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Capital

• Capital is a key ingredient for safe and sound banks.

• Banks take on risks and may suffer losses if the risks materialise. To stay safe and protect deposits, banks
have to be able to absorb such losses. That’s what bank capital is used for.

• How much capital should a bank hold? The answer lies in the risks it takes.

The bigger the risks, the more capital it needs.

• It’s essential that banks continuously assess the risks they are exposed to and the losses they may incur.

• Their assessments are checked and challenged by banking supervisors.

• Supervisors are responsible for monitoring banks’ financial health, and checking their capital levels
is an important part of this.

Source: SSM website
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Capital

Three main questions:

• What is bank capital?

• How does it keep banks safe?

• And what are the levels of capital banks need to hold?
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Capital: What is capital?

What is capital?

• Capital is the money that a bank has obtained from its shareholders and other investors and any profit 
that it has made and not paid out. 

• If a bank wants to expand its capital base, it can do so for example by issuing more shares or retaining 
profits, rather than paying them out as dividends to shareholders.

• Every bank has two sources of funds: capital and debt. Debt is the money that it has borrowed from its 
lenders and will have to pay back. Debt includes among other things deposits from customers, debt 
securities issued and loans taken out by the bank.

• Funds from these two sources are employed by the bank in a number of ways, for example to give loans 
to customers or to make other investments. These loans and other investments are the bank’s assets, 
along with funds that are held as cash.
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Capital: What is capital?



Banking – Ana Lacerda – Fall 2024

Capital: How does capital keep banks safe?

How does capital keep banks 
safe?

• Capital acts like a financial 
cushion against losses. 

• If many borrowers are 
suddenly unable to pay back 
their loans, or some of the 
bank’s investments fall in 
value, the bank will make a 
loss and without a capital 
cushion might even go 
bankrupt. 

• However, if it has a solid 
capital base, it will use it to 
absorb the loss and continue 
to operate and serve its 
customers.
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Capital: How much capital do banks need to hold?

How much capital do banks need to hold? 

In European banking supervision, the capital requirements for a bank consist of three main elements:

• minimum capital requirements, known as Pillar 1 requirements

• an additional capital requirement, known as the Pillar 2 requirement

• buffer requirements

In addition to these three sets of capital requirements, supervisors expect banks to reserve certain 
amounts of capital for times of stress - >  Pillar 2 guidance.

On top of the amounts regulators and supervisors demand, banks are expected to determine themselves 
how much capital they need to be able to sustainably follow their business models.
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Capital: How much capital do banks need to hold?

Pillar 1 requirements

• All banks under European banking supervision have to comply with the European law that sets the 
minimum total capital requirement (called Pillar 1 requirement) at 8% of banks’ risk-weighted assets. 

Risk Weighted Assets

Total Capital

≥   8%

Mininum Capital 
Required

Regulatory Asset 
Base (Credit + Market + Operational risks) 

Sub components:       Common Equity Tier 1 ratio   ≥    4,5%                Tier 1 ratio ≥   6,0% 
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A streamline of the components of regulatory capital 

Capital: How much capital do banks need to hold?

Category
Tier 1

Tier 2
CET1 AT1

Composition
Common shares, retained 

earnings, reserves
Perpetual hybrid instruments

Subordinated debt, other 

hybrid instruments

Loss Absorption
First line of defense in 

absorbing losses

Absorbs losses after CET1, may 

convert to equity or be written 

down

Absorbs losses after Tier 1 

capital is exhausted (during 

liquidation)

Permanence
Permanent, does not require 

repayment

Perpetual, but can have callable 

features or canceled coupons

Less permanent, often with a 

set maturity (e.g., 5-10 years)

Risk Highest risk for investors
Lower risk for investors 

compared to CET1

Lower risk for investors 

compared to Tier1

Dividends/Coupons
Dividends on common stock 

are entirely discretionary

Coupon payments can be 

canceled in distress

Fixed interest payments, but 

can be deferred in certain 

circumstances
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Components of regulatory capital 

Capital: How much capital do banks need to hold?

www.bis.org/fsi/fsisummaries/defcap_b3.pdf

http://www.bis.org/fsi/fsisummaries/defcap_b3.pdf
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CGD (www.cgd.pt/English/Investor-Relations/Financial-Information/CGD/2021/Documents/Annual-Report-CGD-2021.pdf) 

Capital: How much capital do banks need to hold?

Example (I)

http://www.cgd.pt/English/Investor-Relations/Financial-Information/CGD/2021/Documents/Annual-Report-CGD-2021.pdf
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Capital: How much capital do banks need to hold?

Santander 

Example (II)
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Capital: How much capital do banks need to hold?

The denominator:

What are risk-weighted assets? 

• They are the total assets a bank has, multiplied by their respective risk factors (risk weights). Risk factors 
reflect how risky a certain asset type is perceived to be. The less risky an asset, the lower its risk-weighted 
asset amount and the less capital a bank needs to hold to cover for it. 

• For example, a mortgage loan that is secured with collateral (a flat or a house) is less risky – has a lower 
risk factor – than a loan that is unsecured. As a result, a bank needs to hold less capital to cover for such a 
mortgage loan than it does to cover for an unsecured loan.
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Capital: How much capital do banks need to hold?

The denominator:



Regulatory  

Capital

‘Accounting’
Equity

Source: Santander 2018 Annual report.

The numerator:

• Basel III provides for a comprehensive list of 
regulatory adjustments and deductions from 
regulatory capital. 

• These deductions typically address the high 
degree of uncertainty that these items have a 
positive realisable value in periods of stress and 
are mostly applied to CET1. 

• Important deductions are goodwill and other 
intangible assets, deferred tax assets and 
investments in other financial entities

Capital: How much capital do banks need to hold?

Banking – Ana Lacerda – Fall 2024
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Capital: How much capital do banks need to hold?

Pillar 2 requirements 

• Additional capital requirement set by supervisors. 

• Supervisors from the ECB and the supervisory authorities of participating countries look at individual 
banks in detail and assess the risks that each of them is exposed to. 

• They do this via an annual Supervisory Review and Evaluation Process (SREP). 

• If the supervisors conclude that the bank’s risks are not sufficiently covered by minimum capital 
requirements, they ask it to hold additional capital.

• Both minimum and additional capital requirements are binding and there are legal consequences if they 
are not adhered to. These consequences depend on how serious the breach is - if the breach is very 
serious, the bank may lose its banking licence.
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Capital: How much capital do banks need to hold?

Buffer requirements [macroprudential instruments]

The third capital requirement for banks is that they have additional buffers for different purposes (for general 
conservation of capital and against cyclical and non-cyclical systemic risk).

SYSTEMIC RISK BUFFER G-SII BUFFER
O-SII BUFFER

 

COUNTERCYCLICAL 
BUFFER

CONSERVATION BUFFER

https://www.esrb.europa.eu/national_policy/capital/html/index.en.html Source: ESRB website
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Capital: How much capital do banks need to hold?

Capital conservation buffer

• The capital conservation buffer (CCoB) is a capital buffer 
amounting to 2.5% of a bank’s total exposures. It must be 
made up of Common Equity Tier 1 capital. 

• This buffer is in addition to the 4.5% minimum requirement 
for Common Equity Tier 1 capital. 

• Its objective is to conserve a bank’s capital. If a bank’s CCoB
falls below 2.5%, automatic safeguards apply which limit 
the amount of dividend and bonus payments the bank can 
make.

• CCoB rates are updated on a monthly basis.
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Capital: How much capital do banks need to hold?

Countercyclical capital buffer

• The countercyclical capital buffer (CCyB) is designed to 
counter procyclicality in the financial system. 

• When cyclical systemic risk is judged to be increasing, 
institutions should accumulate capital to create buffers 
that strengthen the resilience of the banking sector 
during periods of stress when losses materialise. 

• This will help maintain the supply of credit to the 
economy and dampen the downswing of the financial 
cycle. 

• The CCyB can also help dampen excessive credit growth 
during the upswing of the financial cycle.
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Capital: How much capital do banks need to hold?

Systemically important institutions

• Global systemically important institutions (G-SIIs) and, 
subject to national discretion, other systemically 
important institutions (O-SIIs) must fulfil 
supplementary requirements concerning the amount 
of Common Equity Tier 1 capital they must hold as a 
buffer. 

• These buffers aim to address the potential negative 
effects that these institutions might have on the 
international or domestic financial system if they were 
to fail.

• The European Banking Authority has drafted technical 
standards and guidelines for identifying G-SIIs and O-
SIIs.

(…)
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Capital: How much capital do banks need to hold?

Systemic risk buffer

• The systemic risk buffer (SyRB) aims to address systemic 
risks that are not covered by the Capital Requirements 
Regulation or by the CCyB or the G-SII/O-SII buffers. 

• The level of the SyRB may vary across institutions or sets of 
institutions as well as across subsets of exposures. There is 
no maximum limit for this buffer. 

• Depending on its proposed level and the potential impact 
on other Member States, however, authorisation from the 
European Commission may be required.

• SyRB rates are updated monthly
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Capital: How much capital do banks need to hold?



A simple, transparent, non-risk based leverage ratio to act as a credible 
supplementary measure to the risk-based capital requirements

• Intends to limit model risk and errors on RWA calculation

• Simple and comparable among financial institutions

• Imposes a capital requirement => Maximum Tier1 capital to assets
ratio

LEVERAGE  

RATIO

Tier 1 Capital

Total Assets +

Off Balance Sheet
items

≥ 3%

Implied assumption 
is that, when 
exposure exceeds 
33 times the 
capital, either risk 
models are under-
measuring risk or
there is an
unacceptable level 
of systemic risk in 
the system

Leverage ratio

Banking – Ana Lacerda – Fall 2024
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CGD (www.cgd.pt/English/Investor-Relations/Financial-Information/CGD/2021/Documents/Annual-Report-CGD-2021.pdf) 

Capital: How much capital do banks need to hold?

Example (I)

http://www.cgd.pt/English/Investor-Relations/Financial-Information/CGD/2021/Documents/Annual-Report-CGD-2021.pdf
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Capital
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31 March 2020
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05 Sep 2022 
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27 October 2021

https://www.consilium.europa.eu/en/press/press-
releases/2023/06/27/banking-sector-provisional-agreement-reached-
on-the-implementation-of-basel-iii-reforms/

https://www.consilium.europa.eu/en/press/press-releases/2023/06/27/banking-sector-provisional-agreement-reached-on-the-implementation-of-basel-iii-reforms/
https://www.consilium.europa.eu/en/press/press-releases/2023/06/27/banking-sector-provisional-agreement-reached-on-the-implementation-of-basel-iii-reforms/
https://www.consilium.europa.eu/en/press/press-releases/2023/06/27/banking-sector-provisional-agreement-reached-on-the-implementation-of-basel-iii-reforms/


Liquidity: Funding Liquidity and Risk Exposure

• Unexpected change in the liquidity position of the bank

• Inability to fund increases in assets and meet obligations as they come due

• Inability to meet short term financial liabilities without a loss

Funding  

Liquidity 

&

Liquidity 

Risk 
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Every bank has its own expectation of liquidity position change (cash flow from operations):

• expected deposit withdrawals less new deposits;

• expected usage of credit lines less repayments;

• loan repayments less new loans granted (new loans are a bank decision, not exactly an

expectation);

• changes due to bond maturity (bonds can be investments in assets or funding in liabilities,

with opposite impact on liquidity on maturity);

• payments and receivables due to normal banking operations (interests, fees, salaries,

suppliers, taxes, dividends…).

Liquidity: Normal Flow 
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Liquidity: Origins

Liquidity risk may have an asset origin or a liability origin:

• When a depositor ask for the withdrawal of her funds

• When a market funding line is not rolled-over.

• When a customer withdraws from her credit line

• Lack of loan payment in due date

• When a loan is rolled-over

Managing liquidity is a normal banking operation, but it can be really dramatic in a more extreme situation.

• The bank run is the biggest nightmare. It can quickly lead to insolvency through the uncontrolled sale of
assets.

• The run is often simultaneous in assets and liabilities (including margin calls in off-balance sheet
derivatives) making the problem even more serious.

Liability  
side

Asset  
side
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Maturity Gap:

 

An example



Funding gap

Deposits

Loans

Stored 

Liquidity

Financing 

requirements

Other assets Stable Funds

Purchased  

liquidity

Stable funds

…This is the target financing structure of the bank. It is a strategic decision. The
funding gap may not even exist….

Funding Structure: how to close the gap?
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Cash

Deposits at ECB

MM lending

T-Bonds

Corporate bonds

Stocks R
e

tu
rn

L
iq

u
id

ity

Equity

Bonds

More expensive

Shorter maturity

Stored Liquidity Stable Funds

Purchased Liquidity

Repo funding

Open Market oper.

From banks, secured

Repo from Central Bank

MM funding From banks, unsecured

Discount window Loan from Central Bank

Funding strategy: components

Banks borrow money to 
deal with liquidity risk

Banks use 
their assets 
to deal with 
liquidity risk
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• Matched book (easier said than done…)

• Marketing - try to convince clients to adapt the time  profile of the instruments as suitable for

the bank

• Hold a very significant proportion of assets in the form of very liquid instruments, finance by stable
funding – a safe  and costly solution

• Purchase liquidity when needed

• Purchase liquidity when the need is expected

Liquidity management: how to close the gap
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• Internal contribution of liquidity risk
• Segregation of duties
• IT systems and processes

Principles Recommendations

Functional governance

and mechanism

• Approval of liquidity strategy by Board
• Awareness of liquidity risk
• Liquidity risk due to documentation risk
• Disclosure of adequate information

Awareness sharing

• Collateral management
• Cash and collateral intraday management systemsCollateral management

• Liquidity-generating capacity
• Factors for netting arrangements
• Intraday liquidity management
• Short-term liquidity within structural liquidity risk
• Cash flow planning
• Monitoring of funding sources

Active management under  
normal conditions

• Liquidity stress tests
• Contingency plans
• Liquidity buffers

Risk measurement: metrics 
under extreme conditions

Funding strategy: Key pillars (regulatory approach)
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• Define clear processes and responsibilities in case of a liquidity crisis

• Define liquidity generating measures

• Minimize delays caused by legal and operational restraints

Contingency  
funding plan

• Fast liquidity generating capability, when other funding sources are not

available

• Toconsist of cash and other highly liquid assets

• Enable institution to weather liquidity stress during its defined “survival period”

Liquidity  
buffer

• Extreme, but plausible stress scenarios

• Cash flow projection under stressed market – and funding liquidity (with varying
degrees of severity)

• Reporting and application of results

Liquidity  
stress tests

Risk measurement: metrics under extreme conditions

Regulatory recommended approach

Funding strategy: stress testing
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• Banks must maintain an adequate level of high-quality assets to meet liquidity  needs for a
30-day time horizon under an acute stress scenario

• Stress scenario = idiosyncratic factors + systematic factors (asset / run-off factors)

Global 

concept

Liquidity Ratio: Liquidity Coverage Ratio
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• Minimum acceptable amount of stable funding based on the liquidity characteristics of a
bank’s assets and activities over a 1-year horizon

• “Stable funding”: those types of equity and liabilities expected to be
reliable sources of funds under an extended stress 1-year scenario

• Goal: promote medium to long term funding in order to reduce incentives for short-term
wholesale funding

Liquidity Ratios: Net Stable Funding Ratio

Banking – Ana Lacerda – Fall 2024

Global 

concept



Liquidity Coverage Ratio

LCR

Stock of high quality  

liquid assets

Net cash outflows 

over 30-day horizon

Net Stable Funding Ratio

NSFR

Available amount of  

stable funding

Required amount of 

stable funding

• Level of liquidity buffer to be held to
cover short-term funding gaps under
severe liquidity stress

• Strengthen medium-to long-term 
liquidity profile

Goal

Concept

Perspective

• Strengthen short-term
liquidity profile

• Cash flow

Time
horizon

• 30 days

• Minimum acceptable amount of stable 
funding in an  extended firm-specific 
stress scenario

• Balance sheet

Predefined stressscenario

• 1 year

Note: When LCR is not met, including during times of stress, the bank must report daily and submit a plan for the timely restoration of required level.

Liquidity ratios: comparison
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Capital and liquidity
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