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In Q1 2013, when US regulators began implementing guidelines proposed by the Basel Committee 
on Bank Supervision (BCBS) at the Bank of International Settlements in response to the 2007–
2009 financial crisis, large bank holding companies (BHCs) began readjusting their holdings of 
various asset classes.1 They may have done so because the BCBS’s revised guidelines (known as 
Basel III), among other things, called for increasing risk-based capital requirements to further 
reduce the risk of bank insolvency and introduced new liquidity rules to encourage greater liquid 
asset holdings.

Risk-based capital requirements vary across asset classes. Commercial loans have the highest capi-
tal requirements, loans such as mortgages have lower capital requirements, and reserves and US 
Treasury securities (US Treasuries) have no capital requirements. One traditional problem with 
risk weighting arises because the simplest risk weights require all assets with the same classifica-
tion, such as commercial loans or mortgages, to have the same capital, thereby implying that they 
are equally risky, when the underlying risks may differ. And the more complex risk weights used 
by the largest advanced approaches BHCs (which tend to have at least $250 billion in total assets) 
may still be inaccurate despite their complexity.2

It remains to be seen whether the US Basel III guidelines have improved the practice of risk 
weighting. But after the US implementation of the capital and liquidity guidelines, advanced 
approaches BHCs increased their loan shares but by a much smaller amount than did other large 
BHCs in the United States with at least $10 billion in total assets. One implication of these find-
ings is that the risk weighting of loans could have discouraged advanced approaches BHCs in the 
United States from expanding their lending further.
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HOW BASEL CAPITAL REGULATIONS DISFAVOR LOANS
In a recent policy brief, I discuss how the implementation of the Basel III capital and liquidity 
rules in the United States could have encouraged holdings of assets with no capital requirements 
that were also favored by liquidity rules, such as excess reserves and US Treasuries.3 In that policy 
brief, table 1 and the discussion of its contents illustrate how a bank might substitute between 
commercial loans, which have the highest risk weights, and reserves and US Treasuries, which 
have risk weights equal to zero, if the minimum risk-based capital requirement increases as hap-
pened beginning in Q1 2013. Because loans tend to have the highest risk weights and their illiquid 
nature means holdings cannot be used to satisfy liquidity regulations, the US implementation of 
Basel III meant loans were disfavored by these regulatory changes.

Empirically, figure 1 depicts the ratio of loans and leases, net of allowances for loan and lease 
losses, to total assets for (a) the largest advanced approaches BHCs, which were subjected to the 
most stringent capital and liquidity standards, and (b) other large BHCs that were subjected to 
less stringent standards. During the period sampled in the figure, the share of net loans and leases 
for the largest advanced approaches BHCs rises from about 28.5 percent in Q4 2012—just before 
the proposed US Basel III capital rules were unveiled—to 30.3 percent by the end of the period. 
For other large BHCs, the share rises from 59.7 percent in Q4 2012 to more than 67.5 percent by 
the end of the period. A simple calculation of the differences between the Q4 2012 and the end-
of-period average share for each bank group suggests that Basel III capital and liquidity regula-
tions could have resulted in advanced approaches BHCs having about a 6 percentage point (i.e., 
30.3 − 28.5 − (67.5 − 59.7)) smaller share of loans.

Figure 1. Average Ratio of Net Loans and Leases to Total Assets for US BHCs, Q2 2012–Q4 2018
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Note: This figure depicts the ratio of net loans and leases to total assets for BHCs with at least $10 billion in total assets. BHC = bank holding 
company. To measure the share of net loans and leases, I divide the difference between loans and leases net of unearned income, bhckb528, and 
allowance for loan and lease losses, bhck3123, by BHC total assets, bhck2170.
Source: Schedule HC of the Chicago Federal Reserve Call Report Form Y-9C, available from “Wharton Research Data Services,” Wharton School, 
University of Pennsylvania, accessed April 21, 2020, https://wrds-web.wharton.upenn.edu/wrds/.

https://wrds-web.wharton.upenn.edu/wrds/
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One explanation for this finding is that risk-based capital requirements, when they bind, cause 
banks to substitute away from higher-risk-weight assets, such as loans, and toward lower-risk-
weight assets, such as reserves and US Treasuries. Also, this result could reflect the combined 
effects of the new risk-based capital and liquidity requirements, each of which favor holding 
reserves and US Treasuries and disfavor holding loans. That said, the role of risk-based capital is 
evident from the fact that most of the relatively smaller share of loans for the advanced approaches 
banks comes from the highest-risk-weight loan category.

LOANS WITH THE HIGHEST CAPITAL REQUIREMENTS WERE AFFECTED MOST
To show that loans with the highest capital requirements were affected most, figure 2 depicts the 
ratio of 100 percent risk-weight loans, meaning those that require at least the full 8 percent mini-
mum Tier 1 and Tier 2 capital to risk-weighted assets or more for every dollar of the asset held. 
Commercial and industrial loans are included in this category. During the sample period, the share 
of net loans and leases for the largest advanced approaches BHCs rises from about 19.8 percent 
in Q4 2012, just before the proposed US Basel III capital rules were unveiled, to 20.8 percent by 
the end of the period. For other large BHCs, the share rises from 46.8 percent in Q4 2012 to about 
52.5 percent by the end of the period. A simple calculation of the differences between the Q4 2012 

Figure 2. Average Ratio of 100 Percent Risk-Weight Loans to Total Assets for US BHCs, Q2 2012–
Q4 2018
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Note: This figure depicts the average ratio of 100 percent and 150 percent risk-weight loans to BHC total assets, bhck2170, for BHCs with at 
least $10 billion in total assets. Before Q1 2015, 100 percent risk-weight loans are measured as 100 percent risk-weight loans and leases, net 
of unearned income, bhc9b528. From Q1 2015, 100 percent risk-weight loans are computed as the sum of 100 percent risk weight residential 
mortgage exposures, bhcks443; 100 percent and 150 percent high-volatility commercial real estate exposures, bhckh182 and bhcks447, 
respectively; 100 percent and 150 percent exposures past due 90 days or more or on nonaccrual, bhcks454 and bhcks455, respectively; and 100 
percent and 150 percent all other exposures, bhcks462 and bhcks463, respectively. BHC = bank holding company.
Source: Schedules HC and HC-R, part II, of the Chicago Federal Reserve Call Report Form Y-9C, available from “Wharton Research Data 
Services,” Wharton School, University of Pennsylvania.
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and the end-of-period average share for 100 percent risk-weight loans implies that advanced-
approaches BHCs had about a 4.7 percentage point (i.e., 20.8 − 19.8 − (52.5 − 46.8)) smaller share 
of loans with the 100 percent or higher risk weight. The 50 percent risk-weight category was 
affected to a lesser extent.

To show this lesser effect, figure 3 depicts the ratio of 50 percent risk-weight loans, meaning 
those that require at least 4 percent minimum Tier 1 and Tier 2 capital to risk-weighted assets 
for every dollar of the asset held. Mortgages are a predominant source of such loans. During the 
sample period, the share of 50 percent risk-weight loans for the largest advanced approaches 
BHCs rises from about 5.4 percent in Q4 2012, just before the proposed US Basel III capital rules 
were unveiled, to 6.2 percent by the end of the period. For other large BHCs, the share rises from 
11.3 percent in Q4 2012 to about 14 percent by the end of the period. A simple calculation of the 
differences between the Q4 2012 and the end-of-period average share for 50 percent risk-weight 
loans implies that advanced approaches BHCs had about a 1.9 percentage point (i.e, 6.2 − 5.4 − 
(14.0 − 11.3)) smaller share of loans with the 50 percent risk weight.

Figure 3. Average Ratio of 50 Percent Risk-Weight Loans to Total Assets for US BHCs, Q2 2012–
Q4 2018
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Note: This figure depicts the average share of 50 percent risk-weight loans to BHC total assets, bhck2170, for BHCs with at least $10 billion in 
total assets. Before Q1 2015, 50 percent risk-weight loans are measured as 50 percent risk-weight loans and leases, net of unearned income, 
bhc5b528. Starting in Q1 2015, 50 percent risk-weight loans are computed as the sum of 50 percent risk-weight residential mortgage exposures, 
bhcks442; 50 percent high-volatility commercial real estate exposures, bhckh181; 50 percent exposures past due 90 days or more or on 
nonaccrual, bhcks453; and 50 percent all other exposures, bhcks461. BHC = bank holding company.
Source: Schedules HC and HC-R, part II, of the Chicago Federal Reserve Call Report Form Y-9C, available from “Wharton Research Data 
Services,” Wharton School, University of Pennsylvania.
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CONCLUSION
Bank capital regulation, if done properly, can address the too-big-to-fail problem by making it 
less likely that a bank will become insolvent. It took 25 years to get from the US Basel I standards, 
which were unveiled in 1988, to US Basel III standards, which were unveiled in 2013. The process 
has involved considerable trial and error that has greatly complicated regulatory capital guidelines 
and created distortions on bank balance sheets. A simpler, alternative approach would increase 
the equity-to-asset leverage ratio.4 Doing so would eliminate the distortions to the assets’ portfo-
lio created by risk-based capital requirements while addressing concerns about bank insolvency.
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NOTES
1. For the full discussion, see Stephen Matteo Miller and Blake Hoarty, “On Regulation and Excess Reserves: The Case of

Basel III” (Mercatus Working Paper, Mercatus Center at George Mason University, Arlington, VA, July 2020).

2. This discussion focuses on so-called advanced approaches BHCs, which tend to have at least $250 billion in total
assets or considerable foreign exposures or elect to be classified that way. The list includes Bank of America, Bank of
New York Mellon, Citigroup, Goldman Sachs, JPMorgan Chase, Morgan Stanley, Northern Trust, State Street Corpora-
tion, U.S. Bancorp, and Wells Fargo.

3. Stephen Matteo Miller, “Large Bank Holding Company Capital Ratios before and after Basel III” (Mercatus Policy Brief,
Mercatus Center at George Mason University, Arlington, VA, June 2021).

4. For a discussion, see James R. Barth and Stephen Matteo Miller, “Yes, the Benefits of a Higher Leverage Ratio Can
Exceed the Costs” (Mercatus on Policy, Mercatus Center at George Mason University, Arlington, VA, April 2018).
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