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1. Introduction 

Basel III denominates the set of amendments and additions to the second Basel Agreement (Basel II) 

which were proposed in reaction to the financial meltdown in the United States and Western Europe in 

2008. Many countries were still implementing Basel II by that time. The financial crisis showed that the 

protection supposed to be afforded by building up capital in proportion to measured risks of assets held 

in the balance sheet of banks, as prescribed by Basel II, was a mirage.  

When the Basel Committee on Banking Supervision finally made public the text of Basel II, in 2004, it 

was generally hailed as representing an important improvement over the first agreement, signed in 

1988. Even then, however, many criticisms and concerns were voiced as to its efficacy to keep banking 

systems safe.  

In any circumstance, Basel II was clearly powerless to prevent the largest and deepest banking crisis 

since the 1930s to happen in 2008, with contractive repercussions on the level of activity that are still 

fatefully haunting the world economy. On the one hand, “advanced” risk measurement technologies 

that fed the enthusiasm of regulators in the United States and Europe since the early 1990s, failed 

spectacularly to properly map the exposure of banks to market and credit risks associated to securitized 

mortgage assets. On the other hand, seemingly solid balance sheets relying on supposedly strong capital 

positions melted into thin air almost overnight all over the financial systems of those countries. The 

argument raised by Basel II enthusiasts that the crisis could be prevented had it been fully implemented 

by 2008 was not particularly convincing. As will be argued below, Basel II was not intended to impose 

risk management models and methods created by regulators on the banking sector. Rather, the core of 

Basel II was the strategy “to work with the market”, using models created or used by banks themselves 

as the basis to calculate how much capital should each bank build up to give it resilience in the face of 

adverse “reasonable” shocks.3 Therefore, when the crisis began, the largest and most important banks 

in the United States and Western Europe were certainly operating risk measurement systems of the 

types prescribed by Basel II, even though in many cases they were not yet required to do so by their 

supervisors. 

In the aftermath of the 2008 crisis, after years of optimism about the efficiency of financial deregulation, 

it dawned on government authorities everywhere that unregulated or weakly regulated financial 
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systems could act, to use a popular expression in the new millennium, as true weapons of mass 

destruction. Basel II was obviously insufficient to prevent a large-scale crisis, but why it was insufficient 

was not entirely clear to many regulators and government authorities. Was it because Basel II, even 

though right in spirit, was not tough enough on banks? Or perhaps it was the Basel II approach itself that 

was not up to the task of guaranteeing the resilience of banking systems? As it will be argued, Basel III 

was designed to modify Basel II to strengthen its impact, no matter which alternative was correct. It was 

intended to toughen the demands on banks prescribed by Basel II but it should also impose new 

requirements on them, even at the risk of setting some redundant rules. 

Basel III itself, on the other hand, created new dilemmas. It was generally conceded that Basel II 

obviously didn’t prevent the banking system from building up excess leverage. So the first criterion by 

which Basel III shall be evaluated is whether it will be capable of reducing leverage. However, it is 

necessary to keep in mind that productive activities will only recover when credit begins to increase 

again to support production, consumption and investment. Can Basel III do both, that is, to promote the 

resurrection of credit in amounts and terms compatible with the recovery of activity and at the same 

time to control and decrease leverage in the banking system? Of course, the two demands are not 

independent, so that Basel III may in fact be subject to contradictory demands.  

In this paper we intend to discuss these matters, that is, the efficacy of Basel III as a guide for 

supervisors intent on reaching and maintaining systemic stability and how can credit recover under such 

restrictive rules. To do it we begin, in section 2, by discussing the shortcomings of Basel II so that, in 

section 3, we can introduce the main aspects of Basel III and evaluate how far it goes in remedying those 

shortcomings, which is done in section 4. Section 5 concludes the paper.  

2. Basel II 

Reviews of Basel II, when it was finally made public in 2004, were definitely mixed. The majority of 

regulators, but clearly not all of them, seemed to have considered it a marked improvement over Basel I. 

Financial Market participants were unhappier, even if their criticisms tended to be voiced in rather 

discrete ways, as if market participants and financial institutions’ executives didn’t want to provoke the 

ire of supervisors and, in fact, the general public. In the academic community, praise for Basel II was 

generally more generous than in the other two groups, even if praise was not unanimous and focused 

more on the “spirit” of Basel II than on its actual text. 

Until Basel I was signed, in 1988, financial supervision was clearly considered to be a police function. 

Financial institutions were seen as being constantly exposed to the temptation of taking on more and 

more risks to increase their expected profitability so that some kind of police action was required to 

countermand these temptations. Financial regulation and supervision would not be necessary if 

institutions (and market agents) didn’t feel the urge to jump over the fences that separated social 

interest from (excess) private gains. Under conditions like these, it was necessary that private behaviors 

that could threaten social interests were repressed by public authorities, just as it happens in other 

sectors of activity, where similar risks may be present, such as, for instance, the sale of controlled drugs.  



In the 1970s and, more particularly, in the 1980s, the wisdom and efficacy of the state in conducting 

such police operations were put in question. In part, these doubts were a consequence of dramatic 

changes in political values and ideological views in practically all Western countries regarding the role of 

the state in the economy. To shrink the state (“starving the beast”) and reducing its intrusiveness in 

private activities became a central target for political leaders. Political change reached financial systems 

with the process of deregulation that began to be implemented in the early 1980s.  

Deregulation didn’t imply only, or even mainly, a reduction in the number of constraints on private 

activity. Of particular importance for financial markets, it implied instead a radical change in the 

enforcement strategy of regulators and supervisors. From doing police work of enforcing repressive 

rules on anti-social behavior, supervisors should now learn to work with markets, using market-friendly 

methods to guide them toward socially approved goals. Ideally, in the perfect world imagined by 

regulators, supervisors should be able to calibrate the costs for banks of exposing themselves to 

excessive risk so that banks would choose voluntarily the safer balance sheet structures desired by the 

authorities. 

The Basel Committee had first tried its hand on changes like this when preparing the 1995 amendment 

to Basel I on market risk. Basel I, which dealt exclusively with credit risk, prescribed how much risk 

should be attributed to each class of assets. The text of the agreement was widely criticized for the 

artificiality of the “credit risk buckets” the Basel Committee appended to the text of the agreement.4 A 

few years later, when the time came to set capital requirements to cover market risks, the Committee 

opened the possibility that banks that demonstrably had themselves the skills necessary to calculate the 

risks of their securities portfolios could use their risk estimates to calculate how much capital they had 

to keep to absorb unexpected losses if necessary.  

The same choice was extended in Basel II to cover credit risks. Instead of defining the amount of risk 

associated to each class of assets themselves, supervisors should allow banks to use their own risk 

measurement techniques to do it in the cases in which these techniques had been judged adequate.5 

The underlying assumptions were that (1) banks and/or “markets” knew the risks associated to the 

assets they purchased better than supervisors, and (2) by relying on their in-house risk measurement 

and management models, supervisors could induce banks to increase the degree of safety in their 

operations simply by calibrating incentives to that end, in the form of setting capital coefficients as a 

shock-absorber in the case of unexpected losses in proportion to measured risks. 

Most importantly, the new regulatory posture assumed that banks could in fact perform whatever 

financial role they wanted, freely choosing therefore their business strategies, as long as they took the 

right precautions, in the form of building up regulatory capital, to absorb unexpected losses. This 
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freedom of action contrasted with dispositions, such as those contained in laws of the Glass/Steagal Act-

type, that set boundaries to the activities that could legitimately be performed by commercial banks and 

by other financial institutions.    

Basel II actually consisted of three “pillars”. The first was the requirement that banks should build up 

regulatory capital in proportion to the risks they accepted in their asset purchases. The second pillar 

related to the need that supervisors kept a close and permanent attention to the quality of risk 

measurement methods, risk management strategies and risk management structures internal to banks 

to make sure that the calculation of risks was only the first step of a process of effectively containing 

them or creating the proper defenses against adverse developments. The third pillar was market 

discipline. Banks should divulge information about their net worth, operation, risks, etc, that allowed 

clients and investors to make their own risk evaluation of those entities and act accordingly. Again, the 

third pillar sprang from the expectation that banks could be nudged by the market toward taking on 

safer positions on their own accord. 

Basel II was hailed as an improvement over Basel I, but it was not free from criticism. Most of Basel II 

shortcomings are well-known by now. First, it was heavily pro-cyclical: as the riskiness of private assets 

increases in a recession, banks will be led either to build up more capital or to sell assets to comply with 

capital regulations, and the opposite occurring in the expansion phase of the trade cycle. Secondly, and 

somewhat paradoxically, given the Committee’s intentions, Basel II was not only even more prescriptive 

than Basel I but it was also much more complex in its dispositions, increasing dramatically the cost of 

regulatory compliance to banks (and to supervisors too). Thirdly, important classes of risk, among them, 

notably, liquidity risk were not considered by Basel II. Fourthly, as it was made crystal clear by the 

2007/8 crisis in the United States, it was completely inadequate to deal with systemic risks. Systemic risk 

deals with an externality, which is the possibility of contagion. Basel II, however, shared the traditional 

principle behind stability regulation according to which if every bank unit is safe the system as a whole 

must also be safe, which again was proven to be false by the financial meltdown of 2008. Fifthly, and in 

part because of its inability to deal with externalities, Basel II tended to ignore that what is assumed as 

parameters in risk measurement models are endogenous to the operation of financial markets as a 

whole. 6 
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Many of these shortcomings became painfully visible with the 2008 meltdown. Banks that were 

considered safe, with strong capital coefficients and low risk assets in their balance sheets, did not resist 

a few days of turbulence before becoming technically insolvent. The crisis showed that building 

regulatory capital, at least on the terms the Basel Committee thought to be appropriate until then, 

simply could not deliver the systemic safety it was supposed to guarantee. 

3. Basel III 

Basel III began to be prepared while the financial crisis was still unfolding. The Basel Committee 

responded to the commands of the leaders of the G 20 to enlarge its number of participants and to 

examine alternatives to recuperate and maintain the systemic solidity of banking systems. After a very 

short period, the Committee did not really produce a full substitute for Basel II, but the amplitude of the 

new measures justified their identification as a new set of rules under the name of Basel III. 

Basel III, in terms of regulatory strategy, is in fact a hybrid between the market-friendly orientation to 

act through the risk apparatuses of banks to stimulate them to build safer balance sheets and a return to 

the command view of the role of supervision that had been abandoned in the 1990s. The final text (or 

sets of texts, because Basel III consists in a group of more or less independent documents addressing 

Basel II’s weaker spots) contains a number of measures to strengthen the mechanisms that were already 

present in Basel II and another set of rules imposing new safety requirements on banks. The hybrid 

nature of Basel III even had the result of establishing a few redundant regulatory demands on banks, as 

will be pointed out below. 

The first group of measures is apparently more of the same Basel II, just a little tighter. Regulatory 

capital coefficients were raised across the board. Of more consequence, requirements were 

strengthened in terms of tier-1 capital, which is the bank’s actual net worth to the detriment of equity-

like instruments, such as subordinated debt. In fact, there seems to be a difference between Basel II and 

Basel III with respect to the role of regulatory capital. In Basel II, regulators were focused on the cost of 

raising capital as a deterrent to increasing risk. In other words, supervisors expected that, facing the 

need to appeal to costlier sources of funds, banks would prefer to accumulate lower-risk assets, making 

the system supposedly safer. The crisis falsified these expectations. In Basel III, therefore, supervisors 

seemed to acknowledge that higher capital coefficients may not be per se an incentive strong enough to 

ensure systemic safety. On the other hand, managing the current crisis has shown that if financial 

meltdowns occur again, crisis resolution costs may be very high and banks should absorb at least part of 

it. Tier 1 capital is more efficient in this aspect than tier 2. Requirements in terms of tier 2 capital were 

maintained in Basel III the same as in Basel II, which means they lost relative importance since tier 1 
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capital requirements were raised steeply. In sum, regulatory capital in Basel III is intended to make sure 

that banks will be able to share the cost of resolution, when it is need, rather than being merely an 

incentive for them to limit the risks they accept in their asset purchases. The incentive approach has not 

been entirely abandoned. It just took a back seat to concerns with the costs of bank crisis resolution.     

Basel III also filled a few loopholes in the rules as they were presented in Basel II. Basel II treated risk 

classes separately, defining them and setting capital requirements to each class independently of others. 

Basel III, in contrast, considered market risks derived from credit risks, as notoriously happened in the 

case of mortgage-backed securities, when non-performing debt securities initially caused their market 

value to fall starting a cumulative fall in prices as investors tried to dump them as quickly as possible.  

Still in the field of incremental changes to Basel II, another disposition of Basel III is that market risks of 

securitized assets should be differentiated between primary securitization and ressecuritization, with 

additional demands imposed on banks holding the latter in their balance sheets.  

All the changes just listed can be seen as improvements on Basel II, keeping its basic philosophy of 

allowing banks to decide on the structure of their assets as long as they are willing to pay the price for it 

in terms of regulatory capital. These measures were motivated by the belief that the Basel Committee 

strategy was basically correct but the requirements imposed on banks were not strong enough to induce 

them to behave in the way desired by supervisors. Re-calibration, rather than wholesale self-criticism, 

was in order and Basel III accomplished it by turning the screw a little (or a lot) tighter than had been 

done in Basel II. 

Nevertheless, some other demands set in Basel III can hardly be seen as incremental adjustments of 

Basel II. In fact, they configured a different regulatory strategy reinstating some more intrusive forms of 

supervision. Not surprisingly, among general complaints of bank executives against Basel III that have 

been growing as the date for full implementation of the new demands approaches it is the latter that 

seem to annoy bankers the most.  

There are two major changes introduced by Basel III. The first relates to the calculation of a “dry” 

leverage ratio. Defining minimum capital coefficients is of course in itself a way to limit leverage. But in 

the way the Basel Committee did it in Basel II, leverage ratios are not only variable (depending on the 

risks attributed to assets in the bank’s balance sheet) but are in fact “subjective” in the sense that they 

are established not in terms of observed values of assets but of risks calculated through the use of 

statistical models. Since it is unlikely that the whole industry would adhere to the same risk 

measurement method, leverage ratios in the industry will unavoidably be model-dependent and 

therefore highly variable.   

A “dry” leverage ratio simply limits the size of the ratio between observed capital and observed value of 

assets, independently of risk differences. This implies a return to the methods of the past when a few 

ratios that were thought to describe the situation of the supervised entity were supposed to be 

respected by all banks, without room for individual adaptations that could cloud the meaning of those 

ratios.  



The second major change introduced by Basel III is also the resurrection of another traditional concern 

of bank regulators. Banks were, historically, particularly prone to liquidity crises because of the nature 

and importance of their deposit liabilities.  For many, the creation of deposit insurance schemes had 

eliminated the problem of bank runs and, with them, the concern with the liquidity of banks. Basel II 

relegated liquidity risks to a secondary status, to be dealt with in pillar 2, that is, through ad hoc 

decisions made by each supervisor. The 2008 crisis has surprised financial supervisors though. The 

financial meltdown began precisely with a deep liquidity crisis in the markets for securitized assets and 

spread throughout the financial system through new forms of runs.  

The return of liquidity crises led the Basel Committee to another remarkable about-face. Now, according 

to Basel III, banks will have to ensure the liquidity of their positions both by keeping assets the liquidity 

of which is invariant to changes in the overall conjuncture and by limiting the mismatch between assets 

and liabilities (avoiding the use of short-term finance to support the holding of long-term assets to gain 

from yield curve spreads). Liquidity risks, thus, are not to be absorbed by capital coefficients, but by 

changing the structure of balance sheets, bringing back the power of supervisors to meddle into banks’ 

portfolio decisions.  

Besides creating a dry leverage ratio and establishing procedures to guarantee the liquidity of banks’ 

balance sheets, Basel III also created additional capital requirements  to deal with business cycles and 

with systemic risks. This could perhaps be considered an extension of the market-friendly strategy, only 

a little less friendly. There is also the intention to impose harsher requirements on what is called 

systemically important institutions, but both the exact meaning of systemically important and their 

specific requirements are still to be defined.  

4. Basel II and Basel III 

Is Basel III a satisfactory response to the criticisms made to Basel II? Well, yes and no. The new additions 

to Basel III seem to respond to Minskyian concerns with financial fragility, limiting both leverage and the 

temporal mismatch between assets and liabilities. If the ways to deal with them will be efficient is still to 

be seen, but Basel III at least recognized them as important threats to financial stability and this is, in 

itself, an important improvement over Basel II. On the other hand, the market-friendly strategy survives, 

even if supervisory stimuli are a little tighter than before.  

Some shortcomings of Basel II were left completely unaddressed though or were addressed in ways that 

can hardly make the situation better. Basel III did not reduce the complexity of Basel II. If anything, Basel 

III is even more demanding than Basel II since it added new demands on banks. Some of them are even 

somewhat redundant, as in the case of the treatment of leverage, where two ratios are now established, 

one weighted by risks and the other “dry”. The problem of the endogeneity of VaR parameters was also 

left untouched. The notions of systemic risk and systemically important entities or markets still cry for a 

definition able to replace the perception that systemic importance is the same thing as bigness.7  
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It is not impossible to consider that Basel III, as an instrument to promote financial stability, is a cup half 

full, instead of a cup half empty. However, systemic safety is not all one expects from an efficient 

financial sector. Financial institutions and markets must also be able to provide the purchasing power 

firms and consumers need to resume and maintain their normal economic activity.   

In times of deep crises, as has been the case worldwide since 2008, regulators and supervisors face a 

dilemma between implementing safety rules that will prevent new crises in the future (or double dips 

while recovery is still fragile) and taking steps to increase the supply of credit necessary to promote 

recovery of productive activities. Deleverage implies reducing indebtedness, either by paying back 

obligations and/or by selling assets. Expanding production (let alone expanding investment) requires 

expansion of credit. As Basel III added new regulatory constraints on the growth of banks’ balance 

sheets to what was already prescribed by Basel II, the retrenchment of bank credit to be expected after 

financial crises as a result of increasing liquidity preference tends to become even more intense and 

persistent.  

The two needs, rebuilding systemic safety and recovering economic activity and employment, may be 

impossible to reconcile. Since vigorous credit expansion is necessary to allow output growth but 

resuming lending will only be safe again when the economy has recovered from the current contraction, 

the authorities may find themselves in a deadly trap.  The vicious circle must be broken from the 

outside, and one of the possible ways to do it is by creating or mobilizing existing public credit 

institutions to supply the credit necessary to jumpstart the economy.8  

Public financial institutions obviously are not exposed to risks in the way private entities are. These 

institutions can provide loans directly, in the case of state-owned banks, for instance, or provide 

guarantees to private loans in such a way as to reduce their risks to acceptable levels to private financial 

institutions and financial supervisors. 

4. Conclusion 

Traditionally, financial regulation has addressed market failures, similar to regulations adopted in other 

sectors of the economy. Market power and information asymmetries between market participants are 

frequent concerns of financial regulators as it is the case with regulators in other sectors. More 

particular to the financial system is the goal to preserve the integrity of the market (as the Securities and 

Exchanges Commission of the United States defines its mission) and even more specific is the effort to 

preserve systemic stability.  
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After the deeply traumatic experience of the early 1930s a large body of financial regulation was 

implemented to prevent the repetition of those events. For decades, systemic stability regulation 

focused on the need to ensure the safety of bank deposits and to prevent bank runs. The success of 

these endeavors caused the focus of regulation to switch from the liquidity of bank deposits to the 

solvency of banks. More recently, after the 2008 financial meltdown, concerns with crisis resolution and 

the closing down of financial institutions were added to the agenda.  

Since the 1980s financial deregulation had changed the way efficient regulation was approached in 

official circles. From its original standing as a police function, financial supervision dominant strategy 

changed to a market-friendly approach according to which banks should be left free to choose their 

business strategies as long as they built in the process capital and provisions high enough to absorb 

losses preventing contagion to other entities. Basel II was the epitome of this view of the role of 

financial supervision.  

The failure of the Basel strategy to ensure financial stability was demonstrated by the extent and depth 

of the crisis initiated in 2007 in the United States. Basel III illustrates how inescapable this conclusion is 

by violating some principles that seemed to have become sacred for the Basel Committee.  

Financial regulation, however, cannot ignore that what society expects from a financial sector is that it 

finances production, investment and consumption. A safe but inert financial system is certainly not the 

answer to social demands. The dilemma, however, is real: to resume lending by private banks will only 

happen when the economy has already moved in the direction of a less fragile recovery. One would 

expect this kind of caution even if it was not actually required by regulatory authorities. Supervisory 

rules designed to limit risk exposure in banks’ balance sheets can only make this caution more intense. 

There seems to be no alternative to a more active public intervention in the provision of credit if the 

vicious circle that keeps the economy down is to be broken.   

 

    


