
Basel III 

There was a necessity, by the Basel Committee, for a major overhaul of Basel II due to 
the 2007-2009 credit risk. The capital requirement for market risk was increased by 
Basel II.5. Credit risk capital requirements were to be increased by the Basel Committee 
as well. The definition of the needed capital was to be tightened and addressing liquidity 
risk needed regulations. 

In December 2009, the Basel III proposals were first published. In December 2010, the 
final version of these regulations was published, after a quantitative impact study and a 
various international summits. The following are the six parts to the regulations: 

i. Capital Definition and Requirements 
ii. Capital Conservation Buffer 
iii. Countercyclical Buffer 
iv. Leverage Ratio 
v. Liquidity Risk 
vi. Counterparty Credit Risk 

Capital Definition and Requirements 

Under Basel III, the components of a bank’s capital are as follows: 

i. Tier 1 equity capital; 
ii. Additional Tier 1 capital; and 
iii. Tier 2 capital. 

The share capital and retained earnings are included in Tier 1 equity capital also known 
as core Tier 1 capital. Goodwill or deferred tax assets are not included. To mirror 
defined benefit pension plan deficits, Tier 1 capital must be adjusted downwards. For 
minority interests and capital issued by consolidated subsidiaries, some different rules 
are also applicable. 

In the additional Tier 1 capital category, items previously considered to be Tier 1 that 
are not common equity, e.g., non-cumulative preferred stock, are included. In Tier 2 
capital, debts subordinated to depositors with a five-year original maturity are included. 

The Basel Committee referred common equity as going-concern capital. Losses are 
absorbed by common equity when a bank is a going concern. On the other hand, Tier 2 
capital is referred to as a gone concern (a business that is either already in a liquidation 
state or is likely to enter the liquidation state in the near future). Tier 2 capital absorbs 
losses whenever the bank ceases to be a going concern. 

The following are the capital requirements: 



i. Tier 1 equity capital should be a minimum of 4.5% of risk-weighted assets at all 
times; 

ii. Total Tier 1 capital must always be at 6% of the risk-weighted assets; and 
iii. Total capital should always be a minimum of 8% of the risk-weighted assets. 

Under Basel I, Tier 1 equity capital had to be a minimum of 2% of the risk-weighted 
assets, and total Tier 1 capital had to be less than 4% of the risk-weighted assets. 

Capital Conservation Buffer 

A capital conservation buffer in normal times is required under Basel II and should 
consist of a further amount of core Tier 1 equity capital equal to 2.5% of the risk-
weighted assets. Under this provision, capital is built up by banks during normal times to 
be run down in the event that losses get incurred in times of financial turmoil. 

Banks can constraint their dividends until capital is replenished, in cases where the 
capital conservation buffer has been used up either partially or wholly. Achieving the 
return on equity possessed by banks in the 1990-2006 period may be problematic due 
to increased equity capital requirements. 

The capital conservation buffer was introduced to ensure that banks have an 

additional layer of usable capital that can be drawn down when losses are incurred. 

The buffer was implemented in full as of 2019 and is set at 2.5% of total risk-

weighted assets. It must be met with Common Equity Tier 1 (CET1) capital only, and 

it is established above the regulatory minimum capital requirement. Whenever the 

buffer falls below 2.5%, automatic constraints on capital distribution (for example, 

dividends, share buybacks and discretionary bonus payments) will be imposed so 

that the buffer can be replenished. The distribution constraints increase as the 

bank's capital ratio approaches the minimum capital requirement (Table 1). The 

applicable conservation standards must be recalculated at each capital distribution 

date. Apart from these constraints, a bank will be able to continue to conduct 

business as normal when it draws down its capital conservation buffer. 

Countercyclical Buffer 

A countercyclical buffer has been specified by Basel III in addition to the capital 
conservation buffer. The intention of the buffer is the protection from the cyclicality of 
bank earnings. 

The buffer should be met with Tier 1 equity capital and set to be between 0% and 25% 
of total risk-weighted assets. The phasing out of the countercyclical buffer requirements 
takes place in between January 1, 2016, and January 1, 2019. 



The countercyclical capital buffer (CCyB) aims to protect the banking sector from 

periods of excess aggregate credit growth that have often been associated with the 

build-up of system-wide risks. The CCyB framework became fully effective as of 

2019.  

Basel III requires that the CCyB be activated and increased by authorities when they 

judge aggregate credit growth to be excessive and to be associated with a build-up 

of system-wide risk. The buffer would subsequently be drawn down in a downturn 

to help ensure that banks maintain the flow of credit in the economy.  

The BCBS also published guidelines for authorities making CCyB decisions. This 

includes a requirement for authorities to adopt an internationally consistent 

common buffer guide, based on the aggregate private sector credit-to-GDP ratio. 

This guide provides a common anchor for authorities to decide on the appropriate 

level of the buffer, with authorities free to rely on other indicators as well when 

deciding on the appropriate CCyB rate.  

The CCyB varies between 0 and 2.5% of total risk-weighted assets and must be met 

with CET1 capital. Basel III requires banks to calculate and publish their CCyB 

requirements with at least the same frequency as their minimum capital 

requirements. As banks need time to adjust to an increase in buffer requirements, 

a jurisdiction is required to pre-announce its decision to raise the CCyB level by up 

to 12 months. On the other hand, decisions by a jurisdiction to decrease the level of 

the CCyB will take effect immediately.  

 

Leverage Ratio 

The minimum leverage ratio specified by Basel III is 3%, as an addition to the capital 
requirements based on risk-weighted assets. The leverage ratio can be defined as the 
ratio of a capital measure to an exposure measure. 

A summation of total Tier 1 capital gives the capital measure. For the exposure 
measure, we sum up: 

i. On-balance-sheet exposures; 
ii. Off-balance-sheet items; 
iii. Derivatives exposures; and 
iv. Securities financing transaction exposures. 

Since the data collected by the Basel Committee is on the application from the leverage 
ratio from banks, both capital and exposure may have changing definitions. There may 
also be a change of the 3% minimum ratio level. 

https://www.bis.org/publ/bcbs187.htm


For the Basel Committee to introduce the leverage ratio, the regulators had thought that 
there was a lot of discretion in banks concerning the computation of risk weighted-
assets. For the computation of total exposure, the discretion is far less. 

Banks are required by regulators to satisfy: 

i. Capital to risk-weighted assets ratio; and 
ii. Capital to non-risk-weighted exposure leverage requirement ratio. 

 



Liquidity Risk 
Ensuring that banks had sufficient capital for the risk they handled was the focus of the 
Basel regulations before the crisis. However, a shortage of capital was not the cause of 
problems faced by financial institutions during the crisis, but rather the liquidity risks 
taken by the banks. 

The tendency of banks to finance long-term needs with short-term funding leads to 
liquidity risk. This may not be an issue if the market perceives the bank to be financially 
healthy. 

For banks to survive liquidity pressure, the following two liquidity ratios, whose 
requirements have been introduced by Basel III, should be applied: 

i. Liquidity Coverage Ratio (LCR); and 
ii. Net Stable Funding Ratio (NSFR). 

 

To determine the amount of stable funding, we compute the product of each category of 
funding and an available stable funding (ASF) factor to reflect each component’s 
stability. For the required amount of stable funding to be calculated, the items requiring 
funding must be taken into account. To reflect the permanence of the required funding, 
each category of the items requiring funding must be multiplied by the required stable 
funding (RSF). 
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