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Abstract 
 
The Basel II capital standard proved to be a failure and necessitated fundamental review. Minimum 

capital requirements were too low and “required” capital was only partly able to absorb losses. The RW 
filters did not capture many important risks. The assumption that OtT banking models and securitisation took 
risks away from the banks was mistaken. The regulatory framework was strongly procyclical and excessive 
reliance was put on external ratings. Liquidity and maturity mismatch were inadequately treated. Insufficient 
attention was paid to the activities of the “parallel banking system”. More broadly, Basel II was regarded in 
isolation, without recognition of critical interactions with macroprudential supervision and firm-oriented 
surveillance. 

The enlarged Basel III capital regulatory framework represents an important step towards correcting the 
shortcomings of the previous standard and is a crucial component of the overall reform of the financial 
system. A fair and comprehensive assessment of the new framework is not easy, largely because several key 
issues remain unresolved, such as the amount and form of additional capital for systemically important 
institutions and the interaction with Pillars 2 and 3. 

The basic thrust of the new system goes in the right direction and should be supported, but key areas of 
the agreement appear in need of refinement/reconsideration. 

The key features of Basel III are critically reviewed, with specific reference to: increased and higher 
quality capital requirements, capital conservation and countercyclical buffers; leverage, liquidity and net 
stable funding ratios, systemic risk and interconnectedness, corporate governance.  

Proposals for adaptation/correction of the overall framework are presented, notably in terms of: the 
timeline of the capital requirements, the application of non-risk based measures, the formulation of the 
capital buffers, the definition of uniform risk-weighting filters to different banking models, the inadequate 
recognition of the intertwining of sovereign and SIFI risks, the treatment of resolution procedures, the 
inadequate approach to toxic assets, the disincentives to long-term finance in banking, the still insufficient 
attention to shadow banking. As is argued, all these issues deserve further attention and in-depth corrective 
action. 
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1. Introduction 

The Group of Central Bank Governors and Heads of Supervision, the oversight body of the 
Basel Committee on Banking Supervision (BCBS), announced on 12 September 20101, a 
substantial strengthening of the capital requirements, and its full endorsement of the agreement it 
had reached on 26 July 20102 in relation to the proposed changes to the Basel II framework. These 
elements formed part of a package of reforms, which was submitted to the November 2010 G-20 
Summit and broadly endorsed. On 16 December 2010, the BCBS published the new regulatory 
framework: Basel III3. 

 A preliminary point to be made is that the new Basel framework is broader in scope and 
application with respect to its predecessor, the Basel II Capital Accord.  

This is illustrated in the following two charts which offer a streamlined representation of the 
basic components in the old and the new standards. 

 
Chart 1: The basic components of Basel II. 

 
 
 
 
 

                                                 
1 BIS, Basel Committee on Banking Supervision (2010e). 
2 BIS, Basel Committee on Banking Supervision (2010b). 
3 BIS, Basel Committee on Banking Supervision (2010g). 
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Chart 2: The basic components of Basel III. 

 
 
The representation of Basel III, as currently defined by the Basel Committee, is focused on the 

elements of the first column in Chart 2. The other two columns contain concepts foreseen in the 
proposed framework, but not yet fully outlined: these components appear however necessary to 
ensure a sound, comprehensive regulatory structure. 

Repair of the capital standards is a crucial component of the overall reform of the financial 
system. The new agreement represents an important step in the right direction. 

The Basel II framework proved to be a failure, and necessitated fundamental review4. 
Minimum capital requirements were too low, and “required” capital was only partly able to 

absorb losses. The RW filters did not capture many important risks and overestimated banks’ ability 
to handle them. 

The inherent assumption that OtT banking models and securitisation took risks away from the 
banks also turned out to be mistaken. The apparent geographical and business diversification of 
large banks was regarded, and allowed, to be risk and capital reducing, while the moral hazard 
implications of too big to fail were neglected. Excessive and inappropriate reliance was put on 
external ratings. The regulatory framework was strongly procyclical (in combination with mark-to-

                                                 
4 See de La Rosière J. (2009), Masera R. (2009), Herring R.J.(2011). 
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market accounting principles5). Liquidity and maturity mismatch issues were inadequately treated. 
The Basel II framework did not pay sufficient attention to the activities of the “parallel banking 
system”, and its links with regulated banking activities. 

Finally and more broadly, Basel II was regarded in isolation, without recognition of critical 
interactions, on the one hand, with macroprudential supervision and, on the other, with in depth 
firm oriented surveillance. 

As indicated, also Basel III must be seen as only one element of the overall reform of the 
approach to risk, regulation and supervision in the financial sector. Basel III cannot therefore be 
assessed in isolation. Its contribution to financial stability must be seen in terms of the enhanced 
complexity and interdependency within the global regulatory landscape: its benefits and costs. 

In particular, the soundness and sustainable profitability of financial institutions is necessarily 
linked to the macroprudential environment and specifically to sound and sustainable monetary and 
fiscal policies (Chart 3). 

A fair and comprehensive assessment of Basel III is not easy, largely because several key 
issues remain unresolved even at the Committee level, including the amount and form of additional 
capital that will be required for systemically important institutions and the interaction with the “old” 
Pillars 2 and 3. Additionally, many of the details of the new framework will remain unclear for 
some time to come, as is indicated in Chart 4, which offers an enlargement of the stylized 
representation of Chart 2. 

 
Chart 3 – The Interactive de Larosière Report Approach to Financial Stability Reform. 

 

I ‐Macroprudential
Supervision

II ‐Microprudential
Supervision

III – Regulatory
Reform

Economic
Policy

IV – Early Crisis 
Management and 

Resolution Frameworks

New capital 
standard

 
 
 
 
 

                                                 
5 IAS accounting principles are being revised and the issue of consistency between the expected loss and the 

incurred loss approaches is being addressed. These points and the implication of IAS on the definition of required loss 
absorbing capital are not dealt with in this paper. 
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Chart 4 - The new enlarged framework of Basel III. 

 
 
The basic thrust of the new system goes in the right direction and must be supported, notably in 

respect of its broader perspective and the emphasis on the quality of the capital base.  
The wave of criticism – epitomised by the lead article of the FT on September 15, 2010 by 

Martin Wolf (2010), according to whom the new Basel III will not help create a safe system (“the 
mountain of Basel has brought forth a mouse”) – should not be followed. Indeed, as will be argued, 
the opposite is nearer the truth (Chart 5). 

As indicated, the new Basel regulatory framework goes in the right direction, but key areas of 
the agreement appear in need of refinement/reconsideration. Accordingly, this survey is structured 
as follows: the following paragraph summarises the principal elements of the agreed framework. 
Suggested areas of further reflection and adaptation are outlined and corrective proposals are made. 
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Chart 5 - The four-pronged tightening of capital requirements under Basel III. 

 
 
 

2. Basel III: key features 

 
2.1. Increased Capital Requirements on RWA 

2.1.1. Common Equity Risk-Based Capital 

The minimum requirement for the common equity component of Tier 1 capital will be 
increased from 2% of risk-weighted assets under the current framework, measured before the 
application of capital deductions, to 4.5% of risk-weighted assets, measured after the application of 
the stricter capital deductions required under the Basel III framework. However, when combined 
with the capital conservation buffer (described below), the resulting common equity requirement 
under Basel III will be 7% of risk-weighted assets.  

The new minimum requirement for common equity will be phased-in beginning with a 3.5% 
requirement in January 2013 and increasing to 4.5% by January 2015. 

 
2.1.2. Tier 1 Risk-Based Capital 

Over the same transition period (i.e., 2013 to 2015), the minimum Tier 1 capital requirement 
will increase from 4% of risk-weighted assets, as under the current framework, to 6% of risk-
weighted assets using Basel III’s narrower definition of Tier 1 capital.  
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Chart 6 - Basel III: Minimum Capital Requirements. 

 
 
2.1.3. Total risk-based capital 

The minimum requirement for total capital under the Basel III framework remains unchanged 
at 8% of risk-weighted assets. Again, however, the 8% requirement must be satisfied using Basel 
III’s more stringent definition of capital. Thus, when combined with the capital conservation buffer, 
the total capital requirement under Basel III is effectively 10.5%: this should effectively be 
compared with 2% under Basel II, a five-fold increase! 

 
2.1.4. Capital Conservation Buffer 

The capital conservation buffer, which must consist of common equity, is a capital cushion to 
be maintained above the Basel III minimum capital requirements that is intended to be available to 
absorb losses during times of financial stress. Under the Basel III framework, the capital 
conservation buffer will be set at 2.5% of risk-weighted assets. Although banks will be permitted to 
draw on the conservation buffer during periods of stress, as regulatory capital levels get closer to 
the minimum requirements (i.e., as the buffer is depleted), greater constraints on earnings 
distributions such as dividend payments and discretionary employee bonuses will be triggered. 
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Institutions subject to Basel III are likely to target levels of capital that exceed not just the 
regulatory minimums, but rather the regulatory minimums plus the capital conservation buffer. 

 
2.1.5. Countercyclical Capital Buffer 

In addition to the capital conservation buffer, the Basel III framework also contemplates a 
countercyclical capital buffer that would be funded on a jurisdiction-specific basis during periods of 
excess credit growth resulting in a build-up of systemic risk. According to the announcement, the 
countercyclical capital buffer would cover a range of 0% to 2.5% of risk-weighted assets, would 
need to be composed of common equity “or other fully loss absorbing capital” when funded, and 
would be implemented “according to national circumstances”. 

 
 
2.2. Details of Transition Arrangements 

The increases to the minimum common equity and Tier 1 capital ratios will be phased-in over 
two years beginning in January 2013, with the full increases taking effect in January 2015. This will 
be followed by a three-year phase-in beginning in January 2016 of the capital conservation buffer, 
with the full 2.5% buffer requirement taking effect in January 2019. In addition, the deduction from 
Tier 1 capital of excess (i.e, over 15% of common equity in the aggregate) minority investments in 
financial institutions (FIs), mortgage servicing rights (MSRs), and certain deferred tax assets 
(DTAs) will be phased-in over a five-year period in 20% increments beginning in 2014, so that the 
full deduction will not take effect until January 2018.  

Public sector equity investments are fully grandfathered until January 1st, 2018. Instruments no 
longer qualifying as non-common equity Tier 1 capital (e.g., trust preferred securities) or Tier 2 
capital will be phased out over a 10-year period beginning in January 2013, with recognition of 
those instruments as qualifying capital being reduced by 10% each year, using the nominal amount 
outstanding on January 1st, 2013, as a baseline.  

Capital instruments that no longer qualify as common equity, however, generally will be 
excluded altogether from common equity as of January 1st, 2013. 

 
 
2.3. Other Requirements 

2.3.1. Leverage Ratio 

The minimum risk-based capital requirements under Basel III will be supplemented by a non-
risked-based minimum Tier 1 leverage ratio, which has been tentatively set at 3%. The 
appropriateness of the 3% ratio (and the use in the numerator of Tier 1 capital as opposed to total 
capital or common equity) will be assessed during a parallel run period from 2013-2017, with the 
leverage ratio requirement not becoming final until 2018. 
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2.3.2. Liquidity Ratios 

Two liquidity ratios are introduced: the liquidity coverage ratio, to ensure short-term liquidity, 
and the net stable funding ratio, to deal with longer term financing requirements. 

 
2.3.3. Liquidity Coverage Ratio 

The liquidity requirements prescribe that banks hold liquid investment sufficient to cover cash 
outflows over a 30-day period. But, this higher proportion of liquid, low-yield assets has a negative 
impact on profitability. 

The liquidity coverage ratio (LCR) may tilt banks’ investment towards public debt investment. 
This can exacerbate the intertwining of sovereign and SIFI risk. 

 
2.3.4. Net Stable Funding Ratio 

The Basel III release reiterates the Committee’s commitment to issue a revised minimum net 
stable funding ratio (NSFR), which is intended to promote longer-term structural funding of banks’ 
balance sheets, off-balance sheet exposures and capital markets activities.  

As first announced in July 2010, the NSFR released as part of the December 2009 Basel III 
proposal is in the process of being revised. The revised NSFR is not scheduled to take effect as a 
minimum standard until 2018. 

The reliance on bond and long term deposits will be difficult, also because these funds will 
become prone to haircuts in case of difficulties (the moral hazard issue). 

 
Chart 7 – Timing for Leverage and Liquidity Ratios. 
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2.3.5. Systemic Risk and Interconnectedness 

To deal with correlated shocks across the financial system and the economy some measures 
have been outlined, others are still at study level: 

(i) capital  incentives are introduced for banks to use central counterparties for OtC 
derivatives; 

(ii) higher capital requirements must be met in respect of inter-financial sector exposures; 
(iii) liquidity requirements will penalise reliance on short-term interbank funding to support 

longer dated assets. 
As to systemically important institutions, the Basel III document confirms, without providing 

any further detail, that systemically important banks will be expected to maintain capital beyond the 
minimum regulatory requirements. The announcement simply notes that the Committee, together 
with the Financial Stability Board, continues to work on a “well-integrated approach” to systemic 
institutions that could include “combinations of capital surcharges, contingent capital and bail-in 
debt”. G-SIFIs are supposed to have even higher loss absorbency capacity.  

 
2.3.6. Corporate governance 

To correct the internal incentives leading to excessive risk taking by banks, various indications 
are made: 

(i) criteria are offered for remuneration and incentive policies for Directors and Top 
Management. Compensation incentives should be fully transparent and closely aligned 
with long-term shareholder interests and sustainable firm-wide profitability; 

(ii) governance rules are introduced in respect of dividend payments on capital included in 
Tier 1; 

(iii) Board of Directors and Senior Management must be actively involved in the risk control 
process; 

(iv) the Bank risk measurement must be closely and directly integrated into the risk 
management process; 

(v) banks must have a routine in place for ensuring compliance within an integrated and well 
documented set of internal policies, controls and procedures concerning the operation of 
the risk measurement system; 

(vi) an independent review of the risk measurement system must be carried out regularly in 
the bank’s internal auditing process. 

 

3. Suggested adaptations 

In this final paragraph key points of the Basel III overall framework which require further 
reflections and possible adaptations, are outlined. Some proposals are made to complement the 
existing approaches. 

 
3.1. The timeline of capital requirements 

It is no doubt difficult to strike the right balance between strengthening banks balance sheets 
and allowing financial institutions to sustain economic recovery. The new capital, leverage and 
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liquidity standards described above were undoubtedly influenced by concerns about the impact of 
higher capital requirements on bank lending and the faltering pace of economic recovery. 

As result, the timeline for implementation of the new requirements (grandfathering) is 
exceptionally long (12 years), as indicated in detail in Paragraph II. 

Lengthy transitional periods to implement announced long-term targets may have important 
drawbacks. If the truly “sound” standards are to be met so far away, the markets, in case of 
impending stress, may well react adversely and force financial institutions towards immediate 
respect of the stricter criteria. This would exacerbate procyclicality. 

There are already worrying signs that markets push for a very early implementation of the new 
final quantitative standards, which is detrimental to the still fragile recovery. There are also clear 
instances of a trend spurred by regulators and market operators to set ambitious compliance 
deadlines, in order to gain a long term competitive advantage (e.g.: large Swiss banks and Swiss 
supervisory authorities aim at a 19% overall capital ratio, while in the US current stress tests are set 
in the framework of a 7% common equity requirement). 

Estimates of the potential requirements of loss absorbing Tier 1 securities as a result of the 
implementation of Basel III show a very wide range depending on the models used, the assumptions 
made, the time horizon considered and the sources. These effects could be mitigated by the parallel 
running of the standard and the internal models. 

In any event, the figures are very large, in the order of $1 to 3 trillion for the largest banks 
globally6. Even larger amounts are projected in respect of debt securities. 

Even taking into account the broad range, under reasonable assumptions on the perspective 
profitability of the banking system, these figures underline the need for novel solutions, such as 
bail-in and contingent capital. These approaches are mentioned in the Basel III documents, but 
await clarification. 

 
 
3.2. Non Risk-Based Complementary Requirements (leverage and liquidity ratios) 

As indicated (Chart 7), the phase-in period is especially long also in respect of these crucial 
limits. One of the fundamental defects of the traditional Basel approach was the misuse of Risk 
Weighted Assets (RWA) in the assessment of required capital. There were three main problems 
with this approach:  

(i) it was backward-looking since it assumed that the securities which had been risky in the 
past would be the same as the securities that would become risky in the future. This is not 
necessarily true;  

(ii) it was easy to game. Taking any additional measurable risk requires more capital. The 
game became how to increase returns without increasing measured risk! Correct 
application is, therefore, of fundamental importance. It was here that the supervisory 
process proved inadequate;  

(iii) models used were inappropriate, since they were based on too short historical references 
and on normal distributions7. 

                                                 
6 See McKinsey&Company (2010), BCBS Impact Study (2010),Goldman Sachs (2011), BIS, Basel Committee on 

Banking Supervision (2010a). 
7 For an elaboration of these points see Masera R. (2009a). 
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Risk could therefore be made exceedingly small in Basel I and Basel II. Even in Basel III very 
high leverage is allowed, especially in respect of securities with high ratings (Zazzara, 2011).  

The RWA methodology is an important step forward and the basic approach is fundamentally 
right. The solution to avoid past mistakes is not to go back to non-weighted schemes, but to find the 
right balance between the various measures. As indicated, the balance rests fundamentally on 
competent understanding and application of the analytical models used and on sound, effective 
analysis and supervision of banking groups and firms. What must at all costs be avoided is a 
mechanical application of across-the-board coefficients. 

This is the reason why unweighted criteria, such as leverage and liquidity coefficients, should 
also be taken into account, to avoid relapses into the excesses of the past. Doubts can, therefore, be 
expressed on the proposed time horizon of their implementation.  

As indicated, the leverage ratio, which represents a key back-stop to the risk-based measures 
discussed above, will be phased-in only by 2017, and applying a low minimum threshold of 3%. 
Migration to a Pillar I treatment would take place in 2018. The difficulty of reconciling weighted 
and unweighted risk ratios should be clearly recognised. 

Also the liquidity ratios will undergo long observation periods, prior to their introduction, as 
minimum standards, due to take place ultimately in 2018. 

 
 
3.3. Capital buffers 

The new additional capital conservation buffer is introduced to absorb losses in periods of 
financial and economic stress, and should be met exclusively with common equity. The BCOB also 
agreed on a countercyclical buffer. This buffer will be triggered in good times, so that banks can be 
more stable during financial crises. But no objective trigger point has been indicated to signal when 
banks will need to build up the buffer and when they will be allowed to draw on that capital if 
needed. This decision will be left to regulators in each individual country. The lack of clarity in the 
timing and form of implementation creates considerable uncertainty. The envisaged framework is 
complex and burdensome from an operational point of view.  

Reliance on countercyclical provisioning by banks, with appropriate adaptation of fiscal and 
accounting rules, would represent a sounder and simpler approach. No bank would be allowed by 
the markets – and should be allowed by the supervisors - to run down its capital base precisely 
when things get difficult. 

The problem with RWA incentives is that, if they are large and remain mechanically in place 
over the long term, they can produce unintended consequences, like over-exposure to a specific 
sector or form of lending for which there is no historical experience and a consequent under-pricing 
of risk8.  

They can also, as the US mortgage experience and the fallout on the entire housing market has 
demonstrated, cause behaviors and forms of regulatory arbitrage that create but disguise risk. Good 
supervision, satisfactory enterprise risk management and appropriate corporate incentives are the 
first lines of defense against distortions. In this respect there is a clear need to redefine and enact on 
a sounder basis the interaction between ICAAP and SREP. 

                                                 
8 Risk weights are calibrated on historical data bases. They do not take into account that market volatility changes 

through time and that the riskiest assets in each risk class may be sought by managers gaming capital requirements. 
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In this respect, the revised Capital Requirements Directive (CRD)9 requires that the 
consolidating supervisor and supervisors of subsidiaries of a cross-border banking group do 
everything within their power to reach a joint decision on the application of the Pillar 2 provisions 
related to the ICAAP and to the SREP10. 

This joint decision should cover the determination of the adequacy of the consolidated level of 
own funds held by the group with respect to its financial situation and risk profile, as well as the 
required level of own funds, above the regulatory minimum, applied to each entity within the group.  

The supervisors shall carry out this task within the colleges of supervisors. 
According to the EBA guidelines, SREP should encompass the following three elements: (i) 

identification, review and evaluation of all material risk and control factors; (ii) assessment, review 
and evaluation of the ICAAP and (iii) assessment, review and evaluation of compliance with the 
various minimum requirements of the CRD. 

The process designed by EBA defines some important principles and procedures. However, it 
must be stressed that in practice some important issues must be solved to achieve a prompt and 
efficient decision on the risk-based capital adequacy for  a cross border institution: 

(i) the process is extremely articulated and may require a long time horizon before reaching 
a joint assessment on capital adequacy (6-12 months), by jeopardizing in this way its 
utility for home and host supervisors11.   

(ii) diversification of risk (intra and inter-risk) has not been explicitly considered by EBA 
guidelines. Obviously group-wide economic capital is not given by the sum of 
idiosyncratic level of capital. A cross-border group may enjoy intra and inter risk 
diversification benefits between different business lines located in different legal entities 
(under different jurisdictions). 

 
3.4. One size fits all? 

The increasingly and exceedingly complex mathematical regulatory models are based on the 
highly questionable belief that the risk-weighting filters applied to assets (and liabilities) of the 
banks’ balance sheets can be made uniform and consistent independently of the banking model 
(wholesale, retail, investment, universal, commercial, OtT) and size (with higher capital 
requirements in respect of large, complex groups).  (One framework fits all). 

This approach can be challenged on analytical and empirical grounds. It is not by chance, for 
instance, that in the US the Basel II approach was never applied to medium (small) sized 
commercial banks. The Italian banking model represents a paradigm which should deserve closer 
scrutiny (Mussari G., 2011). 

After the collapse of Bear Stearns and the failure of Lehman on 15 September 2008 the demise 
of investment banking seemed inevitable. Today, in spite of the Volcker Rule, the regulation to 
distinguish clearly between investment and commercial banking is waning. 

Basel III does not endorse in any way the split approach. It is instead consistent with 
subsidiarisation, and well specified living wills. Paradoxically, it could lead commercial banks to 

                                                 
9 Directive 2006/48/EC and Directive 2006/49/EC, amended in May 2009. 
10 In order to facilitate the joint decision process and to avoid inconsistencies in the approaches followed by the 

various colleges, the CRD required EBA to elaborate guidelines for the convergence of supervisory practices with 
regard to the joint decision process.  See CEBS (2010). 

11 A different (time-to-market ) approach is suggested by Masera (2011). 
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increase funding in wholesale markets. The intrinsic stability of a well-run “traditional” bank 
model, based on core deposits, is not recognized. And yet this should be a clear lesson of the crisis, 
particularly evident from the Italian experience.  

Thus, the banking model most conducive to financial stability and growth in economies 
characterized by the importance of SMEs might be a casualty of the Basel framework (de Larosière, 
2010 and 2011). 

The risk entailed by the new rules is that the continental Europe’s universal banks, focused on 
retail and corporate lending operations, fund management and other activities mainly concentrated 
on a client base, if required to increase their return on investment, will reduce activities with modest 
margins, such as lending to SMEs, to favour the more profitable parts of their portfolios; or, 
alternatively, that the rules might translate in higher credit costs, with negative effects on the real 
economy and on the soundness of the financial system (Bassanini, 2011 and de Larosière, 2011). 

For all these reasons, to maintain the banks’ capability to grant the same amount of credit to 
SMEs after the introduction of the capital conservation buffer compared to the current level, it 
appears necessary to amend the capital treatment of such assets. 

An operational scheme along these lines is proposed by Italian Banking Association (ABI). A 
scale (or balancing factor) would be introduced in the transposition of Basel III to CDR IV, to be 
applied in the total RWA calculation for loans to SMEs, so as to balance out the quantity increase in 
minimum capital requirements. 

 
 
3.5. The intertwining of sovereign and SIFI risk 

In Europe, the intertwining of sovereign and SIFI risk is not adequately recognised and, 
contrary to United States, a specific recovery and resolution procedure is not in place. 

The hypothesis of orthogonality between government “risk free” interest rates and risk 
premiums of private borrowers cannot be regarded as a general axiom. 

Stress tests, according to the Basel framework, also very recently, have been conducted without 
full recognition of this point. Specifically, the use of haircuts to government paper only in respect of 
the trading book should be questioned. Boundaries between banking and trading books are blurred 
and respond to financial innovation and regulatory arbitrage. The relevance of these points, 
especially in Europe, has been explored in Masera (2011) and Mazzoni (2011). 

A point which must be stressed is that the sovereign risk of banks should comprise the exposure 
deriving from any protection sold through derivatives in respect of country risk. This is a paramount 
reason in favour of the introduction of well-capitalised Central Clearing Counterparty (CCC) houses 
for credit default swaps in the EU, as recommended in the de Larosière Report (2009). 

More generally, as has been rightly observed (Reinhart and Rogoff, 2009 and Reinhart, 2010), 
the Basel III approach continues to push banks towards investment in (domestic) government 
bonds. This may be “politically correct” under current circumstances, but may entail significant 
risks, especially in the European context.  

Markets are aware of this, as witnessed by the fact the very sound industrial and services 
corporations, based in triple-A rating countries, are able to borrow in better terms than most banks 
and many governments. Spillovers between sovereign risk and financial stability are especially 
relevant in respect of large financial groups. 
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The new regulations (including Solvency 2) may de facto represent disguised forms of financial 
repression: portfolio constraints in favour of public debt (Masera, 2011). 

 
 
3.6. Systemically important banks and resolution procedures 

Taking the moral hazard out of banking is the next fundamental step in financial reform. As 
indicated, this issue is complicated in Europe by the interaction with sovereign risk (See Masera, 
2011). 

This especially important area is still work in progress in Basel.  
The BCOB states that SIFIs should have higher “loss absorbing capacity” than required by the 

new standards. The integrated approach potentially includes combinations of capital surcharges, 
contingent capital and bail-in debt, in addition to the measures to strengthen resolution regimes. As 
we have seen, the Dodd-Frank Act imposes some general principles and also details the basic 
procedures for resolution.  

The position taken in this presentation is that SIFIs should be made to bear the systemic risks 
they pose, so that bail-outs with public money are ruled out. The existence of excessively large, 
complex, difficult to manage and to supervise financial conglomerates with no clear specialization 
and focus should be discouraged. However this should be done preferably through systemic-risk-
related fees, to be paid to a resolution fund (a model similar to that outlined in the Dodd-Frank Act), 
rather than by imposing capital surcharges (Masera, Mazzoni, 2010). In this respect, objective 
criteria should be developed to identify such institutions and monitor their contribution to risk.  

More generally, the problems by SIFIs cannot be effectively dealt with without simultaneously 
addressing the issues of crisis management and resolution regimes. The Dodd-Frank Act shows 
clearly this point, which is not yet satisfactorily treated in the new Basel framework. 

As indicated, in the EU important difficulties must be overcome in this area. National 
authorities and jurisdictions will detail their own resolution regimes, which must be made consistent 
at European level. Additionally, the specific business models of systemically important financial 
institutions in Europe can be very different, and their dangerousness evidently varies. This critical 
issue is not yet satisfactorily addressed. 

 
 
3.7. Toxic assets 

The issue of toxic assets has largely been addressed in the US. In Europe, markets are not 
convinced that this is the case: this leaves lingering poisonous doubts on certain banking systems 
(and hence on the significance of stress tests on this side of the Atlantic)12. 

The dire indications given by the IMF and its Director General in 2009-10, with estimates of 
huge amounts of toxic assets, and related perspective bank losses amounting to some $ 4 trillion, 
were accompanied by explicit action undertaken by the US. The Geithner Plan defined in early 
2009 met with a positive response by markets and banks. In Europe it proved more difficult to act 
transparently, rapidly and in a coordinated way. It is now time to address the problem in a definitive 
way. 

                                                 
12 Masera R. (2008), Posen A.S., Veron N. (2009), Reinhart C.M. (2010). 
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To start with, the term “toxic assets” is misleading and should be abandoned: not only the 
words suggest that the assets are, at best, unrealised writedowns in opaque balance sheets, but also 
convey the impression of poison running through the  system, with disease and contagion 
repercussions. Truly “toxic” assets, sometimes referred to also as nuclear waste, should therefore be 
identified, isolated and buried away - especially when dubious operations with offshore centres are 
involved - thereby cleansing balance sheets. 

But there are good reasons to believe that, in Europe, many of these assets are simply illiquid 
and continue to be difficult to evaluate. Fair value and mark-to-market techniques perhaps continue 
not to be applicable. Many of these structured non-standardized securities were built to be held until 
maturity. In any event, it is vital to distinguish between mark-to-market losses and expected credit 
losses (present values of expected cash flow until maturity).  

The exercise of transparency and separation of these assets, perhaps within the framework of 
special PPP’s (private public partnerships) can therefore be rewarding, with a view to repairing 
banks’ balance sheets, improving capital ratios and restoring lasting confidence.  

Two available options can still be examined in Europe, which the banks themselves should 
assess in the first place: 

(i) Spin off: the bank creates a SPV with VVAs (variable-value assets) and related liabilities. 
The vehicle is demerged to existing shareholders and open to new investors (Public 
Funds, Private Equity Funds, Sovereign wealth Funds);  

(ii) SPV refinancing: the bank transfers at book value the VVAs to a SPV possibly created by 
EFSF and, in perspective, managed in the framework of the European Recovery and 
Resolution Mechanism to be created, which issues corresponding bonds. The bank pays 
guarantee fees to the vehicle. 

 
 
3.8. Removing disincentives to long term finance in banking 

The existing regulatory framework is not neutral towards long term investments, as a result of 
the simultaneous operation of banking, accounting and fiscal requirements. This is detrimental to 
sustainable growth in all advanced countries. 

The need to reexamine the whole set-up was underlined, and corrective proposals were 
advanced, in the de Larosière Report (2009). 

As already indicated, differences between business models in banking should be explicitly 
recognised. Intermediation of credit and liquidity requires disclosure and transparency but not 
necessarily mark-to-market rules which, while being appropriate for investment banks and trading 
activities, are not consistent with the traditional loan activity and the policy of holding long term 
investments. Long-term economic value should be central to any valuation method: it should be 
based on an assessment of the future cash flows deriving from the security as long as there is an 
explicit minimum holding period and as long as the cash flows can be considered as sustainable 
over a long period. 

These points have been elaborated in terms of a comprehensive set of proposals by the Long 
Term Investors Club, with endorsement by the G-2013, which underline the risks of incentivising 
banks to a short-term transaction-oriented behaviour. 

                                                 
13 See, for instance, Bassanini F. (2010) and (2011). 
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These suggestions should be taken into account in the implementation of Basel III, whose 
provisions on liquidity and loan funding and capital for securitized assets would add to the 
difficulties of long term financial intermediation.  

 
 
3.9. Shadow banking and capital market activity 

The very high capital charges that are targeted in the medium term, but can be forced by 
markets much sooner, propose again the issues of regulatory arbitrage and the operation of the 
“shadow banking system”. 

In any event, there will be a shift towards capital markets, which may be costly for economies 
based on SMEs. 

It is therefore necessary to: 
(i) extend appropriate regulation, in a proportionate manner, to all firms or entities 

conducting financial activities of a potentially systemic nature, even if they have no 
direct dealings with the public at large; regulatory gaps permit financial vulnerabilities 
to grow and become unmanageable; 

(ii) improve transparency in all financial markets - and notably for systemically important 
hedge funds - by imposing, in all EU Member States and internationally, registration 
and information requirements on hedge fund managers, concerning their strategies, 
methods and leverage, including their worldwide activities;  

(iii) introduce appropriate capital requirements on banks owning or operating a hedge fund 
or being otherwise engaged in significant proprietary trading and to closely monitor 
them.  

 

4. Summary and Conclusion  

The third of the Basel capital accords was published in December 2010, after endorsement by 
the BCOB and by the G-20 Summit. Basel III is a crucial component of the overall reforms under 
way to risk, regulation and supervision in the financial system, and is broader in scope and 
application with respect to its predecessors. 

The Basel II capital standard proved to be a failure and necessitated fundamental review. 
Minimum capital requirements were too low and “required” capital was only partly able to absorb 
losses. The RW filters did not capture many important risks. The assumption that OtT banking 
models and securitisation took risks away from the banks was mistaken. The regulatory framework 
was strongly procyclical and excessive reliance was put on external ratings. Liquidity and maturity 
mismatch were inadequately treated. Insufficient attention was paid to the activities of the “parallel 
banking system”. More broadly, Basel II was regarded in isolation, without recognition of critical 
interactions with macroprudential supervision and firm-oriented surveillance. 

The enlarged Basel III capital regulatory framework represents an important step towards 
correcting the shortcomings of the previous standard and is a crucial component of the overall 
reform of the financial system. A fair and comprehensive assessment of the new framework is not 
easy, largely because several key issues remain unresolved, such as the amount and form of 
additional capital for systemically important institutions and the interaction with Pillars 2 and 3. 
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The basic thrust of the new system goes in the right direction and should be supported, but key 
areas of the agreement appear in need of refinement/reconsideration. 

The principal features of Basel III have been critically reviewed in Paragraph 2, with specific 
reference to: increased and higher quality capital requirements, capital conservation and 
countercyclical buffers; leverage, liquidity and net stable funding ratios, systemic risk and 
interconnectedness, corporate governance.  

Proposals for adaptation/correction of the overall framework are made in Paragraph 3. 
Proposed changes refer principally to the timeline of the capital requirements, the application of 
non-risk based measures, the formulation of the capital buffers, the issue of uniform risk-weighting 
filters in respect of different banking models, the inadequate recognition of the intertwining of 
sovereign and SIFI risks, the treatment of resolution procedures, the inadequate approach to toxic 
assets, the disincentives to long-term finance in banking, the still insufficient attention to shadow 
banking. As is argued, all these issues deserve further attention and in-depth corrective action. 
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List of acronyms 

 
ABI  Italian Banking Association 
BCBS  Basel Committee on Banking Supervision  
BCOB  Basel Committee Oversight Body  
BIS  Bank for International Settlements  
CAD  Capital Adequacy Directive  
CAR  Capital Adequacy Ratio 
CCC  Central Counterparty Clearing 
CFP  Contingency  Funding Plan 
CoCos  Contingent Convertibles  
CRA  Credit Rating Agency  
CRD  Capital Requirements Directive 
DTAs  Deferred Tax Assets 
ECB  European Central Bank  
ECOFIN  Economic and Financial Affairs Council  
EFSF  European Financial Stability Facility 
ESMA  European Securities and Markets Authority  
EU  European Union  
Fed  Federal Reserve System  
FIs  Financial Institutions 
FSB  Financial Stability Board  
FT   Financial Times 
G-7  Group of Seven  
G-20  Group of Twenty  
G-SIFI   Globally Systematically Important Financial Institution  
ICAAP  Internal Capital Adequacy Assessment Process  
IMF  International Monetary Fund  
LCR  Liquidity Coverage Ratio  
MSRs  Mortgage Servicing Rights 
NSFR  Net Stable Funding Ratio 
OtC  Over-the-Counter  
OtT  Originate-to-Transfer  
RW  Risk Weighted  
RWA  Risk Weighted Assets  
SIFI  Systematically Important Financial Institution  
SMEs  Small and medium-sized enterprises  
SPV   Special Purpose Vehicle  
SREP  Supervisory Review Process  
US  United States  
VVAs  Variable-Value Assets 
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