost. The Committee introduced an incremental risk charge 

for trading book assets that was to be applied to unsecuritized credit products. For securitized 

products, the capital charge of banking book was to apply (Basel Committee, 2009). 

 

5.2.1.1 Building block approach 

To address the problem of setting capital against trading book market risk, the regulators adopted 

the building block approach. The approach divides market risk into two components; specific 

risk and general market risk. The former is the risk of a negative price change due to the specific 

characteristics of the issuer, while the later is the risk of a negative price change due to broader 

factors affecting a range of firms.  The approach is applied on an instrument-by-instrument basis, 

with different rules for the treatment of bonds and equities. It also contains rules for 

commodities-based instruments and for foreign exchange risk. In effect, the capital calculation 

simply adds together the capital charges for each category of the financial instrument, hence the 

name building block (Heidi & Taylor, 2009, p.170) 

 

5.2.1.2 Internal models approach 

The MRA allows banks to use their own internal risk management models as an alternative to the 

relatively simple building block approach. Therefore, the internal models approach to market risk 
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replaces the building block approach’s one-size-fits all regulatory capital requirements, with 

calculations based on the output of bank’s internal risk management models. The basic problem 

with the building approach was that, it treated risks as additive, i.e. the risk on a Japanese bond 

was added to the risk on the US bonds and to the German bonds. Thus, it did not consider that in 

reality, financial markets are both positively and negatively correlated. These correlations are the 

key methodology used by banks internal risk management models, a risk management concept 

termed as Value at Risk (VAR), which is an estimate of the maximum amount that a given 

portfolio is likely to lose over a given period of time. However, bank’s internal market risk 

models are supposed to meet certain standards to be used for supervisory purposes; for example, 

the bank must have sound risk management systems and conduct regular stress tests among 

others. If a bank meets the stipulated requirements, the regulator permits the bank to calculate its 

market risk capital requirement subject to certain quantitative parameters. For example, the 

model must assume a 99% confidence interval and must assume no change in the portfolio for a 

minimum of 10 trading days. Finally, the Market risk capital charge is set at the higher of the 

previous days VAR and multiplied by a scaling factor (Basel Committee, 2005). 

 

5.1.3 Capital Requirements for Operational Risk 

Operational risk is exceptionally difficult to quantify, which means setting a capital requirement 

is a challenge. Therefore, attempts to calculate capital for operational risk are a little better than 

guess work, especially in the absence of data. However, Basel II lays out a spectrum of possible 

techniques for calculating operational risk. At one end of the spectrum, the banks with the least 

complex operations are expected to adopt the Basic Indicator Approach. At the other end, the 

Advanced Measurement Approaches, the most sophisticated banks are permitted to employ 

their internal systems for assessing their operational risk. A middle position is occupied by the 

Standardized Approach, which gives the bank some discretion in how to calculate the capital 

charge while being subject to close supervision. 

5.1.3.1 Basic indicator approach 

This approach is the simplest of the three methods, and requires each bank to hold capital for 

operational risk equal to 15% of its gross income (i.e. total operating income without any 

deductions for taxation or other costs), and links the charge to a single indicator that serves as a 

proxy for the bank’s overall risk exposure (Basel Committee, 2001a). 
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5.1.3.2 Standardized approach 

The standardized approach represents a refinement compared to the BIA. Rather than taking 

gross income from all a bank’s operations as the proxy for operational risk, it allows banks to 

divide their activities into a number of standardized industry lines e.g. corporate finance or retail 

banking, which means that the measure of operational risk differs across business lines (Heidi & 

Taylor, 2009, p.177). The indicator operational risk of the standardized approach is multiplied by 

a fixed percentage (beta factor), which could also differ across business lines. Like the Building 

block approach for market risk, the total capital charge for operational risk is the sum of the 

regulatory capital charges across each business lines. The Basel Committee has set beta in the 

ranges of 12%, 15% and 18% depending on the business lines, with operational risk for high 

volume businesses like retail banking being higher than one with relatively few transactions like 

corporate finance. 

 

5.1.3.3 Advanced measurement approach  

The Advanced Measurement Approach (AMA) allows banks that meet rigorous supervisory 

standards to rely on internal data for regulatory capital purposes (Tarullo D, 2008, p.108). Banks 

collect three data inputs for a specified set of business lines and risk types; an operational risk 

exposure indicator, data representing the probability that a loss event occurs, and the losses given 

such events. On the basis of these data, the banks come up with their calculations of the loss 

probabilities and size of the losses. To calculate the capital charge, the bank then applies that 

data it has collected to a fixed percentage (gamma factor) that has been determined by the Basel 

Committee based on the industry wide data. As is the case under standardized approach, the total 

capital charge for operational risk is the sum of the capital requirements for each business line 

(Heidi & Taylor, 2009, p.177). 

 

5.2 Pillar 2 – Supervisory review process 

Whereas pillar 1 determines the minimum level of capital a bank needs to hold, the second pillar 

moves capital requirements in the direction of optimum level for each bank (Heidi & Taylor, 

2009, p.177). Risks under the pillar as mentioned earlier, only represent some of the risks which 

banks are exposed to. The extent to which a bank is exposed to additional risks will depend on 

the nature of its business, the strength and quality of its management plus other firm specific 
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factors. Basel II describes three areas that are to be considered under the second pillar; risks that 

are not fully captured under the first pillar, risks that are not considered under the first pillar and 

factors external to the bank such as economic conditions. Credit concentration risk is a good 

example of a risk not adequately captured under the first pillar (Basel Committee, 2006). The 

capital requirement generated by the IRB approaches rests on the assumption that a bank’s 

portfolio of assets is large enough to offset idiosyncratic risk by way of portfolio diversification. 

However, in reality this is not the case even with big banks. Many banks will have portfolios of 

loans that are concentrated to some degree by economic sector or geographically (Heidi & 

Taylor, 2009, p.178).  

Some risks are not considered at all under the first pillar. The most significant of these is; the 

interest rate risk in the banking book. Although banks hold capital against these risks in their 

trading book, interest risk in the banking book was assumed to be less important, therefore Basel 

I allocated no capital charge for it. However, time has proved wrong, for example the huge losses 

experienced in the USA Savings and Loan in the 1980s (Heidi & Taylor, 2009, p.178).  

5.3 Pillar 3 – Market discipline 

The purpose of this pillar is to further reinforce the Basel framework by bolstering market 

discipline through enhanced disclosure of banks and by giving external stakeholders a better 

understanding of banks’ capital adequacy calculations and the procedures involved (Eubanks, 

2006). Pillar 3 is mainly subject to the top level of a consolidated bank, with bank subsidiaries 

being expected to disclose total capital Tier 1 capital. The information disclosed is of both 

quantitative and qualitative in nature, with the qualitative information being disclosed twice a 

year while the quantitative one once a year (Basel Committee, 2006). 

 

CHAPTER 6 

6 Global Financial crisis and the Basel Framework 

In this chapter, I will highlight the weaknesses of the Basel framework by relating it to the recent 

financial crisis of 2007-2008. Both Basel I and II will be discussed as the frameworks overlap 

each other with no clear demarcation. Basel I has only undergone through several amendments 

and evolved into being Basel II. In addition, implementation dates differs from country to 
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country. In fact, some countries had not yet fully implemented Basel II when the crisis broke e.g. 

USA (Tarulo, D, 2008). 

 

6.1 Sub-prime Lending  

The recent global financial crisis has its roots in the US mortgage market. The mortgage 

meltdown began with the bursting of the U.S. housing “bubble” that began in 2001 and reached 

its peak in 2005. A housing bubble is an economic bubble that occurs in local or global real 

estate markets. It is defined by rapid increases in the valuations of real property until 

unsustainable levels are reached in relation to incomes and other indicators of affordability 

(Katalina M Bianco, 2008).   

The crises were fueled by the sub-prime mortgage market in the USA (Tarullo D, 2008, p. 131).  

The dot-com boom period was characterized by historically very low interest rates, after the 

Federal Reserve Board cut short term interest rates from 6.5% to 1% (Katalina M Bianco, 2008). 

The low interest rates meant that obtaining credit was cheap and servicing debt was easy. In 

some instances no equity was required for extending housing loan to individuals especially in the 

USA (Blundell-Wignall & Atkinson, 2009). This phenomenon fueled the rapid expansion of 

credit to individuals, even the ones with poor credit history. As a result, the U.S subprime market 

grew rapidly years prior to the crisis. It is estimated that the U.S ownership housing rate 

increased from 64% in 1994 to 69.2% in 2004. The high demand helped fuel housing prices up 

by creating an absurd increase of 124% from 1994 to 2006 (Katalina M Bianco, 2008). Lenders 

underestimated the market by assuming that housing prices will continue exhibiting the same 

upward trend, which meant that loans could easily be refinanced or the asset sold at a profit at a 

later date. However, because the sub-prime mortgages were financed by low interests, several 

adjustments were undertaken to reflect the state of the market. With the collapse of housing 

bubble, interest rates started to increase with a corresponding fall in housing prices. As a 

consequence, there was an increase in default rates on sub-prime, adjustable and other mortgage 

loans made to higher-risk borrowers with lower income or lesser credit history. Since banks only 

originated these loans and passed the risk over to a third party, they were of less concern 

(Brunnermeier, 2009).   
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6.2 Securitization 

 In the U.S, securitized credit had played a major role in mortgage lending since the creation of 

Fannie Mae in 1930s and was playing a significant role in the global financial system (Blundell-

Wignall & Atkinson, 2009). From the mid 1990s, securitization system entered an explosive 

growth in both scale and complexity with huge growth in credit securities. The model involved 

banks issuing a variety of asset backed mortgage loans, thereafter, pool different loans like real 

estate mortgages, corporate bonds, and credit card debt into a single portfolio. Simultaneously, 

the bank would set up an independent legal entity like Structured Investment Vehicles (SIV). 

Thereafter, the bank would remove the portfolio of loans from the bank’s balance sheet by 

transferring or selling to the SIVs. The portfolios were then securitized once more and the bonds 

were pooled together to form a Collateralized Debt Obligation (CDO). In addition, the portfolios 

were later sliced into different tranches according to the risks inherent in them, and later sold to 

different investor groups with different risk appetite. The riskiest tranche was retained by the 

SIV to ensure adequate monitoring of the loans (Brunnermeier, 2009).  

 

The funding strategy employed by the SIV was to fund these assets by lending short-term in the 

money market, while the pool of long-term loans acted as collateral. This strategy exposed banks 

to liquidity risk. Furthermore, the SIV received reputational and contractual credit guarantees by 

the bank sponsoring it, which indirectly meant that banks were still exposed to risks inherent in 

these instruments via the SIV, through the liquidity backstops guaranteed to their off-balance-

sheet instruments. However, the Basel I framework as mentioned earlier, was not able to capture 

the off-balance-sheet activities such as reputational credit lines and  assigned a low capital 

charge for contractual credit lines (Brunnermeier, 2009). In reference to Basel II, there would be 

no risk-weight if the credit risk had been moved to a third party as described in section 5.1. 

Furthermore, the risk-weights in Basel II were based on external credit rating agencies. These 

agencies assigned high credit ratings to the securitized loans since the pool consisted of different 

loans that had depicted low historical correlation in terms of default rates, and as a result, were 

regarded as safe. Furthermore, the credit rating agencies also assigned high ratings to CDOs that 

were held by the SIVs. From the fact that, banks worked closely with the credit rating agencies, 

they would in some instances, be advised by the credit rating agencies on how to design and 

structure the products in order to attain a favourable credit rating (Brunnermeier, 2009). 
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6.3 The bubble bursts 

Problems in the market for securitized sub-prime mortgages become apparent early in 2007, 

when spreads on various structured products widened substantially, as a lagged response to the 

previous years of increasing delinquencies on the underlying sub-prime mortgages (Borion, 

2008). Spreads shot upwards significantly on most securities backed by home equity loans, 

including those that had been highly rated by the credit rating agencies that were now 

downgraded (Tarullo D, 2008, pp 131-132). Many off-balance-sheet entities created by financial 

institutions to transfer risk were having difficulties rolling over their issues of commercial paper, 

since the institutional investors that buy this paper could no longer rely on the quality of the 

underlying mortgage-based assets. The off-balance-sheet entities, both conduits and the SIVs 

were having difficulties financing their assets and thus were forced to call upon the backup 

liquidity facilities provided by the sponsoring bank.  The impact of these developments on banks 

was dramatically illustrated when a German bank, IKB was unable to provide adequate 

support(roll over loans) to one of its sponsored funding vehicles, that it had to be rescued by the 

owners and a consortium of other banks (Brunnermeier, 2009,  Tarullo D, 2008, p132). A 

number of hedge funds and non-bank mortgage companies also experienced severe difficulties. 

The spread of liquidity problems and continued credit deterioration in underlying mortgage 

assets, eventually developed into a systemic liquidity crisis. Banks become unwilling to lend to 

each other, due to concerns about the condition of the potential counterparties afflicted with 

falling asset values, and were rather focused on strengthening their own liquidity positions. In 

September, Northern Rock, a British bank suffered a deposit run and had to receive an 

emergency assistance from the Bank of England. Northern Rock’s problems stemmed from its 

highly deleveraged position and it’s reliant on short-term money market funding, which resulted 

into the bank not being able to meet its short and long-term obligations (Chorafas Dimitris, 2009, 

pp. 167-170, Shin, 2009). 

 

6.3.1 Regulatory failures 

Apart from the factors mentioned above, regulation also played apart. Not only did regulation not 

keeping up with the changes in financial markets,  but it also encouraged innovation in an 

attempt by banks to evade regulation requirements. As already mentioned earlier in part 4 on the 

treatment of securitization under Basel I, it encouraged banks to securitize assets to minimize 
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their regulatory capital (Regulatory arbitrage). This strategy seemed to be convenient for credit 

institutions especially at a time of a significant growth in lending, which meant that if loans were 

kept on the balance sheet, it would increase the regulatory capital. Basel II, assigned risk-weights 

to real estate mortgages which were low, in the sense that, it would be reduced from 50% to 

35%. Furthermore, the failure to consolidate the risks incurred by conduits and SIVs, despite the 

sponsoring banks large contingent exposures to them, led to the creation of the “shadow 

banking” system (Heidi & Taylor, 2009 p. 283). The shadow banking system is facilitated by 

the bank-like function of maturity transformation that is performed to a large extent by the 

unregulated institutions, i.e. SIVs, conduits and mutual funds that are not subject to regulation 

(unregulated). As a result of this activity, great amount of risk is accumulated on their banking 

book making them more vulnerable to liquidity risk. During the financial crisis, these institutions 

played a great deal in liquidity crisis, as many of them attempted to simultaneously liquidate 

their positions (FSA, 2009, PP.39-40).  

 

6.3.2 Pro-cyclicality 

Banks lending patterns are naturally pro-cyclical; however, the Basel framework exacerbates this 

phenomenon through the business cycle. First, during economic boom borrowers are in a better 

financial position that leads to more lending opportunities for banks to projects that appear 

viable. More so, default rates will be lower and banks will tend to set aside less capital buffer to 

cover potential losses, as borrowers and lenders tend to underestimate risks that will appear as 

the business cycle turns down.  By contrast, in economic downturns, banks experience higher 

default rates on existing loans and are required to make additional provisions for losses. In turn 

capital declines and banks constrict their lending to fewer projects (Tarullo D, 2008, pp.77-78). 

Secondly, the internal risk models are based on short-term observation (e.g. 1year), with the 

assumption of normal distribution (FSA, 2009, p.42). This attribute makes them unable to 

capture fat-tail risks and can therefore, only predict default rates for a shorter time horizon 

(Gordy & Howells, 2006). 

 

6.4The situation in EU countries 

When the crisis in the US subprime market erupted, it quickly had major repercussions 

throughout the world, especially in Europe. European banks were no different from the US 
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banks. The financial crisis has had a pervasive impact on the real economy in the European 

countries, though some EU countries have been more vulnerable than others, reflecting 

differences in current account positions, exposure to real estate bubbles or the presence of a large 

financial centre. Years preceding the crisis, the European economy was experiencing strong 

economic growth, characterized by low interest rates, risk premier and abundant liquidity. 

Conversely, bank leverage also expanded significantly (ECB, 2009). The figures below show the 

financial developments in Europe in the years preceding the crisis. The figures also help clarify 

the difficulty of the present European situation and in particular the extent of the current debt 

overhang in peripheral European countries. Figure 6 and 7 refer to the 5 major European 

countries and the three peripheral countries that needed the joint intervention of the EU and the 

IMF. Figure 6 compares the annual growth rate of GDP at market prices, total loans to the 

nonfinancial sector, and total assets. Figure 7 shows the ratio of the same loans to total assets in 

1997 and 2009. Figure 8 shows the development in loan-to-deposit ratio in the EU 27 countries, 

while figure 9 shows bank lending to private households between the years 2000 and 2009. 

 

Figure 6: Growth of GDP, Loans & Assets from 1999 to 2009 

 
Source: ECB (EU Banking structures, September, 2010) 
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 Figure 7: Loans – to – deposit ratio from 1999 to 2009  

 
Source: ECB (EU Banking structures, September, 2010) 
 
 

Figures 6 and 7 depict that in all European countries, bank loans and bank assets grew more 

rapidly than nominal GDP. Total assets, which include loans to other banks and securities, also 

followed the same trend. Furthermore, bank lending to private economy (such as consumer credit 

or to non-financial corporation’s) increased rapidly from 2004 to 2007. However, the trend was 

reversed at the beginning of 2008 as depicted in figure 7 above. This development was 

accompanied by a persistent high rate of non-performing loans in most EU member states, which 

left many European banks to be highly exposed to liquidity risk. When interbank markets were 

impaired in 2008, banks in Europe had difficulties rolling over their short-term debt. It soon 

became clear that banks were facing a solvency problem (EBF statistics, 2010). The European 

economy was affected negatively in terms of low GDP growth rate and high rate of 

unemployment (ECB statistics, 2010). On the other hand, loans grew much faster than deposits, 

which meant that the loan-to-deposit ratio increased significantly over the period as a result of 

decreasing loans, increasing deposits and an effort by banks to limit liquidity risk (ECB, 2010). 

While in 1997 only Ireland, UK, and Germany were above the 100% line, in 2009, all countries 

except Greece were above this line. Figure 8 below illustrates the dynamics in the loan-to-

deposit ratio in the EU 27 countries, which shows that over the past years, the general trend of 

bank deposits growing faster than bank loans could be observed in these countries. Between 

2000 and 2010, deposits in EU-27 is said to have grown at a rate of 87%, while loans by 65%, 

which lead to an improvement to the Loan-to-Deposit ratio that stood at 103% by the end of 

2010 (EBF statistics, 2010). 
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 Figure 8: Developments in Loan-to-deposit ratio in the EU-27 

 

   Source: European Banking Federation (EBF) statistics, (2010) 

 

Figure 9: Bank lending to private economy in the EU 27 

 

Source: ECB (EU Banking structures, 2010) 

 

Figures 6 and 7 also illustrate the basic problem of European banks. From the figures it’s clear 

that the outstanding loans have risen at a higher pace than that of income, which should of course 

raise questions. The figures also show that European banks had a huge funding problem that 

picked in 2008 and explains why most European banks are in their current difficulties and why 

the market is pricing a higher risk for European banks (EBF statistics, 2010). Another indicator 

of funding problem for the European banks is the 10-year euro swap spread, which measures the 

difference in cost between a 10-year fixed/floating rate swap between banks and the 10-year 

Bund rate which increased substantially as a reflection of an increase in counterparty risk 
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between banks. The average for European banks was three times the US average – levels 

comparable to those seen during the Lehman crisis (European Economy Series, 7, 2009).  

Increased losses accompanied by lending that was financed to a larger extend by leverage was 

evident to be a bad cocktail during the financial crisis. Banks had more loans as compared to 

income (nominal GDP) as depicted by figures 6 and 7. This phenomenon was catastrophic as 

banks were unable to sustain their debt levels. With the extensive leverage, the European 

banking industry was more vulnerable to liquidity risk. In the course of 2007 and 2008, a number 

of European banks faced liquidity and solvency problems, which was to be seen as an early sign 

of growing problems in Europe. European banks Northern Rock in UK and Landesbank Sachsen 

in Germany were among the first culprits. About half a year later, the list of (almost) failed banks 

had grown long enough to ring the alarm bells that systemic meltdown was around the corner. To 

prevent a total collapse of the European financial sector, central banks of European countries had 

to intervene with liquidity and credit facilities. 

  

6.5 EU intervention 

The global financial crisis and the related economic downturn strained the public finances of 

many advanced economies in Europe, sending shock waves through the financial markets. The 

financial-market sentiment was adversely affected by a great concern about sovereign risk in the 

euro area. Tensions in sovereign bond markets reached a critical point in two member states; 

Greece and Ireland, prompting the need for financial assistance from the EU and the IMF. The 

sovereign debt market tensions also spilled over to other market segments, such as money and 

inter-bank markets, as investors feared spill-over effects to the wider financial sector and the real 

economy (European Commission, 2010). The European Union responded to this situation with 

an ambitious and intensive program of regulatory reform in the sector of financial services. 

Towards the end of 2009, fears of sovereign debt crisis developed among conservative investors 

concerning some European states, with the situation becoming more tense early in 2010 that 

included Euro-zone member states; Greece, Ireland, Portugal, among others. In these countries 

where sovereign debt had increased sharply due to bank bailouts, a crisis of confidence emerged 

with the widening of bond yield spreads and risk insurance on credit default swaps between these 

countries and other EU members, most importantly Germany (New York Times, April 2012).  
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The debt crisis especially in Greece, led the finance ministers of the EU to be concerned of a 

possible contagion to other weaker European economies and a financial turmoil (Congressional 

Research Service, 2011). On 9 May 2010, the finance ministers of the EU 27 member states 

approved a comprehensive rescue package worth €750 billion aimed at ensuring financial 

stability across Europe by creating the European Financial Stability Facility (EFSF). The EFSF is 

a special purpose vehicle financed by the17 euro- area zone members to address the European 

sovereign debt crisis (EFSF, May, 2012). It was created as an emergency entity, when European 

leaders struggled to bail out Greece and keep the turmoil caused by its debt from spreading 

through the euro-zone’s weaker members (New York Times, April, 2012). The mandate of the 

EFSF is to "safeguard financial stability in Europe by providing financial assistance" to euro area 

states. The EFSF raises funds needed by issuing bonds or other debt instruments on the market 

with the support of the German Debt Management Office. The funds raised are given as loans to 

countries in the euro-zone facing financial difficulties, recapitalize banks or buy sovereign debts. 

The bonds are backed by guarantees given by the euro area member states in proportion to their 

share in the paid-up capital of the European Central Bank. A separate entity, the European 

Financial Stabilization Mechanism (EFSM), is a programme reliant upon funds raised on the 

financial markets and guaranteed by the European Commission using the budget of the European 

Union as collateral (European Commission, 2010). 

In 2010, EU sovereign bond markets experienced extreme tensions, with spreads rising 

dramatically on Greek, Irish and Portuguese sovereign bonds in addition to the markets’ concern 

about credit risk (due to high public debt and publicly guaranteed contingent liabilities) and 

funding risk (European Commission, 2010). On 2 May 2010, the Euro-zone countries and the 

International Monetary Fund agreed to a €110 billion loan for Greece. The Greek bail-out was 

followed by a €85 billion rescue package for Ireland in November
 
and a €78 billion bail-out for 

Portugal in May 2011.  By the summer of 2011, it was clear that Greece would need a second big 

bailout package, and worries rose again about contagion, as Italy and Spain saw the interest rates 

charged on its borrowing rise steeply. By August 2011 European leaders found themselves again 

intervening in the markets, this time to protect Italy and Spain, two countries seen as too big to 

bail out. The European Central Bank reluctantly responded by buying large amounts of Italian 

and Spanish bonds and lent vast sums to banks on easy terms to head off a liquidity crunch, as 

leaders put together a plan that would increase the powers of the European Financial Stability 
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Facility to head off a “run’' on governments seen as in danger of default. On January 13, 2012, it 

became apparent that the European sovereign debt crisis was far from over, when Standard & 

Poor’s stripped France of its sterling credit rating, downgrading it one notch from AAA to AA+. 

The ratings agency also cut Portugal’s credit to junk status and downgraded Italy’s debt by two 

steps .The actions, which lowered the ratings of nine countries, posed fresh political challenges 

for politicians as they tried to stabilize the problem on the continent and made it more difficult 

for the European banks to acquire external financing. 

 

CHAPTER 7 

7 Basel III 

The Global Financial Crisis has provided an opportunity for a fundamental restructuring of the 

approach to risk and regulation in the financial sector. The unprecedented miscalculation of risk 

that led to the credit crunch during the financial crisis, together with other deficiencies in Basel 

II, put the framework under scrutiny due to its failure of dealing with the issues raised during the 

financial crisis. However, at the time of the crisis, Basel II had not had a chance to be tested in 

real life, since it was still in its infancy and yet to be adopted in many countries.  As a response 

to the crisis, the Basel Committee has developed a raft of measures designed to strengthen the 

banking system, by adopting higher capital levels and harmonized liquidity standards. In 

addition, the Committee has come up with other quantitative initiatives applicable to large 

complex financial institutions in an effort to limit systemic risk. The new rules were published in 

December 2009, and afterwards, Basel III was released in December 2010. In parallel, the 

European Commission launched a legislative process to issue its fourth Capital Requirement 

Directive (CRD IV), which was to be enacted in 2010.  

The new framework continues to build upon the three pillars as in Basel II discussed in part 5 

(see figure 2), with major changes occurring in pillar 1. In this pillar, the Committee has 

proposed significant changes to capital in terms of composition and capital ratios. The aim is to 

enhance the quality and increase the quantity of capital. Another major innovation is the 

introduction of global liquidity standards which has two aspects; namely Liquidity Coverage 

Ratio and the Net Stable Funding Ratio that banks must maintain as a minimum. In the previous 
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frameworks, the Committee only gave recommendations regarding sound liquidity risk 

management practices for financial institutions. The Committee further recommends changes to 

Pillar 2 (banks internal assessment of capital and supervisory review risk of risk management 

and capital assessment), and pillar 3 (market discipline). The following chapter elaborates on the 

new Pillar 1 requirements as envisaged by the Committee. 

7.1 New capital requirements 

The Basel Committee realized that the effects of the financial crisis were made severe partly due 

to lack of high quality and sufficient capital held by banks. As a counter-measure, the Committee 

has adopted measures that are set to increase the resilience of the banking system and of 

individual banks by launching new capital requirements. The new capital requirements are aimed 

at addressing both the quality and quantity of eligible bank capital. A major innovation entails 

the new capital requirement, which requires banks to maintain a buffer over and above the 

minimum capital level. The main aim is to capture pro-cyclicality and systemic risk in the 

financial industry. 

 

7.1.1 Definition of capital 

 The framework under which capital adequacy is assessed is not changed. As in Basel II, it 

continues to distinguish between Tier 1 and Tier 2 capital. However amendments have been 

made both to the quality and quantity of capital requirements. Tier 1 capital is supposed to 

absorb losses under a going concern assumption and consists mainly of common equity and 

retained earnings, which is regarded as more tangible and able to absorb losses (Basel 

Committee, 2010a). Basel III also includes a subcategory of Tier 1 capital (Additional Tier 1 

capital) consisting mainly of hybrid instruments (Barfield R, 2011, p.68). Basel II only 

distinguished between Tier1 and Tier 2, with Tier 1 capital consisting of equity and equity like 

instruments (hybrid instruments).  The amount of hybrid capital was however, limited to 50% of 

total Tier 1 capital that made up 4% of risk-weighted. The lack of clear definition of capital 

under Basel II, led banks to utilize this loophole by holding 2% high quality Tier 1 capital and 

2% low quality hybrid capital to comply with the capital requirement of 4%. Basel III addresses 

this problem by dividing Tier 1 capital into two levels, namely Common Equity Tier 1 (CETI) 

and Additional Tier 1 capital. Only high quality capital is eligible for inclusion in Tier 1 capital 
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that is predominantly made up of common shares plus retained earnings for Joint Stock 

Company. Common shares should be considered subordinated claim in liquidation to be 

considered loss absorbing and should have unlimited and variable claim and not fixed. 

Furthermore, the principle is supposed to be perpetual and not to be repaid outside of liquidation. 

In an effort to increase the quantity of capital, the Basel Committee now mandates that CET1for 

banks be raised from 2.0% as in Basel II to 4.5%, thereby increasing the ratio of high quality 

capital by 2.5% (Basel Committee, 2010).   

Instruments eligible for inclusion in ATI capital are to comply with 15 requirements as specified 

by the Committee, i.e. this form of capital should be subordinate to depositors, general creditors 

and to the bank debt.  Furthermore, the report presented by the Basel Committee on January13, 

2011, requires that all none-core equity instruments or ATI instruments should have a bail-in 

feature.  Meaning that these instruments should have a provision or clause that requires them to 

be converted into common equity or written down upon the occurrence of the trigger event 

(KPMG, Nov, 2011). In addition, the instruments are not required to have a maturity date or 

incentives for redemption (perpetual) and the bank should be able to cancel distributions or 

payments as they fall due (Barfield R, 2010, P. 71). The rationale behind the bail-in-feature is to 

prevent cases where banks were rescued by the injection of public money, while the holders of 

non-core capital instruments such as preference shares, hybrid equity or Tier 2 debt did not suffer 

any loss of principal. Therefore the idea is that if the taxpayer has to step-in to rescue a bank, the 

bondholders should suffer too (KPMG, Nov, 2011). The stricter definition of capital is to ensure 

that only loss absorbing capital is included in CETI to avoid insolvency as witnessed during the 

financial crisis (Babic, 2012).  There is no minimum amount set by the Basel Committee 

regarding Additional Tier 1 capital. However, total Tier 1 capital comprising of the sum of CETI 

and ATI capital is required to be at least 6% of risk-weighted assets, which implies that banks 

can choose to hold 4.5% CETI and 1.5% ATI. 

Tier 2 capital is defined as capital that can be used to offset losses as a gone concern. Under the 

new framework, instruments to be included in Tier 2 capital have been simplified by eliminating 

the upper and lower layers of Tier 2. Moreover, Tier 3 capital that mainly consisted of 

subordinated debt against market risk has been abolished (BIS Speech by Hervé Hannoun, 2010, 

pp. 3-4). The requirements for eligibility under the new framework are less stringent and not too 
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dissimilar from the old version. Capital instruments will have a maturity of five years and be 

subordinated to depositors and general creditors of the bank. Additionally, there will be no 

incentive to redeem Tier 2 capital. However, the Committee has decided to include a conversion 

feature, requiring that capital instruments for eligibility should be able to be converted into CETI 

or written down in case of trigger event, which implies that much of the qualifying debt under 

Basel II will unlikely qualify (Barfield R, 2011, p72).  Most of Tier 2 capital for European banks 

comprise of subordinated debt. With the new conversion factor requirement, European banks 

subordinated debt will be ineligible for inclusion, thus posing a great challenge for banks 

(KPMG, Dec, 2011).  Under Basel II, it was required that the Tier 2 capital be restricted to an 

amount equal to total of Tier 1 capital. Basel III’s approach is different, whereby the sum of Tier 

1 capital and Tier 2 capital is required to be at 8% minimum of risk-weighted assets (Basel 

Committee, 2010a). This implies that there is no change regarding the total capital base in both 

Basel II and III. Figure 10 illustrates the changes that have occurred to the bank’s capital 

structure under Basel II and the resulting capital structure under Basel III. Figure 11 shows a 

comparison of the minimum capital requirement between the two frameworks. 

 

 Figure 10:  A stylized bank’s capital structure 

   Basel II    Basel III 

 

Source: (Bank of International Settlement, 2010) 
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Source: Illustration following Babic, (2011) 

 

7.1.1.1 Deductions from capital 

The Basel Committees aims to harmonize the global deductions from capital in order to create a level 

playing field.  Therefore, virtually all deductions from capital will be entirely from CETI. This includes 

good will, intangibles, pension, deferred taxes and minority interest (BIS Speech by Hervé Hannoun, 

2010, pp. 3-4). However, in regard to minority interest, if a bank acquires another company with a 

minority interest and consolidates its income in the acquiring banks income, the resulting net income of 

the third party with the majority interest cannot be consolidated in the bank’s common equity. 

Furthermore, investments made in other financial institutions are to be deducted from capital. In Basel II, 

certain items were treated as 50 percent deductions from Tier 1 and 50 percent from total capital. Under 

Basel III, these items are treated as risk-weighted assets with a 1250% risk-weighting. They include some 

securitization and equity exposures and significant investments in commercial entities. Nonetheless, the 

stricter rules will not impact most European banks much as they already apply most of the deductions set 

out in Basel III (Blundell-Wignall & Atkinson, 2010).   

 

7.1.2: Capital buffers 

Whilst no capital buffers existed under Basel II, the new framework requirements banks to retain 

capital conservation buffer on top of the minimum requirements. In Basel II, the regulator merely 

encouraged banks to hold capital in excess of the minimum requirements.  However, the severe 

pro-cyclical amplification of financial shocks across the financial system and the wider economy 
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was so destabilizing during the financial crisis, that the committee has adopted measures to 

mitigate this problem. The new framework comprises of two capital buffers, namely the Capital 

Conservation Buffer and the Countercyclical Buffer (Barfield R, pp.81-82, 2011). The Capital 

Conservation Buffer is to encourage banks to build up capital buffers in good times by acting as 

a cushion in periods of stress. Therefore, banks are mandated to hold a capital conservation 

buffer of 2.5% of risk-weighted assets in addition to the minimum requirements of 4.5% bringing 

the total Tier 1 capital to 7% (Basel Committee, 2010a). The capital buffer is to be met with 

Common Equity Tier 1 after the application of deductions. The total Tier capital is projected to 

increase to 8.5% with the total capital base not being less than 10.5% of risk-weighted assets by 

the end of the transition period.  Banks are allowed to hold a capital buffer level below limit 

during periods of stress, since it is a cushion against losses. However, as a consequence, the bank 

is restricted on discretionary earnings distributions like dividends and share buy-backs (Basel 

Committee, 2010a). 

 

The Countercyclical Buffer is meant to achieve a broader macro-prudential goal of protecting 

the banking sector from periods of excessive aggregate credit growth. As in the previous case of 

capital conservation buffer, the countercyclical buffer did not exist under Basel II. However, as 

opposed to the capital conservation buffer, banks in this case are not mandated to hold a 

countercyclical buffer at all times, rather, for any given country, the buffer will be in effect only 

when there is excess credit growth that results in a system-wide build up of risk (Barfield R, 

2011, pp 263-264).  The Basel Committee imposes a requirement of a countercyclical buffer 

within the range of 0% and 2.5% of common equity or other fully loss absorbing capital to risk-

weighted assets that will be implemented according to national circumstances. As the financial 

crisis revealed, losses in the banking sector can be very large when a downturn is preceded by a 

period of excess credit growth. The countercyclical buffer will ensure that capital requirements 

are linked to the current state of the macro economy. Furthermore, the Committee gives local 

jurisdictions the authority to monitor excess credit growth and assess the build-up of system-

wide risk. If there are increases in system-wide risk, the banks are to hold the buffer. Due to the 

jurisdiction specific character of the countercyclical buffer that seeks to reflect differences in the 

cyclical state of national credit market conditions at any given point in time, the overall buffer 

requirements for internationally active banks is to be calculated as the weighted average of the 
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national countercyclical buffer if any (BIS, 2010a, p. 57. As an indicator of excess credit growth, 

the Committee suggests using the ratio of total credit by GDP, where credit is defined as the total 

debt to private non-financial sector. In addition, the regulator stresses the importance of 

monitoring other indicators such as asset prices, real GDP growth and how timely non-financial 

entities are likely to meet their obligations (Basel Committee, 2010c). 

 

7.1.3 Risk Coverage 

In addition to tightening the definition of capital, the new framework proposes to increase capital 

requirements for some type of transactions and obligors. The Committee has identified multiple 

areas in which to increase capital requirement. The major changes focuses on counterparty credit 

risk (CCR) arising from bank’s derivatives, repos and securities financing transactions (PWC, 

2009). The limitation of the Basel II framework was highlighted during the financial crisis, 

where on -and -off balance sheet risks relating to Special Purpose Vehicles were not adequately 

captured (OECD, 2010). Basel II focused primarily on banking book where traditional assets 

such as loans are held, but as indicated by the financial crisis, most losses occurred in the trading 

book, especially complex securitization assets such as collateralized debt obligations (CDOs). 

The capital requirements on trading book were perceived to be too low relative to the banks 

economic capital estimates (BIS Speech by Hervé Hannoun, 2010, pp. 3-4). The Committee has 

addressed this anomaly by requiring higher risk-weights for financial counterparties in the form 

of an extra capital charge, providing incentives for banks to move trades to central 

counterparties, strengthening the collateral management function, increasing margin periods for 

collateralized trades as well as stress testing and back testing requirements (Barfield R, 2011, 

pp126-127). The idea is to raise capital buffers backing these exposures and reduce pro-

cyclicality. However, industry experts have expressed concerns that the amendments will double 

the capital charge for tradable assets (IMF, Nov, 2010). 

 

7.14 Extra capital charge for large and complex banks 

In addition to banks being mandated to hold significantly more capital, the Committee has 

proposed additional rules to apply to the largest global banks. The rules are to deal with concerns 

that such banks are regarded as too big to fail (meaning relevant governments would, as in the 

financial crisis, be prepared to use public funds to bail them out rather than face the systemic 
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consequences of their failure)  (Basel Committee, 2010a). As a result the Basel Committee, in its 

consultative document presented in June 2011, set out a quantitative and qualitative assessment 

methodology in an effort of assessing the global systemic importance of individual institutions. 

Five categories are set out in how to identify the global importance of individual banks in terms 

of their systemic impact of failure or distress; namely, cross-jurisdictional activity, size, 

interconnectedness, substitutability and complexity (Morrison Foester, Aug, 2011).  However, 

the BCBS provides an opportunity for individual supervisors of banks to make adjustments to a 

bank's own criteria that should be determined by reference to the above criteria. However, the 

bar for such adjustments should be high and only undertaken in exceptional cases. The additional 

loss absorbency requirement suggested for systematically important banks is to range between 

1%, 1.5%, 2%, or 2.5% of risk weighted assets. At long last, when combined with the new Basel 

III requirements, the proposals will result in the minimum common equity requirement for the 

largest global banks increasing from the current 2% of risk-weighted assets to 9.5% and 

potentially 10.5% thereafter.  In addition, the loss absorbency requirement will be met with 

common equity tier 1 capital only.  

 

7.2 Asset-based leverage ratio 

Another trigger of the financial crisis was the uncontrolled build up of leverage in the banking 

sector (FSA 2009). To constrain this phenomenon, the Basel Committee has responded by 

introducing a simple non-risk weighted leverage ratio that will reinforce the risk-based minimum 

capital requirements under the previous frameworks (Basel Committee, 2010a). Basel III defines 

leverage ratio as Tier 1 capital as a proportion of total assets adjusted for off-balance-sheet items, 

whereby, a high ratio will indicate a high leverage (Katia D’ Hulster, 2009). The leverage ratio is 

intended to address pro-cyclicality, which arises from banks excessive lending (excessive build-

up of debt positions) and the inability of the risk-based models to capture all the risks (DNB, 

2010). In addressing this deficiency, the ratio is not based on banks internal ratings assessments 

or ratings from external agencies (Barfied R, 2011, pp187-190). The internal models employed 

by banks are inefficient in capturing all risks. For example, banks will tend to increase leverage 

and thus lending during periods of economic booms and still manage to be in the capital 

adequacy limit. However, Leverage is pro-cyclical because the expansion and contraction of 

banks balance sheets amplify rather than counteract the credit cycle. Since banks actively 
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manage their leverage during the cycle using collateralized borrowing and lending, they seem to 

be less leveraged. The situation is worsened by the fact that the risk-based models are not able to 

capture the extra risk taken on by the banks during these periods. As a result, their balance sheet 

expands and as a consequence, the supply of liquidity increases. In contrast, during periods of 

slow economic growth, banks contract their balance sheets, reducing the overall supply of 

liquidity (Adrian and Shin 2008).  

To dampen pro-cyclicality, the Committee has proposed the implementation of a minimum 

leverage ratio of 3% (Basel Committee, 2010).    From the final guidance document issued by the 

Committee in Dec 2010, the leverage ratio will not be migrated in pillar 1 immediately (i.e. 

making it subject to a regulatory capital requirement). The Committee has instead divided the 

transition period into two phases starting January 2011. The transition period will serve as a basis 

for testing and monitoring the ratio with the migration into pillar 1 taking place in 2018 (Barfield 

R, 2011, p.188).  Figure 12 shows a summary of the minimum capital requirements, capital 

buffers and the leverage ratio. 

 

 

Source: (Richard Barfield, 2011: Basel III and beyond)   

Note: Tier 1 capital includes Common Equity Tier 1 (CETI), and total capital includes Tier 1 

capital. From the chart illustration, countercyclical buffer is 2.5%, while leverage ratio is the 

percentage of total assets. 

 

7.3 Global liquidity standards 

The recent financial crisis brought forward a heated debate on the importance of bank liquidity. 

Many banks among others Northern Rock and Lehman Brothers, experienced difficulties as debt 
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markets froze, cheap funding disappeared and liquidity dried up (Krishnamurthy, 2010). The 

whole banking system was on the verge of impairment that it necessitated central banks of many 

countries to intervene to support money markets and individual financial institutions by means of 

direct government intervention. Therefore, measures aimed at curbing this problem have been 

adopted. In the previous framework, the Committee had addressed the importance of sound 

liquidity management, since liquidity management was regarded as a central activity in banks, 

especially commercial banks (Basel Committee, 1992).  Basel I did not implement liquidity 

requirements, rather it gave guidance on how banks should manage liquidity. However, banks 

have changed the way they fund themselves and manage their liquidity. Furthermore, the 

standardized liquidity requirements enforced by pillar1 and adopted by some countries lacked 

consistency and as proved by the financial crises were inadequate. The new liquidity standards 

comprises of two minimum standards for funding liquidity. Their aim is to ensure short-term 

resilience of a bank’s liquidity profile through the Liquidity Coverage Ratio (LCR) and long-

term stable funding sources through the Net Stable Funding Ratio (BCBS, 2010a, pp.8-9). 

 

7.3.1 Liquidity Coverage Ratio 

The LCR is to ensure that banks maintain a stock of high quality liquid assets which is sufficient 

to meet short-term liquidity needs (ECB, 2010). The ratio ensures that banks have high quality 

liquid assets to withstand severe liquidity stress lasting one month, by regulating assets of high 

quality to offset cash outflows that could arise under a stress scenario. The LCR could, for 

example have mitigated the challenges of short-term liquidity funding as witnessed during the 

financial crisis, when the demand for short-term liquidity exploded and the ABCP market 

collapsed (Dodd & Mills, 2008).  The LCR standard builds on the traditional methodologies 

employed by banks to assess exposure to contingent liquidity events and is defined as below.  

 

  Stock of high quality liquid assets            ≥ 100% 

Total net cash outflows over the next 30 calendar days 

 

The relation of these positions must be at least 100% at all times (BCBS, 2010). An example for 

LCR calculation can be found in appendix 1. I will now turn to elaborate on the components 

entailed in the ratio. 
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7.3.1.1 High quality liquid assets 

The “stock of high quality liquid assets” is in the numerator of the LCR. The understanding is 

that, banks must hold a stock of unencumbered (not pledged) high quality liquid assets to cover 

the total net cash outflows over a 30-day period (BCBS, 2010). The implementation is intended 

to favour those assets that are counted as liquid, and at the same time reduce incentives to hold 

assets that are considered less liquid (ECB, 2010). The Committee has liberalized the definition 

of what counts as a liquid asset in their liquidity framework. The high quality liquid assets can be 

divided into two categories (Ernst & Young, 2010), namely; Level 1 assets and level 2 assets: 

Level 1 assets are limited to cash, central bank reserves which can be drawn down in times of 

stress and certain categories of government debt. These assets can comprise unlimited share of 

liquid asset pool for the purpose of the LCR and are not subject to a haircut. Whereas, Level 2 

assets include other certain categories of government debt and at least AA- rated corporate bonds 

(issued by a non-bank), and covered bonds which have a proven track record as a reliable source 

of liquidity (repo or sale) in the capital market. Furthermore, they are limited to 40% of the 

overall liquid asset pool when computing the LCR. In addition, a haircut is applied to their 

current market value. A minimum haircut of 15% is applied to level 2 assets (BCBS, 2010).  

Figure 1 in appendix1 depicts the different categories of high quality liquid assets. 

  

7.3.1.2 Total net cash outflow 

In the denominator of the LCR are the “net cash outflows”. The net cash outflows over a 30-day 

time period are determined by the total expected cash outflows minus total expected cash 

inflows, and reflect the net amount of funding that may not be realized within the 30 days under 

a stress scenario. Total expected cash outflows are calculated by multiplying the outstanding 

balances of various types of liabilities and off-balance sheet commitments by rates at they are 

expected to run off or be drawn down (i.e. the amount of funding maturing in the 30-day period 

that will not be rolled over). 

 

7.3.2 Net Stable Funding Ratio 

The NSFR is to promote short-term resilience over a longer period by creating additional 

incentives for banks to fund their activities with more stable funding on an ongoing basis. The 

idea is to require banks to hold a minimum amount of medium/ling-term funding in relation to 
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the underlying liquidity risk of assets (BCBS, 2010).  This metric establishes a minimum 

acceptable amount of stable funding based on the liquidity characteristics of an institutions assets 

and activities over a one year horizon. The standard is designed to act as a minimum 

enforcement mechanism to complement the LCR and reinforce other supervisory efforts by 

promoting structural changes in the liquidity risk profiles of institutions away from short-term 

funding mismatches, and towards more stable, longer-term funding of assets and business 

activities (Barfield R, 2011 p.163). The NSFR ratio must equal or exceed 100% at all times, and 

is defined as below. 

 

 NSFR = Available amount of stable funding    > 100% 

   Required amount of stable funding 

 

 The ratio compares the available funding sources with funding needs resulting from the asset 

side of the balance sheet. Available and required funding amounts are determined using 

weighting factors applied to banks liabilities to estimate the amount of available funding and to 

its assets to estimate a figure for the required stable funding, which in turn reflect the stability of 

the funding available and the duration of the asset (KPMG, 2011). The different types of cash 

out-flow and in-flow can be found in appendix 1 figure 2. 

 

7.3.2.1 Available amount of stable funding 

The “available amount of stable funding “(ASF) includes those types and amounts of equity and 

liability financing expected to be reliable sources with a maturity of more than one year, under 

conditions of extended stress scenarios. Each ASF factor is allocated between the ranges of 

100% to 0% to the items on the liability side of the balance sheet depending on their availability 

in the extended firm-specific stress-scenario (ECB, 2010).In calculating the ASF, a liquidity 

factor is associated with each category. The ASF is calculated as the weighted sum of the 

amounts by the factors of liquidity. An overview over the different factors of liabilities is shown 

in appendix 1 figure 3. 
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7.3.2.2 Required amount of stable funding 

The denominator of the NSF is the “required amount of stable funding” (RSF). This factor is 

calculated as the sum of the value of assets which are held and funded by a bank. The RSF 

applies various haircuts or percentage reductions between the ranges of 0 percent to 100 percent, 

to various asset types which depend on their liquidity characteristics (S&P, 2010, p.5). The 

categories deemed more illiquid are assigned a higher weight, and thus require a higher amount 

of stable funds under the NSFR. Illiquidity, according to this measure, is defined as the amount 

of a particular asset that cannot be converted into cash through sale or use of collateral in a 

secured borrowing on an extended basis during a liquidity lasting one year (ECB, 2010). For an 

overview of the different funding classes and haircuts, refer to figure 4 in appendix 1. 

 

CHAPTER 8 

8 Impact of Basel III on European banks 

This chapter will focus on analyzing the impact of Basel III framework on European banks. The 

analysis will cover a sample of ten largest lending banks in Europe, whereby, a quantitative 

assessment on individual banks will be undertaken in terms of liquidity and capital requirements. 

The rationale is to determine whether the individual banks are able to comply with the new 

liquidity standards and capital requirements as stipulated under Basel III. 

 

8.1 Scope and limitation of the analysis 

The scope of the analysis is to explore the overall impact of the new Basel Committees capital 

and liquidity standards for a representative group of the largest European lending banks. The 

analysis is based on array of assumptions that seek to address lack of sufficiently detailed 

publicly available data on the various components of banks liquidity inputs, capital bases and the 

complexity of the Basel framework. Therefore, attempts are made to be as realistic as possible by 

taking into consideration regulatory specificities. Furthermore, due to lack of publicly available 

data, the analysis does not take into consideration the full array of the new elements introduced 

by the Committee, notably, defined pension assets and other items that are not to be deducted 

from capital or lines of credit or liquidity commitments in computing the liquidity ratios.  
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Moreover, it should be noted that the analysis is based on the Basel framework as it was 

presented in 2010. Therefore, the impact on banks in question is to be taken as estimates since 

the framework has been and is still subject to calibration. Furthermore, the study focuses on only 

a limited number of banks for each country within the EU, the results are not to be taken as a 

representative of a country’s or EU’s banking system. 

 

8.2 Methodology of the quantitative analysis  

The analysis is initiated on ten largest European lending banks; that is, those banks that derive a 

larger proportion of their operating income from lending activities (either retail or wholesale). 

The group comprises of the Italian banks Intesa Sanpaolo and Unicredit, Spanish banks, BBVA 

and Santander, Nordic banks, DNB NOR, Handelsbanken and Nordea, UK banks, HSBC, Lloyds 

and Standard Chartered. 

The analysis is aimed at investigating the impact on bank’s capital ratios (i.e., whether the 

respective banks are sufficiently capitalized to comply with the new capital ratios given their 

current status and whether they are able to fulfill the new liquidity ratios, notably, LCR, by 

having enough liquid assets to survive a short-term liquidity stress period and NSFR, by holding 

adequate long-term stable funding sources). Numbers used in the calculation are retrieved from 

the respective annual financial accounts and risk reports for the 4Q December 2010. Therefore, 

changes in the financial reports that occurred after this period are not taken into account. The 

Basel framework mandates that the capital ratios and liquidity standards be within the minimum 

levels at the individual bank level and within the group (BCBS, 2010 a). The numbers employed 

in this analysis are for the group level financial accounts (i.e. consolidated accounts). In addition, 

I have assumed the new rules to take effect immediately with no consideration for transitional 

arrangements.  In the case of capital adequacy estimation, no consideration is made as to how the 

new framework will change the risk-weighted assets, as there is still some uncertainty regarding 

the precise effect of the framework. Another issue to be taken into consideration regarding the 

risk-weighted assets is the way banks disclose the risk-weighted assets. Since they do it both 

based on Basel I and Basel II due to the transitional rules as discussed in section 5.2.1.2. I have 

decided to apply the risk-weighted assets as calculated under Basel II. This might lead to a 

reduction of reported risk-weighted assets for large banks, since they employ more sophisticated 



70 
 

risk models. In estimating eligible capital, deductions from capital base are treated as per the 

institutions financial reports. 

Due to uncertainty still surrounding the exact instruments to be included in the capital base, I 

have decided to base the quantitative analysis on two scenarios. In both scenarios, hybrid capital 

is phased out from Tier 1 capital as required by the Committee. However, in Scenario 1, 

subordinated capital is included in Tier 2 capital calculation, as opposed to Scenario 2 where it is 

excluded from the computation. This assumption is necessary since it is not possible to 

completely ascertain whether the individual banks subordinated debt will be able to fully meet 

the Basel III requirements for inclusion in Tier 2 capital. The countercyclical buffer and extra 

capital surcharge for systemically important banks are not put into consideration when assessing 

the individual banks compliance with Basel III. This is because the precise application of the 

buffer is yet to be finalized (Denmarks Nationalbank, 2011a). The input numbers and 

calculations for the capital quantitative analysis are presented in appendix 2. 

In estimating the liquidity ratios, several assumptions have been adopted to cover for the lack of 

required information not disclosed by banks in their financial accounts and to ensure consistency 

and ease in comparing the results from various banks, since there might appear to be differences 

in the percentages adopted in different countries. For example, the breakdown of deposits 

matters a lot as different run-off factors are applied to the different deposits. However, most 

banks only disclose a single figure for “customer deposits”, which also includes non-bank 

financial customers. In general, I have allocated two categories for customer deposits in 

estimating the cash outflows under LCR calculation. I have assumed 70% of customer deposits 

to comprise of retail and SME loans while 30 % to consist of non-bank financial corporates. 

Moreover, different run-off factors are given to stable and less stable deposits. However, banks 

do not disclose this information. Due to the difficulty in obtaining the exact percentages applied 

to stable and less stable deposits, and the impossibility in getting data pertaining to different 

percentages accorded to stable and less stable deposits in the different EU countries, I have in 

this case opted to use the estimates applied to the Danish banks, following the information 

obtained from Arbejderneslandsbank. As per the information obtained, 90% of deposits are 

considered stable while 10% are regarded as less stable. Therefore, in both the computation of 
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LCR and NSFR, these estimates are applied to all banks despite the fact that, there might be 

differences in the percentage accorded to stable and less stable deposits in different jurisdictions.  

Regarding the loan portfolio under LCR, cash flows within the first 30 days are treated as 

inflows.  In estimating cash outflows, I have assumed 65% of the cash flows to occur within a 

year, with 50% occurring within a 30 days period. Loans to customers have been grouped into 

two, namely, retail and SME, which have been assumed to comprise 70% of loans to customers 

and 30% entailing non-financial corporate loans. Moreover, in estimating cash inflows under a 

stress scenario period lasting 30 days, I have assumed the cash inflows to be from 100% 

performing loans. However, in modeling the stress scenario, a partial realization of cash inflows 

is assumed to be certain within this period. Cash inflows from retail and SME, and non-financial 

corporate loans are both given a 50% probability of being realized. Loans to central banks are 

accorded a 90% probability of realization, while no cash inflow is expected from loans to other 

credit institutions or banks as they are assumed to be very illiquid in a stress period. All other 

assets are also accorded a 50% probability of cash inflow. 

 Most banks do not break their security holdings in a way that corresponds exactly to the NSFR 

weighting categories. Therefore, I have had to make assumptions about the proportion of short-

dated government and corporate securities and the proportion of corporate and retail lending in 

less than a year’s maturity bucket as loans attract different weightings.  In computing the 

Required Stable Funding (RSF), I have assumed that 50% of the loan portfolio comprises of 

retail and SME, 30% comprise of loans to non-financial corporate and 20% to be comprised of 

mortgage loans. In estimating the Available Stable Funding (ASF), 70% of the deposits from the 

public are assumed to be from retail and SME, while 30% to be from non-financial corporate. In 

addition, both deposits and loans occurring within a year are assumed to be 65% with 35% being 

long-term loans and deposits. Since the ratios estimated are based on these assumptions, which 

might appear to be under or over estimated in some instances and due to the ongoing discussion 

concerning assets to be included in the stock of highly quality liquid assets and the 

corresponding haircuts and run-off factors to be allocated to some items, the ratios calculated 

might be lower or higher for some banks. The input numbers and calculations for the liquidity 

ratios are presented in appendix 1. 
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8.3 Impact of the Liquidity Standards 

8.3.1 The Liquidity Coverage Ratio (LCR) 

The LCR estimates the bank’s liquidity against net cash outflows over a 30-day period that has to 

be covered by the bank’s liquid reserves, consisting mainly of cash and other eligible securities 

held with the central bank. This definition is overly restrictive as a few assets other than 

sovereign debt are recognized as highly liquid that it will have a profound impact on banks 

liquidity levels.  

The estimated LCRs for the respective banks in the study are presented in table 2 below. 

Table 2:  Estimated LCRs for sampled banks 

 
LCR 

Standard Chartered 130.9% 

Lloyds 63.5% 

HSBC 112.2% 

Nordea 61.8% 

Handelsbanken 129.8% 

DNB NOR 67.9% 

Santander 132.2% 

BBVA 118.4% 

Unicredit 85.3% 

Intesa Sanpaolo 64.2% 

Source: Own illustration following the calculated estimates from risk and annual reports (see 

ppendix1).  Note: Numbers in red indicates breach with Basel III minimum LCR (>100%). 

Table 3: Average liquidity figures for sampled banks 

 

 

 Averages LCR NSFR 

 
96.6% 87.2% 

Source: Own illustration following the estimated ratios (see appendix 1) 

 

From the figures, it is clear that the liquidity standards will have a greater impact on these banks 

as compared to capital requirements. The classification of assets as level 1 or level 2, together 

with the restrictive definition of what constitutes highly liquid assets; seem to greatly affect the 

banks in meeting their short-term liquidity needs. Using the liquid assets, i.e. cash plus 

government securities) to total assets ratio as a proxy in estimating the LCR, five banks out ten 

presented in the study are able to comply with the LCR of 100%. The estimates show a wide 

variation in the ratios; with some banks having much lower ratios. Furthermore, the average LCR 
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for the banks is estimated at 96.6% as compared to the compliant ratio of 100% (see table 6), in 

terms of cash, this is still a great impact.  Santander and Standard Chartered banks stand out to be 

better positioned in their ability to meet short-term liquidity needs in a 30 days stress scenario by 

having a LCR of over 130% as compared to the bank with the lowest LCR of 61.8%. The 

favorable position of banks with an LCR of over 100% reflects their strong balance sheets and a 

funding profile that is skewed towards deposits with efforts aimed at having minimal wholesale 

funding.  In 2011, Standard Chartered was upgraded by Standard & Poor’s from an A+ to an 

AA-,  due to the banks strong capital and liquidity profiles that is evident from the strong balance 

sheet with a diversified income source that mainly stems from emerging markets in Africa and 

Asia. Accompanied by its strategy of minimizing the reliance on wholesale funding and building 

stronger relationships with its customers, it’s among a few international banks that was upgraded 

by S& P under the new methodology and the only international bank to have been upgraded by 

the three rating agencies, while most banks either retained their same rating or were downgraded 

in that period (Standard Chartered, News & Media, 2011).  Bank Santander’s good position in its 

short-term liquidity can be attributed to its strategy it embarked on of strengthening its deposit 

base by luring depositors from Spanish banks by offering higher deposit rates. In June 2010, the 

banks deposit base increased from EUR317 billion in 2007 to EUR 567.5 billion at the end of 

June 2010 (Wood, D. (2010). From the group, Nordea bank has the lowest LCR of 61.8% as 

compared to other banks. As such, it does not fare well in its short-term liquidity position in a 

stress period, which could be explained by its significant reliance on wholesale market funds that 

are regarded as less stable and illiquid in a stress scenario than retail funding, thus, are treated 

unfavorably in the computation of LCR. The bank’s liquidity position is also challenged as most 

Swedish banks have a large portfolio of covered bonds, which as mentioned earlier are limited to 

40% of liquid assets and further subjected to a 15% haircut. Furthermore, in 2012, the bank was 

downgraded by one notch to Aa3 by Moody’s due to funding risks (Bloomberg, May 2012). This 

of course has an impact on its liquidity position, since a rating downgrade has the effect of 

moving assets from the liquid category into the illiquid one. This process has the consequence of 

sudden changes in banks ability in fulfilling the LCR (ABA, 2011). 

 

 Generally, most of the banks with low short-term liquidity levels tend to rely heavily on 

unsecured wholesale funding especially from other banks and non-financial corporate, with a 
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limited portfolio of high liquid assets. From the figures in appendix 1, most banks have a large 

portfolio of deposits from financial institutions and issue a large amount of corporate debt (i.e., 

in the form of corporate bonds and commercial paper). This source of funding is perceived as 

volatile, with financing from other financial institutions regarded as illiquid in a stress period. 

Therefore, these sources of funding attracts 100% outflow under the computation of LCR 

  

As a cure to the breach of LCR, these banks will have to adjust their balance sheet. For example, 

on the liability side, they can strive to strengthen their deposit base or reduce wholesale funding 

by shading-off deposits that attracts a higher run-off rate, especially funding from other financial 

institutions. However, a move by banks to strengthen their deposit base is not going to be easy or 

without costs. In an effort to meet the LCR target by most banks, or maintain their LCR for those 

banks above the minimum, a scramble for deposits will be initiated. However, in the past years, 

household financial portfolios having shifted away from bank deposits and individuals have 

become more accustomed to putting their money in into a broad array of financial products such 

as; shares in stocks and bonds in mutual funds, therefore, deposits will be limited causing severe 

competition to erupt in these market. In turn, banks will be forced to compete on interest rates 

offered on the deposits. The trend will lead to difficulties in building branch networks as deposits 

will eventually lose their natural stickiness with depositors becoming accustomed to switching 

between banks in search of higher rates (Barfied R, 2011). As a consequence, the product will 

become unstable and expensive for banks, leading to increased costs. Banks profit margins will 

be depressed since the spread earned on loans and deposits will be squeezed. As a response, 

banks will pass-on these costs to customers in the form of increased rates on loans, in turn 

reducing lending and reduced customer services. However, curtailing lending to customers will 

have a negative impact on the overall economic growth. To increase deposit stickiness and avoid 

funds being transferred to less regulated entities, banks could cross-sell other products and 

services, e.g. a business deposit account customer may be encouraged to borrow to use money 

transmission and payment services. This may be convenient, but for a sticky customer with a 

range of products with one bank, he/she will be vulnerable to earning less or paying more across 

a range of products that it holds. Thus, as stickiness increases, ease of switching diminishes and 

competition declines (Financial Industry Perspective, 2001). 
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The second alternative would be to reduce funding from other financial institutions. However, 

this strategy will severely hamper activity in the interbank market due to the cliff effect (an effect 

that starts or ends abruptly), that might eventually dry-up liquidity in this markets, with banks 

being rendered inflexible in their funding strategies since the market plays a crucial role in 

liquidity distribution during normal periods, preventing idiosyncratic liquidity risk (Bank 

Santander, 2010). Furthermore, refinancing costs will escalate as banks will seek other sources of 

funding, namely; deposits and secured funding, which will become expensive as higher demand 

for this form of funding will exert upward pressure on prices leading to increased costs for 

banks,  in turn pressing their profit margins down.  

On the asset side, these banks will have to undertake some restructuring by holding more high 

quality liquid assets notably, government bonds or entering into liquidity swaps with other 

financial institutions, e.g. insurance companies, where they could switch illiquid assets with 

liquid ones. However, this strategy is only workable depending on the extent that it is allowed in 

different jurisdictions, since some national regulators are against this measure (KPMG, May 

2012).  Holding more government debt will improve the bank’s LCR, but will also reduce the 

returns on equity as these securities are low yielding compared to corporate bonds. Furthermore, 

it may also create a concentration of exposure to sovereign credit risk across the industry, 

especially in Europe where sovereign debt crisis has been of major concern (Barfield, 2011, 

p.162).  Therefore, being mandated to hold a larger proportion of these securities on their balance 

sheet and switching high yielding assets with low yielding ones, will negatively affect their 

profits and a consequential decline in return on equity. 

 An alternative would be for the banks to substitute level 1 assets with riskier bonds that qualify 

as level 2 assets, for instance corporate bonds whose yields are usually higher as compared to 

government bonds. However, the rating is limited to at least AA, and the higher the rating, the 

higher will be the creditworthiness (Economy watch, 2010). Furthermore, a part from financial 

and sovereign crisis, corporate bonds have a higher volatility than level 1 assets that renders 

them more vulnerable to extreme losses as revealed by the financial crisis (DNB, 2010).  In 

addition, an effort by these banks to refinance and restructure their balance sheet will face stiff 

competition from heavy issuance of government debt, with banks situated in countries where 

governments have not run a deficit and thus not had to issue government bonds, being more 

challenged due to constrained availability of high quality liquid assets (KPMG, May 2012). 
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 From the above analysis of the different alternatives available to banks in meeting the LCR 

requirement, it is clear that there is no perfect strategy for these banks to adopt that is free from 

costs or some trade-offs. The optimal solution would be for the banks to adopt a combination of 

the mentioned strategies in meeting their LCR requirement. Whichever strategy the bank adopts 

will likely depend on its individual needs in terms of business strategy and the desired level of 

liquidity. 

 

8.3.2 The Net Stable Funding Ratio (NSFR) 

The NSFR encourages banks to seek stable sources of funding with longer maturities. 

Compliance with the ratio can be met by different funding alternatives; deposits, secured funding 

instruments and unsecured issuances or long-term debt (Mckinsey, 2010, p.5). The weakness of 

debt instruments is that, it will not count as a stable funding source as soon as the residual 

maturity is less than a year. On the other hand, some assets require stable funding even though 

their maturity is less than one year, which creates liquidity gad. For example, a loan with a 

maturity of over one year requires 100% stable funding compared to a loan with a maturity of 

less than a year that requires between 50% and 85% stable funding. This discrepancy 

incentivizes banks to rely more on deposits and loans from corporations that are eligible as a 

stable source of funding even though their maturity is less than a year. 

The estimated NSFRs for the banks in the study are presented in the table below: 

 

Table 4: Estimated NSFRs for sampled banks 

 
NSFR 

Standard Chartered 137.2% 

Lloyds 84.1% 

HSBC 87.1% 

Nordea 72.2% 

Handelsbanken 74.9% 

DNB NOR 74.1% 

Santander 89.9% 

BBVA 71.6% 

Unicredit 92.9% 

Intesa Sanpaolo 88.2% 
Source: Own illustration following the calculated estimates from risk and financial reports (see appendix 

1).  Note: Numbers in red indicates breach with Basel III minimum NSFR (>100) 
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From the figures, it is clear that the NSFR will pose a greater challenge for these banks. The ratio 

greatly penalizes the banks, since they have a significant commercial lending activity, especially 

retail loans, which according to the proposals, 85% of the retail loans are to be renewed over the 

year compared with 50% for corporate clients. As per the estimates, only one bank; Standard 

Chartered is able to have a surplus NSFR of 137.2% as compared to its peers. The bank mainly 

funds its operations by deposits with a small proportion of wholesale funding. Therefore, one 

could say that the bank is stable funded.  The rest do not meet the 100% required ratio, with a 

slight variation in the ratios. Nordea is badly positioned in its long-term funding ability. As 

mentioned earlier, this is could be explained by the reliance on short-term funding with a large 

proportion of covered long-term bonds on the asset side that makes the bank to have a large 

deficit in its funding ability. Unicredit is close to the required stable funding level that can be 

explained by its efforts to increase deposits and reduce short-term funding in 2009. Figure 13 

below, shows a comparison of both LCR and NSFR of the sampled banks.  

 

 

Source: Own illustration following the estimated ratios from risk and financial reports (see appendix 1) 

 

The figure clearly shows how a greater impact the NSFR will have on these banks as compared 

to LCR. With an average NSFR of 87.2% (see table 6), the banks are greatly affected in meeting 

the compliant ratio of 100%. This could be attributed to the great reliance of European banks on 

wholesale short-term funding and high loan-to deposit ratios as depicted in figures 2, 6 and 7 in 

chapters 2 and 6. From the figures, European banking sector took on excessive amounts of 
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leverage by gearing up short-term funding in years preceding the crisis. The gap between asset 

growth and deposit growth was funded by short-term money rather than term-funding as 

depicted in the bank’s balance sheet in appendix 1. These findings corresponds with the study 

conducted by IMF, which showed that European banks as compared to North American and 

Asian banks, were greatly impacted by the NSFR by having an average ratio of 89% as 

compared to 112% for Asian banks and 127% for North American banks (IMF, Nov 3, 2010). 

From the figures in appendix 1, one can denote that these banks have a large amount of long 

term lending on the asset side in the form of corporate lending and greatly rely on short-term 

wholesale funding, especially from other banks in the form of debt issuance on their liability 

side. 

 

The funding gap for these bank’s could be closed by increasing the amount of available funding 

or decreasing stable funding requirement. These could be achieved in various ways. As a way of 

decreasing the stable funding required, banks could deleverage their balance sheet by selling-off 

corporate exposures that attract a RSF of 100% and non-repo exposures to the financial sector. 

However, this strategy entails reducing the size of the balance sheet with the foregone market 

share. Alternatively, the banks could choose to maintain the size of the balance sheet by 

changing the mixture of assets. It could be accomplished by shifting illiquid corporate exposures 

that attract a higher RSF factor of 100% to cash and other short-term assets that have 0% RSF. 

The strategy will allow the banks to partially improve its NSFR and rapidly increase its LCR. 

The banks could also choose to substitute short-term assets and lower yielding securities for 

profitable customers. This strategy will however, contradict the LCR requirement since lower 

yielding assets like government securities are required in meeting the ratio. Issuing debt with a 

maturity of over a year or transforming part of the corporate loans into corporate bonds and 

replacing the retail loans portfolio with maturities of up to a year by ABS with equivalent 

maturities could also be an alternative for the banks. However, this scenario will force the banks 

to use long-term funding to finance short-term assets, thus seriously impairing the transformation 

function of the banks. Transforming short-term loans into short-term debt will increase the cost 

of financing without adding any value (Santander bank, 2010). 
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 Another alternative to closing the funding gap would be to increase the amount of available 

funding. One possible strategy would be in raising more retail deposits that receive an ASF of 

75% or issue unsecured term debt (either senior-unsecured or covered bonds) through capital 

markets, which receives full value of funding under the ratio. The proceeds from the funding 

could be used to invest in highly liquid government bonds that have an RSF of 5% and short-

term investments with other financial institutions that attract a RSF of 0%. Although this strategy 

enables banks to meet the NSFR, it increases their costs and has a negative impact on profits 

(IIF, 2011). As mentioned earlier, raising more retail deposits is going to be expensive as 

heightened competition forces banks to compete on deposit rates resulting in increased costs, 

thus squeezing their interest margins with a corresponding profit reduction. The challenges for 

banks in meeting the NSFR will be compounded as many banks will be seeking to make similar 

adjustments at the same time. An increased demand for term-funding (i.e. more than a year’s 

maturity); will have the effect of making senior unsecured funding expensive. Furthermore, the 

proposals of including a “ bail-in” feature by giving authorities powers to write- off or convert 

into equity unsecured or uninsured debt will have further adverse impacts on the cost and 

availability of these type of funding. Providers of long-term funding to banks may demand 

higher price for such funding, which will make them unwilling to provide these type of funding 

at a lower price. Eventually, they might demand banks to raise funding on a secured basis to 

avoid the “bail-in” feature. In turn, it will adversely impact the position of unsecured creditors 

and thus the cost of unsecured funding (KPMG, May 2012). More so,  banks will see an increase 

in interest expense from a large amount of bank debt that will soon mature and need to be rolled 

-over in coming years, which will exert upward pressure on borrowing costs for these banks, 

thereby making it costlier to issue term-det. Since a larger part of this debt is government 

guaranteed, it will lead to higher refinancing costs when monetary policy has to be winded down 

(IMF, Nov 3, 2010). 

 

Neither of these strategies for increasing NSFR are without trade-offs for banks, either occurring 

as increased costs on the liability side or reduced interest income on the asset side. Therefore, 

individual banks will either choose a combination of strategies or opt for whichever strategy that 

works best for them. Some banks may be able to meet the liquidity requirements through 

relatively modest adjustments to the structure of their liabilities and switching into high quality 
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liquid assets. Other measures such as holding more capital or medium-term debt could also 

improve their liquidity positions.  However, some banks might not have other alternatives than 

taking drastic measures of exiting certain business segments that are too costly as compared to 

income derived from these activities and concentrating on their core businesses. 

 

In this context, it should be noted that deposit banking is not the business of all financial 

institutions especially for the Danish mortgage banks (Realkredit) and in the German banking 

sector (Pfandbrief banks or development banks). These banks do most of their funding by issuing 

mortgage bonds (i.e. they do not depend on deposits for funding). Therefore, the new liquidity 

requirements will pose a greater challenge for these banks as covered bonds are neither 

recognized as stable source of funding for these banks nor liquid enough for investors. The banks 

are highly impacted, since they are not able to mitigate the effects of LCR or NSFR by 

strengthening the deposit base (BdB, 2010, Danmarks National Bank, 2011a). In the case of the 

Danish Mortgage banks, NSFR that demands mortgage bonds with a maturity of less than one 

year not be included as a stable source of funding will severely affect the Adjustable Rate 

Mortgages as pass-through mortgage bonds will no longer be viable. The definition of net cash 

flow under LCR also poses a problem for this type of loans. The rule implies that, the ARMs 

have to be refinanced in 30 days before the bond matures irrespective of whether the interest rate 

is fixed for a year. As a consequence, the borrower’s refinancing rate will increase with no 

general improvement being realized (Realkreditrådet, April, 2010).  An alternative would be for 

these banks to increase the portfolio of high liquid assets. However, in the case of Denmark, the 

volume of mortgage bonds used for funding greatly surpasses that of sovereign debt. This means 

that, there is no enough government debt to replace mortgage bond funding, unless the Danish 

mortgage banks acquires sovereign debt denominated in another currency.  Increasing their 

funding level is not possible due to the balance principle that necessitates the banks to issue 

mortgage bonds only if they are fully backed by eligible collateral and the prohibition of 

mortgage banks from issuing mortgage bonds into their own portfolio for raising more liquidity. 

An alternative for these issuers would be to reduce their funding volume, which will imply a 

reduction in their balance sheet structure. Both options imply a negative impact on their profits.  
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The figures below summarize the impact of the new liquidity requirements on banks’ balance 

sheet and the respective response by banks. 

Figure 14: Impact of Basel III liquidity rules on bank’s balance sheet  

Source: Illustration following Richard Barfield, (Basel III and Beyond, (2011) 

 

Figure 15: Effects of new capital and liquidity standards 

 
Source: Illustration following De Nederlandsche bank, (2010) 

 

8.3.3 Impact of the Leverage ratio 

The leverage ratio offers a positive contribution in limiting financial risk and reducing pro-

cyclicality. However, it also has its limitations. The fact that the ratio ignored differences in risk 
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exposure may create undesired incentives and be a source of competitive advantage. This is 

especially apparent for mortgage credit institutions (MCIs) that are recognized for their very low 

credit risk exposure (Danmarks National Bank, 2010a). The leverage ratio will therefore, 

penalize these institutions more than regular banks. As a consequence, the MCIs might attempt 

to lend to riskier customers as a move towards earning a higher return. Furthermore, they might 

be rendered uncompetitive because of high capital costs relative to competitors (Realkreditrådet, 

April, 2010).  The ratio will also have the same effect on banks engaging in safer types of loans. 

These banks with low risk assets, might decide to increase their interest rates offered on current 

loans and future engagements instead of moving into riskier activities. However, this move will 

cost the bank of their interest sensitive customers. As a result of this undesired effects, it has 

been suggested that leverage ratio be adjusted according to the specific history and risk profile of 

each institution (Danmarks National Bank, 2010a). Another reaction from the bank would be to 

scale down on its off-balance sheet exposures, since they are included in the calculation of the 

ratio. However, these will reduce the banks flexibility in derivative trading as a means of 

hedging risk. 

 

8.4 Impact of enhanced capital requirements 
  

8.4.1 Scenario 1 

The capital levels of the respective banks under Scenario 1 are presented in table 2 and figure 16. 

The omission of hybrid capital instruments from Tier 1 does not seem to affect the sampled 

banks ability to meet the minimum capital requirements set out in Basel III. The banks seem to 

be sufficiently capitalized to meet the minimum capital requirements ranging from 4.5% for 

CETI to 8% for total capital. The Nordic bank, Handelsbanken can be termed as the best 

capitalized bank from the sample, with 12% points above the minimum for CETI and 12.9% 

points above the minimum for total Tier 1 capital. This could be attributed to its risk-averse 

culture and relatively safe loan exposures.  On the other hand, the Italian bank Intesa Sanpaolo 

seems to be weekly capitalized under Basel III as per my analysis. The bank just happens to meet 

the minimum Total tier 1 capital ratio of 8%. This clearly shows that the bank might face 

challenges in future in meeting the extra buffer capital requirements. Considering the capital 
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buffer of 2.5%, four banks will not be able to meet the Basel requirement of 8.5% for total Tier 1 

capital, which is attributable to a large amount of subordinate debt being included in Tier 2 

capital computation (see appendix 2).  Intesa bank is worse off with a capital ratio of only 7.9%, 

while Santander bank just happens to meet the minim of 10.5% for total capital. Handelsbanken 

has a considerably higher capital buffer as compared to the peers. Furthermore, no hybrid capital 

is recorded thus, the bank is not affected by eliminating hybrid capital instruments from the 

regulatory capital (refer appendix 2). 

 

Source:  Own estimates as per the consolidated annual accounts and risk reports 
Note: Red number indicates breach with Basel III minim requirements, while Blue number indicates 

breach with Basel III requirements including capital conservation buffer of 2.5% 

 

 

Source: Own illustration following the calculated estimates from annual and risk reports (see appendix 2) 
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Table 5: Banks capital ratios in Scenario 1 

CETI Total Tier 1 capital Total capital 

Standard Chartered 11,8% 11, 8% 16, 1% 

HSBC 10, 5% 10, 2% 14, 9% 

Lloyds 10, 2% 10, 2% 13, 8% 

Nordau 10, 3% 10, 3% 13, 0% 

Handelsbanken 16, 5% 16, 5% 20, 9% 

DNB NOR 8, 3% 8, 3% 10, 8% 

Santander 8, 8% 8, 3% 10, 5% 

BBVA 9, 0% 8, 3% 11, 4% 

Unicredit 9, 5% 8, 8% 12, 2% 

Intesa Sanpaolo 7, 9% 7, 9% 11, 7% 



84 
 

8.4.2 Scenario 2 

The sampled banks will further be affected under Scenario2, where neither hybrid capital nor 

subordinated debt capital is eligible for inclusion in computing regulatory capital. Nevertheless, 

CETI and Tier 1 capital ratios are unchanged from Scenario 1 as subordinated debt is still 

included in Tier 2.  The respective capital ratios are presented in table 3 and figure 17 below. 

 

Source: Own estimates based on consolidated annual accounts and risk reports (see appendix 2) 

 

 

Source: Own illustration following the calculated estimates from annual accounts (see appendix 2) 

In Scenario 2, Intesa Bank is unable to comply with the minim requirements for total capital of 

8% as stipulated in Basel III. In addition seven banks are unable to meet the total capital 

requirement when the capital conservation buffer is taken into consideration. Furthermore, Intesa 
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Figure 17:  Estimated scenario 2 capital ratios 
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Table 6: Banks capital ratios in Scenario 2 

CETI Total Tier 1 capital Total capital 

Standard Chartered 11, 8% 11, 8% 11, 6% 

HSBC 10, 5% 10, 2% 9, 4% 

Lioyds 10, 2% 10, 2% 8, 2% 

Nordea 10, 3% 10, 3% 9, 8% 

Handelsbanken 16, 5% 16, 5% 15, 4% 

DNB NOR 8, 3% 8, 3% 8, 1% 

Santander 8, 8% 8, 3% 8, 0% 

BBVA 9, 0% 8, 3% 7, 5% 

Unicredit 9, 5% 8, 8% 8, 3% 

Intesa Sanpaolo 7, 9% 7, 9% 6, 7% 
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bank and BBVA do not have any capital buffer to cater for losses should they arise (see 

appendix). Handelsbanken and Standard Chartered emerge out as winners, with Handelsbanken 

being the best capitalized bank with a total capital ratio of 4.9% points above the minimum, 

accompanied by a sufficient amount of capital buffer. In this scenario, most of the sampled banks 

total capital ratios are significantly affected when the capital conservation buffer is taken into 

consideration. The most affected bank (Intesa) is 3.8% points below the minimum, while the 

least affected one (Nordea) is 0.7% below the minimum. 

 

8.4.3 Summary of the scenario analysis 

This section summarizes some of the findings from the Scenario analysis and supplements the 

study with figures from the consolidated banking group, so that one can have a better insight on 

the impact of the enhanced capital requirements as set out in Basel III. 

 

Table 7: Consolidated key figures   

 € Million (exchange rate as at June, 2012) Sampled banks 

Hybrid core capital 15,525,884 

Hybrid Tier 2 capital 3,308,840 

Subordinated debt 48,594,314 

Total RWA (Basel II) 793,560,383 

Total regulatory capital (Basel II) 1,182,844,192 

Hybrid capital in percent of regulatory capital 1,6% 

Subordinated capital in percent of regulatory capital 4,1% 
Source: Own calculations based on annual accounts and risk reports (see appendix 2) 

 

Table 4 gives a further impression of the impact of the enhanced capital requirements. The banks 

in the study have in total issued around 18 Million Euros of hybrid capital. Banks, especially the 

ones with the lower capital ratios in the two scenarios are more vulnerable when hybrid capital is 

omitted, as it makes up a larger percentage of their total regulatory capital. For these banks they 

will have to raise more common equity and retain more earnings to improve their capital ratios. 

However, in an effort by banks to raise more equity, they will experience higher costs of capital 

and reduced pay-out to stakeholders. A quantitative impact study undertaken by CEBS for 

participating banks within EU, the demand for common equity alone was estimated up to EUR 

300 billion to reach the required level of 7%, when hybrid capital is completely phased out 
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(Ernst & Young, 2011). From the table, it is clear that a larger proportion of the regulatory 

capital of the banks in the study is composed of subordinated debt.  How much of the institutions 

subordinated debt capital that will be phased out depends on the exact characteristics of the 

capital and the final proposals from the Basel Committee (BCBS, 2010). 

 

8.5 Basel III is challenging for European banks 

The European banking sector has been sufficiently capitalized with a high ROE in the previous 

years. However, the increase in capital ratios could be attributed to an increase in government 

hybrid capital that was injected into most European banks or the low quality hybrid capital held 

by banks. Therefore, the European banking sector will need to raise more high quality capital in 

the coming years. This will prove to be both costly and difficult for most banks, since investors 

might be reluctant to inject capital in banks due to low return. A study conducted by Mckinsey & 

company, reveals that the return on equity for European banks will decrease between 3.7% and 

4.3% from the pre-crisis level of 15%, with the reduction being mainly due to higher capital and 

funding cots (Mckinsey, 2011). This will mean that a significant re-pricing will be needed to 

restore a higher return on equity for banks that will translate into higher lending rates to 

customers. Due to implicit government guarantees, smaller banks will experience greater 

challenges in raising equity than larger banks. Furthermore, considering the fact that the 

European banking sector will be placed under strict capital and liquidity requirements, the sector 

will experience fierce competition for funds. Therefore, larger and healthy banks will tend to 

have an advantage over smaller and ailing banks. 

European banks will also need to acquire long-term debt and stable deposits. However, the 

European sector as a whole has a perceived shortfall in core funding of £1.3 trillion. It will 

represent an aggregate gap of between the amount of stable funding the sector currently has and 

the amount that it would need in order to have an NSFR of 100%. Moreover, banks will need to 

strengthen their financial position and increase income so as to cater for the high interest rates on 

debt. In the case of smaller banks facing difficulties in terms of funding, a solution would be to 

employ rating agencies to publish their financial strength and help them gain access to a larger 

investor base at a lower cost. Another way for accessing a larger investor base would be to 

consolidate smaller banks. 
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CHAPTER 9 

9 Conclusion 

In this paper, I have studied the Basel framework and gained a deeper insight into the Basel III 

guidelines. The introduction of enhanced capital and new minimum liquidity standards is a 

positive step towards a much more resilient banking industry in the future. The quantitative 

liquidity analysis undertaken in the study reveals that the new liquidity requirements will have a 

greater impact on the banks as compared to capital requirements, with the greater impact 

emanating from the NSFR due to their great reliance on long-term lending on the asset side and 

high dependence on wholesale short-term funding on the liability side. As a counter-measure, the 

banks will have to increase a portfolio of high quality liquid assets and increase the holding of 

medium term debt in meeting the requirements. However, other drastic measures like changing 

the business model and restructuring the balance sheet might be necessary for some banks. These 

actions will lead to an increased demand for liquid assets and stable funding for banks. Based on 

the current requirements, the implied effect might result in current market distortion as it is not 

clear whether there are sufficient high quality liquid and tradable assets to meet the demand for 

these assets under the computation of the LCR, as well as if there are enough investors for the 

required stable funding amount within the NSFR, with the eligible funding instruments for 

banks. The interaction of demand and supply effects will determine the overall impact on the 

volume and liquidity of the different market segments.  The coming liquidity requirements will 

mean general changes for banks in every country, ignoring the different business models 

employed in different countries even though they have proven reliable and resilient, especially 

during the crisis. For example, banks that do not specialize in the deposit segment such as the 

Danish mortgage banks and the German specialized banks. These banks are not able gather 

deposits for their stable funding demand to meet the LCR or NSFR target. Therefore, they will 

have to compensate their funding with covered bonds or senior unsecured bonds. However, the 

unfavorable treatment of covered bonds means that these institutions will face higher financing 

costs with limited flexibility in obtaining funds. Establishing funding instruments such as certain 

kinds of ABS will not be sufficient considering the current proposals that limit banks funding 

and business flexibility. The one-size-fit all approach adopted to implement Basel III might not 

be feasible as there exists substantial differences within countries.  The changes through the new 
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framework will either reduce interest income or raise interest expense, thereby lowering the net 

income. Banks can react in a variety of ways to the regulatory induced costs of capital and 

liquidity. In this paper I have assumed that banks aim to pass the costs to their end-users in terms 

of increased lending rates and tighter lending standards. Increase in risk-weighted assets and 

higher holding of liquid assets with a lower return will culminate into higher funding costs. 

According to these view, policymakers face a trade-off between the safety of the banking system 

and the anticipated degree of economic activity. 

The eligibility criterion for assets to qualify in the liquidity buffer is too restrictive that it might 

entail serious macroeconomic and market implications. The most worrying is the idea to leave 

aside almost all securitised instruments. This could create an ABS -overflow in the market, that 

would seriously impair their market value replication.  Also, not accepting securitised 

instruments will weigh on the funding of several markets. For example, not including RMBS 

may have an impact on the financing of the housing market. The Committee should consider 

making a broader definition of eligible assets. Furthermore, a significant differentiation should 

be done between different asset classes and their underlying credit risk, market risk and the 

systemic risk of different business models in different countries. In addition, not considering 

liquid the securities issued by financial institutions (except maybe third-party covered bonds) 

will result in serious difficulties for the banks when having to sell their additional issuances to 

the market. Putting in place a limit to concentration in single issuances might serve as a better 

solution for regulators and supervisors which would furthermore avoid cross-issuances between 

banks. 

The quantitative assessment on the ability to comply with capital requirements reveals that, all 

banks in the study are able to meet the minimum capital requirements. However, capital levels 

will be reduced as most of the banks include hybrid capital and subordinate debt in their capital 

base. The degree of impact differs among banks with some being significantly impacted than 

their peers. All in all, there is no doubt that banks will have lower capital levels when the new 

rules become effective. How much additional capital is needed by each bank will depend on their 

individual solvency need and their own capital targets, with less capitalized banks having to put 

in more effort to acquire the needed high quality capital. Furthermore, rating agencies and 

external investors might require banks to hold higher capital levels than the ones set out by the 

regulator. 
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10 Appendixes 

 

Appendix 1 

 

 

 

 

Table 1: The transition period to Basel III 

 

Source: Basel III and beyond, Richard Barfield (2011) 

 

 

 

 

 

 

 

 

 

 

 

The Transition to Basel III

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

Minimum common equity Capital Ratio

Conservation Buffer

Deductions

Minimum Tier 1 Capital

Capital instruments that no longer qualify

Tier 1 Leverage Ratio (non-risk adjusted)

Liquidity Coverage Ratio

Net Stable Funding Ratio

observation phasing in implemented in full
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Figure 1: Two categories of high quality liquid assets  

 

 

 

Source: Own illustration following BCBS, International framework for liquidity risk measurement, 

standards and monitoring, (2010, p.7) 
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Figure 2: Total cash out – and inflow in detail 

 

 
 

 

Source: Own illustration following BCBS, International framework for liquidity risk measurement, 

standards and monitoring, (2010, p.12) 
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Figure 3: ASF – Types, amounts and allocations 

 

 

Available amount of stable funding                                                    ASF Factor 

Components of ASF Category                                                                        

-Total amount of capital, incl. both Tier 1 and Tier2 

-Total amount of any preferred stock not included in Tier 2 that has an 

effective maturity of one year or greater  

-Other liabilities 

 

100% 

-Stable non-maturity deposits and/or term retail deposits with maturity less 

than a year provided by retail and SME customers. 

90% 

-Less stable non-maturity and/or term retail deposits with maturity less 

than a year provided by retail and SME customers 

80% 

-Unsecured wholesale funding, non-maturity deposits and/or term deposits 

provided by non-financial corporate customers, sovereigns, central banks, 

multilateral development banks and PSE with less than a year of maturity. 

50% 

-All other liabilities and equity categories 0% 

 

       High ASF factor- positive 

 

 

Source: Own illustration following BCBS, International framework for liquidity risk 

measurement, standards and monitoring, (2010, p.26) 
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Figure 4:  RSF – funding classes and haircuts 

 

Required amount of stable  

Components of RSF Category                          RSF factor 

 

-Cash, money market instruments 

-Securities (maturity <1 year) 

-Outstanding loans to financial entities (maturity < 1 year) 

0% 

-Unencumbered marketable securities representing claims on sovereigns, 

central banks, BIS, IMF. 20% weighted under Basel II 

5% 

-Unencumbered high quality (rated AA- or better) liquid corporate bonds 

of covered bonds (mty≥1 year) 

-20% risk-weighted under Basel II standardized approach 

 

20% 

-Gold 

-Unencumbered listed equity securities  

-Unencumbered liquid corporate bonds or covered bonds that satisfy all 

the conditions; central bank eligible for intraday liquidity needs and 

overnight liquidity shortages, not issued by financial institutions of their 

affiliates, low credit risk of min A- 

50% 

-Residential mortgages and other loans that would qualify for the 35% or 

better risk weight under Basel II standardized approach for credit risk 

- Other unencumbered loans, excluding loans to financial institutions 

(maturity < 1year) 

65% 

-Loans to retail clients (maturity< 1 year) 85% 

-All other assets 100% 

 

 

Source: Own illustration following BCBS, International framework for liquidity risk 

measurement, standards and monitoring, (2010, p.28) 
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Liquidity calculations 

 

 
 

 

 

 

 

LCR CALCULATION

LCR=Stock of high quality assets/Net Cash Outflow over 30days ≥100%

Standard Chartered  

Assets (over a 30days period) $ Million

Cash & balances at the Central bank 32724

Debt securities 37,898 Stock of high quality liquid assets 64,937.3

Assets held at fair value 13,510.5   

Derivative instruments 23,929.5 Subject to 15% haircut

Loans & receivables with banks

From central banks 3,904.4

From banks 22,124.7

Loans to the public

Retail & SME 42,062.7

Corporates (no-operational relationship) 36,053.7

All other assets 31,509.2

Total assets 236,331.7

Liabilities (within a 30 days period) $ Million Run-off factor Outflows Inflows* Net Outflows

Deposits 

Customer deposits(retail &SME)

Stable 96,702.5 5% 4,835.13

Less stable 10,744.72 10% 1,074.5

Unsecured Wholesale funding

Deposits from non-financial corporates 46,048.8 75% 34,536.6

Due to credit institutions 15,581.5 100% 15,581.5

Due to central banks 2,724.7 75% 2,043.53

Debt securities in issue 15,690.5 100% 15,690.5

Secured wholesale funding

Surbordinated liabilities (no operational relationship) 7,969.5 100% 7,969.5

Other -loss of funding on

Financial derivatives 29,652.9 100% 29,652.9

 All other liabilities 13,696.5 100% 13,696.5

Equity 38,865

Total liabilities and equity 277,676.62 125,080.7 75,485.2 49,595.5

LCR = 130.9%
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NSFR = Available amount of stable funding/Required amount of stable funding ≥100%

Standard Chartered

Assets $ Million Required Stable funding factor Requred stable funding

Cash & balances at the Central bank  32,724 0%

Debt securities(mty < 1year) 49,267.4 0%

(mty >1 year) 26,528.6 100% 26,528.6

Loans and advances to banks

(Maturity within 1year) 33,837.7 0%

(Maturity between 1year and ≥ 5years ) 18,220.3 100% 18,220.3

Loans and advances to customers

Retail & SME loans(50%)

(Maturity within 1year) 78,116.4 85% 66,398.94

(Maturity between 1year and ≥ 5years ) 42,062.7 100% 42,062.7

Corporate loans(30%)

(Maturity within 1year) 15,622.8 50% 7,811.4

(Maturity between 1year and ≥ 5years ) 8,413 100% 8,413

Mortgage loans(20%)

(Maturity within 1year) 62,493.1 65% 40,620.52

(Maturity between 1year and ≥ 5years ) 33,650.12 100% 33,650.12

Financial derivatives 

(Maturity between 1year and ≥ 5years ) 16,750.7 100% 16,750.7

Equity Instruments

(Maturity within 1year) 3,937.51 50% 1,968.8

(Maturity between 1year and ≥ 5years ) 2,120.2 100% 2,120.2

All other assets 22,056.41 100% 22,056.41

Total assets 445,800.94 286,601.65

Liabilities $ Million Available stable funding factor Availble stable funding

Capital (Tier 1+Tier2) 45,080 100% 45,080

Customer accounts(deposits)

Stable deposits(retail & SME)

(Maturity ≤ 1year) 125,713.22 90% 113,141.9

(Maturity between 1yr ≥ 5yrs) 67,691.74 100% 67,691.74

Less stable deposits(retail & SME)

(Maturity ≤ 1year) 13,968.14 80% 11,174.5

(Maturity between 1yr ≥ 5yrs) 7,521.3 100% 7,521.3

Unsecured Wholesale funding

Corporates deposits (non-financial)

(Maturity ≤ 1year) 59,863.44 50% 29,931.72

(Maturity between 1yr ≥ 5yrs) 32,234.2 100% 32,234.2

Deposits by banks

(Maturity between 1yr ≥ 5yrs) 10,907 100% 10,907

Deposits by central banks

(Maturity ≤ 1year) 3,574.6 50% 1,787.3

(Maturity between 1yr ≥ 5yrs) 1,924.8 100% 1,924.8

Subordinated liabilities 

(Maturity ≤ 1year) 10,360.4 50% 5,180.2

(Maturity between 1yr ≥ 5yrs) 5,5787.7 100% 5,5787.7

Debt securities in issue

(Maturity between 1yr ≥ 5yrs) 10,983.4 100% 10,983.4

All other liabilites and equity categories

(Maturity between 1yr ≥ 5yrs) 23,190.3 0%

Total liabilities 468,800.24 393,345.8

NSFR = 137.2%  

Funding deficit = 0
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LCR CALCULATION

LCR=Stock of high quality assets/Net Cash Outflow over 30days ≥100%

Lloyds Bank  

Assets (over a 30days period) £Million

Cash & balances at the Central bank 38,115

Government securities & treasury bills 19,015 Stock of high quality liquid assets 95,263.98

Debt securities 44,863.5   

Derivative instruments 25,388.5 Subject to 15% haircut

Loans & receivables with banks

From central banks 2,578.1

From banks 14,608.95

Loans to the public

Retail & SME 210,842.8

Corporates (no-operational relationship) 90,361.2

All other assets 22,829.5

Total assets 468,602.6

Liabilities (within a 30 days period) £ Million Run-off factor Outflows Inflows* Net Outflows

Deposits 

Customer deposits(retail &SME)

Stable 123,994.4 5% 6,199.72

Less stable 13,777.2 10% 1,377.72

Unsecured Wholesale funding

Deposits from non-financial corporates 59,044.95 75% 44,283.7

Due to credit institutions 21,404.3 100% 21,404.3

Due to central banks 3,777.3 75% 2,832.8

Debt securities in issue 117,765.5 100% 117,765.5

Secured wholesale funding

Surbordinated liabilities (no operational relationship) 18,116 100% 18,116

Other -loss of funding on

Financial derivatives 21,079 100% 21,079

 All other liabilities 92,976.5 100% 92,976.5

Equity 46,061

Total liabilities and equity 496,916.2 326,035.42 176,000.2 150,035.3

LCR = 63.5% 
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NSFR = Available amount of stable funding/Required amount of stable funding ≥100%

Lloyds Bank

Assets £ Million Required Stable funding factor Requred stable funding

Cash & balances at the Central bank  38,115 0%

Government securities (mty < 1year) 24,719.5 0%

(mty >1 year) 13,310.5 100% 13,310.5

Debt securities(mty < 1year) 58,322.6 0%

(mty >1 year) 31,404.5 100% 31,404.5

Loans and advances to banks

(Maturity within 1year) 22,343.1 0%

(Maturity between 1year and ≥ 5years ) 12,030.9 100% 12,030.9

Loans and advances to customers

Retail & SME loans(50%)

(Maturity within 1year) 195,782.6 85% 166,415.21

(Maturity between 1year and ≥ 5years ) 105,421.4 100% 105,421.4

Corporate loans(30%)

(Maturity within 1year) 39,156.52 50% 19,578.3

(Maturity between 1year and ≥ 5years ) 21,084.3 100% 21,084.3

Mortgage loans(20%)

(Maturity within 1year) 156,626.1 65% 101,806.97

(Maturity between 1year and ≥ 5years ) 84,337.12 100% 84,337.12

Financial derivatives 

(Maturity between 1year and ≥ 5years ) 17,771.95 100% 17,771.95

Equity Instruments

(Maturity within 1year) 32,808.1 50% 16,404.1

(Maturity between 1year and ≥ 5years ) 17,665.9 100% 17,665.9

All other assets 15,980.7 100% 15,980.7

Total assets 886,880.8 623,211.8

Liabilities £ Million Available stable funding factor

Capital (Tier 1+Tier2) 61,817 100% 61,817

Customer accounts(deposits)

Stable deposits(retail & SME)

(Maturity ≤ 1year) 161,192.72 90% 145,073.5

(Maturity between 1yr ≥ 5yrs) 86,796.1 100% 86,796.1

Less stable deposits(retail & SME)

(Maturity ≤ 1year) 17,910.30 80% 14,328.24

(Maturity between 1yr ≥ 5yrs) 9,644 100% 9,644

Unsecured Wholesale funding

Corporates deposits (non-financial)

(Maturity ≤ 1year) 76,758.44 50% 38,379.22

(Maturity between 1yr ≥ 5yrs) 41,331.5 100% 41,331.5

Deposits by banks

(Maturity between 1yr ≥ 5yrs) 14,983 100% 14,983

Deposits by central banks

(Maturity ≤ 1year) 4,910.43 50% 2,455.22

(Maturity between 1yr ≥ 5yrs) 2,644.1 100% 2,644.1

Subordinated liabilities 

(Maturity ≤ 1year) 23,550.8 50% 11,775.4

(Maturity between 1yr ≥ 5yrs) 12,681.2 100% 12,681.2

Debt securities in issue

(Maturity between 1yr ≥ 5yrs) 82,435.9 100% 82,435.9

All other liabilites and equity categories

(Maturity between 1yr ≥ 5yrs) 81,204.9 0%

Total liabilities 677,860.4 524,344.4

NSFR = 84.1%   

Funding deficit = 98,867.4
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LCR CALCULATION

LCR=Stock of high quality assets/Net Cash Outflow over 30days ≥100%

HSBC Bank  

Assets (over a 30days period) £Million

Cash & balances at the Central bank 24,495

Government securities & treasury bills 5,952 Stock of high quality liquid assets 103,648.2

Debt securities 86,119   

Derivative instruments 64,579 Subject to 15% haircut

Loans & receivables with banks

From central banks 6,413.4

From banks 36,342.2

Loans & receivables with customers

Retail & SME 111,282.2

Corporates (no-operational relationship) 47,692.4

All other assets 11,779.5

Total assets 394,654.7

Liabilities (within a 30 days period) £ Million Run-off factor Outflows Inflows* Net Outflows

Deposits 

Customer deposits(retail &SME)

Stable 123,112.4 5% 6,155.62

Less stable 13,676.2 10% 1,365.62

Unsecured Wholesale funding

Deposits from non-financial corporates 58,624.95 75% 43,968.71

Due to credit institutions 33,051.4 100% 33,051.4

Due to central banks 5,833 75% 4,374.8

Debt securities in issue 16,393.3 100% 16,393.3

Secured wholesale funding

Surbordinated liabilities 3,704 100% 3,704

Other -loss of funding on

Financial derivatives 64,602 100% 64,602

 All other liabilities 39,616 100% 39,616

Equity 32,357

Total liabilities and equity 374,576.95 213,231.5 120,873.3 92,358.2

LCR = 112.2% 
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NSFR = Available amount of stable funding/Required amount of stable funding ≥100%

HSBC Bank

Assets £ Million Required Stable funding factor Requred stable funding

Cash & balances at the Central bank  24,495 0%

Government securities (mty < 1year) 7,736.95 0%

(mty >1 year) 4,166.1 100% 4,166.1

Debt securities(mty < 1year) 111,954.7 0%

(mty >1 year) 60,283.3 100% 60,283.3

Loans and advances to banks

(Maturity within 1year) 55,582.2 0%

(Maturity between 1year and ≥ 5years ) 29,928.9 100% 29,928.9

Loans and advances to customers

Retail & SME loans(50%)

(Maturity within 1year) 103,333.43 85% 87,833.42

(Maturity between 1year and ≥ 5years ) 55,641.1 100% 55,641.1

Corporate loans(30%)

(Maturity within 1year) 20,666.7 50% 10,333.4

(Maturity between 1year and ≥ 5years ) 11,128.22 100% 11,128.22

Mortgage loans(20%)

(Maturity within 1year) 82,666.8 65% 53,733.42

(Maturity between 1year and ≥ 5years ) 44,512.83 100% 44,512.83

Financial derivatives 

(Maturity between 1year and ≥ 5years ) 45,205.3 100% 45,205.3

Equity Instruments

(Maturity within 1year) 21,892.7 50% 10,946.4

(Maturity between 1year and ≥ 5years ) 11,788.4 100% 11,788.4

All other assets 8,245,7 100% 8,245,7

Total assets 699,228.3 487,259.3

Liabilities £ Million Available stable funding factor Availble stable funding

Capital (Tier 1+Tier2) 32,411 100% 32,411

Customer accounts(deposits)

Stable deposits(retail & SME)

(Maturity ≤ 1year) 160,046.12 90% 144,041.51

(Maturity between 1yr ≥ 5yrs) 86,178.7 100% 86,178.7

Less stable deposits(retail & SME)

(Maturity ≤ 1year) 17,782.9 80% 14,226.32

(Maturity between 1yr ≥ 5yrs) 9,575.41 100% 9,575.41

Unsecured Wholesale funding

Corporates deposits (non-financial)

(Maturity ≤ 1year) 76,212.44 50% 38,106.22

(Maturity between 1yr ≥ 5yrs) 41,037.5 100% 41,037.5

Deposits by banks

(Maturity between 1yr ≥ 5yrs) 23,135.98 100% 23,135.98

Deposits by central banks

(Maturity ≤ 1year) 7,582.4 50% 3,791.2

(Maturity between 1yr ≥ 5yrs) 4,082.82 100% 4,082.82

Subordinated liabilities 

(Maturity ≤ 1year) 4,814.6 50% 2,407.3

(Maturity between 1yr ≥ 5yrs) 2,592.5 100% 2,592.5

Debt securities in issue

(Maturity between 1yr ≥ 5yrs) 22,950.6 100% 22,950.6

All other liabilites and equity categories

(Maturity between 1yr ≥ 5yrs) 39,056.2 0%

Total liabilities 613,457.12 424,537.1

NSFR = 87.1%    

Funding deficit = 63,722.2
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LCR CALCULATION

LCR=Stock of high quality assets/Net Cash Outflow over 30days ≥100%

Nordea Bank  

Assets (over a 30days period) EUR Million

Cash & balances at the Central bank 10,023

Government securities & treasury bills 6,556 Stock of high quality liquid assets 49,997.2

Debt securities 39,315.5   

Derivative instruments 48,413 Subject to 15% haircut

Loans & receivables with banks

From central banks 1,184.1

From banks 6,709.9

Loans & receivables with customers

Retail & SME 109,973.9

Corporates (no-operational relationship) 47,131.7

All other assets 17,478

Total assets 286,785.1

Liabilities (within a 30 days period) EUR Million Run-off factorOutflows Inflows* Net Outflows

Deposits 

Customer deposits(retail &SME)

Stable 55,562.9 5% 2,778.2

Less stable 6,173.7 10% 617.4

Unsecured Wholesale funding

Deposits from non-financial corporates 26,458.5 75% 19,843.9

Due to credit institutions 16,913 100% 16,913

Due to central banks 3,455 75% 2,591.3

Debt securities in issue 75,789 100% 75,789

Secured wholesale funding

Surbordinated liabilities 3,881 100% 3,881

Other -loss of funding on

Financial derivatives 47,943.5 100% 47,943.5

 All other liabilities 22,592 100% 22,592

Equity 24,538

Total liabilities and equity 283,307 192,949.3 112,090.5 80,858.9

LCR = 61.8%  
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NSFR = Available amount of stable funding/Required amount of stable funding ≥100%

Nordea Bank

Assets EUR Million Required Stable funding factor Requred stable funding

Cash & balances at the Central bank  10,023 0%

Government securities (mty < 1year) 8,522.8 0%

(mty >1 year) 4,589.2 100% 4,589.2

Debt securities(mty < 1year) 51,110.2 0%

(mty >1 year) 27,520.9 100% 27,520.9

Loans and advances to banks

(Maturity within 1year) 10,262.2 0%

(Maturity between 1year and ≥ 5years ) 5,525.8 100% 5,525.8

Loans and advances to customers

Retail & SME loans(50%)

(Maturity within 1year) 102,118.6 85% 86,800.81

(Maturity between 1year and ≥ 5years ) 54,986.93 100% 54,986.93

Corporate loans(30%)

(Maturity within 1year) 81,694.9 50% 40,847.5

(Maturity between 1year and ≥ 5years ) 43,989.54 100% 43,989.54

Mortgage loans(20%)

(Maturity within 1year) 20,423.72 65% 13,275.42

(Maturity between 1year and ≥ 5years ) 10,997.4 100% 10,997.4

Financial derivatives 

(Maturity between 1year and ≥ 5years ) 33,888.8 100% 33,888.8

Equity Instruments

(Maturity within 1year) 11,240.5 50% 5,620.3

(Maturity between 1year and ≥ 5years ) 6,052.6 100% 6,052.6

All other assets 12,234.6 100% 12,234.6

Total assets 495,181.7 346,329.8

Liabilities EUR Million Available stable funding factor Availble stable funding

Capital (Tier 1+Tier2) 24,734 100% 24,734

Customer accounts(deposits)

Stable deposits(retail & SME)

(Maturity ≤ 1year) 72,231.71 90% 65,008.54

(Maturity between 1yr ≥ 5yrs) 38,893.99 100% 38,893.99

Less stable deposits(retail & SME)

(Maturity ≤ 1year) 8,025.75 80% 6,420.6

(Maturity between 1yr ≥ 5yrs) 4,321.6 100% 4,321.6

Unsecured Wholesale funding

Corporates deposits (non-financial)

(Maturity ≤ 1year) 34,396.1 50% 17,198.1

(Maturity between 1yr ≥ 5yrs) 18,520.95 100% 18,520.95

Deposits by banks

(Maturity between 1yr ≥ 5yrs) 11,839.1 100% 11,839.1

Deposits by central banks

(Maturity ≤ 1year) 4,491.5 50% 2,245.8

(Maturity between 1yr ≥ 5yrs) 2,418.5 100% 2,418.5

Subordinated liabilities 

(Maturity ≤ 1year) 5,044.7 50% 2,522.4

(Maturity between 1yr ≥ 5yrs) 2,716.4 100% 2,716.4

Debt securities in issue

(Maturity between 1yr ≥ 5yrs) 53,052.3 100% 53,052.3

All other liabilites and equity categories

(Maturity between 1yr ≥ 5yrs) 24,402.4 0%

Total liabilities 280,354.95 249,892.3

NSFR = 72.2%    

Funding Deficit = 96,437.5
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LCR CALCULATION

LCR=Stock of high quality assets/Net Cash Outflow over 30days ≥100%

Handelsbanken  

Assets (over a 30days period) SEK Million

Cash & balances at the Central bank 56,637

Government securities & treasury bills 25,369 Stock of high quality liquid assets 111,118.5

Debt securities 34,250   

Shares 18,164

Derivative instruments 51,141.5 Subject to 15% haircut

Loans & receivables with banks

From central banks 25,494.5

From banks 77,737

Loans & receivables with customers

Retail & SME 518,587.3

Corporates (no-operational relationship) 222,251.7

All other assets 80,770

Total assets 1,110,402

Liabilities (within a 30 days period) SEK Million Run-off factor Outflows Inflows* Net Outflows

Deposits 

Customer deposits(retail &SME)

Stable 172,040.5 5% 8,602

Less stable 19,116.1 10% 1,912

Unsecured Wholesale funding

Deposits from non-financial corporates 81,925.95 75% 61,444.5

Due to credit institutions 70,443.4 100% 70,443.4

Due to central banks 12,431.2 75% 9,323.4

Debt securities in issue 481,751 100% 481,751

Secured wholesale funding

Surbordinated liabilities 21,974 100% 21,974

Other -loss of funding on

Financial derivatives 50,877 100% 50,877

 All other liabilities 69,912 100% 69,912

Equity 88,391

Total liabilities and equity 1,068,862.2 776,239.3690,654.14 85,585.2

LCR = 129.8%
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NSFR = Available amount of stable funding/Required amount of stable funding ≥100%

Handelsbanken

Assets SEK Million Required Stable funding factor Requred stable funding

Cash & balances at the Central bank  56,637 0%

Government securities (mty < 1year) 32,979.7 0%

(mty >1 year) 17,758.3 100% 17,758.3

Debt securities(mty < 1year) 44,525 0%

(mty >1 year) 23,975 100% 23,975

Loans and advances to banks

(Maturity within 1year) 33,142.9 0%

(Maturity between 1year and ≥ 5years ) 17,846.2 100% 17,846.2

Loans and advances to customers

Retail & SME loans(50%)

(Maturity within 1year) 481,545.4 85% 409,313.6

(Maturity between 1year and ≥ 5years ) 259,293.7 100% 259,293.7

Corporate loans(30%)

(Maturity within 1year) 385,236.3 50% 192,618.2

(Maturity between 1year and ≥ 5years ) 207,434.92 100% 207,434.92

Mortgage loans(20%)

(Maturity within 1year) 96,309.1 65% 62,601

(Maturity between 1year and ≥ 5years ) 51,858.73 100% 51,858.73

Financial derivatives 

(Maturity between 1year and ≥ 5years ) 35,799.1 100% 35,799.1

Equity Instruments

(Maturity within 1year) 23,613.2 50% 11,807

(Maturity between 1year and ≥ 5years ) 12,714.8 100% 12,714.8

All other assets 56,539 100% 56,539

Total assets 1,837,208.4 1,359,559.2

Liabilities EUR Million Available stable funding factor Availble stable funding

Capital (Tier 1+Tier2) 110,969 100% 110,969

Customer accounts(deposits)

Stable deposits(retail & SME)

(Maturity ≤ 1year) 233,656.64 90% 210,290.99

(Maturity between 1yr ≥ 5yrs) 120,428.4 100% 120,428.4

Less stable deposits(retail & SME)

(Maturity ≤ 1year) 24,850.9 80% 19,881

(Maturity between 1yr ≥ 5yrs) 13,387.24 100% 13,387.24

Unsecured Wholesale funding

Corporates deposits (non-financial)

(Maturity ≤ 1year) 106,503.74 50% 53,252

(Maturity between 1yr ≥ 5yrs) 57,348.2 100% 57,348.2

Deposits by banks

(Maturity between 1yr ≥ 5yrs) 49,310.4 100% 49,310.4

Deposits by central banks

(Maturity ≤ 1year) 16,160.6 50% 8,080.3

(Maturity between 1yr ≥ 5yrs) 8,701.84 100% 8,701.84

Subordinated liabilities 

(Maturity ≤ 1year) 28,566.2 50% 14,283.1

(Maturity between 1yr ≥ 5yrs) 15,382 100% 15,382

Debt securities in issue

(Maturity between 1yr ≥ 5yrs) 337,225.4 100% 337,225.4

All other liabilites and equity categories

(Maturity between 1yr ≥ 5yrs) 48,938.1 0%

Total liabilities 1,171,424.61 1,018,539.9

NSFR = 74.9%

Funding Deficit = 341,019.3
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LCR CALCULATION

LCR=Stock of high quality assets/Net Cash Outflow over 30days ≥100%

DNB NOR Bank  

Assets (over a 30days period) NOK Millions

Cash & balances at the Central bank 16,198

Debt securities 137,911 Stock of high quality liquid assets 133,422.35

Financial derivatives 38,390.5

Shareholdings 14,954 Subject to 15% haircut

Lending to banks 18,630.8

Lending to central banks 3,287.7

Loans to the public

Retail & SME 414,435

Corporates (no-operational relationship) 177,615

All other assets 12,972.5

Total assets 834,394.5

Liabilities (within a 30 days period) NOK Millions Run-off factor Outflows Inflows* Net Outflows

Deposits 

Customer deposits(retail &SME)

Stable 209,163.78 5% 10,458.2

Less stable 23,240.42 10% 2,324.04

Unsecured Wholesale funding

Deposits from non-financial corporates 99,601.8 75% 74,701.35

Deposits from credit institutions 109,620.7 100% 128,965.5

Deposits from central banks 19,344.83 75% 14,508.62

Debt securities in issue 254,723.5 100% 254,723.5

Secured wholesale funding

Surbordinated liabilities (no operational relationship) 16,737 100% 16,737

Other -loss of funding on

Derivative financial instruments 30,311 100% 30,311

Other liabilities 11,147 100% 11,147

Equity 89,859

Total liabilities and equity 863,749 527,367.6 330,827.5 196,540.2

LCR = 67.9%
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NSFR = Available amount of stable funding/Required amount of stable funding ≥100%

DNB NOR Bank

Assets NOK Million Required Stable funding factor Requred stable funding

Cash & balances at the Central bank  16,198 0% 0

Commercial paper & bonds (mty < 1 year) 179,284.3 0% 0

(mty >1 year) 96,537.7 100% 96,537.7

Loans and advances to banks (credit institutions)

(Maturity within 1year) 28,494.1 0% 0

(Maturity between 1year and ≥ 5years ) 15,342.95 100% 15,342.95

Loans and advances to customers

Retail & SME loans(50%)

(Maturity within 1year) 384,832.5 85% 327,107.6

(Maturity between 1year and ≥ 5years ) 207,217.5 100% 207,217.5

Corporate loans(30%)

(Maturity within 1year) 76,966.5 50% 38,483.3

(Maturity between 1year and ≥ 5years ) 41,443.5 100% 41,443.5

Mortgage loans(20%) 473

(Maturity within 1year) 307,866 65% 200,112.9

(Maturity between 1year and ≥ 5years ) 165,774 100% 165,774

Derivative financial instrumetns

(Maturity between 1year and ≥ 5years ) 26,873.35 100% 26,873.35

All other assets

(Maturity between 1year and ≥ 5years ) 25,945 100% 25,945

Total assets 1,573,248.4 1,144,837.8

Liabilities NOK Million Available stable funding factor Availble stable funding

Capital (Tier 1+Tier2) 107,548 100% 107,548

Customer accounts(deposits)

Stable deposits(retail & SME)

(Maturity ≤ 1year) 271,912.9 90% 244,721.61

(Maturity between 1yr ≥ 5yrs) 146,414.63 100% 146,414.63

Less stable deposits(retail & SME)

(Maturity ≤ 1year) 30,212.55 80% 24,170.04

(Maturity between 1yr ≥ 5yrs) 16,268.3 100% 16,268.3

Corporates deposits (non-financial)

(Maturity ≤ 1year) 129,482.34 50% 64,741.2

(Maturity between 1yr ≥ 5yrs) 69,721.3 100% 69,721.3

Deposits by banks(credit institutions)

(Maturity between 1yr ≥ 5yrs) 90,275.85 100% 90,275.85

Unsecured Wholesale funding

Subordinated liabilities 

(Maturity ≤ 1year) 21,758.1 50% 10,879.1

(Maturity between 1yr ≥ 5yrs) 11,715.9 100% 11,715.9

Debt securities in issue

(Maturity between 1yr ≥ 5yrs) 62,407.3 100% 62,407.3

Derivative financial instrumts

(Maturity between 1yr ≥ 5yrs) 60,622 0%

All other liabilites and equity categories

(Maturity between 1yr ≥ 5yrs) 108,728 0%

Total liabilities 1,127,066.3 848,863.23

NSFR = 74.1% 

Funding Deficit = 295,974.6
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LCR CALCULATION

LCR=Stock of high quality assets/Net Cash Outflow over 30days ≥100%

Santander Bank

Assets (over a 30days period) EUR Millions

Cash & balances at the Central bank 77,785

Debt securities 80,127.7 Stock of high quality liquid assets 145,893.54

Equities 7,698   

Derivatives 36,534.5

Loans to credit institutions 45,753.2

Loans to the public

Retail & SME 253,453.6

Corporates (no-operational relationship) 108,622.95

All other assets 44,190

Total assets 654,164.95

Liabilities (within a 30 days period) EUR Millions Run-off factor Outflows Inflows* Net Outflows

Deposits 

Customer deposits(retail &SME)

Stable 194,158.5 5% 9,707.93

Less stable 21,573.2 10% 2,157.32

Unsecured Wholesale funding

Deposits from non-financial corporates 92,456.4 75% 69,342.3

Due to credit institutions 42,133.2 100% 42,133.2

Due to central banks 7,435.3 75% 5,576.5

Debt securities in issue 96,436 100% 96,436

Secured wholesale funding

Surbordinated liabilities (no operational relationship) 15,237.5 100% 15,237.5

Other -loss of funding on

Trading derivatives 37,639.5 100% 37,639.5

Other liabilities 61,224 100% 61,224

Equity 80,914

Total liabilities and equity 649,207.6 339,454.3 229,098.53 110,355.8

LCR =132.2%
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NSFR = Available amount of stable funding/Required amount of stable funding ≥100%

Santander Bank

Assets EUR Millions Required Stable funding factorRequred stable funding

Cash & balances at the Central bank  77,785 0%

Debt securities(mty < 1year) 104,166 0%

(mty >1 year) 56,089.4 100% 56,089.4

Loans and advances to banks (credit institutions)

(Maturity within 1year) 59,479.2 0%

(Maturity between 1year and ≥ 5years ) 32,027.24 100% 32,027.24

Loans and advances to customers

Retail & SME loans(50%)

(Maturity within 1year) 235,349.73 85% 200,047.3

(Maturity between 1year and ≥ 5years ) 126,726.8 100% 126,726.8

Corporate loans(30%)

(Maturity within 1year) 47,069.82 50% 23,534.91

(Maturity between 1year and ≥ 5years ) 25,345.3 100% 25,345.3

Mortgage loans(20%)

(Maturity within 1year) 188,279.9 65% 122,381.94

(Maturity between 1year and ≥ 5years ) 101,381.5 100% 101,381.5

Finanancial derivatives

(Maturity between 3months and ≥ 5years ) 73,069 100% 73,069

Equities

(Maturity between 3months and ≥ 5years ) 15,396 100% 15,396

All other assets 88,380 100% 88,380

Total assets 1,230,544.9 864,379.4

Liabilities EUR Million Available stable funding factorAvailble stable funding

Capital (Tier 1+Tier2) 69,346.568 100% 69,346.568

Customer accounts(deposits)

Stable deposits(retail & SME)

(Maturity ≤ 1year) 252,405.99 90% 227,165.4

(Maturity between 1yr ≥ 5yrs) 135,910.92 100% 135,910.92

Less stable deposits(retail & SME)

(Maturity ≤ 1year) 28,045.11 80% 22,436.1

(Maturity between 1yr ≥ 5yrs) 15,101.21 100% 15,101.21

Unsecured Wholesale funding

Corporates deposits (non-financial)

(Maturity ≤ 1year) 120,193.32 50% 60,096.7

(Maturity between 1yr ≥ 5yrs) 64,719.5 100% 64,719.5

Deposits by banks(credit institutions)

(Maturity between 1yr ≥ 5yrs) 84,266.5 100% 84,266.5

Deposits by central banks

(Maturity ≤ 1year) 9,665.9 50% 4,832.95

(Maturity between 1yr ≥ 5yrs) 5,204.71 100% 5,204.71

Subordinated liabilities 

(Maturity ≤ 1year) 19,808.8 50% 9,904.4

(Maturity between 1yr ≥ 5yrs) 10,666.25 100% 10,666.25

Debt securities in issue

(Maturity between 1yr ≥ 5yrs) 67,505.2 100% 67,505.2

All other liabilites and equity categories

(Maturity between 1yr ≥ 5yrs) 203,362 0%

Total liabilities 995,188 777,156.41

NSFR = 89.9%

Funding deficit = 87,222.9
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LCR CALCULATION

LCR=Stock of high quality assets/Net Cash Outflow over 30days ≥100%

BBVA Bank  

Assets (over a 30days period) EUR Millions

Cash & balances at the Central bank 19,981

Debt securities 49,013 Stock of high quality liquid assets 61,642.1

Equity instruments 6,454.5   

Derivative instruments 16,832.5 Subject to 15% haircut

Loans to credit institutions 11,818.5

Loans to the public

Retail & SME 118,599.8

Corporates (no-operational relationship) 50,828.6

All other assets 35,577

Total assets 304,131.9

Liabilities (within a 30 days period) EUR Millions Run-off factor Outflows Inflows* Net Outflows

Deposits 

Customer deposits(retail &SME)

Stable 86,873.6 5% 4,343.7

Less stable 9,652.62 10% 965.3

Unsecured Wholesale funding

Deposits from non-financial corporates 41,368.4 75% 31,026.3

Due to credit institutions 28,585 100% 41,368.4

Due to central banks 5,505 75% 4,128.8

Debt securities in issue 42,589.5 100% 42,589.5

Secured wholesale funding

Surbordinated liabilities (no operational relationship) 8,710 100% 8,710

Other -loss of funding on

Financial derivatives 17,415 100% 17,415

Short positions 2,023 100% 2,023

Other financial liabilities at fair value 803.5 100% 803.5

Other liabilities 16,067.5 100% 16,067.5

Equity 37,475

Total liabilities and equity 297,068.12 169,441 117,373.45 52,067.6

LCR = 118.4%
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NSFR = Available amount of stable funding/Required amount of stable funding ≥100%

BBVA Bank

Assets EUR Millions Required Stable funding factor Requred stable funding

Cash & balances at the Central bank  19,981 0%

Debt securities(mty < 1year) 57,252 0%

(mty >1 year) 30,828 100% 30,828

Loans and advances to banks (credit institutions)

(Maturity within 1year) 15,364.1 0%

(Maturity between 1year and ≥ 5years ) 8,272.95 100% 8,272.95

Loans and advances to customers

Retail & SME loans(50%)

(Maturity within 1year) 110,128.53 85% 93,609.3

(Maturity between 1year and ≥ 5years ) 59,299.98 100% 59,299.98

Corporate loans(30%)

(Maturity within 1year) 22,025.71 50% 11,012.9

(Maturity between 1year and ≥ 5years ) 11,859.995 100% 11,859.995

Mortgage loans(20%)

(Maturity within 1year) 88,102.82 65% 57,266.83

(Maturity between 1year and ≥ 5years ) 47,329.98 100% 47,329.98

Financial derivatives 

(Maturity between 3months and ≥ 5years ) 33,665 100% 33,665

Equity Instruments

(Maturity between 3months and ≥ 5years ) 12,909 50% 6,454.5

All other assets 71,154 100% 71,154

Total assets 577,325.9 430,753.44

Liabilities EUR Million Available stable funding factor Availble stable funding

Capital (Tier 1+Tier2) 42,770 100% 42,770

Customer accounts(deposits)

Stable deposits(retail & SME)

(Maturity ≤ 1year) 112,935.62 90% 101,642.1

(Maturity between 1yr ≥ 5yrs) 60,811.5 100% 60,811.5

Less stable deposits(retail & SME)

(Maturity ≤ 1year) 12,548.4 80% 10,038.72

(Maturity between 1yr ≥ 5yrs) 6,756.82 100% 6,756.82

Unsecured Wholesale funding

Corporates deposits (non-financial)

(Maturity ≤ 1year) 34,956.3 50% 17,478.2

(Maturity between 1yr ≥ 5yrs) 47,780.44 100% 47,780.44

Deposits by banks(credit institutions)

(Maturity between 1yr ≥ 5yrs) 33,015.7 100% 33,015.7

Deposits by central banks

(Maturity ≤ 1year) 7,156.5 50% 3,578.3

(Maturity between 1yr ≥ 5yrs) 3,853.5 100% 3,853.5

Subordinated liabilities 

(Maturity ≤ 1year) 11,323 50% 5,661.5

(Maturity between 1yr ≥ 5yrs) 6,097 100% 6,097

Debt securities in issue

(Maturity between 1yr ≥ 5yrs) 29,812.7 100% 29,812.7

Financial derivatives 34,83 0%

Short positions 4,046 0%

All other liabilites and equity categories

(Maturity between 1yr ≥ 5yrs) 69,610 0%

Total liabilities 518,303.5 308,484.94

NSFR = 71.6%

Funding Deficit = 122,268.5
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LCR CALCULATION

LCR=Stock of high quality assets/Net Cash Outflow over 30days ≥100%

Unicredit Bank

Assets (over a 30days period) EUR Millions

Cash & balances at the Central bank 6,414,097

Debt securities 57,987,694 Stock of high quality liquid assets 63,097,067.9

Equity instruments 1,195,479.5   

Derivative instruments 7,665,643 Subject to 15% haircut

Units in investment funds 1,043,553

Loans & receivables with credit institutions 30,761,483

Loans with central banks 5,428,497

Loans to the public

Retail & SME 194,478,676

Corporates (no-operational relationship) 83,348,004

All other assets 51,120,675

Total assets 439,443,801.5

Liabilities (within a 30 days period) EUR Millions Run-off factor Outflows Inflows* Net Outflows

Deposits 

Customer deposits(retail &SME)

Stable 126,708,180.2 5% 6,335,409

Less stable 14,078,686.7 10% 1,407,868.7

Unsecured Wholesale funding

Deposits from non-financial corporates 60,337,228.7 75% 45,252,921.53

Due to credit institutions 6,432,100 100% 6,432,100

Due to central banks 49,435,521.2 75% 37,076,641

Debt securities in issue 90,502,502 100% 90,502,502

Secured wholesale funding

Surbordinated liabilities (no operational relationship) 324,720.5 100% 324,720.5

Other -loss of funding on

Financial derivatives 6,239,613 100% 6,239,613

 All other liabilities 49,289,856.5 100% 49,2889,856.5

Equity

Total liabilities and equity 403,348,408.8 242,861,632.1 168,904,238.8 73,957,393.3

LCR = 85.3%
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NSFR = Available amount of stable funding/Required amount of stable funding ≥100%

Unicredit Bank

Assets EUR Millions Required Stable funding factor Requred stable funding

Cash & balances at the Central bank  6,414,097 0%

Debt securities(mty < 1year) 75,384,002.2 0%

(mty >1 year) 40,591,385.8 100% 40,591,385.8

Loans and advances to banks (credit institutions)

(Maturity within 1year) 48,453,904 0%

(Maturity between 1year and ≥ 5years ) 26,090,563.8 100% 26,090,563.8

Loans and advances to customers

Retail & SME loans(50%)

(Maturity within 1year) 180,587,342 85% 153,499,240.7

(Maturity between 1year and ≥ 5years ) 97,239,338 100% 97,239,338

Corporate loans(30%)

(Maturity within 1year) 36,117,468.4 50% 18,058,734.2

(Maturity between 1year and ≥ 5years ) 19,447,867.6 100% 19,447,867.6

Mortgage loans(20%)

(Maturity within 1year) 144,469,873.6 65% 93,905,417.8

(Maturity between 1year and ≥ 5years ) 77,791,470.4 100% 77,791,470.4

Financial derivatives 

(Maturity between 1year and ≥ 5years ) 5,365,950.1 100% 5,365,950.1

Equity Instruments

(Maturity within 1year) 1,554,123.4

(Maturity between 1year and ≥ 5years ) 836,835.7 50% 777,061.7

All other assets 35,784,122.5 100% 35,784,122.5

Total assets 796,126,344.5 568,551,152.6

Liabilities EUR Million Available stable funding factor Availble stable funding

Capital (Tier 1+Tier2) 57,654,779 100% 57,654,779

Customer accounts(deposits)

Stable deposits(retail & SME)

(Maturity ≤ 1year) 164,720,634.2 90% 148,248,570.8

(Maturity between 1yr ≥ 5yrs) 88,695,726.1 100% 88,695,726.1

Less stable deposits(retail & SME)

(Maturity ≤ 1year) 18,302,292.7 80% 14,641,834.2

(Maturity between 1yr ≥ 5yrs) 9,855,080.7 100% 9,855,080.7

Unsecured Wholesale funding

Corporates deposits (non-financial)

(Maturity ≤ 1year) 120,674,457.3 50% 60,337,228.7

(Maturity between 1yr ≥ 5yrs) 42,236,060.1 100% 42,236,060.1

Deposits by banks(credit institutions)

(Maturity between 1yr ≥ 5yrs) 34,604,917.2 100% 34,604,917.2

Deposits by central banks

(Maturity ≤ 1year) 8,361,633.2 50% 4,180,816.6

(Maturity between 1yr ≥ 5yrs) 4,502,417.9 100% 4,502,417.9

Subordinated liabilities 

(Maturity ≤ 1year) 422,136.7 50% 211,068.4

(Maturity between 1yr ≥ 5yrs) 227,304.4 100% 227,304.4

Debt securities in issue

(Maturity between 1yr ≥ 5yrs) 63,351,751.4 100% 63,351,751.4

All other liabilites and equity categories

(Maturity between 1yr ≥ 5yrs) 34,502,899.6 0%

Total liabilities 559,416,364.4 528,747,555.5

NSFR = 92.9%

Funding Deficit = 39,803,597.1



112 
 

 

 

 

 

 

LCR CALCULATION

LCR=Stock of high quality assets/Net Cash Outflow over 30days ≥100%

Intesa Sanpaolo Bank

Assets (over a 30days period) EUR Millions

Cash & balances at the Central bank 4,758

Debt securities 42,926.5 Stock of high quality liquid assets 41,245.53

Equity instruments 18,620   

Derivative instruments 22,074.5 Subject to 15% haircut

Loans & receivables with banks

From central banks 6,725

From banks 36,012

Loans to the public

Retail & SME 132,732.3

Corporates (no-operational relationship) 56,885.5

All other assets 38,446.5

Total assets 454,511.8

Liabilities (within a 30 days period) EUR Millions Run-off factor Outflows Inflows* Net Outflows

Deposits 

Customer deposits(retail &SME)

Stable 85,442.9 5% 4,272.12

Less stable 9,493.7 10% 949.4

Unsecured Wholesale funding

Deposits from non-financial corporates 40,687.1 75% 30,515.33

Due to credit institutions 24,627 100% 24,627

Due to central banks 4,323.5 75% 3,242.63

Debt securities in issue 91,237 100% 91,237

Secured wholesale funding

Surbordinated liabilities (no operational relationship) 12,098 100% 12,098

Other -loss of funding on

Financial derivatives 24,788.5 100% 24,788.5

 All other liabilities 10,261.5 100% 10,261.5

Equity 105,852

Total liabilities and equity 408,811.2 201,991.5 137,742.1 64,249.5

LCR = 64.2%
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Source: Own calculations based on consolidated annual accounts and risk reports 

NSFR = Available amount of stable funding/Required amount of stable funding ≥100%

Intesa Sanpaolo Bank

Assets EUR Millions Required Stable funding factor Requred stable funding

Cash & balances at the Central bank  4,758 0%

Debt securities(mty < 1year) 55,804.5 0%

(mty >1 year) 30,048.6 100% 30,048.6

Loans and advances to banks

(Maturity within 1year) 27,779.1 0%

(Maturity between 1year and ≥ 5years ) 14,957.95 100% 14,957.95

Loans and advances to customers

Retail & SME loans(50%)

(Maturity within 1year) 123,251.4 85% 104,763.7

(Maturity between 1year and ≥ 5years ) 66,366.13 100% 66,366.13

Corporate loans(30%)

(Maturity within 1year) 24,650.3 50% 12,325.2

(Maturity between 1year and ≥ 5years ) 13,273.23 100% 13,273.23

Mortgage loans(20%)

(Maturity within 1year) 98,601.1 65% 64,090.72

(Maturity between 1year and ≥ 5years ) 53,092.9 100% 53,092.9

Financial derivatives 

(Maturity between 1year and ≥ 5years ) 15,452.2 100% 15,452.2

Equity Instruments

(Maturity within 1year) 12,103 50% 6,051.5

(Maturity between 1year and ≥ 5years ) 6,517 100% 6,517

All other assets 26,912.6 100% 26,912.6

Total assets 573,567.96 413,851.73

Liabilities EUR Million Available stable funding factor Availble stable funding

Capital (Tier 1+Tier2) 43,802 100% 43,802

Customer accounts(deposits)

Stable deposits(retail & SME)

(Maturity ≤ 1year) 90% 99,968.1

(Maturity between 1yr ≥ 5yrs) 59,809.96 100% 59,809.96

Less stable deposits(retail & SME)

(Maturity ≤ 1year) 12,341.75 80% 9,873.4

(Maturity between 1yr ≥ 5yrs) 6,645.6 100% 6,645.6

Unsecured Wholesale funding

Corporates deposits (non-financial)

(Maturity ≤ 1year) 52,893.2 50% 13,223.3

(Maturity between 1yr ≥ 5yrs) 28,480.94 100% 28,480.94

Deposits by banks

(Maturity between 1yr ≥ 5yrs) 17,238.9 100% 17,238.9

Deposits by central banks

(Maturity ≤ 1year) 5,620.6 50% 2,810.3

(Maturity between 1yr ≥ 5yrs) 3,026.5 100% 3,026.5

Subordinated liabilities 

(Maturity ≤ 1year) 15,727.4 50% 7,863.7

(Maturity between 1yr ≥ 5yrs) 8,468.6 100% 8,468.6

Debt securities in issue

(Maturity between 1yr ≥ 5yrs) 63,865.9 100% 63,865.9

All other liabilites and equity categories

(Maturity between 1yr ≥ 5yrs) 44,231.3 0%

Total liabilities 473,228.3 365,077.2

NSFR = 88.2% 

Funding Deficit = 48,774.5
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Capital requirements calculations 

 

 

 

Standard Chartered Basel II      Basel III HSBC Basel II Basel III

 $Million Scenario 1Scenario2  £Million Scenario 1 scenario 2

Tier 1 capital Tier 1 capital

Core capital before deductions 36,776 36,776 36,776 Core capital before deductions 35,509 35,509 35,509

Deductions -7,836 -7,836 -7,836 Deductions -11,428 -11,428 -11,428

Hybrid core capital 0 0 0 Hybrid core capital 0 0 0

Common Equity Tier 1 after deductions28,940 28,940 28,940 Common Equity Tier 1 after deductions 21,081 21,081 21,081

Additional Tier 1 capital Additional Tier 1 capital

Innovative securities + preference shares (hybrid capital)5,514 0 0 Hybrid capital 2,374 0 0

Additional capital 185 185 185 Deductions -500 -500 -500

Other deductions -326 -326 -326 Total Tier 1 capital 22,955 20,581 20,581

Total Tier 1 capital 34,313 28,799 28,799

Tier 2 Capital

Tier 2 capital Subordinate loan capital (term & perpetual) 11,047 11,047 0

Subordinate debt 11,096 11,096 0 Revaluation reserves 373 373 373

Revaluation reserves 530 530 530 Eligible allowances 338 338 338

Other provisions 266 266 266 Deductions -2,302 -2,302 -2,302

Deductions -1,122 -1,122 -1,122 Total Tier 2 capital after deductions 9,456 9,456 -1591

Tier 2 capital after deductions 10,770 10,770 -326 Deductions from Tier 1and Tier 2 0 0 0

Tier 1 and Tier 2 deductions -3 -3 -3 Total regulatory capital 32,411 30,037 18,990

Total regulatory capital 45,080 39,569 28,473

RWA 201,720 201,720 201,720

RWA 245,077 245,077 245,077

CET1 to RWA ratio 10,5% 10,5% 10,5%

Tier 1 to RWA ratio 11,4% 10,2% 10,2%

CET1 to RWA ratio 11,8% 11,8% 11,8% Total capital to RWA ratio 16,1% 14,9% 9,4%

Tier 1 to RWA ratio 14,0% 11,8% 11,8%

Total capital to RWA ratio 18,4% 16,1% 11,6%

Capital requirement 25,936 25,936 25,936

Capital requirement 19,607 19,607 19,607 Capital buffer 6,475 4,101 -6,946

Capital buffer 25,473 19,962 8,866

Total assets 798,494

Total assets 516,542 Owners equity 31,825

Owners equity 38,865 Return on Equity 9,9%

Return on Equity 14,1%
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LIOYDS Basel II Basel III NORDEA Basel II Basel III

 £Million Scenario 1 Scenario2 EUR Million Scenario1 Scenario 2

Tier 1 capital Tier 1 capital 

Core capital before deductions 46,809 46,809 46,809 Core capital before deductions 23,755 23,755 23,755

Deductions -543 -543 -543 Deductions -4,652 -4,652 -4,652

Hybrid core capital 0 0 0 Hybrid core capital 0 0 0

Common Equity Tier 1 after deductions 41,371 41,371 41,371 Common Equity Tier 1 after deductions 19,103 19,103 19,103

Additional Tier 1 capital Additional Tier 1capital

Hybrid capital 5,845 0 0 Hybrid capital (surbordinated loan capital) 1,946 0 0

Deductions -69 -69 -69 Deductions 0 0 0

Total Tier 1 Capital 47,147 41,302 41,302 Tier 1 capital after deductions 21,049 19,103 19,103

Tier 2 capital

Subordinate loan capital (term & perpetual) 25,135 25,135 0 Tier 2 capital

Revaluation reserves 462 462 462 Subordinate loan capital 4,593 4,593 0

Eligible provisions 2,468 2,468 2,468 Other additional securities 710 710 710

Other deductions -283 -283 -283 Other additional funds 2 2 2

Total Tier 2 capital after deductions 27,782 27,782 2,647 Deductions -340 -340 -340

Deductions from Tier 1and Tier 2 -13,112 -13,112 -13,112 Total Tier 2 after deductions 4,965 4,965 372

Total regulatory capital 61,817 55,972 33,484 Deductions Tier 1 and Tier 2 -1,279 -1,279 -1,279

Total regulatory capital 24,735 24,068 18,196

RWA 406,372 406,372 406,372 RWA 185,131 185,131 185,131

CET1 to RWA ratio 10,2% 10,2% 10,2% CET1 to RWA ratio 10,3% 10,3% 10,3%

Tier 1 to RWA ratio 11,6% 10,2% 10,2% Tier 1 to RWA ratio 11,4% 10,3% 10,3%

Total capital to RWA ratio 15,2% 13,8% 8,2% Total capital to RWA ratio 13,4% 13% 9,8%

Capital requirement 32,510 32,510 32,510 Capital requirement 14,810 14,810 14,810

Capital buffer 29,307 23,462 974 Capital buffer 9,925 9,258 3,386

Total assets 991,574 Total assets 580,839

Owners equity 46,061 Owners equity 24,538

Return on Equity 8,9% Return on Equity 11,5%
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Handelsbanken Basel II Basel III DNB NOR Basel II Basel III

SEK Million Scenario 1 Scenario 2 NOK Million Scenario 1 Scenario 2

Tier 1 capital Tier 1 capital

Core capital before deductions 97,502 97,502 97,502 Core capital before deductions 89,859 89,859 89,859

Deductions -9,706 -9,706 -9,706 Deductions -13,841 -13,841 -13,841

Hybrid core capital 0 0 0 Hybrid core capital 0 0 0

Common Equity Tier 1  afrer deductions 87,796 87,796 87,796 Common Equity Tier 1 capital afer deducions 76,018 76,018 76,018

Additional Tier 1 capital Additional Tier 1 capital

 surbordinated loan capital (hybrid capital) 0 0 0 Hybrid capital (surbordinated loan capital) 8,423 0 0

Deductions 0 0 0 Deductions 0 0 0

Additional capital 87,796 87,796 87,796 Total Tier 1 capital after deductions 84,441 76,018 76,018

Tier 2 capital Tier 2 Capital

Subordinate loan capital (term & perpetual) 28,912 28,912 0 Subordinate loan capital (term & perpetual) 24,779 24,779

Revaluation reserves 122 122 122 Additional capital 18 18 18

Eligible provisions 1,241 1,241 1,241 Deductions -1690 -1690 -1690

Deductions -1168 -1168 -1,168 Total Tier 2 capital after deductions 23,107 23,107 -1,672

Total Tier 2 capital after deductions 29,107 29,107 195 Deductions from Tier 1and Tier 2 0 0 0

Deductions from Tier 1and Tier 2 -5,934 -5,934 -5,934 Total regulatory capital 107,548 99,125 74,346

Total regulatory capital 110,969 110,969 82,057

RWA 918,659 918,659 918,659

RWA 532,136 532,136 532,136

CET1 to RWA ratio 8,3% 8,3% 8,3%

CET1 to RWA ratio 16,5% 16,5% 16,5% Tier 1 to RWA ratio 9,2% 8,3% 8,3%

Tier 1 to RWA ratio 16,5% 16,5% 16,5% Total capital to RWA ratio 11,7% 10,8% 8,1%

Total capital to RWA ratio 20,9% 20,9% 15,4%

Capital requirement 73,493 73,493 73,493

 Capital requirement 42,570 42,570 42,570 Capital buffer 34,055 25,632 853

Capital buffer 68,399 68,399 39,487

Total assets 1,637,639

Total assets 2,153,530 Owners equity 89,859

Owners equity 88,39 Return on Equity 14,8%

Return on Equity 12,9%
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Santander Basel II Basel III BBVA Basel II Basel III

EUR Million Scenario 1 Scenario 2 EUR Million Scenario 1Scenario 2

Tier 1 capital Tier 1 capital

Core capital before deductions 78,121.031 78,121.031 78,121.031 Core capital before deductions 36,689 36,689 36,689

Deductions -24,598916 -24,598916 -24,598916 Deductions -8,592 -8,592 -8,592

Hybrid core capital 0 0 0 Hybrid capital (convertible bonds) 2000 0 0

Common Equity Tier 1 capital 53,522.871 53,522.871 53,522.871 Common Equity Tier 1 capital 30,097 28,097 28,097

Additional Tier 1 capital Additional Tier 1 capital

Hybrid capital (preferred stock) 5,973.996 0 0 Preference shares (hybrid capital) 5,164 0 0

Deductions -3,445688 -3,445688 -3,445688 Deductions -2,239 -2,239 -2,239

Total Tier 1 capital after deductions 56,051.179 50,077.183 50,077.183 Tier 1 capital after deductions 33,023 25,858 25,858

Tier 2 Capital Tier 2 Capital

Subordinate loan capital 12,209.712 12,209.712 0 Subordinate loan capital and other 12,140 12,140 0

Loan loss allowance 824 824 824 Deductions -2,239 -2,239 -2,239

Other deductions -2,501147 -2,501147 -2,501147 Total Tier 2 capital after deductions 9,901 9,901 -2,239

Total Tier 2 capital after deductions 13,295.389 13,295.389 -1,677147 Deductions from Tier 1and Tier 2 0 0 0

Deductions from Tier 1and Tier 2 0 0 0 Total regulatory capital 42,924 35,759 23,619

Total regulatory capital 69,346.568 63,372.572 48,400.036

RWA 313,327 313,327 313,327

RWA 604,885 604,885 604,885

CET1 to RWA ratio 9,6% 9% 9%

CET1 to RWA ratio 8,8% 8,8% 8,8% Tier 1 to RWA ratio 10,5% 8,3% 8,3%

Tier 1 to RWA ratio 9,3% 8,3% 8,3% Total capital to RWA ratio 13,7% 11,4% 7,5%

Total capital to RWA ratio 11,5% 10,5% 8,0%

Capital requirement 25,066 25,066 25,066

Capital requirement 38,461.568 38,461.568 38,461.568 Capital buffer 17,858 10,693 -1,447

Capital buffer 30,885 29,911.004 9,938.468

Total assets 552,738

Total assets 1,217,501 Owners equity 37,475

Owners equity 78,854 Return on Equity 15,8%

Return on Equity 16.9%
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Source: Own calculations based on consolidated annul accounts and risk reports 

 

 

 

Unicredit Basel II Basel III Intesa Sanpaolo Basel II Basel III

EUR Million Scenario 1 Scenario 2 EUR Million Scanario 1 Scenario 2

Tier 1 capital Tier 1 capital

Core capital before deductions 42,529.152 42,529.152 42,529.152 Core capital before deductions 28,498 28,498 28,498

Deductions -2.517.321 -2.517.321 -2.517.321 Deductions -1,851 -1,851 -1,851

Hybrid capital 3,025.311 0 0 Hybrid capital 0 0 0

Common Equity Tier 1 capital 43,037.142 40,011.831 40,011.831 Common Equity Tier 1 capital 26,159 26,159 26,159

Additional  Tier 1 capital Additional Tier 1 capital 

Hybrid capital 0 0 0 Hybrid capital (inovative instruments) 5,016 0 0

Deductions 0 0 0 Deductions 0 0 0

 Tier 1 capital after deductions 43,037.142 40,011.831 40,011.831 Tier 1 capital after deductions 31,175 26,159 26,159

Tier 2 Capital Tier 2 Capital

Subordinate loan capital 14,606.208 14,606.208 0 Subordinate loan capital 16,043 16,043 0

Hybrid capital 3,307.134 3,307.134 0 Hybrid capital 1,706 1,706 1,706

Additional capital 721.297 721.297 721.297 Additional capital 167 167 167

Deductions -3,168273 -3,168273 -3,168273 Deductions -2,152 -2,152 -2,152

Total Tier 2 capital after deductions 15,688.701 15,688.701 -2.446.976 Total Tier 2 capital after deductions 16,348 16,348 -279

Deductions from Tier 1and Tier 2 -1.071.064 -1.071.064 -1.071.064 Deductions from Tier 1and Tier 2 -3,721 -3,721 -3,721

Total regulatory capital 57,654.779 55,700.532 37,564.855 Total regulatory capital 43,802 38,786 22,159

RWA 454,849.656 454,849.656 454,849.656 RWA 332,158 332,158 332,158

CET1 to RWA ratio 9,5% 9,5% 9,5% CET1 to RWA ratio 7,9% 7,9% 7,9%

Tier 1 to RWA ratio 9,5% 8,8% 8,8% Tier 1 to RWA ratio 9,4% 7,9% 7,9%

Total capital to RWA ratio 12,7% 12.2% 8,3% Total capital to RWA ratio 13,2% 11,7% 6,7%

Capital requirement 36,387.972 36,387.972 36,387.972 Capital requirement 26,573 26,573 26,573

Capital buffer 21,266.807 19,312.560 1,176.883 Capital buffer 17,229 12,213 -4,414

Total assets 929,487.555 Total assets 658,757

Owners equity 62,871.912 Owners equity 54,600

Return on Equity 7,6% Return on Equity 6,3%
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