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Basel III is primarily intended to 

improve the ability of the banking 

sector to absorb shocks arising from 

the financial and economic crises, to 

improve risk management, improve the 

management of banks and strengthen 

the transparency of banking operations 

and improve the transparency of bank 

financial statements. It introduces 

significant changes in both the specific 

risk area and systemic risk factors.  
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The main changes, introduced by Basel 

III for banking operations, can be 

summarized in three major categories: 

 the introduction of new global 

liquidity standards, 

 higher minimum capital 

standards and the introduction 

of new capital buffers, and  

 counterparty credit risk and 

other requirements for trading 

book risks. 

In pre-crisis period, banks were regularly rewarded for their 

aggressive activities. The prices of shares of banks that showed 

higher returns on their capital grew rapidly, while the prices of 

shares of those that made moderate investments stagnated or  

even decreased slightly. Something similar happened with the 

rewards of management and employees. Banks were exposed to 

excessive risks in their struggle for the best possible results. 

Balance sheet and off-balance sheet exposures increased, which 

was accompanied by the growth of capital needed to cover 

losses in the event of poor performance. Inaccurate and 

ineffective management of liquidity risk also contributed to the 

financial crisis. Many banks have excessively funded long-term 

assets with short-term financing and thus exposed themselves 

to funding liquidity risk. A new regulatory framework – Basel III 

was created as a response to the catastrophic effects of the last 

financial crisis. 



Introducing of new global liquidity 
standards 



Introducing of new global liquidity standards 

In pre-crisis period, many banks did not have 

specific liquidity reserves or these reserves 

were too low. Liquidity problems emerged: 

several banks witnessed bank runs, while 

some of them even failed. A Northern Rock is 

often mentioned as an example of poor 

liquidity risk management practice. 

The objective of new reforms is that banks 

have more liquid capital. 

Liquidity risk can be measured using two 

criteria:  

1. the liquidity coverage ratio (LCR) and  

2. the net stable funding ratio (NSFR). 

Some banks will have to monitor and meet 

the requirements for both ratios, whose 

values have to be (after a transitional period) 

higher than 100%. 

The liquidity coverage ratio is a criterion of 

bank’s shortterm liquidity. Meeting of this 

criterion will ensure that the bank has 

enough stock of high quality, 

unencumbered liquid assets to short-term 

survival. Banks will have to have a portfolio 

of high-liquid assets that can be easily sold 

to cover the cash outflow in crisis period of 

30 days. 

The net stable funding ratio was developed 

for the purpose of showing the potential 

excessive maturity mismatch of assets and 

liabilities of banks and promoting medium 

and long-term funding of the assets and 

activities of banking organisations. 

The formula for calculating the liquidity coverage ratio (LCR) is as follows: 

 

 

The requirement that refers to adequate liquidity coverage will enter into force in 2015. 

The formula for calculating the net stable funding ratio (NSFR) is as follows: 

 

 

This requirement will enter into force only in 2018. 

In addition to these ratios, Basel III has developed a number of other criteria that the 

regulators must monitor: contractual maturity mismatch, concentration of funding, available 

unencumbered funds, LCR by significant currencies and market tools for monitoring liquidity. 

Banks need to avoid excessive financing of long-term assets with short-term liabilities in 

order to avoid potential liquidity problems of refinancing. In the unfavourable scenario, when 

the capital inflows of short-term liquidity suddenly dry up during credit crunch, risks of 

financing in individual banks can be transformed into a much more serious problem of 

systemic liquidity deficit. 
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1. Liquidity coverage ratio  2. Net stable funding ratio  
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Higher minimum capital standards 

We must admit that at the beginning of the 

financial crisis, banks did not have enough 

capital in relation to the risks assumed, 

while the capital did not have sufficient 

quality. 

Given the risks they faced, many 

institutions did not posses sufficient 

amounts of the highest quality capital 

instruments that can absorb losses 

effectively as they arise and help to 

preserve an institution as a going concern. 

It was found that hybrid instruments of Tier 

1 capital (hybrids), which were previously 

considered to absorb losses during the 

normal course of business, were not 

effective in practice. These instruments 

were not able to perform their function of 

absorbing losses once an institution 

became insolvent because institutions were 

often not permitted to fail. 

Moreover, The quality of capital 

instruments required to absorb unexpected 

losses from risks in the trading book was 

found to be as high as that for risks in the 

non-trading book, and Tier 3 capital 

instruments we found not to be of 

sufficiently high quality. They will be 

excluded from regulatory capital under 

Basel III.  

An additional problem is the lack of 

compliance with regard to capital in the EU, 

where the different Member States used 

significantly different approaches for 

elements of capital that are included or 

excluded from their own funds. 

Common shares and retained profits should 

be the dominant component of Tier 1 

Capital. The capital is the main criterion of 

bank’s financial strength and cash from the 

aspect of regulator. 

The combination of more stringent 

determination of capital, higher minimum 

capital requirements and the introduction 

of new capital buffers will give banks the 

opportunity to withstand easier the periods 

of economic and financial stress, which will 

in turn contribute to economic growth. 

The regulation of bank capital adequacy is 

necessary to limit the costs of financial 

difficulties of a bank and to encourage the 

banks to improve their risk management. 

However, the establishment of an efficient 

capital requirement is not just a matter of 

setting up the required scale, which is high 

enough.  

A consistent monitoring is also required as 

well as reliable method for the 

measurement of capital and clear 

understanding of the purposes of these 

rules.  

Capital requirements are not fully and 

everywhere effective, especially due to the 

discretion used for recognition of losses 

both by banks and by the regulator. 

Bankers often use default tactics - they lend 

money again to poor borrowers so that 

they could service the increasing costs of 

debt and thus cover their own problems 

(and, of course, the problems of banks). On 

the other side, the bank regulators, 

whishing and longing for stability in the 

system, are more lenient and patient. In 

order prevent worsening of the crisis, they 

find ways to use their discretion and 

pretend that losses are lower than they 

really are. Thus, banks do not need to 

compensate for the capital lost. 

Surely, the most developed banks have also 

sought and found other ways to improve 

capital ratio. In the first place they reduced 

exposure by selling part of the assets, 

insured portfolio from risks, and used 

arguments to change parameters of 

internal models for the evaluation of the 

required regulatory capital.  

Long period of transition will help in a way 

that the banking sector will be able to meet 

higher capital standards by keeping the 

profits and increasing additional capital 

while it still lend to the economy. 
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Basel III introduces a 2.5% capital 

conservation buffer over minimum capital 

requirements. 

The purpose of the capital conservation 

buffer is to ensure that banks have capital 

that can be easily used for absorbing losses 

during periods of financial and economic 

stress.  

Banks will be allowed to "use" this buffer in 

times of stress. Banks will be able to  

continue to operate normally when their 

level of capital due to loss falls in the range 

of capital buffer. The restrictions apply 

exclusively to the distribution of profits, 

rather than on the work of the bank. 

However, the closer their regulatory capital 

ratios are to minimum requirements, the 

greater the restrictions on the distribution 

of profits.  

This framework aims at strengthening 

sound supervision and management of 

banks, as it will prevent inappropriate 

distribution of profits of banks into bonuses 

and dividends in period when capital 

strength of the bank is weakened. 

The purpose of countercyclical capital 

buffer is to protect the entire financial 

system from the period of excessive 

aggregate credit growth. The regulators use 

it to reduce or encourage loans in various 

stages of the credit cycle. 

This ratio will enable the maintenance of 

the level of lending to the economy and the 

households also during the economic crisis, 

and on the other side, to reduce lending 

during periods of excessive aggregate credit 

growth. The level of buffer will range from 

0% to 2.5% depending on the situation of 

the economic cycle. 

In addition to meeting regular Basel III 

requirements, global, systemically 

important financial institutions (SIFIs) will 

have to meet a higher loss absorption 

capacity as they represent higher risk to the 

financial system. 

The introduction of additional capital buffers 

The  leverage ratio shows the scale of Tier 1 capital in respect of all bank assets, including off-

balance sheet items, and derivative financial instruments. 

Leverage ratio is simple, transparent, non-risk based supplementary measure to the risk 

based capital requirements. 

Leverage ratio must exceed 3 percent. 
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2. Counter-cyclical capital buffer 1. Capital conservation buffer 3. Additional capital requirements 

for systemically important 

The introduction of leverage ratio 

Financial crisis showed that losses in the financial sector can be extremely high when the economic recession follows the period of excessive 

growth. Losses can cause instability in the banking sector with a spiral effect, because the problems in the financial sector contributed to an 

additional recession in the economy, which has further negative effects on the banking sector. 
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Counterparty credit risk and other requirements for 
risks arising from trading book 

The crisis has revealed several deficiencies 

of the current regulatory treatment of 

Counterparty Credit Risk (CCR), which 

comes from the derivative financial 

instruments, repo operations and securities 

financing. It showed that the existing 

provisions did not provide adequate 

management of this risk.  

More OTC derivatives should be cleared 

through a central counterparty (CCP). 

Those OTC derivatives that could not be 

cleared centrally to be subject to higher 

own funds requirements in order to 

properly reflect the higher risks associated 

with them.  

The idea of CCR was certainly not invented 

by the Basel III regulations. If we go fifteen 

years back to the basic Basel I capital 

accord , one would notice that Basel I had 

already set up the basis for calculating 

potential  future exposure (PFE). Of course, 

this system has been upgraded later several 

times both by changing the methodology 

and taking into account netting of 

operations. 
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Basel III introduces a lot of new rules and sets up additional restrictions on 

the existing rules. These rules include experiences acquired during the 

financial crisis, and on the other side, they try to influence the financial 

institutions so that they regain confidence, both among each other and in 

relation to the wider financial public.  

A concern that these rules will limit economic growth is justified. However, 

the goal is clear: to create a more stable financial system, from which 

everyone will benefit in the long run. 
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About Omega Finance d.o.o. 

Our business is divided into three 

segments: 

 Financial training   

Seminars are designed for 

professionals in the financial sector 

and for corporate financial 

personnel. Individual topics are 

usually divided into several levels. 

 In-house training   

All our published programmes are 

also available in the form of in-

house training, and can be tailored 

to specific needs at your request.  

 Financial consulting   

Practical experience gained through 

our work on the financial markets 

and enhanced by continuing 

education give us an edge as 

efficient consultants. 

Disclaimer 

This document is intended for general 

informational purposes only and does not 

take into account the reader’s specific 

circumstances, and may not reflect the 

most current developments. Omega 

Finance disclaims, to the fullest extent 

permitted by applicable law, any and all 

liability for the accuracy and completeness 

of the information in this document and for 

any acts or omissions made based on such 

information. Omega Finance does not 

provide legal, audit, or tax advice. Readers 

are responsible for obtaining such advice 

from their own legal counsel or other 

licensed professionals.  

Contact 

Omega Finance, d.o.o. 

Izobraževanje in svetovanje 

Mivka 28 

SI-1000 Ljubljana 

Slovenija 

Tel.: ++386 59 064 502  

Fax: ++386 59 064 503 

Mobile: ++386 41 647 502 

Managing director: Jernej Doles 

E-mail: jernej.doles@omegafinance.si 

www.omegafinance.si 
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