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Abstract 
 
The financial crisis 2007-2009 will not be forgotten in a hurry because of its impact on the global 
financial system almost replicating the Great Depression. Major and causal factors contributed to the 
financial crisis, and this prompted the establishment of Basel III to contain the crisis. Basel III 
introduced improved capital and liquidity rules, but still could not contain the crisis. This leaves 
regulators with questions of how to prevent another financial crisis in the future. Evidences suggest 
that the financial market is evolving because of its complex and changing nature, and so are the 
international banking regulations (Basel I, Basel II and Basel III) that support the system in terms of 
maintaining economic and financial stability. It is clear that Basel III will not stop the next financial 
crisis even though the Basel accords continue to evolve in response to maintaining economic and 
financial stability, with the core purpose of preventing another financial crisis. Uncertainties lies 
ahead, and regulators cannot be sure of what will likely cause the next crisis, but indications suggest 
that the financial markets and international banking regulations in the form of Basel accords will 
continue to evolve. 
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1. Introduction 
 

The financial crisis dates back to Spain in the 

sixteenth century and France in the eighteenth. The 

financial crisis in Spain and France lasted a century.
1
 

Other nations in Latin America also experienced the 

financial crisis that resulted in defaults
2
 of sovereign 

debts in 1820s with the exception of Argentina and 

Venezuela.
3
 In retrospect, the financial crisis is not a 

new episode as they have existed many times 

throughout history and it is as old as the market itself. 

This coincides with representation from the sixteenth 

century to the mid-twentieth century where sovereign 

                                                           
1
 Harold James ‘Deep Red – The International Debt Crisis 

and Its Historical Precedents’ (Summer, 1987). The 
American Scholar 331, 334-336. 
2
 Carlos Marichal ‘A Century of Debt Crisis in Latin America: 

From Independence to the Great Depression, 1820 - 
1930’(Princeton: Princeton University Press, 1989); Frank 
Griffith Dawson ‘The First Latin American Debt Crisis’ (Yale 
University Press, 1990)  
3
 For example, Venezuela had prepaid most of its debt 

before the Great Depression and did not default. Argentina 
sold of much of its gold reserves to service its national 
government bonds although it had to default on many of its 
provincial and municipal bonds.  

debtors defaulted in their debts, which evidently 

resulted in sovereign debt crisis.
4
 

The financial crisis of 2007-2009 indicates that 

the financial markets has expanded, and become more 

difficult because banks became more radical by 

introducing complex financial instruments or 

products. The financial crisis of 2007-2009 was not as 

difficult as the Great Depression of 1929-1933 

because of the actions taken by the Federal Reserve in 

the United States.
5
 Chapter one documents this 

including the rationality of the financial markets. The 

actions taken by the Federal Reserve helped to 

                                                           
4
 Ross P. Buckley and Douglas W. Arner ‘From Crisis to 

Crisis: The Global Financial System and Regulatory Failure’ 
(2012) SSRN 
<http://papers.ssrn.com/sol3/papers.cfm?abstract_id=19800
10> accessed 28 October, 2013. 
5
 To stem the crisis the Federal Reserve lent a total of $1.1 

trillion to various financial institutions. Four major banks – 
Barclays Group, Citi Group, Bank of America, and Royal 
Bank of Scotland borrowed $233 billion. These Federal 
Reserve Programs were in addition to the U.S. government’s 
Troubled Asset Relief Programs (TARP), which allowed the 
U. S. Treasury to insure or buy up to $700 billion of trouble 
assets. There was also the American Recovery and 
Reinvestment Act of 2009 of about $800 billion.  
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prevent the financial crisis from exceeding or 

equaling that of the Great Depression.  The frequency 

of the financial crisis from the sixteenth century until 

the recent crisis of 2007-2009, have suggested that 

bank regulators have not easily remedied the 

situation, or visit the underlying systemic problems 

effectively.  In response to the financial crisis of 

2007-2009, Basel III came into force and it has not 

helped in addressing the problem of systemic risks. 

This suggests that Basel III may not be sufficient or 

appropriate to solve another financial crisis in the 

future. Regulators were continuously unaware of the 

transformation of the banking system, which use 

financial instruments to remain competitive. 

Naturally, the transformation of the banking system 

should have a corresponding rule or supervision for 

international banking that effectively counters any 

financial crisis, but because of the complexity of the 

financial market, it is always difficult if not hard to 

use one rule that will reduce the causes of the 

financial crisis.  

Taking into consideration that one direction may 

not be effective in stopping the growth of another 

financial crisis because of the complexity and 

evolution of the banking system, chapter two of this 

paper will examine the Basel Accords, especially 

Basel I and Basel II because this paper will  be 

incomplete discussing Basel III without referring to 

them.  Basel II was in the process of implementation 

before the financial crisis of 2007-2009, which 

resulted in the introduction of Basel III. Chapter three 

of the paper commences with the financial crisis of 

2007-2009 by identifying the root-cause and other 

causes of the crisis, the legal implications of the 

crisis, and the development of the crisis and 

spillovers. Chapter four focuses on Basel III for 

strengthening the macro-prudential system by 

introducing new capital and liquidity requirements, 

which have also evolved because of the complexity 

and variation of the banking system. Chapter five 

addresses the post-financial crisis with emphasis on 

measures to be taken to prevent another financial 

crisis such as the role of central banks and integrating 

macro-prudential policies. This section also focuses 

on development of the Basel Accords in response to 

the financial crisis before the conclusion closes the 

paper in chapter six.  

 

2. The Road of Financial Stability 
 

The regulation of the banking system is a continuing 

task. ‘As financial markets expand, new and 

innovative products continue to develop; therefore, it 

is always difficult if not impossible to apply a “one 

size fits all” formula in regulation and supervision of 

international financial markets and institutions.’
6
 The 

history of the financial crisis has depicted similar 

                                                           
6
 Uzma Ashraf, Irfan Munawar Gill, and Douglas W. Arner 

‘The Roald to Financial Stability’ (2011) Global Journal of 
Business Research, 5(5), 71-79, p. 71. 

patterns of behavior such as poor implementation of 

financial regulations across the board between all 

sovereign states and taking appropriate proactive 

measures to anticipate the issues instead of reactive 

measures in advance, and before the crisis. To better 

understand the history of the financial crisis, it will be 

sufficient to compare the financial crisis of 2007-

2009 with the Great Depression of 1929-1933, 

including the rationality of the financial markets. 

 

2.1 The Great Depression versus 
Financial Crisis 2007-2009 
 
The financial crisis 2007-2009 started in August, 

2007 and developed into the worst financial crisis in 

the U.S. since after the Great Depression. The crisis 

started with anxiety with banks because of the impact 

on short-term money market instruments
7
 that 

investors refused to renew. This forced large financial 

institutions to raise funds by selling assets. Asset 

prices dropped, and the entire banking system was in 

danger of meltdown. This resulted in cutbacks in 

bank lending, loss of confidence, solvency of 

counterparties, cash hoarding, and concerns about 

liquidity. This contributed to the freezing of the credit 

markets, high unemployment rate, and decrease in 

total investment. The way the financial crisis was 

looming, it appeared that another Great Depression 

was approaching, but central banks resorted to 

extraordinary efforts to stabilize the economy.  These 

efforts have been pivotal, and the recovery has been 

slow.  Appendix A shows the financial crisis 2007-

2009 in perspective.
8
  

The Great Depression of 1929-1933 witnessed 

unemployment rate of 25 percent and a reduction in 

production of about 30 percent.
9
 Even though the 

financial crisis of 2007-2009 is one of the worst crises 

in the U.S. history, it was not as difficult as the Great 

Depression. The financial crisis 2007-2009 was not as 

difficult as the Great Depression because of the 

extraordinary actions taken by the Federal Reserve.
10

 

The actions taken by the Federal Reserve helped in 

preventing the crisis from exceeding or equaling the 

Great Depression.  

 

2.2 Rationality of the Financial Markets 
 

Financial regulations have evolved from the time of 

the Great Depression to the financial crisis 2007-

2099, and it will continue to grow, but perceived that 

financial regulations are largely dependent on the 

principles of self-correcting and fair trade principles. 

                                                           
7
 In particular, sale and repurchase agreements and asset-

backed commercial paper.  
8
 Lee E. Ohanian ‘The Economic Crisis from a Neoclassical 

Perspective’ (2010) Journal of Economic Perspectives, 24, 
45-66. 
9
 Gary Gorton and Andrew Metrick ‘The Financial Crisis of 

2007-2009’ (2012) SSRN <http:ssrn.com/abstract=2003388> 
accessed 28 October 2013. 
10

 ibid (n 5).  
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Financial regulations over the past few decades 

supported the hypothesis that markets are highly 

effective in allocating resources, self-correcting, self-

policing, and rational.
11

 However, the frequencies of 

the crisis from the Great Depression to the financial 

crisis 2007-2009 have witnessed the failure of this 

theory suggesting that markets offer symmetric 

information and thus act rationally.  

The failure of this theory also proved that non-

regulated and unregulated free markets can cause 

catastrophic threats on the smooth functioning of 

financial markets, and so warranting the need to have 

regulated frameworks.
12

  For example, regulatory 

frameworks such as Basel I and Basel II were subject 

to this interpretation. Basel I failed to differentiate the 

risks under way for risk-weighting categories, and it 

failed to recognize risks through diversification. Basel 

II underestimates the risks in opportune times while 

overestimating them for nefarious times.  ‘It is often 

the carried forward mistakes and lapses in proper 

responses that serve as the breeding grounds for the 

next crisis.’
13

 In essence, most of the underlying 

causes of the financial crisis 2007-2009 that arose 

from the last crisis dated back to the reform of the 

U.S. financial regulatory system during the Great 

Depression. This further suggests that global 

regulatory approaches failed in laying foundations to 

avoid the next crisis but addressed the issues of the 

financial crisis 2007-2009 at a minimum. The 

frequency of the financial crisis indicates that 

financial regulators have failed in addressing the key 

systemic problems. This suggests that economic 

strength will continue to be an illusion because of the 

likely reoccurrence of another financial crisis.  

 

3. Basel Accords – Historical Evidence 
 

The collapse of the Bretton Woods International 

Monetary System after the World War II relates to the 

extraordinary development of the global financial 

markets.  The economic growth and developments 

made banks more vulnerable, and interconnected with 

each other. This was obvious with the establishment 

of subsidiaries and branches on a global scale. This 

also resulted in the collapse of the fixed interest rate 

policy and the rapid liberalization of capital flows in 

the West. 
14

 The global financial markets adopt new 

uncertainties emanating from interest rate risks, new 

capital and hybrid transactions as a result of increases 

in cross-border capital flows and floating exchange 

rates. This follows with excessive lending and 

                                                           
11

 Heidi M. Schooner and Michael Taylor 'Global Banking 
Regulation: Principles and Policies' (2010) SSRN 
<http://papers.ssrn.com/sol3/papers.cfm?abstract_id=18537
14> accessed 28 October 2013. 
12

 Damian Paletta & Kara Scannell ‘Ten Questions for Those 
Fixing the Financial Mess’(2009) The Wall Street Journal 
<http://online.wsj.com/article/SB123665023774979341.html> 
accessed 28 October 2013. 
13

 ibid (n 6), at 72. 
14

 ibid. 

borrowing, which resulted in the interest rate hikes in 

U.S., characteristic that systemic risk is a factor 

which can cause systemic crisis. This intensified the 

collapse of large financial institutions such as 

Bankhaus Herstatt in Germany, and Franklin National 

Bank in the United States.  The “Basel Committee on 

Banking Supervision hosted by the Bank of 

International Settlements (BIS), was constituted to fill 

in these gaps by G-10 Central Bank Governors for 

setting standards for global financial markets.’
15

 The 

Basel Committee provided recommendations, and 

introduced the capital accords with the purpose of 

preventing another failure in the global financial 

markets. 

 

3.1 Basel I 
 

The Basel Committee approved the Basel Capital 

Accord under Basel I in 1998.
16

 Basel I determined 

average capital requirements for international banks 

and it provided for a tiered concentration of banks’ 

capital, a risk development process and a minimum 

capital ratio of 8 percent to total risk weighted assets 

that banks had to stay in their balance sheets.
17

 The 

aim of the Basel Committee by introducing Basel I 

include strengthening the capital base of international 

banks. This will help in maintaining stability of the 

global banking network with a convergence of capital 

adequacy for international banks. The Basel I gained 

widespread appeal and confidence because of its 

lowest costs and relative ease. 

Under the Basel I capital rules banks were to 

maintain at least 8 percent of the marriage of their 

risk weighted assets.
18

  The components of the capital 

accord are commission Tier 1 and Tier 2 capital 

requirements, and it is necessary to be conversant 

with the technicalities because Tier 2 has proven to be 

extraordinarily difficult. Appendix B provides the 

desired tier elements of the capital accord.
19

 4 

percent, which, is half of the total minimum capital 

requirement is the core capacity and is a picture of the 

Tier 1 component. The capital requirement is straight 

forward as ‘risks were weighted according to a 

certain level of a relative riskiness of counterparties 

assets or off-balance sheet items.’
20

 

                                                           
15

 G-10 Central Bank Governors (1974) ‘Communique’ 
September, 1974. 
16

 1998 was an important year in the supervision and 
regulation of the international financial markets. 
17

 Zoltan Sarkany ‘The New Basel III Rules and Recent 
Market Developments’ (2011) SSRN 
<http:ssrn.com/abstract=2155112> accessed 28 October 
2013. 
18

 The 8 percent minimum capital of the aggregate of risk 
weighted assets was required after the Capital Accord full 
implementation since 1993. 
19

 Basel Committee on Banking Supervision 'International 
Convergence of Capital Measurement and Capital 
Standards' (1988) BIS <http://www.bis.org/publ/bcbs04a.pdf> 
accessed 28 October 2013. 
20

 ibid (n 17), at 15. Five categories of assets riskiness were 
introduced: 0%, 10%, 20%, 50% and 100% depending on 
whether the counterparty was an OECD member (sovereign 
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The recommendations of the Basel I accord 

were unable to stop the Asian financial crisis in 1997-

1998, which historically laid the foundations for the 

unprecedented financial crisis of 2007-2009. In 

response to the Asian financial crisis, the Basel 

Committee introduced amendments to the capital 

accords by incorporating management and market 

risks. At this time,  the Basel Committee including 

banking regulators realized that banks practiced more 

of universal banking because of the interdependence 

and connectedness of the operations of the financial 

markets on a global scale. This made them decide that 

the runs of one bank in one part of the world could 

cause the failure of other financial institutions in the 

rest of the world.  

The loss-absorbency of capital in the case of 

bank’s failure is more of the vital benefits of Basel I, 

and this feature to increase the banks’ capital above 

the ordinary share capital.
21

 Despite this vital benefit 

of Basel I in terms of its capital assessment, it was not 

faultless, and this resulted in increased criticism. The 

Basel I was under attack even though the rules focus 

more on counterparty default and credit risk. The 

operational and market risk were lacking because of 

non-allocation with any weighting calculation for the 

minimum capital ratios for any bank.
22

 In summary, 

the Basel I under attack because (1) operational risk 

was lacking; (2) the risk weighting was mostly 

involving; (3) absence of collateralization was a bit of 

sense palliation, and (4) national supervisory 

authorities had broad discretionary powers.
23

 These 

lapses, or gaps in Basel I resulted in the amendment 

through the Risk Amendment in 1996 (following the 

collapse of Barings) as it relates to market risk 

analysis such as prospects for off-balance sheet items 

and its adaptation to the operation and structure of 

financial markets. The Basel Committee did not stop 

its regulatory attempts here but started working on 

more adaptable-to-change mechanism, and risk 

sensitive approach that resulted in the introduction of 

more complicated rules known as Basel II.
24

 

 

3.2 Basel II 
 

The introduction of Basel II by the Basel Committee 

in 2004 is as a result of its continued efforts to 

succeed in the lapses or gaps of Basel I
25

 in the 

                                                                                        
or a central bank or non-OECD entity) and the category of 
on/off balance sheets (for example cash, claims on central 
banks, claims on domestic public-sector entities).  
21

 Andrew McKnight ‘The Law of International Finance’ 
(Oxford University Press, Oxford, 2008), p. 63. 
22

 George Walker ‘International Banking Regulation – Law, 
Policy and Practice’ (Kluwer Law, 2001). 
23

 Phillip Wood ‘Law and Practice of International Finance’ 
(Thomas Reuters (Legal) Limited, London, 2008), p. 409. 
24

 ibid (n 6).  
25

 In January 2000 the Basel Committee stressed the 
importance of an internal-rating based approach to the 
regulatory capital and a detailed guidance on disclosure 
proposal. In January 2001 the second consultative paper 
was prepared with new capital adequacy regime and the 

regulation, and supervision of the financial markets 

with the purpose of improving the soundness and 

safety of the financial system. Basel II operated on 

three pillars; (1) capital adequacy, (2) market 

discipline, and (3) supervisory review through regular 

disclosures.
26

 The changes of Basel II required 

implementation by the end of 2006, and the deadline 

for its implementation of the most advanced 

component was in 2007 respectively. The U.S. had 

difficulties in implementing the Basel II accord 

because it created distinguished capital assessments.
27

 

The reason of this paper is not to explain the details 

of Basel II but to identify the key elements that 

contributed to the introduction of Basel III during the 

financial crisis 2007-2009. 

The Basel II rules are sensitive to high risk, and 

more risk premiums are useful in calculating the 

minimum capital requirements. The new operational 

risk component of the accord helps to close the gap 

because of the failure of internal control system, 

processes and staff corruptions. This further 

complements the supervisory analysis module and the 

market disclosure requirements of the Basel II accord. 

In general, the Basel II rules ‘was kept flexible, 

innovative and adaptable to changing banking 

structures, operations and products,’
28

 because the 

Basel Committee accorded banks with two basic 

approaches for calculating their capital requirements 

for credit risk. The approaches include a Standardized 

Approach. This method is useful in measuring credit 

risk with the assistance of external credit assessments, 

and the Internal Rating-based (IRB) approach, and 

this are subject to the approval of the bank’s 

supervisors.
29

 The IRB contains risk components such 

as exposure at default, effective maturity, probability 

of default, and loss given default.
30

 The IRB approach 

is risk sensitive because banks can only estimate the 

creditworthiness of the borrower within their credit 

portfolio or business. Basel II is a function of Tier 1, 

and Tier 2, a supplementary Tier 3 capital to assert 

short-term debt, to meet suitably the capital 

requirements of the market risk as part of the 

regulatory capital. Basel II also created the study of 

securitization and this was lacking in Basel I. 

                                                                                        
proposal was internationally discussed later on. The third 
consultative paper on Basel II was introduced in April 2003 
and stated the final modification for the proposed capital 
adequacy framework. 
26

 ibid (n 22). Pillar I of Basel II concerns three types of risks 
(1) market risk, (2) credit risk, and (3) operational risk. Pillar 
II creates the supervisory review process and Pillar III 
includes market discipline. The capital requirements 
remained not less than 8 percent under the Basel II.  
27

 George Walker ‘International Banking’ (Study Material, 
Queen Mary University of London, 2010).  
28

 ibid (n 6), at 74. 
29

 Stephen Valdez & Philip Molyneux 'An Introduction to 
Global Financial Markets' (Palgrave Macmillan, 2010), p. 40 
30

 See Basel Committee on Banking Supervision 
‘International Convergence of Capital Measurement and 
Capital Standards. A Revised Framework’ (2004) BIS 
<http://www.bis.org/publ/bcbs107.pdf> accessed 28 October 
2013.  
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Appendix C shows the difference between Basel I 

and Basel II as it applies to the minimum capital 

requirements. The arbitrary distinction between Basel 

I and Basel II is that the risk weight credit under the 

former depended on the category of counterparty, 

whereas the latter depended on credit quality.
31

   

Evidently Basel II failed to prevent the financial 

crisis of 2007-2009 and its rules was under attack, 

especially for its complexity and for not covering the 

emerging markets in its scope.
32

 The structure of 

Basel II is weak because ‘it remained ineffective in 

devising binding international standards in the 

regulations of financial markets and banks.’
33

 On a 

positive note Basel II worked extraordinarily well 

advancing general agreement on the application of 

minimum standards in the regulation, and supervision 

of the financial markets. Though the standards were 

in place, it was not sufficiently harmonized across the 

boards suggesting that it lacked enforcement. These 

lapses or gaps in implementing Basel II, and insight 

in the adoption of supervisory guidelines contributed 

to the outbreak of the financial crisis 2007-2009. The 

financial crisis of 2007-2009 was a litmus test for 

Basel II, and the Basel Committee including banking 

regulators concluded that it was weaker than believed 

because it could not contain the crisis. Another factor 

that has hampered the effectiveness of Basel II is pro-

cyclicality, which is one of the factors that 

exacerbated the financial crisis 2007-2009. 

Furthermore, the gaps and lapses of Basel II made it a 

short rule during the financial crisis because of the 

vigorous national credit risk suffered by the banks, 

which created pro-cyclicality, including the need to 

fix the quality and quantity of capital requirements.
34

   

Since Basel II could not contain the financial 

crisis 2007-2009 the Basel Committee including 

policy makers engaged in the modifying, and 

configuring both regulatory and supervisory 

structures of the financial market. This will guarantee 

across the board adoption, and enforcement, 

transparency and accountability by upgrading from 

                                                           
31

 Irina Molostova ‘Introduction to the Internal Rating Based 
Approach under Basel II’ (2008) Journal of International 
Banking and Financial Law, 23. According to the author ‘Risk 
weighting of credit exposures under Basel I depended on the 
category of counterparty, rather than its credit quality. Thus 
sovereign bonds were 0 percent risk weighted while all 
corporate loans were 100 percent risk weighted. This created 
arbitrage opportunities for maximizing return on capital by 
disposing of more expensive exposures to highly rated 
corporates and acquiring cheaper exposures to lower-rated 
sovereign.’ 
32

 John Hawke, US Comptroller of Currency, 27
th
 February, 

2003. He stated that ‘in my view the complexity generated in 
Basel II goes beyond what is reasonably needed to 
implement sensible capital regulation.’ 
33

 Ibid (n 6), at 74. 
34

 Marianne Ojo ‘Basel III and Responding to the Recent 
Financial Crisis: Progress Made by the Basel Committee in 
Relation to the Need for Increased Bank Capital and 
Increased Quality of Loss Absorbing Capital’ (2010) SSRN 
<http://ssrn.com/abstract=1680886> accessed 28 October 
2013.  

Basel II to Basel III. This paper will be incomplete 

without discussing the financial crisis 2007-2009 that 

led to the introduction of Basel III. 

 

4. Financial Crisis 2007-2009 
 

The financial crisis 2007-2009 cannot be forgotten in 

a hurry because the of harshness and relative size of 

the crisis including factors and events, which created 

aggregates of effects that contributed to the most 

devastating global financial crisis till date.
35

 ‘The 

crisis generally is considered to have begun in 2007, 

reached a critical point in 2008, and continues in 

2009.’
36

 The successive factors and events which 

created the aggregates of adverse effects as stated by 

the Basel Committee
37

 is as a result of the excessive 

building up of on, and off balance sheet leverage in 

the financial markets.  On a broad scope, this resulted 

in the reduction of the quantity and quality of capital. 

For this purpose of this paper, it is necessary to 

understand the financial crisis of 2007-2009 in order 

to avert another crisis in the future, or rather a 

prolonged memorable event. The relative debate of 

the financial crisis 2007-2009 will last for some time, 

with mix reactions regarding the various causes.
38

  

The causes of the current economic crisis can be 

linked to both common factors that affected the last 

crisis and unknown factors that contributed to the 

recent crisis. The distinction between past crisis and 

the current crisis include the opaqueness of the 

financial markets and the severity of lack of financial 

information. Other distinctions include ‘the greater 

financial complexity, and more interconnection 

among asset classes and part of the financial system, 

including increased international financial integration, 

and heightened importance of global financial 

players.’
39

 This made financial institutions resort to 

increased leverage. This led to using short term 

funding sources, which created liquidity issues that 

relate to the evolution of the financial crisis. To have 

a better understanding of the contributing factors of 

                                                           
35

 Marianne Ojo ‘Preparing for Basel IV (Whilst Commending 
Basel III): Why Liquidity Risks Still Present a Challenge to 
Regulators in Prudential Supervision (Part II)’ (2011) SSRN 
<http://ssrn.com/abstract=1732304> accessed 28 October 
2013.  
36

 Task Force on the Causes of the Financial Crisis ‘The 
Financial Crisis of 2007-2009: Causes and Contributing 
Circumstances’ (2009) SSRN 
<http://ssrn.com/abstract=1647082> accessed 28 October, 
2013. 
37

 Basel Committee on Banking Supervision ‘Basel III: A 
Global Regulatory Framework for More Resilient Banks and 
Banking System’ (2010) BIS 
<http:www.bis.org/publ/bcbs189.pdf> accessed 28 October, 
2013. 
38

 Charles W. Calomiris ‘Subprime Turmoil: What is Old, 
What’s New, What’s Next,’ paper presented at the Federal 
Reserve Bank Kansas City’s Symposium ‘Maintaining 
Stability in a Changing Financial System’ (2008).  
39

 Stijn Claessens ‘The Financial Crisis and Financial 
Nationalism’ (2009) CEPR  
<http://www.cepr.org/meets/ltm/2407/Claessens.pdf> 
accessed 28 October 2013, p. 3.  
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the financial crisis 2007-2007, it will be worthy to 

describe the root-cause and other causes of the crisis, 

the legal implications of the crisis, and the 

development of the financial crisis and spillovers. 

 

4.1. The Root-Cause of the Financial 
Crisis 
 

To find the answer to any problem, it is best to 

resolve the root-cause, and this will also lead to other 

contributing factors to the original problem. The root-

cause of the financial crisis 2007-2009 can be linked 

to mispricing in the giant credit default swaps, which 

was unregulated because the transactions were mostly 

over the phone.
40

 This fundamental difference led to 

other causes of the financial crisis. ‘Credit default 

swaps were actually fairly simple instruments in 

concept, merely mandating that one party paying a 

periodic fee to another to insure the debts of some 

entity (such as a specified corporation) against default 

for a particular amount of time like 5 years.’
41

 In 

essence, credit default swaps are debt security 

policies imposed on insurance contracts that escape 

regulation. This contributed to the astronomical 

growth of the unregulated market from $900 billion 

in 2000, to over $50 trillion in 2008 following the 

enactment of the state gaming laws by Congress in 

2000.
42

 

One of the lapses of the credit default swaps or 

bond insurance contract is that it did take into account 

the systematic risk premium and default risk 

premium. The credit swaps only took into 

consideration the credit risk because there is no initial 

investment in debt by the insuring party.  There are 

proper ways of calculating risk premiums 
43

 but many 

practitioners find it more comfortable, and convenient 

to use abstract mathematical models to estimate, and 

evaluate credit risk premiums. The importance of 

regular mathematical theories in estimating and 

evaluating credit risk does not take into account 

                                                           
40

 Austin Murphy ‘An Analysis of the Financial Crisis 2008: 
Causes and Solutions’ (2008) SSRN 
<http://ssrn.com/abstract=1295344> accessed 28 October 
2013. According to the author ‘The pricing of credit default 
swaps, whose principal amount has been estimated to be 
$55 trillion by the Securities and Exchange Commission 
(SEC) and may actually exceed $60 trillion (or over 4 times 
the publicly traded corporate and mortgage U. S. debt they 
are supposed to insure). See also Ellen Simon 'Meltdown 
101: What are Credit Default Swaps?' USA TODAY 
<http://usatoday30.usatoday.com/money/economy/2008-10-
21-2778456512_x.htm> accessed 28 October 2013. 
41

 Austin Murphy ‘An Analysis of the Financial Crisis 2008: 
Causes and Solutions’ (2008) SSRN 
<http://ssrn.com/abstract=1295344> accessed 28 October 
2013, p. 3. 
42

 PIA Connection ‘Congress Exempted Credit Default 
Swaps from State Gaming Laws in 2000’ (2008) PIA < 
http://www.pianet.com/news/insurance-news/2008/congress-
exempted-credit-default-swaps-from-state-gaming-laws-in-
2000> accessed 28 October 2013. 
43

 Joe Callaghan and Austin Murphy ‘An Empirical Test of a 
Stochastic Cash Flow Theory of Evaluating Credit’ (1998) 
Advances in Financial Planning and Forecasting 8, 31-51.  

human judgment, which relies on sensitive 

information despite that it helps in building historical 

data extremely well. These mathematical theories 

affect the investment decisions of the banking 

industry, and analysts consider them as the ‘worse 

and useless’
44

 particularly because the results have 

been devastating for financial institutions that adopt 

this approach.  For example, AIG, which was a 

significant insurer for debts through credit default 

swaps, placed ‘blind faith in financial risk models’
45

 

and this contributed to a large proportion of losses 

despite the event the company generated substantial 

profits in the earlier years preceding its collapse.  

Investors that invested in debt securities also relied on 

the credit ratings of rating agencies, such as Standard 

& Poors (S&P), and Moody’s, and the mathematical 

models they use to determine, and evaluate 

confidence. Mathematical models do not take into 

account other items and possible factors. They use 

statistics to determine past relationship between debt 

defaults, and other variables. In essence, pure 

statistical approach does not factor in all possible 

factors relevant for a decent credit score, and any 

attempt to factor in more relevant variable my 

increase the likelihood of other modeling errors. 

The mathematical risk model for most financial 

institutions has ‘a tendency to underestimate the 

possibility of sudden large events,’
46

 that are relevant 

for the financial markets. The tail of distribution is 

ideal for forecasting the defaults that have little 

resulting abilities of reoccurrence.  The mathematical 

model does not take into account inter-related 

systemic risks
47

 and they tend to make assumptions of 

market equilibrium, which is unrealistic. Financial 

institutions resort to statistical models that forecasted 

the future because of its accuracy in forecasting the 

past. This made financial institutions ignore the 

reality of the world, which links to human judgment.  

Human judgment can blend so many variables, 

which is just an approximation of using generated and 

subconsciously effective algorithms.
48

 This will help 

in reducing the tendencies of errors created by 

mathematical theories on the basis of unrealistic 

assumptions, ‘that take into consideration only a 

subset of all the relevant variables, and that may be 

affected by recent spurious relationships which may 

not apply in future environments.’
49

 Some 
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<http://www.nytimes.com/2008/09/28/business/28melt.html?
pagewanted=all&_r=0> accessed 28 October 2013 para. 11. 
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 Mark Buchanan ‘Crazy Money’ (July 19, 2008) NEW 
SCIENTIST <  
http://www.newscientist.com/article/mg19926680.100-crazy-
money.html> accessed 28 October 2013.  
47
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 Gerd Gigerenzer ‘Gut Feelings: The Intelligence of 
Unconscious’ (Viking, New York, 2007).  
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 For example, soft information about borrower’s capacity to 
replay that is difficult to communicate in mathematical model 
to the final investors of securitized loans is subject to 
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commentators have also stressed the fact that human 

judgment is subject to manipulation and biases, but 

obviously with or without human judgment, financial 

models of credit risk will still be subject to 

manipulation either fraudulently or legally.  In 

retrospect, human judgment is more effective in 

detecting, and avoiding biases in a standard 

controlled financial institution than mathematical 

theories that are subject to manipulation.  

 

4.2 Other Causes and Contributing 
Factors of the Financial Crisis 
 

The causes of the financial crisis 2007-2009 vary. To 

a large extent, there is no one reason to be blamed. 

Rather, the crisis was a buildup of contributing 

factors and interrelated causes that evolved in 

complex ways and linked to the financial history 

before the crisis.
50

 The causes of the financial crisis 

include root causes as well as aggravating 

circumstances or factors that led to the crisis.  

The mispricing of credit default swaps largely 

influenced the current mortgage crisis. The subprime 

mortgage crisis that triggered the financial crisis was 

not enormous thereby resulting in house prices 

rising.
51

  As house prices stopped escalating, the 

mortgages obtained by investors experienced losses, 

because of securitization.
52

 The lack of emotional 

judgment and the substantiation of the model inputs 

also contributed to the mortgage crisis. Mortgage 

brokers were more motivated by commissions they 

earn from the loan origination that they offer 

investors, or owners who used collateralized debt 

obligations or CDOs.
53

 Investors accepted the 

mortgage backed securities because of its protection 

                                                                                        
manipulation by lenders seeking origination income. The 
modeling predictions at the credit rating agencies themselves 
(such as S&P and Moody’s) have, at least recently, been 
biased toward granting higher ratings than merited in order to 
compete for revenues from the debtors who pay to be rated, 
and the result has been a colossal failure. See Uday Rajan, 
Amit Seru & Vikrant Vig 'The Failure of Models that Predict 
Failure: Distance, Incentives and Defaults' (2010) SSRN 
<http://papers.ssrn.com/sol3/papers.cfm?abstract_id=12969
82> accessed 28 October 2013. Treasury Secretary Timothy 
Geithner stated, ‘No crisis like this has a simple or single 
cause,’ Wall Street Journal, March 23, 2009. Geithner 
added, to sum up the situation, ‘but as nation we borrowed 
too much and let our financial system take on irresponsible 
levels of risk.’ 
50

 Treasury Secretary Timothy Geithner stated, ‘No crisis like 
this has a simple or single cause,’ Wall Street Journal, March 
23, 2009. Geithner added, to sum up the situation, ‘but as 
nation we borrowed too much and let our financial system 
take on irresponsible levels of risk.’ 
51

 ibid (n 9). This crisis was connected to the subprime 
mortgages, a relatively new kind of mortgage that was 
designed to make home ownership available to lower-income 
people, but which depended on house prices rising for its 
efficacy. See Gary Gorton ‘Slapped by the Invisible Hand: 
The Panic of 2007’ (Oxford University Press, 2010). 
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 Securitization means the pools of mortgages had been 
sold into the capital markets through bond linked to the 
pools.  
53

 ibid (n 46). 

against losses from the default by insurers like AIG 

through credit default swaps despite its 

uncertainties.
54

 Since investors did not undertake any 

type of risk, most mortgages were subject without 

proof of income or with no deposit.
55

 

Other factors contributed to the financial crisis, 

including regulatory gaps, and lapses in supervisory 

oversight, a global credit gap, and low interest rates
56

 

and the interconnectivity and complexity of financial 

institutions. Others include excessive leveraging by 

consumers
57

 and financial institutions,
58

 market-to-

market accounting rules that misconstrued the 

balance sheet of banks in a pro-cyclical way, and 

substandard risk management, and corporate 

governance within financial institutions. Other 

underlying causes were running related, and they 

include government forces, and social and economic 

policies that contributed to the unforeseen factors that 

created the financial crisis.
59

   

The factors that led to the financial crisis 

embody a series of events of direct causes, and 

occurrences. The main causes and occurrences of the 

financial crisis include too many loans with 

blemished credit standards,
60

 subprime and 

innovative mortgages,
61

 unregulated mortgage 

originators,
62

 securitization of mortgages,
63
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59
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approval of too many mortgages that with imperfect 
unrealistic assumptions and credit underwriting about the 
taking into account the rising home prices and repayment.  
61

 Many mortgages were approved with subprime credit or 
without appropriate credit analysis or proper documentation 
to support the loan.  During the 2000-2007, subprime 
mortgages grew by 800 percent and, by the end of this 
period, 80 percent of these mortgages where being 
securitized. See Garry B. Gorton ‘The Subprime Panic’ 
(2008) National Bureau of Economic Research Working 
Paper No. 14398. 
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 Many of the mortgage firms that originated these loans 
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 The securitization process transferred most of the risk of 
mortgage lending from loan originators to investors who 
bought securities backed by the loans.  



Risk governance & control: financial markets & institutions / Volume 4, Issue 2, 2014 

 

 

 
 34 

government policies encouraging borrowing,
64

 

mortgage fraud and abuse,
65

 and the need for 

mortgage-backed securities.
66

 Other likely causes and 

occurrences include imperfect credit ratings,
67

 

complex financial products,
68

 moral hazard, and 

uncertainty and anxiety,
69

 amongst others. The 

financial crisis had time factors as well as the 

unforeseen factors that did not contribute to the crisis.  

 

4.3. Causal Factors that did not 
contribute to the Crisis 
 

Evidently the bank regulatory framework did not 

contribute to the financial crisis. ‘As noted, above, 

there were weaknesses in the prudential oversight of 

the banking organization that, along with other 

factors, undoubtedly contributed to the severity of the 

crisis.’
70

 The absence of systemic administration 

enclosing all sectors of the financial markets 

obstructed the regulator’s ability to prepare 

beforehand and respond to the financial crisis 

effectively.  In essence, it will be safe to report that 

the weakness of the bank regulatory framework did 

not cause the financial crisis.  

Taking a closer look, the bank regulators did not 

anticipate all the unforeseen factors that contributed 

to the crisis, but instead they took measures to 

respond to the causes that they could call. For 

example, regulators in the U.S. introduced the 

promulgation of real estate lending standards, which 

was not authoritative and efficient as the regulators 

anticipated or timely enough.
71

 In essence, the 

underlying factors that contributed to the financial 

crisis include banking policies the supervisors had no 

control over. In the same vain, banking supervisors 

did not have control over global economic forces at 

work or competitive factors in the financial markets. 
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consumer protection laws.  
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 Mortgage-backed securities were in demand by investors 
because they carried a yield higher than what was obtainable 
on Treasury Bills in the low interest rate environment and 
they were considered safe.  
67

 The credit rating agencies relied largely on mathematical 
risk models and assumptions that later proved inaccurate, 
and did not take liquidity risk into account.  
68

 The government’s rescue and subsequent takeover of 
Freddie Mac and Fannie Mae created uncertainty and further 
moral hazard.  
69

 Uncertainty and panic in the financial markets was 
extensive and buried counterparties of large financial 
institutions with substantial exposures to mortgage-related 
assets.  
70

 ibid (n 36), at 34. 
71

 The Federal Deposit Insurance Corporation Improvement 
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1828(o)) required the banking regulators to adopt rules for 
bank real estate lending but regulators adopted standards 
instead. The standards did not apply to mortgages originated 
for sale. See for example, 12 CFR, Part 34, App. A (OCC).  

The duty of the Federal Reserve is to control 

monetary policy, and it is not the responsibility of the 

bank to govern the financial markets. 

Another factor that did not cause the financial 

crisis is regulatory arbitrage. ‘Arbitrage from one 

banking regulator to the other did not cause the 

crisis.’
72

  For example, regulatory arbitrage would 

have been possible when Countrywide converted 

from a national bank to a savings association.  

Countrywide’s principal business model functions as 

an aggressive funding of mortgages with credit lines 

and short-term commercial paper, which later became 

systematically harmful before it converted to a 

savings association rules in March 2007.
73

 The 

collapse of Countrywide started in August, 2007. The 

task force responsible for Countrywide’s 

investigation found that the banking institution was 

still a national bank in the beginning of 2004. During 

this time, the idea engaged in diversifying its 

financial products into more risky models, and 

became deeply buried in the subprime lending.
74

  It 

was clear that arbitrage did not cause the collapse of 

Countrywide. Recent years have witnessed the 

change from state bank to national banks by many 

banks.
75

 

Money market mutual funds also did not cause 

the financial crisis. Money market funds remained 

strong during the financial crisis, and provided a 

means of introducing liquidity to the commercial 

paper market. The financial crisis subverts 

provisionally the money market funds, and this 

necessitated the need for liquidity from the 

government to raise funds.  In addition, insurance 

activities did not cause the financial crisis even 

though insurance companies such as AIG participated 

in credit default swaps without charge and adequate 

capital. The credit default swaps and not the 

insurance increased the severity of the financial crisis.  
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4.4 How the Financial Crisis Could Have 
Been Averted 
 

It will be difficult to discover whether the response by 

the government could have averted the financial 

crisis. The outcome of the financial crisis would have 

been different if government responded to the crisis 

on time with greater regulatory and legal protections, 

such as stricter credit underwriting standards, 

regulation of mortgage markets, greater transparency 

and investor power, and extensive systemic 

administration.
76

 

More effective enforcement and monitoring of 

the mortgage credit underwriting standards may have 

prevented the financial crisis right at its source. This 

would have prevented mortgage originators and 

banks from making so many loans based on 

insufficient documentation or overly optimistic 

repayment assumptions. In essence, this would also 

protect against borrowers that could not realistically 

meet their repayment obligations. This would have 

reduced the housing bubble during the financial 

crisis. 

The financial crisis may not have occurred if the 

regulation of the mortgage markets were under the 

ambit of a coordinated national strategy that 

supervise, and watch all mortgage markets.
77

 The 

coordinated national system would have enforced 

stricter credit underwriting standards on mortgage 

originators and buyers. This strategy will also help in 

regulating mortgage banking sales practices 

uniformly, and this would also help in disclosing and 

identifying the risks related to securitization of 

mortgage loans. ‘A national mortgage regulatory 

scheme also could have mitigated subprime lending, 

and other forms of irregular lending not suitable for 

certain borrowers.’
78

 

The immense transparency in the location, and 

the nature of risks associated with mortgage-backed 

securities including related financial products may 

have led to more constrained investor demand for 

subprime mortgage, and better risk assessment. This 

will also help enhance investor rule, and this would 

have prevented the realization of the financial 

markets and the collapse of financial institutions.  

Sound management of federal credit agencies would 

have led to improved credit score that required a more 

severely accurate information and analysis of the 

basis of ratings designated to mortgage-backed 

securities, and other complex securities. This will also 

help boost investor rule. This discipline would have 

also extended to banks by preventing them from 

purchasing risky securities for themselves and their 

customers, and encouraging them to engage in a 

thorough credit analysis.  

A comprehensive systemic management system 

enclosing the financial system would have helped in 
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providing more appropriate responsive measures and 

adequate warnings of the financial crisis. ‘No single 

government entity had the ability to obtain 

appropriate information from the full range of 

financial services firms and to analyze it on a 

consolidated, systemic basis.’
79

 A comprehensive 

systemic supervision system will help the regulator in 

taking appropriate responsive measures and better 

predict the crisis. This would have provided an early 

warning signal leading to the buildup of the severe 

systemic risks that led to the financial crisis.  

 

4.5. Measures Taken During the 
Financial Crisis 
 

Government interventions in response to the financial 

crisis include emergency measures such as 

government bail-outs, central bank financing, and 

macroeconomic measures.
80

  Government bail-outs, 

mainly of banks includes taking over of troubled 

banks by stronger banks,
81

 capitalization of banks,
82

 

outright nationalization,
83

 funding guarantees,
84

 asset 

insurance,
85

 establishment of asset purchase 

companies,
86

 and deposit guarantees.
87

  The bail-out 

measures introduced by government came with a cost 

to taxpayers, the competing policies of preventing 

moral hazard, and legal problems relating to 

shareholder rights. 

The central bank provided funding to the bank 

and other financial institutions, usually supported by 

collateral. Banks offered facilities for longer term, 

and this created a broader difference between 

security, and the type of banks eligible for such 

facility. 

The micro-economic measures taken include the 

reduction of short-term interest rates by the central 
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government finance, competition law obstacles, and waiver 
of state aid to facilitate the takeover of troubled banks. 
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83

 Government acquires the share of the bank, either under 
existing legislation or under new emergency legislation. 
84

 Government guarantees issues of debt securities by 
banks. Often the bond issues would be up to three years and 
would be zero-rated under Basel II for banks who invested in 
them. 
85

 Government agrees to insure classes of loan assets to be 
of doubtful recoverability. In this case, the government 
typically charged a fee and imposed management controls. 
The bank typically had to bear some portion of the losses.  
86

 The banks transfer distressed loans to the asset purchase 
companies established by government. The transfers may be 
paid for by the issue of government securities to the selling 
bank which improves the bank’s liquidity. 
87

 In this case, government guarantees that banks would pay 
depositors.  
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bank,
88

 quantitative easing by increasing the supply 

or amount of money,
89

 foreign exchange 

intervention,
90

 fiscal stimuli,
91

 and central bank 

currency swaps.
92

  

 
4.6. Evolution of the Financial Crisis and 
Spillovers 
 

Underlying casual factors, and conditions that 

intensified the crisis underpin the financial crisis from 

history. The factors that intensified the crisis are the 

mortgage markets and overextending homes in the 

US.  The source of the crisis is the US subprime 

mortgages, which extended into the US housing 

market and spilled over into the US financial markets, 

such as the asset-backed securities. The phase of the 

spillover on the global scale commenced with an 

astonishing amount of speed. The first phase of the 

spillover witnessed the banks with direct exposure to 

the US financial markets including other selected 

commercial markets subvert, in terms of liquidity 

runs. The second phase of the spillover witnessed the 

international transfer of spillovers through the stock 

market declines, freezing of credit markets
93

 and 

liquidity shortages, and this affected other financial 

markets such as the Swiss Franc, UK Sterling, and 

Euro.
94

 The third phase of the spillover started in 

October 2008. This witnessed solvency problems 

affecting leading global financial institutions that 

were systematically moving. This resulted into the 

risk of a financial meltdown that led to massive 

selloffs.  The fourth phase of the spillover resulted in 

economic slowdowns around the globe, intensified in 

part by financial downsizing. 

The evolution of the financial crisis relates to 

the growth of banks in the financial markets and the 

development of the mortgage markets.  The history of 

the financial crisis shows the evolution of banks in 

response to technological innovations and 
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 Interest rates in some countries reduced to zero or near 
zero and sometime have in effect been negative.  
89

 This is equivalent to printing of money. Technically, the 
central bank can increase the supply of money by telling the 
banks that the central bank owes them a few billion, just like 
that, but normally the main method followed is for the central 
bank to buy securities and pay for them by crediting the 
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 The central bank buys its own currency with its reserves of 
foreign currency in order to maintain the value of the national 
currency. 
91

 These programs involves guarantees of funding 
businesses, tax reductions, subsidies, loans to businesses, 
increases in government expenditure, and improvement of 
unemployment protection.  
92

 Central banks swaps their currency for other national 
currencies so that other central banks would have more 
reserves in desired foreign currencies in order to prop up 
their banks.  
93

 During this time, the financial markets were so panicked 
that the credit system froze, disrupting the flow of funds into 
the economy. Banks refused to lend to each other in the 
overnight federal funds markets and began cancelling or 
limiting previous approved credit lines to customers. 
94

 ibid (n 39). 

competitive influences. These influences contributed 

to the complexity and interconnectedness of banks, 

which made them run on complex financial products 

and also serving traditional banking customers at the 

same time. The growth of banks was a natural result 

of the response of commercial banks to the 

competitive challenges from insurance companies and 

securities firms to feed into an established customer 

base of the banking industry, thereby competing for 

market share.  For example, in the 1970’s securities 

firms were offering attractive alternatives to business 

loans and deposits.
95

 The insurance services extended 

their service offering into financial products
96

 and 

these evolutions made banks offer similar competitive 

financial products, with the permission of banking 

regulators.
97

 This made banks maintain their regular 

customers, and their fair share in the banking 

industry.  The financial crisis 2007-2009 proved that 

regulators and banks were too optimistic about their 

ability to pull off the shift from traditional banking 

activities to complex financial institutions, operating 

in non-regulated markets. The crisis came about at the 

evolution of the banking system in partnership with 

the evolution of the mortgage markets contracted by 

affordable and secure home financing through 

innovative and complex financial product. The 

evolution incites the goal of government home 

ownership policies with the purpose of expanding the 

home financing company and making it possible for 

more Americans to own homes.  

The causal factors of the financial crisis are 

interrelated with housing finance, which puts into 

perspective the rise of the mortgage markets to 

understand the main causes of the financial crisis. The 

evolution of the mortgage market witnessed changes 

such as the replacement of the traditional “originate-

to-hold” model with the “originate-to-distribute” 

design and the securitization of mortgages.
98

 The 

originate-to-distribute model depended on and led to 

the securitization of loans. Securitization accorded 
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 Securities brokers offered money market funds and 
securities brokerage accounts with checking account 
features paying market rates in return whereas banks were 
prohibited from paying any interest on checking accounts or 
selling securities. The securities industry developed a 
secondary private placement market for commercial paper 
which allowed companies to raise operating funds directly 
into the capital markets more easily and cheaply than 
through bank loans.  
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 Insurance companies offered fixed and variable annuities 
that became competitive with bank certificates of deposit as 
a means of savings.  
97

 Banking regulators permitted banks to expand into broader 
insurance and securities markets with wider geographic 
reach, sometimes relying on new legal theories.  
98
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holding of 30-year, fixed-rate mortgages primarily by savings 
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with the collapse of the thrift industry in the late 1980’s. The 
originate-to-distribute model avoided this problem primarily 
by separating mortgage origination from mortgage risk and 
by offering mortgage products with flexible maturities and 
other terms.  
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banks the ability to attract other assets including loans 

off their balance sheets to trusts, and other vehicles 

that issued securities or unit trusts to investors. 

‘Securitization essentially transferred the risk of 

mortgage lending from banks to investors.’
99

 

Securitization also became revenue generating 

strategy for banks, and other financial institutions that 

participated in lending activities. Non-bank mortgage 

companies also participated in securitization by 

earning loan origination fees without taking into 

account the possibility of the mortgages created, 

which apparently transfers to the purchasers of the 

mortgages. The originate-to-distribute version 

introduced new mortgage products such as home 

equity loans, adjustable rate mortgages, and payment 

option including other mortgages with flexible terms. 

The design of these new products reduces the risk in 

mortgage lending while making it cheap and 

accessible.  

The future of the banking system aligns with the 

future of mortgage markets with uncertainties ahead. 

For example, banks are becoming more complex and 

interconnected, and mortgage companies will 

continue to provide mortgages to creditworthy 

homebuyers. The only part of the evolution of the 

mortgage market that will change is the lack of a 

prevailing structure for the supervision of non-bank 

mortgage products, providers and activities. The 

mortgage markets have evolved without government 

supervision, and federal regulatory oversight. This is 

likely to change in the future.  The evolution of the 

banking system and the mortgage markets did justify 

the need for regulators to establish the Basel III 

Accord, following the financial crisis 2007-2009. 

 

5. Basel III 
 

The continuing evolution of the banking industry has 

necessitated the introduction of more regulatory 

frameworks, after Basel I and Base II. In particular, 

the 2007-2009 financial crisis, witnessed the 

introduction of Basel III to help prevent more 

financial stress in the future by revising many 

banking standards, after the failure of Lehman 

Brothers.  The failure of Lehman Brothers prompted 

the variety of different group of experts to investigate 

and identify the causes of the crisis and the possible 

solution to manage the crisis by tightening the 

markets. It was now clear that the financial crisis of 

2007-2009 exposed the shortcomings of Basel I and 

Basel II frameworks. 

The introduction of Basel III was in the last 

words issued by the Basel Committee on Banking 

Supervision (BCBS) on December 16, 2010, which 

represents the International Regulatory Framework 

for Banks. This final text contains global regulatory 

standards on bank liquidity and capital adequacy. The 

Basel III framework increases the quantity and 
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quality of capital standards with improved measures 

to promote the accumulation of capital that is 

accessible in times of stress. The process also 

introduces two liquidity standards, better risk 

coverage, and leverage ratios as a block to the risk-

based requirements. The objective of Basel III is to 

increase the risk coverage of banks’ capital for 

securitization, derivate-related counterparty credit 

risk exposure, trading books, and off-balance sheet 

vehicles. The adoption of the Basel III framework 

was successful at the November 2010 G-20 Summit 

in Seoul, South Korea by the G-20 leaders. 
100

  

The contents of Basel III includes increasing the 

quality and quantity of capital,
101

 an added capital 

conversation buffer,
102

 countercyclical capital 

buffer,
103

 additional loss-absorbing capacity for 

systemically prominent banks,
104

 global liquidity 

standards,
105

 risk-weighted assets,
106

 and containing 

leverage.
107
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 Basel III introduces an additional capital conversation 
buffer of 2.5% that is to be financed through common equity. 
When this buffer falls below 2.5% in times of stress, banks 
are curtailed in their ability to pay dividends to shareholders 
and discretional bonuses to employees until the buffer is 
restored.  
103

 The Basel III introduces rules for the disbursement and 
establishment of countercyclical buffer ranging between 0 
and 2.5%, financed through other risk-absorbing capital or 
common equity, according to national circumstances. See 
Bank of International Settlements ‘Basel III: International 
Framework for Liquidity: Frequently Asked Questions’ (2011) 
BIS <http://www.bis.org/publ/bcbs199.pdf> accessed 28 
October 2013.  
104

 The BCBs introduced a methodology for globally 
assessing systematically important banks, the additional 
required capital and the arrangements by which they will 
phased.  The assessment methodology us based on an 
indicator-based approach designed to increase the resilience 
of globally systemically important banks and create 
incentives for them to reduce their systemic importance over 
time. See Bank of International Settlements ‘Measures of 
Globally Important Banks Agreed by the Group of Governors 
and Heads of Supervision’ (2011) BIS 
<http://www.bis.org/press/p110625.htm> accessed 28 
October 2013.  
105

 The Basel III makes for a global liquidity coverage ratio 
that will require banks to have sufficiently high-quality assets 
to withstand a 30-day stressed funding scenario. That ratio is 
to be implemented in 2015. The Basel III also makes 
provision for a net stable funding ratio – a longer-term 
structural ratio designed to address liquidity mismatches.  
The purpose of this standard is to complement the global 
liquidity coverage ratio by covering the entire balance sheet 
and providing an incentive for banks to use longer-term 
sources of funding.  
106

 Basel III contains measures go increase the capital 
requirements by adjusting the risk weight of re-securitization 
exposures in relation to securitization exposures, by 
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The scholars and commentators meet the new 

Basel III rules with different concerns and reactions, 

especially about the cost of implementing the rules by 

the entire banking industry. The introduction of the 

new Basel III will bring significant ‘changes across 

the global banking industry, and even change their 

core business models and financial system.’
108

 The 

concerns for costs have received a wide undertaking 

even though they are still expressing concern on the 

time provided to implement the structural changes.
109

 

Scholars and commentators are also expressing 

concern on the effectiveness of the new standard in 

qualifying another financial crisis and preventing 

banks against failure. Commentators also agree that 

the Basel III represents complex technical and legal 

rules.  

 

5.1. Effects of Basel III on Retail, 
Corporate and Investment Banking 
 

The requirements for higher liquidity and capital 

standards of Basel III will affect both retail, corporate 

and investment banking.
110

 For example, retailing 

banking is usually under the impact of rules 

pertaining to the quality of the capital base. In 

essence, the new Basel III rules on capital 

requirements will affect many traditional retail 

banking products with an increase in financing costs. 

Furthermore, retail banks with lower capital ratios 

may find themselves under considerable pressure. 

The cost of short-term retail loans will increase 

because of the increase in concentration ratios with 

relatively high risk weights, long-term funding needs 

and higher liquidity. Retail banks may decide to move 

on the costs to customers, but for sure consumer 

finance segments, re-pricing may pose a challenge.  

The increase in the capital plan ratios 

significantly affect corporate bank products with 

relatively high risk-weight, such as unsecured loans 

or structured finance. In essence, long-term asset 

based investment and long-term corporate loans will 

experience an increase in funding costs.  These costs 

will affect corporate banks especially in business 

finance, and specialized lending because of the new 

capital standard ratio. In terms of business finance, 

which is ideal for lending between banks, Basel III 

increases the risk weights for banks by some 20 

                                                                                        
harmonizing some credit conversion factors for specific 
liquidity facilities.  
107

 Basel III provides a non-risk based leverage ratio that 
includes off-balance sheet exposures to complement the risk 
based capital requirements. This requirement makes banks 
to limit their total assets to 33 times their equity capital. The 
objective is to contain the system-wide build-up of leverage 
that triggered the 2007-2009 financial crisis.  
108

 ibid (n 100), at 1. 
109

 Commentators are also expressing concern about the 
loopholes for regulatory arbitrage as a result of the paces of 
implementing Basel III across jurisdictions.  
110

 Anca Elena Nucu ‘The Challenges of Basel III for 
Romanian Banking System’ (2011) Theoretical & Applied 
Economics, 18(2), 59-70, pp. 63-64. 

percent to 30 percent. Trade finance commitments 

come into conflict with the new leverage ratio. The 

new liquidity rules set reserves also off-balance sheet 

liquidity lines such as business guarantees and letters 

of credit. 

The capital markets through investment banking 

supports the changes of new capital ratios under 

Basel III, but it affects over-the-counter OTC 

derivatives market because Basel III requires banks to 

maintain a higher level of capital to fund counterparty 

credit risk and market risk. Cash trading will decrease 

because of the increase in costs of holding 

inventories, particularly the matched funding 

requirements on lower-rated assets. The three 

amendments to the Basel capital structure (CRD II, 

CRD III and CRD IV) affect securitizations, and this 

would raise capital requirements by a factor of up to 

ten.
111

 

 

5.2. Implications of Basel III 
 

It is not clear whether or not Basel III will help 

increase security across the global financial sector 

and contain systemic risk. The studies of the Macro 

Assessment Group of the International Banks of 

Settlements on the basis of models covering 17 

industrialized countries provide this evidence. The 

results of their findings suggest that the average 

estimated increase in the lending growth will be 15 

basis points by 2015, subject to one percent point 

increase in the target capital ratio for four years.
112

 

Another study by the Institute of International 

Finance with a focus on Japan, Europe, and the 

United States indicates a two percent advantage 

increase in the target capital ratio. This results in an 

increase of average lending spread by 132 bias points 

during 2011-2015.
113

 Both studies indicate an 

increase in both liquidity and capital standards.   The 
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 Phillip Harle, Erik Luders, Theo Pepanides, Sonja Pfetsch, 
Thomas Poppensieker, & Uwe Stegemann 'Basel III and 
European Banking: Its Impact, How Banks Might Respond, 
and the Challenges of Implementation' (2010) MCKINSEY 
<www.mckinsey.com/~/.../26_Basel_III_and_European_bank
ing.pdf> accessed 28 October 2013. CRD II forces investors 
to ensure that before they buy a piece of new securitization 
they must ensure that the originator has complied with rule 
that requires banks to hold at least 5% of the securitization 
they create at all times. CRD III introduces market risk 
charges and increased charges for securitization. CRD IV 
replaces a risk weighting on securitizations with a lower 
ratings of 1,250 percent. In combination with the newly 
increased capital ratio, this translates to substantially higher 
capital requirements.  
112

 Bank of International Settlements ‘Group of Governors 
and Heads of Supervision Announces Higher Global 
Minimum Standards’ (2010) BIS 
<http://www.bis.org/press/p100912.pdf> accessed 28 
October 2013. 
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2013. 



Risk governance & control: financial markets & institutions / Volume 4, Issue 2, 2014 

 

 

 
 39 

Banking Committee must also meet the initiative to 

improve the implementation phase of capital ratios to 

2019 indicating the uncertainties and complexities 

unpinning the implementation of Basel III.  

The new capital requirements of Basel III come 

with a cost because equity is significantly more 

expensive than debt as a source of funding. The new 

capital requirement will require banks to repurchase 

or unwind financial instruments that the new Basel III 

rules makes unsuitable for the purposes of regulatory 

capital, issue different types of the medium and offer 

additional capital. This will increase borrowing costs 

because of the rising demand for equity capital, which 

should increase the proper use and expenses on assets 

in the short term.  

The new liquidity requirements will reduce the 

chances of the earning yield of the banking sector 

because banks will have to keep low-yielding assets 

and thereby deprive less liquid, higher-yielding 

assets.  On the other hand, if Basel III succeeds to 

make banking sector more resilient, it will help cut 

down risk premiums across the sector and reduce the 

need for public sector bailouts. Furthermore, reducing 

bulk and interbank funding costs and risk sensitive 

deposit insurance premium levels will help reduce 

leverage in banks.
114

  Basel III will also cause 

changes to how banks will continue, and identify risk 

because the bank’s liability and asset base represents 

where danger can reduce. ‘The augmented capitals 

requirements are also likely to develop more efficient 

use of all bank capital, which will inherently include 

changes in the management of risk.’
115

 In essence, the 

liquidity rules of Basel III will affect banks to adopt 

risk management practices. This will help improve 

the management and analysis of liquidity risks as well 

as, business, and credit risks. Adopting risk 

management practices will also affect banks to 

improve risk indicators that serve as an early warning 

signal for managing counterparty trust and bilateral 

exposures, assessing the risk of intraday liquidity, and 

trading in complex securities, which improve the 

management of risk across the banking sector.
116

 

Commentators and scholars have different opinions 

on the implications of liquidity, and capital rules of 

Basel III. Majority agree that both rules are evolving 

as the financial markets evolve, and become more 

involved. 

 

5.3. Evolution of Capital Requirements 
 

Basel III and Basel II share similar methods of 

operation, in particular for assessing the relative risks 

of different types of assets. The major change 

between both frameworks is that Basel III focuses on 

the increase in the bank’s equity capital requirements. 
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 Peter Went ‘Basel II Accord: Where do we go from here?’ 
(2010) SSRN <http:ssrn.com/abstract=1693622> accessed 
28 October 2013. 
115

 ibid (n 100), at 5. 
116

 ibid (n 114).  

This confirms the development of capital 

requirements in the Basel accords, which have also 

contributed in the changing perceptions of policy 

makers in terms of the level of financial stability risks 

and how these risks can be assessed relative to one 

another. ‘The emphasis is a reflection of the 

conclusion drawn from the crisis: that bank fragility 

is more prevalent than previously thought and that the 

motivation for governments to assist banks in poor 

financial condition is exceptionally strong during the 

crisis.’
117

 In essence, the fundamental reason for 

minimum capital requirements is a familiar tale.
118

 

This also suggests that minimum capital requirements 

has evolved through the Basel accords because of the 

enormous risks bank’s profit, which have led to 

widespread costs through the bailout of failed 

institutions or blanket insurance payouts. 

Capital requirements have been a reoccurring 

phenomenon. For example, the regulators in the 

United States have enforced legal industry-wide 

capital requirements only since 1981 in response to 

the loan-liquidity problems during the stagflation of 

the past 1970s and the recession of the early 1980s. 

Before this enforcement, regulators required banks to 

raise capital on a case-by-case basis or when bank 

examination by the regulators warranted the need to 

raise capital. This resulted in uncertainty on whether 

regulators could influence or force banks to raise 

capital. Congress resolved the issue with the 

introduction of the International Lending Supervision 

Act in 1983, which gave power to regulators to 

enforce and impose capital requirements.
119

 Few 

years following the introduction of the Act, regulators 

expressed concerned that the treating of all capital 

ratios did not capture differences in risks among 

different bank assets, thus giving banks an incentive 

to favor high-yielding, riskier assets. This concern 

resulted in enforcing minimum and setting minimum 

capital requirements as the Basel accords evolved 

from Basel I to Basel III. For example, Basel I 

imposed an 8 percent minimum capital requirements 

in accordance with the risk adjustments of assets. 
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Basel II addressed the failure of Basel I by dealing 

with operational risk and offering banks with the 

methods of estimating credit risk.  

The implementation of the Basel II capital 

standards was not complete in the United States by 

the date the financial crisis 2007-2009 started
120

, but 

in reality, the effectiveness of Basel II was not an 

indication of the United States’ experience during the 

financial crisis.  Basel II relied more on credit ratings 

to distribute assets in categories and the financial 

crisis of 2007-2009 reinforced lack of internal risk 

modeling of banks, which is an essential element of 

the IRB approach introduced by the framework. This 

suggests that Basel II focuses on making capital 

requirements more sensitive to risk, and Basel III 

focuses on increasing the capital requirements for 

banks. This indicates that increasing the minimum 

capital requirements under Basel III is an experiment 

indicative of a possible increase in the future 

(Appendix D shows Basel III capital standards). The 

expected value is a banking sector with a larger buffer 

against losses, and better incentives to manage risk-

taking thereby resulting in less potential for systemic 

crisis and fewer bank failures.  

Uncertainties still lies in the macro-economic 

effects of increasing capital requirements because of 

the potential costs of raising Tier 1 capital. Banks that 

have challenges meeting this requirement may choose 

not to issue new equity, but rather focus on 

liquidating bank-specific valuable assets or reduce 

lending. This also makes it unclear the extent to 

which future costs of raising capital will transfer 

banking activities to unregulated areas of the financial 

sector, or make the investment intermediation by 

banks costlier. These implications will be dangerous 

for the stability of the financial sector.  Furthermore, 

tradeoffs experience fixing capital requirements 

because capital is costly and it seems unlikely that the 

risk of bank failures will go down to zero in 

accordance with an optimal level of regulatory 

capital. In essence, regulators cannot prove the point 

at which they can reduce the chances of bank failures 

to the point where the benefits of fresh lowering of 

such risk outweigh the cost of increasing capital.  

 

5.4 Evolution of Liquidity Risks 
 

Regulators deem liquidity levels and access to 

adequate funding required for the long-term stability 

of the banking sector.
121

 Before the financial crisis of 
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 Prior the crisis the plan had been for them to take effect in 
April 2008, and even then they were generally to be 
mandated only for banks with at least $250 billion 
consolidated total assets or at least $10 billion of on-balance 
sheet foreign exposure. 
121

 ibid (n 114). Basel Committee defines liquidity as ‘the 
ability of bank to fund increases in assets and meet 
obligations as they come due, without incurring unacceptable 
losses. The fundamental role of banks in the maturity 
transformation of short-term deposits into long-term loans 
makes banks inherently vulnerable to liquidity risk, both of an 

2007-2009 following the introduction of Basel III, 

international banking regulators did not carry 

comprehensive liquidity standards. The financial 

crisis exposed banks with limited liquid assets despite 

their practical minimum capital requirements.  The 

financial crisis revealed that banks failed to realize 

liquid assets, which led to the mismanagement of 

liquidity risk.
122

  The Basel committee introduced a 

framework for banks to manage their liquidity 

prudently through Basel III.
123

 

The liquidity framework introduces two main 

minimum liquidity ratios namely: (1) Liquidity 

Coverage Ratio (LCR) and (2) Net Stable Funding 

Ratio (NSFR). The rationale behind the introduction 

of these ratios is to make the bank’s liquidity risk 

more resilient by complementing its short-term 

requirements with the (LCR) and medium-term to 

long-term requirements with the (NSFR).
124

 

The (LCR), to be implemented in 2015, 

guarantees that banks should maintain high quality 

liquid assets that are not hindrances. In essence, the 

asset can be quickly converted into cash at no loss of 

value. The assets should be convertible into cash 

within 30 calendar days to allow the bank maintain 

adequate liquidity treatment for most stress 

conditions. Banks must maintain balance of stocks of 

high quality asset to total net cash outflows over 30 

calendar days that are similar, or more than 100 

percent. Strengthening liquidity rules will prevent 

banks from relying on bailouts from central banks for 

liquidity support, even though one of the duties of the 

central bank is to provide liquidity to meet liquidity 

rules.  

The liquidity rules are a function of Level 1 

assets (assets that are not subject haircut, and held at 

market value), and Level 2 assets (assets subject to 

haircuts, and held in stocks).  Some jurisdictions, 

such as Australia have limited benefits for Level 1 

assets preserved in their own money, because of the 

scarcity of used domestic bond. 
125

 Other 

commentators, such as Turner question if long term 

investments may cause maturity transformation 

through a bank balance sheet with the possibility of 
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creating the possibility of liquidity runs.
126

 The 

concurrent selling of long-term commitments through 

liquid markets may develop into gyrate result of 

falling prices typical of a collapse in liquidity.  

The (NSFR), to be implemented in 2018, 

guarantees that banks should maintain a minimum 

acceptable amount of sound liquid assets of on-and-

off balance sheet for a period of one year.
127

  The 

(NSFR) will increase the competition among banks in 

taking deposits because of the favorable retaining 

treatment. The (NSFR) relies more on defining the 

behavior of investors in terms of what is 

unpredictable and secure during a stressful situation 

for banks. The OECD argues that the management of 

liquidity should be the responsibility of the markets. 

They also argue that supervisors of banks should be 

responsible for dealing with oversight of banks when 

it arises.
128

 All these pointers suggest that liquidity of 

risk will continue to evolve into the future bearing in 

mind the complexity of liquidity and capital rules and 

the phases of their implementation.  

The complexity and prolonged period of 

implementation remains the biggest disadvantage of 

the Basel III framework, with full implementation by 

the end of 2018, the risk of regulatory arbitrage, and 

change for regulators in terms of the changing 

conditions in risk weighting. These poses some 

uncertainties on how the banking sector hopes to 

solve these problems as liquidity risks continue to 

grow.  

 

5.5 Why Basel III Failed 
 

The new Basel III framework is becoming extremely 

difficult, and policy-makers should be able to add 

more clarity by cutting some of the dead wood out of 

earlier versions of the Basel accords.
129

 It is clear that 

financial stability or soundness of the banks will not 

be easy to overcome because of the conflicting 

implementation deadlines and the multitude of key 

ratios. This suggests that it is not sure when banks 

will effectively be Basel III-compliant.  The 

implementation of the new Basel III rules commences 

from 2013 onwards over an extended conversion with 
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full implementation to become effective from 2019 

onwards. (Appendix E shows the Basel III ratios and 

deadlines). The missing links in the new Basel III 

rules include a surcharge for large systematically 

relevant financial institutions (SIFIs)
130

 and 

recalibration of risk-weight of assets. This makes 

Basel III more complicated than Basel II.  

Commentators and scholars have proposed 

global banks should have another debt absorbing 

level in order to overcome moral hazard and negative 

externalities, which could be posed by complex 

financial institutions, such as the (SIFIs). Global 

banks need to comply with higher CET1 capital in 

reference to the capital requirements documented in 

chapter four. This estimate between 1-2.5 percent of 

risk weighted assets (‘RWA’) depending on their 

systemic importance.  A surcharge of additional 1% 

of RWA may come into play if such bank increases 

its importance. The OEDC argues that derivatives, 

capital surcharge should not be applied to RWA 

because it does not efficiently deal with risk 

interconnectedness and excessive leverage.
131

 Many 

scholars argue that the higher capital ratios for 

international banks will affect about 20 key players in 

the banking sector because of the problems of the 

(SIFIs). The problems include the problems 

associated to resolution and crisis management, the 

problem of definition, and problems with effective 

supervision and regulation.
132

  Even though the 

definition problem is subject to limited defeat, the 

definition problem leaves room for more discussion 

by commentators because the definition of SIFI today 

may not necessarily be systemic tomorrow.  

A better resilient, and capitalized banking sector 

are a combined effect of minimum capital 

requirements, a risk-weighted lowest common equity, 

minimum leverage ratio, and capital buffer. Some 

important deficiencies of Basel II remain to be 

addressed before the introduction of Basel III. For 

example, the use of external credit rating agencies has 

not been critically examined in the rating-based 

method to determine the risk weights, and risk-

weights have not been reviewed. Even though the use 
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of internal assessment is reassuring, the financial 

crisis brought about the scrapping of self-regulation.  

One of the problems of Basel III apart from its 

complex nature is the foundation of when banks will 

be Basel-III compliant. This has resulted in 

inconsistent claims. The conflicting claims may 

include complying with all ratios at the same day or 

complying with minimum levels of common equity, 

capital buffer, and leverage ratio or referring to ratios 

under different components in Tier 1 and Tier 2. This 

poses confusion for depositors and investors alike. 

The leverage ratio is only available to outsiders, and 

information relating to the subdivision of assets to 

risk weights is not available to outsiders, thus making 

market discipline a defective part of the Basel III 

accord.  

 

6. Post-Financial Crisis 
 

Evidence from economics suggests that people 

respond to incentives.  Preventing another financial 

crisis will require regulators and banks to learn from 

experience by identifying the sources of incentives 

that contributed to the crisis, in terms of making 

investment decisions. In essence, regulators should 

identify the root causes and not rely on private actions 

such as poor credit rating and paying high bonuses to 

bankers for placing securitized loans. The probability 

of another financial crisis can be mitigated by 

identifying conditions for fair incentives, and by 

bearing in mind that the causes of the financial crisis 

is a function of structural and cyclical factors.   

The structural factors include poor supervisory 

and regulatory framework for intermediaries. ‘The 

prevailing regulatory rules probably contributed to 

the high leverage and large maturity mismatch taken 

on by banks and other financial institutions that ended 

in the widespread counterparty mistrust, liquidity 

shortages, and contagion to other markets.’
133

 In 

essence, the bank’ exposure to risk became a solution 

because it took many asset off their balance sheets.  

The inadequacy of regulatory rules stems from 

capitalization and liquidity crisis because the rules 

were not successful in averting the crisis. 

Commentators prescribe stronger amount of capital 

and liquidity requirements that are sufficiently broad 

in scope. This will help prevent another financial 

crisis by generating responsible behavior in the 

financial sector.
134

   

Recommendations for capitalization include 

narrowing the definition of capital to include only 

loss-absorbing components such as common equity. 

This will require differentiating the different weights 

with the specifics of the assets and not by the type of 

asset. For example, a mortgage for a high-risk 

customer should not utilize the same capital for that 
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of a low-risk customer. In practice, this procedure 

may prove difficult because it largely depends on 

judgment; this requires seeking a combination effect 

of improving ethical standards of capital relative to 

non-risk weighted assets that include off-balance 

sheet exposures to give the total leverage ratio.  Also 

converting contingent debt into equity for tail risk 

situations and buffers for inappropriate times is 

particularly relevant to prevent another crisis.
135

  

Recommendations for liquidity rules with an 

exceptional circumstances of fixed maturity mismatch 

between the bank’s assets and liabilities requires 

banks to hold more current, and flexible use of full 

reserve banking for retail deposits that promote the 

payment system.
136

 

Evidently Basel III has not proven to be 

sufficient to prevent the financial crisis because of the 

inclusions of components of lesser quality than 

traditional equity in Tier 1 capital, and their relatively 

small margin values.  Bank regulators need to 

overcome these limitations considering the limited 

records of the Basel accords in preventing the 

financial crisis in the past.
137

  

The “too powerful to fall” system that applies to 

SIFIs create moral hazards that promote risk-taking 

with different incentives and socially shared sacrifice. 

The only solution to this problem is to remove the 

policy.  ‘To counter possible externalities coming 

from the failure of any institution, a variable 

surcharge on capital may be imposed based on an 

index of significant variables such as size, and 

interconnectedness.’
138

  Furthermore, liquidity rules 

must be easy to keep solvent institutions on the part 

of the lender of last resort. The rules will be essential 
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components of a stronger regulatory process by 

providing efficient bankruptcy laws, living wills, and 

expedient resolution mechanism, which are essential 

components of a stronger regulatory framework.  

Cyclical factors such as credit targets for banks, 

fiscal subsidies for borrowers, and government 

guarantees on loans envelopes policies aimed at 

promoting the development of lending. The financial 

crisis has proven that the monetary policy should not 

become the source of problems because of the 

inefficient incentives that they provide.  In essence, 

economic policies that assist credit expansion and go 

beyond optimal rules should be avoided.  

 

6.1. The Need for Corrective Measures 
 

It is clear that the underestimation of risks was the 

cause of the financial crisis because regulators 

overestimate the likelihood of risks in response to 

early warnings of a potential financial disaster.  It is 

counterproductive for regulators because there is a lag 

between their inability to detect incipient problems, 

and the time it takes for any economic system to take 

effect.
139

 In essence, this restricts the scope of 

remedial measures. Even if regulators were able to 

identify the possibility of another crisis, they may be 

reluctant to implement policies to counter it. The need 

for corrective measures such as requirements for 

operational systemic supervisor, enhancing 

supervision, integrating micro and macro prudential 

components, and enhancing cross-border event is 

coming.  

Regulators should be able to create a systemic 

risk overseer. This person will be in charge of 

assessing evolving risks based on well-defined 

methodologies to make this concept operational. 

Regulators can also complement this requirement 

with the advice of independent experts.
140

 Tools such 

as severe loan origination standards, lower loan-to-

value ratios, higher liquidity and capital requirements, 

and limits to lending concentrations should help 

improve the supervisory and regulatory framework 

and maximize the effectiveness with the least possible 

distortions. These tools will serve as potential 

indicators for the crisis offering better prescriptions in 
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alignment with conditional rules in advance before 

the crisis.  

‘Weaknesses in conducting supervision also 

contributed to the crisis.’
141

 Regulators relied more on 

the myopic assumption that the market “knows best” 

resulting in the lax of enforcing and implementing 

existing regulations indicative of a steady drift toward 

s more hands-off supervisory approach.
142

 This 

requires enhancing control through cross-border 

cooperation, integration of micro and macro 

components, and implementation.  The 

implementation of appropriate care requires the 

willingness and ability to perform – both of which are 

the missing link in the run-up to the crisis. The 

financial crisis endorsed the need for proper 

supervision, which should be easy to follow through, 

adaptive, intensive, proactive, skeptical and 

detailed.
143

 Furthermore, supervisory agencies should 

be held accountable and have the ability to carry out 

their tasks by providing them with resources and 

mandate. This is an invaluable addition to Basel III 

and a key requirement for its implementation.
144

 

Supervision is a central pillar of the economic reform 

agenda and the June 2010 Toronto G-20 Summit gave 

a definite order to improve it, but this site has made 

little progress. 

Financial regulation should be a function of the 

integration of its micro and macro prudential 

components. For example, in the UK, a new Financial 

Policy Committee (FPC) under the ambit of the Bank 

of England is responsible for controlling macro-

prudential tools. Also in the USA, the July 2010 Wall 

Street Reform and Consumer Protection Act 

established the Financial Stability Oversight Council 

(FSOC) with the aim of bringing the power of federal 

banking regulators, insurance experts and state 

regulators together. In the European Union, a new 

European System of Financial Supervision under the 

sponsorship of the European Central Bank as the 

European Systemic Risk Board (ESRB) has broader 

legal powers and mandate of identifying risk in the 

financial system. ‘The creation of these entities 

charged with the task of identifying macro 

vulnerabilities may help supervisors in calibrating 
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specific aspects of Basel III, such as the counter-

cyclical buffer.’
145

 For example, the FSOC and ESRB 

have no absolute enforcement powers as they can 

only provide recommendations and warnings, and the 

ability to take actions based on the warnings and 

recommendations rests on their respective agencies. 

On the other hand, FPC is prudent to maintain control 

over macro-prudential tools. 

The importance of the close coordination and 

cooperation between host and home supervisors is as 

a result of the increase in cross-border business 

activities and institutions. The operation of the 

consolidated supervision of a cross-border existence 

stems from the home supervisor, based on the 

information received from host supervisors on 

domestic activities. This has also contributed to the 

establishment of supervisory colleges for large and 

international intermediaries by the International 

Association of Insurance Supervisors, the Basel 

Committee on Banking Supervision (BCBS), and the 

Financial Stability Board.
146

 The European Union has 

also followed suit. To enhance cross-border 

cooperation, supervisory authorities need to develop 

effective communication channels for the proper 

exchange of information based on their own 

understanding. They will also need to work with a 

common goal and supervisory system to manage and 

improve the monitoring of the key risks facing the 

financial sector.  

 

6.2. The Role of Central Banks 
 

There continues to be a debate amongst 

commentators on the ways in which central banks can 

contribute to financial stability. Commentators have 

recommended that ‘monetary policy should attempt 

to control directly financial booms that may lead to a 

crisis.’
147

 In essence, central banks can increase their 

policy interest rates to twinge asset bubbles because 

of the relationship between applicable interest rates 

and asset prices. Central banks take into consideration 

the importance of interest rates because asset prices 

provide relevant information relating to the future 

state of the economy. Central banks can also generate 

less absorbing activities that will not only reduce tax 
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burdens on tax payers and reduce the potential of 

excessive risks financial institutions require, but will 

increase monetary policy actions in preventing the 

decline in the value of assets.
148

 The problems of 

monetary policy are the possibility of the policy 

conflicting with other objectives proposed to policy 

makers. This results in pursuing other goals by 

deviating from one side leading to lack of 

accountability and potential conflict of the goals. 

Monetary policy can also reduce trading signals and 

promote moral hazard because of price fluctuations. 

In essence, monetary policy should focus on the 

primary purpose of pursuing price stability by using 

previous cited supervisory and regulatory tools to 

point source of problems, such as excessive bank 

leverage and unsecured credit standards that threaten 

the financial system.  

The “new central bank paradigm” as a result of 

the financial crisis claims that central banks have 

failed to recognize signs leading to the crisis because 

their focus on price stability instead of implementing 

measures to prevent it.
149

 Central banks use faulty 

economic models that do not take into account key 

aspects of the financial sector.  The solution to this 

failure is the amendment to the mandate of the central 

bank to secure price stability in addition to financial 

stability, and in some countries, full employment, 

making central banks responsible for all these 

objectives. Central banks should make augmented 

economic models control policy decisions.  

The central banks of developed countries, 

particularly the United States adopted unprecedented 

expansionary monetary policy following the failure, 

and this had its own implications.
150

 This contributed 

to investors assuming more risk because their quest 

for higher yields as inflation risks surfaces. This made 

it difficult to implement effective exit strategies.  In 

this situation, investors move capitals, which raise the 

prices of certain assets, and the currencies of 

emerging market economies. The central banks have 

implemented measures to inhibit the growth of their 

currencies by including capital controls and 

interventions in foreign exchange markets.  Capital 

controls make black markets and impede the transfer 

of funds for efficiency and modernization 

improvements thereby lessening investor confidence. 

Currency interventions impose economic losses on 

central banks and are hardly effective. The greatest 

threat of these actions is ‘a widespread movement 

toward protectionism that could hamper the sustained 

recovery of the world economy.’
151

 It will be best for 

central banks to avoid implementing these measures.  
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The financial crisis exposed the gaps and 

weaknesses in managing complex financial 

institutions, especially those that rely on cross-border 

activities. This has also created a tension between 

augmenting transnational financial institutions and 

general economic stability and settlement 

arrangements to a convenient place where a change is 

imminent.  To reduce moral hazard and guarantee 

financial stability central banks should implement an 

effective bank resolution framework with both 

domestic and international dimensions. ‘At the 

national level, the legal, institutional, and regulatory 

framework should provide the national authorities 

with the appropriate tools to deal with all types of 

distressed financial institutions in an orderly 

manner.’
152

 This will contribute to retaining financial 

stability including a settlement and payment system 

that is reliable and predictable, service intermediation 

functions, and the protection of depositors. This will 

reduce the impact of a disaster or obligation on the 

financial system as well as reducing the reliance on 

taxpayers’ resources. In essence, the key approach 

should include features such as the establishment of a 

regulatory threshold enabling the activation of 

proceeding before the distressed financial institution 

becomes balance sheet insolvent, and judicial review 

limited to the constitutionality of acts and not their 

merits. Others include initiation and implementation 

of the resolution measures under the banking 

authorities, and the creation of a particular procedure 

different from corporate insolvency. This will assist 

in resolving the domestic financial sector in an 

integrated fashion.
153

  

 

6.3. The Future of Basel III Accord 
 

It is clear that the global financial reforms started 

long before the financial crisis 2007-2009, which led 

to the introduction of Basel III. Basel III is one of the 

most significant reforms to emerge in response to the 

financial crisis.
154

  Basel III is the most popular 

international agreement as of today to ensure 

financial stability amongst banks. The reforms of 

Basel III introduce stricter liquidity and capital 

requirements with the goal of reducing the risk of 

bank failure. Attaining financial stability has been a 

more complicated issue because financial institutions 

increase in difficulty as they evolve. For example, the 

first launch of Basel capital accord in 1998 is 30 

pages long whereas as of today, the Basel rulebook 

extends to 616 pages.
155

 This demonstrates the 

evolution of the Basel accords from Basel I, Basel II, 
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and finally the current Basel III, with the purpose of 

introducing stricter capital and liquidity requirements.  

Basel I pronounced the roots of modern risk-

based capital requirements and as of the time of its 

inception in 1998, it was better than any amendment 

that came before it because it had powerful, simple, 

risk weights.  Basel I do as a reference point for the 

establishment of Basel II. The introduction of Basel II 

was in 2004 but became effective in 2008 because of 

the factors Basel I failed to address, such as risk 

management and financial restructuring. 

Commentators criticized Basel II because it was pro-

cyclical and it allowed banks to manage the risk that 

essentially added to the buildup of financial stability. 

Basel II was under attack for immediate 

implementation, and it had just been implemented 

when the financial crisis 2007-2009 began.  The 

financial crisis 2007-2009 resulted in the introduction 

of Basel III. The objective of Basel III is promoting 

financially safety by making the financial system 

safer. This will save taxpayers from covering future 

costs of business failures. The evolution of the Basel 

reforms does not only represents its addition to 

hundreds of pages, but it also represents a vertiginous 

number of calculations that focus on risk-weighted 

assets for personal bank and each bank’s own set of 

businesses.
156

  

The evolution of the Basel accords has 

prompted policy makers to promote economic growth 

and financial stability at the same time.  Also, ‘the 

shift from complex risk-weighting toward absolute 

minimum capital levels suggests that Basel III will 

look [decidedly] different in just a few years’ 

time.’
157

 This has resulted in a major rethink, in the 

areas of implementation, and the power of the 

financial resources to protect struggling economies to 

recover from the activity of downsizing. The response 

to any financial crisis tends to institute measures that 

minimize taxpayer costs and improve financial 

stability. The more the financial crisis detached itself 

from the past, there also other factors emerge, and 

this relates to Basel III and where the future of the 

Basel accords transcends. The shortcomings of Basel 

III can give way for the introduction of another Basel 

consensus following another financial crisis. The 

history of the Basel accords indicates that it will 

continue to grow, and there is every chance that Basel 

III is not the end of regulatory reforms ahead. One of 

the pointers is the common mistake made by 

regulators in the transition of Basel II when the move 

to complex, model-based risk weightings started.  

This also suggests that the next part of repeating the 

Basel rules will encourage the shift away from 

difficult risk-weighting towards certain minimum 

capital levels. This will involve using models to 

understand the needs higher minimum capital 
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requirements. These rules guarantee the possibility of 

another embodiment of the Basel accords as Base III 

evolves to Basel 3.5 or even Basel 4 or higher in the 

future.  

It is clear that Basel III will not prevent another 

global financial crisis and neither will Basel III 

prevent another bank failure, such as that experienced 

by Northern Rock.
158

 The failure of Northern Rock 

was not because it lacked capital but because its 

business model did not align with the drying up of the 

wholesale funding market. The thing that will cause 

the next financial crisis cannot be ascertained because 

the economic reforms continue to evolve to handle 

complex financial products, which continue to evolve 

with management of risk as the underlying factor. 

 
7. Conclusion  
 

In conclusion, the financial crisis is as old as the 

financial market, and the financial crisis 2007-2009 

taps into that history with a partial resemblance with 

the Great Depression. The complex nature and 

development of the financial markets is a vital 

denominator for the current financial crisis, and this 

prompted the establishment of Basel III because 

Basel II, which was already in force, could not 

contain the crisis. This also suggests that the 

regulation of the banking system will be a continuous 

process because financial institutions continue to 

develop innovative, and new financial products that 

contribute to its expansion. The implementation of 

financial regulations in alignment with the history of 

the financial crisis has been ineffective so far, even 

though financial regulations have continued to evolve 

leading to the current financial crisis. This 

shortcoming of financial regulations leading to 

current financial crisis help determine the notion that 

regulators have failed in addressing key systemic 

problems, which is indicative of a likely reoccurrence 

of another financial crisis if not more. 

The Basel accords illustrate the evolution of 

international financial regulations from Basel I, Basel 

II and to the current Basel III with the core objective 

of maintaining financial stability and preventing the 

likely occurrence of another financial crisis. These 

regulations have continued to fail to contain the crisis 

as both capital and liquidity requirements have 

continued to evolve to meet the needs of a complex 

and more innovative financial system. The lapses of 

Basel I resulted in the introduction of Basel II. Basel 

II could not contain the financial crisis 2007-2009 

and this led to the introduction of Basel III.  

The financial crisis 2007-2009 left its mark in 

the financial history because of its relative size, and 

harshness with contributing factors from the previous 
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financial crisis and other unknown factors. The 

deciding factor that contributed to the financial crisis 

2007-2009 includes mispricing in credit default 

swaps, which was unregulated. This largely 

influenced the mortgage crisis resulting in house price 

rising and securitization. These led to other 

contributing factors, and they include regulatory gaps, 

a global credit gap, excessive leverage by financial 

institutions and consumers, and low interest rates 

among others. Casual factors such as bank regulatory 

framework, regulatory arbitrage, and money market 

mutual funds did not contribute to the crisis. 

Regulators would have been able to avoid the 

financial crisis by monitoring and enforcing of 

mortgage credit underwriting standards, regulation of 

the mortgage markets, and an extensive systemic 

management approach.  Governments responded to 

the crisis through fiscal measures, central bank 

financing and bail-outs. The intensity of the principal 

and causal factors of the crisis through the mortgage 

markets and the overextending homes spilled over 

into the US financial markets through asset-backed 

securities. The spill overs extended into other 

financial markets on a global scale through banks 

with exposure to the US financial markets leading to 

massive selloffs, economic slowdowns, and 

downsizing.  The evolution of the financial crisis 

aligns with the development of the mortgage markets 

and expansion of the financial markets, with 

uncertainties ahead. In particular, the mortgage 

markets have evolved lacking federal regulatory 

oversight and government control indicative of these 

uncertainties. These uncertainties prompted regulators 

to establish Basel III in response to the financial 

crisis.  

Basel III introduces two new liquidity rules and 

increases the quality and quantity of capital with the 

purpose of ensuring financial stability by increasing 

the risk-coverage of bank’s capital for securitization, 

trading books, counterparty credit risk exposure, and 

off-balance sheet vehicles. The lapses of Basel III still 

remain in terms of the cost of implementation and if it 

would be able to accommodate another financial 

crisis in the future. The improved liquidity and capital 

rules will hit retail, corporate and investment banking. 

For example, new capital requirements come with a 

cost and the new liquidity requirements will reduce 

the chances of the earning yield of the banking sector. 

Capital requirements continue to be a reoccurring 

event pointing toward its evolution. The two liquidity 

rules under Basel III demonstrate the evolution of 

liquidity risks because as financial institutions 

become more complex, it becomes more difficult for 

banks to acquire liquid asset. These results, in the 

mismanagement of liquidity risk. A major problem of 

Basel III is its implementation time resulting in the 

surcharge of SIFIs and recalibration of risk-weight 

assets.  

It is clear that regulators will have learnt from 

experience by identifying the sources of incentives 
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that contributed to the crisis including the root-causes 

instead of relying on poor credit rating, or paying 

high bonuses for placing securitized loans. Regulators 

should examine the financial crisis from structural 

and cyclical contexts. From the structural context, 

regulators should establish stronger liquidity and 

capital requirements that are sufficiently broad in 

scope, and narrowing the definition of capital to 

include only loss-absorbing components such as 

common equity. From a cyclical context, regulators 

should avoid economic policies that assist credit 

expansion. Corrective measures include establishing a 

systemic risk overseer, enhancing cross-border 

corporation, and integrating micro and macro 

prudential frameworks. Central banks also have a 

responsibility to play in preventing another financial 

crisis by increasing policy interest rates to twinge 

asset bubbles, develop less-absorbing activities that 

will reduce tax burdens and excessive risks on 

financial institutions.  

Evidence points to the evolution of the financial 

system and international banking regulations in 

response to the financial crisis with the purpose of 

promoting both economic and financial stability. 

There still remain uncertainties ahead indicative of 

another financial crisis, which Basel III will not be 

able to accommodate because there is every chance 

that Basel III is not the end of the international 

regulatory reforms. Regulators may likely observe 

another Basel accords in the form of Basel 3.5, Basel 

4 or even higher in response to future financial crisis 

because the cause of the next financial crisis is 

uncertain. It is obvious that the financial system will 

continue to evolve to accommodate the changing 

complex and innovative financial products, which 

will justify the evolution of capital and liquidity 

requirements in response to the evolution of the 

financial crisis to maintain financial and economic 

stability in the long run.  

 

 

APPENDIX A 

 

The 2007-2007 Recession in Perspective 

 

 
 

 

 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

 

Panel A reveals that the 2007-2009 financial 

recessions was much worse than the average post-

World War II crisis. This does not come as a surprise 

because the other financial crisis did not have 

systemic financial crisis. Panel B compares the 

financial crisis in the US with those of other countries 

(Canada, France, Germany, Italy, Japan, and the 

United Kingdom). Panel B reveals that US sustained 

high declines in employment (-6.7) and investment (-

33.5). 
 

Source: Lee E. Ohanian ‘The Economic Crisis from a Neoclassical Perspective’ (2010) Journal of Economic 

Perspectives, 24, 45-66. 
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APPENDIX B 

 

Distinguishing between Tier 1 and Tier 2 

A. Capital Elements 

Tier 1 (a) Paid-up share capital/common stock 

(b) Disclosed reserves 

Tier 2 (a) Undisclosed reserves 

(b) Asset revaluation reserves 

(c) General provisions/general loan-loss reserves 

(d) Hybrid (debt/equity) capital requirements 

(e) Subordinated debt 

The sum of Tier 1 and Tier 2 element will be eligible for inclusion in the capital base, subject to the 

following limits. 

B. Limits and Restrictions 

(i) The total of Tier 2 (supplementary) elements will be limited to a maximum of 100% of the total of Tier 

1 elements; 

(ii) Subordinated term debt will be limited to a maximum of 50% of Tier 1 elements; 

(iii) Where general provisions/general loan-loss reserves include amounts reflecting lower valuations of 

asset or latent but unidentified losses present in the balance sheet, the amount of such provisions or reserves will 

be limited to a maximum of 1.25 percent points, or exceptionally and temporarily up to 2.0 percentage points, of 

risk assets; 

(iv) Asset revaluation reserves which take the form of latent gains on unrealized securities will be subject to 

a discount of 55%. 
Source: Basel Committee on Banking Supervision 'International Convergence of Capital Measurement and Capital 

Standards' (1988) BIS <http://www.bis.org/publ/bcbs04a.pdf> accessed 28 October 2013. 

 

APPENDIX C 

 

Difference between Basel I and Basel II Capital Requirements 

 

 
Source: Zoltan Sarkany ‘The New Basel III Rules and Recent Market Developments’ (2011) SSRN 

<http:ssrn.com/abstract=2155112> accessed 28 October 2013. 
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APPENDIX D 

 

Basel III Capital Standards 

 
Source: Huberto M. Ennis & David A Price ‘Basel III and the Continuing Evolution of Bank Capital Regulation’ 

(2011) THE FEDERAL RESERVE BANK OF RICHMOND < 

http://www.richmondfed.org/publications/research/economic_brief/2011/pdf/eb_11-06.pdf> accessed 28 October 2013. 

 

 

APPENDIX E 

 

Basel III Ratios and Deadlines 

 
Source: Karel Lannoo ‘The Forest of Basel III Has Too Many Trees’ (2011) CEPS < www.ceps.eu/ceps/dld/4186/pdf> 

accessed 28 October 2013 
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