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Basel Regulations and the European Union  

 

The Basel committee is the main contributor to financial regulation in Europe through 
transposition of its guidance into European law. This guidance has a significant impact on 
the orientation of European economies, and as such the European people should have 
better knowledge and power of decision on the transposition of these rules in European 
and national law. 

 

1. History of the Basel Committee 

Originally named the Committee of Banking Regulations and Supervisory Practices, the Basel 

Committee was established by the central bank Governors of the G-10 countries at the end 

of 1974 following disturbances in international currency and banking markets (caused by the 

failure of Bankhaus Herstatt in West Germany1).  

The Committee’s mandate is to strengthen the regulation, supervision and practices of 

banks worldwide with the purpose of enhancing financial stability2. The Basel Committee has 

a very specific position with regards to banking regulation, given that it produces guidelines 

and standards that nations are expected to implement. However, these standards and 

guidelines are just directions and not rules that would be strictly followed by governments in 

the design of their own banking regulations. 

In the first years after the creation of the Basel Committee and before the first Basel Accord, 

the Basel committee focused on ensuring that no banking establishment would escape 

supervision and on making sure supervision would be adequate and consistent across 

member jurisdictions. A first step in this direction was the “Concordat” a paper issued in 

1975 setting out principles for sharing supervisory responsibility for banks' foreign branches, 

subsidiaries and joint ventures between host and parent (or home) supervisory authorities. 

This work was extended and updated in the Principles for the supervision of banks' foreign 

establishments issued in 1983.  

 

  

                                                      
1
 Source: http://www.nytimes.com/1974/06/29/archives/failure-of-herstatt-disturbs-banking-herstatt-failure-

disturbs.html?_r=0 
http://www.tandfonline.com/doi/pdf/10.1080/00076791.2014.950956 
2
 Source: Basel committee website : http://www.bis.org/bcbs/about.htm  

http://www.nytimes.com/1974/06/29/archives/failure-of-herstatt-disturbs-banking-herstatt-failure-disturbs.html?_r=0
http://www.nytimes.com/1974/06/29/archives/failure-of-herstatt-disturbs-banking-herstatt-failure-disturbs.html?_r=0
http://www.tandfonline.com/doi/pdf/10.1080/00076791.2014.950956
http://www.bis.org/bcbs/about.htm
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2. First Basel International Banking Regulations 

The first Basel Accord (dating back to 1988), also called Basel I, was primarily focused on 

credit risk. Basel I was a stepping-stone in banking regulation, creating one of its 

fundamental principles: the risk weighting of assets. Risk-weighting is the fact of multiplying 

the nominal value of assets held by the bank by a factor (also called Risk-Weight) 

representing risk. The product obtained by multiplying the nominal value of the asset and 

the Risk-Weight is called the Risk Weighted Asset (RWA). RWAs are used to compute capital 

ratios (see Figure #1 for a more detailed definition of the capital ratio calculation). Risk-

weights applied are defined based on a simple principle: the higher the risk of the asset is, 

the higher the risk-weighting will be.  

 

 

The above chart shows that for total assets of €10.0m corresponding to €5.0m of RWA, a 
given bank has to hold €0,4m in capital. This amount of capital will allow the bank to be in 
compliance with the minimum required capital ratio of 8.0% (minimum required capital ratio 
under Basel I).  

If we increase the Risk Weight, and as a consequence the RWA, the bank would need to hold 

more capital to comply with the 8.0% capital ratio. 

 

The Capital ratio is the second pillar of Basel regulations: it sets the amount of capital that 

has to be held by the bank for a given amount of RWA. Capital in the sense of the Basel I 

rules is composed of stock issues (or shareholder’s equity), declared reserves, gains on 

investment assets, long-term debt with maturity greater than five years and hidden 

reserves.  

Asset held by the bank 

(ex: loan to a corporate) 

Risk-Weighting  

(ex: 50%) 
Capital ratio 

€10m (nominal 
amount) x 50% (risk-
weight) = €5m  

Nominal 
amount: 

€10m 

 

Risk-
Weighted 

Assets: €5m 

 

Capital held 
by the bank: 

€0,4m  

Risk-
Weighted 

Assets: €5m 

8% 

Figure 1: Simplified example of RWA and capital ratio calculation under Basel I 

Asset held by the 
bank (ex: loan to 
a corporate) 

€10m (nominal 
amount) x 50% (risk-
weight) = €5m 

 



4 
 

As described in Figure #2, banks have different sources of funds which are mainly equity, 

debt and deposits from customers. Debt is a contractual obligation between a company and 

its creditors. The contract outlines the repayment of borrowed money, typically with interest 

or fees to the creditors in payment for the use of that capital. The legal contract between 

creditor and company always places the creditors’ repayment rights above those of any 

distributions to equity holders. Equity holders will never accept a return on investment that 

is lower than debt holders. This is because equity holders have a higher risk of suffering a 

loss than debt holders and do not receive a contractual obligation to be repaid their capital. 

Therefore equity, which is the major component of the capital in the sense of Basel I, has a 

higher cost3 than other non-capital sources of funds. 

 

 

Assets (use of funds) Liabilities (source of funds) 

Cash items (ex: cash and cash equivalents) Deposits (ex: retail/corporate customer 

deposits) 

Securities (ex: trading portfolio, financial 

assets) 

Borrowings (ex: debt securities in issue) 

Loans (ex: loans to customers, loans to 

corporates) 

Bank Capital (ex: equity, reserves) 

 

Capital being costly for financial institutions, high risk-weights for a given asset would push 

banks to disinvest from this asset, or incentivise them to increase fees paid by borrowers of 

the bank for this asset class.  

 

3. Basel II Regulations  

The first version of the Basel II regulations was published in June 2004 and was built on three 

pillars:  

- Pillar 1 : minimum capital requirements,  

- Pillar 2 : supervisory review  

- Pillar 3 : market discipline.  

                                                      
3
 The cost of equity is mainly in the form of dividends paid to equity holders 

Figure 2: Simplified example of a Bank’s balance sheet 
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The first pillar has the objective of setting minimum capital amounts banks have to hold in 

order to cover three categories of risks: credit risk, operational risk and market risk. Under 

the Basel II rules banks have three approaches to compute RWAs: the standardised 

approach, the Foundation approach and the Advanced approach. The standardised 

approach is similar to what was in place under Basel I, under this approach Risk-Weights are 

predefined in the Basel rules and banks need to apply them directly to compute RWAs. 

Under the Foundation and Advanced approach however, banks have the possibility to build 

their own models to compute the RWAs. 

Pillar 2 corresponds to the supervisory review process. Under pillar 2, bank supervisors are 

entitled to impose higher capital requirements on top of pillar 1 requirements, based on 

supervisory judgement.  

Basel II also introduced disclosure and market discipline principles as part of its pillar 3.  

Pillar 3 recommended disclosures were initially the following4: 

- Detailed information about the composition of its capital 

- Qualitative and quantitative information about its risk exposures 

- Detailed information about its capital ratios 

- Detail of how the Basel rules are applied to various entities 

Currently this disclosure takes the form of a standalone document giving amongst other 

elements specific details on exposure and management of risks, capital components and 

components of capital ratios. Before Basel II such regulatory information was not disclosed 

or disclosed through several different financial documents such as annual reports or investor 

reports. 

 

4. Basel III Regulations 

The 2008 financial crisis revealed limits of the Basel II rules. The crisis called for additional 

regulations to reduce the leverage (assets in absolute value divided by capital) and mitigate 

the liquidity risk banks face. Both the quantity and quality of capital were increased 

compared to Basel II requirements.  

Financial leverage is the amount of capital that the bank holds to finance its assets. The 

higher the leverage, the less equity a credit institution will have to cover losses and the 

riskier the credit institution will be5. In order to prevent this risk, Basel III regulations have 

                                                      
4
 Source : Consultative Document - Pillar 3 (Market Discipline). It is a supporting document to the New Basel 

Capital Accord (January 2001). 
5
 Proven by Martin Koudstaal, Sweder van Wijnbergen in On Risk, Leverage and Banks: Do highly Leveraged 

Banks take on Excessive Risk? (link: https://papers.tinbergen.nl/12022.pdf) 
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built the leverage ratio (total assets divided by capital limited to 3.0%). This ratio prevents 

banks from limiting the amount of assets for a given amount of capital.   

Liquidity risk here is the risk that a bank has not enough liquid assets (ex: cash and cash 

equivalents) to honour its obligations (ex: payments due by the bank on a debt). In order to 

prevent this risk, Basel III rules introduce two liquidity ratios: the Liquidity Coverage Ratio 

(LCR) and the Net Stable Funding Ratio (NSFR). This was done in order to ensure banks have 

enough liquid assets to meet their short-term and medium term needs. 

The quality of capital has been improved through a better definition of what liabilities (see 

Figure #2) need to have to be eligible as capital under the Basel rules. These clearer 

definitions focus (amongst other things) on the fact that Basel eligible capital has to be able 

to absorb losses without difficulty. The framework also introduced higher capital ratios for 

systemically important institutions.  

These new capital and liquidity standards were endorsed at the G20 Leaders' Summit in 

Seoul and agreed at the December 2010 Basel Committee meeting in November 2010.  

 

5. Basel Regulations and the European Union 

As of today, members of the Basel Committee are central banks and banking supervisors 

from 27 countries around the globe (essentially the G20 countries and a few additional 

founding countries, including Switzerland). Currently nine EU Member States sit on the Basel 

Committee (BE, FR, DE, IT, LU, NL, ES, SE, UK) alongside the European Central Bank, which 

represents the EU. The European Commission and the European Banking Authority6 are 

invited as observers. This partly explains why there are close ties between the Basel rules 

and the EU regulatory framework. 

On 17 July 2013, Capital Regulations Directive IV7 directly inspired from Basel III 

requirements entered into force. These were applied in 2014 and will fully be implemented 

in 2019. EU member states are expected to transpose the directive in their national 

legislations. This Directive was a significant step towards maximum harmonisation of 

legislation at EU level, to limit the possibility of deviations from what is stipulated in the new 

regulatory framework. As explained earlier in the Basel III section of this paper, the CRD IV 

directive implements clearer definitions of capital, it implements liquidity ratios and a 

leverage ratio amongst other measures. Leverage and liquidity ratios that did not exist 

previously are now clearly enforced thanks to the Directive. 

                                                      
6
 The European Banking Authority (EBA) is an independent EU Authority which works to ensure effective and 

consistent prudential regulation and supervision across the European banking sector. Its overall objectives are 
to maintain financial stability in the EU and to safeguard the integrity, efficiency and orderly functioning of the 
banking sector. 
7
 Link to the directive : http://eur-

lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:L:2013:176:0338:0436:En:PDF 

http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:L:2013:176:0338:0436:En:PDF
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=OJ:L:2013:176:0338:0436:En:PDF
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The CRD IV is a positive step towards a safer financial system. As an example liquidity risk is 

taken into account through the LCR and NSFR ratios. The liquidity risk was one of the risks at 

the origin of the Lehman Brothers failure which triggered the 2008 financial crisis. A safer 

financial system is a positive thing for Europeans as well given that it reduces the risk of tax 

payers covering for future bank failures. 

 

6. New Basel IV Requirements? 

Under the Basel II and Basel III rules banks have the possibility to build their own risk-weight 

calculation models.  In order to prevent risk-weighted assets from falling too low, and to 

limit the exploitation8 of these internally built models, the Basel committee has already 

started to work on ways to implement risk-weight floors. Current discussion is focused on 

whether an aggregate floor for all risk-weighted assets should be implemented or if a 

specific floor has to be set for each risk category (credit risk and market risk). 

The initial idea of the Basel committee, which was to encourage banks to build more refined 

in-house built risk models was interesting. But this approach naturally creates a discrepancy 

between banks that have the tools and the workforce necessary to build internal models and 

banks that do not. The other issue is that the main aim of regulations is to decrease risk in 

the banking industry, which means constantly increasing the level of capital that needs to be 

held. Internal models could lead to decreasing RWAs and therefore to a lower need in 

capital. This is not an issue if the level of risk is reduced as a result, but there are currently no 

downside limits to RWAs. A risk-weight floor is therefore beneficial to banking regulation 

and should be enforced in order to put a limit in the decrease of RWAs.  

The current discussion concerns implementing a global risk-weight floor (floor applied to 

total RWAs of a bank) or a risk-weight floor per major risk category (credit risk, market risk 

or operational risk). A global risk-weight floor would be a regulation easier to understand 

and would limit regulatory arbitrage. Regulatory arbitrage here means pushing banks 

towards investing into a specific asset class that requires less capital. Favouring specific asset 

classes would mean increasing concentration risk on given asset classes, which is not the 

initial aim of banking regulations.  

 

  

                                                      
8
 As explained in the Basel III section of this paper banks have the possibility to build their own RWA calculation 

models. These in-house models could in some cases result into lower RWAs than under Basel I rules. In order to 
avoid RWA calculations (and thus capital requirements to comply with capital ratios) that are too low, the Basel 
committee has set up the leverage ratio under Basel III that ignores risk-weighting and is currently working on 
risk weight floors (so called Basel IV rules). 
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7. How to Build a Regulatory Framework Protecting 

Europeans’ Interests? 

The Basel Committee has a technical role of preventing risks and producing efficient risk 

standards. These standards have a significant economic impact (it has an influence on the 

asset allocation of banks and lending policies) and therefore social impact. In the working 

paper published by Paolo Angelini of the Federal Reserve of New York (2011)9 on the long-

term economic impact of Basel III regulations, it is demonstrated that regulations on liquidity 

ratios and capital ratio could potentially have a negative impact on economic output. 

Additionally, there is a proven relationship between economic output and various other 

economic and social factors such as unemployment10 and social structures11. 

As financial regulations have an impact on European citizens’ lives, social and environmental 

factors should also be considered when implementing these rules in EU law. 

These regulations could for instance take into account the positive social or environmental 

impact of a given type of asset. The Basel committee could then integrate these factors in 

building a regulatory framework that is preventing risks and promoting social and 

environmental progress. For instance, we could imagine implementing lower risk-weights (as 

compared to the other assets in the same asset class) for green assets or for lending to 

companies in the field of social and solidarity. 

Finally, the regulation once integrated in European law has an impact on European citizens’ 

life. In conjunction with the tool built to explain regulations, a direct democracy mechanism 

could be put in place to allow European citizens to have an influence on regulatory decisions. 

As an example, a simplified European Citizens’ Initiative (European mechanism that allows 

citizens to directly call on the EU Commission to initiate a legislative proposal) process could 

be put in place. This type of mechanism would enable European citizens to give a direction 

to the banking sector regulations that would be in their interest.  

                                                      
9
 Source : Angelini, Paolo et al. (2011) : BASEL III: Long-term impact on economic performance and fluctuations, 

Staff Report, Federal Reserve Bank of New York, No. 
485https://www.econstor.eu/bitstream/10419/60750/1/656088184.pdf 
10

 The robustness of Okun's law: Evidence from OECD countries Jim Lee.  Texas A&M University-Corpus Christi 
Corpus Christi, Texas, USA 
11

 THE EFFECT OF ECONOMIC GROWTH ON SOCIAL STRUCTURES, François Bourguignon (2004) 

http://www.econstor.eu/bitstream/10419/60750/1/656088184.pdf
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Conclusion 

It is clear that the Basel committee is playing an important role in setting rules to build a 

safer banking industry. The new Basel IV rules are tackling loopholes in already enforced 

regulations. The Basel committee has a technical role but not a political one. It is clear that 

financial regulations have an impact on Europeans’ lives and it is also clear that Europeans 

need to build regulations that protect their interests. It is at the level of EU law-making 

institutions that Europeans can act. In this paper we propose a direct democracy 

mechanism, through a simplified European Citizens’ Initiative for financial regulations. We 

also propose that risk-weighting of assets should integrate a social and environmental 

component (i.e. lower risk weights for assets with a positive social or environmental impact). 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

A left-wing european think tank, EuroCité aims to craft a progressive vision and 

programme for Europe with its  high-quality publications and public events. EuroCité is a 

hub for European activism, as well as a fertile thinking ground for new ideas in a dynamic, 

multinational and innovative environment. 


