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Abstract
After the financial crisis of 2008-09, Basel Committee on Banking Supervision (BCBS) suggested implementing the Basel-III 

accord, which is expected to increase the banking sector's ability to absorb shocks arising from macro-economic conditions. 

Basel-III mainly emphasizes the need for additional capital besides maintenance of liquidity and leverage ratios. The additional 

capital required will result in banks incurring an additional cost. Keeping this in mind, this study attempts to assess whether 

implementation of the Basel-III accord would yield the expected benefits.

This study quantifies the cost of Basel-III accord implementation to be incurred by Indian banks and macro-economic benefits 

expected to be derived from its implementation.
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Introduction
After the Herstatt Bank incident of 1974, G10 countries formed the Basel Committee on Banking Supervision (BCBS) under the 

sponsorship of Bank for International Settlements (BIS). The committee introduced the Basel-I regulation in 1988, which was 

mainly based on management of credit risk. However, the 'one-size-fits-all' kind of approach of this accord failed to keep pace 

with banking innovations and gradually rendered it less effective and obsolete. In 2004, the Basel-II accord was introduced; this 

included market risk and operational risk in addition to credit risk, and was expected to prevent the banking system from the 

possible thrusts. However, the financial crisis of 2008-09, which severely impacted the global economy, proved this to be 

wrong. In 2010, the Basel Committee recommended the Basel-III accord, which is considered to be more effective than the 

earlier two accords. Basel-III is expected to provide sufficient liquidity while enhancing the banking system's shock absorbing 

capacity. The major recommendations made by Reserve Bank of India (RBI) under Basel-III for Indian banks are as follows:

(1) Enhancement of the Common Equity Tier-1 (CET-1) capital to 5.5 percent; introduction of Additional Tier-1 as 1.5 

percent.

(2) Introduction of Capital Conservation Buffer (CCB) as 2.5 percent of Risk Weighted Assets (RWAs).

(3) Introduction of Counter Cyclical Buffer in the range of 0-2.5 percent based on country specific economic triggers.

(4) Leverage Ratio i.e. Ratio of Tier-1 capital to off- and on-balance sheet exposure to be maintained at a minimum of 3 

percent. 

(5) Long term liquidity ratio i.e. Net Stable Funding Ratio (NSFR) and Short term liquidity ratio i.e. Liquidity Coverage Ratio 

(LCR) to be maintained at 100 percent.

Research Gap
Review of literature reveals that most of the earlier research primarily covers developed countries. A number of studies have 

assumed that cost of additional capital will be passed on to prospective customers by raising the price of loan products. In this 

study, the expected rate of return on investment is considered as the cost of capital and accordingly, the total cost for raising 

additional capital has been computed. Some research work has been carried out to compute the cost-benefit analysis for 

Indian banks with respect to Basel-III implementation. However, the study doesn't quantify the amount in numerical terms. 

Since Basel-III regulations are yet to be implemented fully in India, it's important to study the associated costs and probable 

benefits of its implementation.

Methodology
Data available from the Basel-III disclosures made by 41 banks (both private and public sector banks) for the year 2016 has 

been considered as the base. Indian banks are required to achieve the Common Equity Tier-1 (CET-1), Tier-1 and Total Capital 

ratio of 5.5 percent, 7 percent and 9.5 percent of Risk Weighted Assets (RWAs) respectively besides maintaining Capital 

Conservation Buffer at 2.5 percent. Assuming per annum growth of 16 percent for RWAs, the required amount of CET-1, Tier-1 

and Total Capital by year 2019 has been computed. The difference between presently available amount of CET-1, Tier-1 and 

Total Capital and required amount by 2019 was taken as additionally required capital by Indian Banks by 2019.

The benefits are computed on the basis of prevention in fall of Gross Domestic Product (GDP) due to presence of Basel-III 

regulations by 2019. As per a study conducted by International Monitory Fund (IMF) in 2009, the effect of a financial crisis lasts 

for 7 years; for the first five years, the fall in GDP is 10 percent each year and for the next 2 years, the fall in GDP is 2.5 percent. 

Accordingly, the level of GDP for the year 2017 was considered as the base, which is expected to grow at 8 percent per annum in 

the absence of any financial crises. However, in case of a financial crisis, it may lose the growth opportunity while experiencing 

a downfall as per the study conducted by IMF. 

A comparison was made in numerical terms between the additional capital required to comply with Basel-III regulations and 

the possible opportunity loss for future years in case of a financial crisis occurring in the year 2017. Similarly a comparison was 

made between the present values of additional capital required and possible future loss in GDP.

Findings
The additional cost to comply with Basel-III computed from the above-mentioned methodology is INR 5.5 trillion and its 

present value is INR 4.7 trillion whereas total loss in GDP for the next seven years is INR 53.36 trillion and its present value is 

INR 45.9 trillion. If we consider the opportunity loss as well, the total loss in GDP for the next seven years due to financial crisis 

is INR 585.64 trillion and its present value is INR 436.08 trillion. Thus, implementation of Basel-III regulations is quite justifiable 

in terms of associated costs and benefits expected to be derived.

Applicability of Basel-Iii Accord In Context To The Indian Economy
Compliance with Basel-III norms is expected to reduce the possibility and severity of a financial crisis on the banking industry 

and enhance financial stability of the system. India needs a robust banking system as it is one of the fastest growing economies 

of the world. A well-functioning and efficient banking system is the basic need for the accomplishment of the recent initiatives 

of the government of India including financial inclusion, Direct Benefit Transfer (DBT), etc. Compliance with globally accepted 

standards will help Indian banks to remain competitive at the international level. Suggested guidelines under Basel-III such as 

maintaining a specified amount of shock absorbing capital, ensuring sufficient liquidity and control over excessive debt build-

up during boom periods, etc. will enable the Indian banking system to withstand a major crisis, if any, in future.

The Indian banking system is presently facing an excessive pile up of Non-Performing Assets (NPAs) amounting to 

approximately INR 10.36 trillion. Compliance with globally accepted Basel-III regulations would not only keep the lending 

activities under strict control, but also serve the purpose of capital conservation. These regulations are expected to provide 

micro level resilience to individual banks in the time of stress, and being pro-cyclical in nature on the macroeconomic front, 

they will address system-wide risks.

Conclusion
It is evident from the information presented that benefits to be derived from implementation of Basel-III regulations outweigh 

the associated costs of implementation of these regulations. Thus, the implementation of Basel-III accord is justifiable in the 

given circumstances. However, as a promoter of Public Sector Banks (PSBs), the Government of India (GOI) may find it difficult 

to provide capital for all the PSBs. As a logical measure, the GOI may decide to dilute its equity holding through various 

measures and infuse capital to the extent of its shareholding post equity dilution. The option of consolidation of a few weaker 

banks with larger and stronger banks in terms of capital can also be explored.
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