
Basel III liquidity 
regulations and 
monetary policy 
transmission in 
Luxembourg
The Basel Committee on Banking Supervision has developed 
new regulatory standards for liquidity risk surveillance. A 
quantitative study, performed by two members of the Financial 
Stability Department at the Banque centrale du Luxembourg, 
assesses the potential impacts of the new regulation on the 
mechanism of monetary policy transmission in Luxembourg 1.

Building upon the lessons of 
the financial crisis in 2007-
2009, the Basel Committee on 
Banking Supervision (BCBS) 
suggests the introduction of 
the Liquidity Coverage Ratio 
(LCR) and the Net Stable 
Funding ratio (NSFR)2 within 
a new regulatory framework, 
Basel III. These new rules are 
expected to lead banks toward 
sounder liquidity management 
practices. The behavioural 
changes and balance sheet 
restructurings induced by 
these standards are likely 
to a!ect monetary policy 
transmission mechanism.

Monetary policy a!ects 
the real economy and, 
ultimately, the price level 
through di!erent channels. 
One channel through which 
a central bank can a!ect the 
real economy is the bank 

lending channel. This channel 
operates if, after a policy-
driven increase in short-term 
interest rates, banks are not 
able to compensate the 
reduction of core deposits 
with alternative sources of 
funding, requiring banks to sell 
assets and to constrain their 
credit supply. This is likely the 
case for banks characterised 
by either few liquid assets or 
insu"cient capital bu!ers, 
or for small banks with a 
worse prospect of accessing 
wholesale funding markets. 
Likewise, we evaluate if the 
LCR and NSFR are relevant 
drivers of the banks’ responses 
to monetary policy shocks.

This study makes use of bank 
level data from a sample of 
banks covering between 
82 and 100 percent of 
total assets of the banking 

sector in Luxembourg 
from 2003q1 to 2010q4.

Basel III liquidity 
standards

The LCR imposes a constraint 
on the short-run liquidity 
risk a bank is allowed to 
hold. This ratio requires that 
banks hold high-quality-
liquid-assets (HQLA) to meet 
liquidity needs over a 30-day 
time horizon under an acute 
liquidity stress scenario 2. 
Banks are induced to hold 
a higher stock of highly 
liquid low-risk securities (e.g. 
government bonds) and 
fewer short-term loans to 
financial institutions. This 
should reduce the impact 
of contractionary monetary 
policy shocks. The main 
focus of the LCR definition 
of liquidity needs is on 
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stable versus unstable 
deposit financing. Stable 
financing refers to deposits 
from counterparties that are 
expected to be una!ected 
during crises or are less 
likely to withdraw during 
turbulence periods because of 
their established relationship 
with the bank. Unstable 
sources of funding come 
from counterparties without 
operational relationship or 
sources that are more strongly 
a!ected by crises (e.g. deposits 
from monetary and financial 
institutions). Thus, one would 
expect that the LCR leads 
banks to rely less on the 
short-term market financing 
and on deposits from financial 
institutions, but more on 
retail and on non-financial 
corporate deposits. Unlike 
the expected restructuring of 
assets, the potential changes 
to the liability side should 
increase the reaction of the 
supply of loans to monetary 
policy developments.
The NSFR focuses on a bank’s 
maturity mismatch and 
creates “[…] incentives for 
banks to fund their activities 
with more stable sources 
of funding on an ongoing 
basis” 2. One would expect 
that the loan supply of those 
banks with a higher NSFR 
will be less responsive to 
monetary policy. Firstly, the 
higher the NSFR the larger 
a bank’s stable funding 
base which increases the 
resiliency to liquidity shocks. 
Additionally, a bank that 
exhibits a risk resulting from 
a larger maturity mismatch 
should face a higher 
external finance premium.

In the Luxembourg banking 
sector, the median of the LCR 

declined from a maximum 
of 80 percent in 2003q4 to 
a minimum of 30 percent 
in 2010. The median of the 
NSFR in Luxembourg was 
initially above 100 percent 
before 2005, but declined 
continuously until 2007q3 (i.e. 
the start of the liquidity crisis) 
to a level of 80 percent. It 
then recovered mainly due to 
reductions in the loan supply 
and capital increase. Given 
these estimated shortfalls 
in the LCR and NSFR, we 
expect potentially sizable 
modifications of banks’ 
balance sheets in order to 
comply with these ratios.

The impact on 
monetary policy 
transmission 

We find a small but 
statistically significant 
role for the bank lending 
channel in Luxembourg. The 
smallest banks that have 
relatively large maturity 
mismatches, as measured 
by the NSFR shortfall, are 
those that are most a!ected 
by contractionary monetary 
policy shocks (i.e. a reduction 
of total loans by 0.165 percent 
following an increase of 
one percentage point in the 
short-term interest rate). 
Specifically, big banks with a 
small NSFR-shortfall are able 
to increase their lending, by 
0.122 percent, following a 
policy-driven increase in the 
interest rate. This follows from 
the fact that Luxembourgish 
banks are intra-group liquidity 
providers. Further analysis 
indicates that the degree of 
liquidity of banks’ assets is not 
a relevant characteristic for 
the identification of the bank 
lending channel. However, 

small banks mainly funded 
through sources considered 
as unstable by the LCR, are 
better prepared to cushion 
monetary policy shocks 
than other small banks.

What complying 
with the LCR means

These results give us a hint 
on the potential e!ects that 
complying with the liquidity 
ratios may have on monetary 
policy transmission. Firstly, 
complying with the NSFR 
would reduce the importance 
of the bank lending channel 
in Luxembourg because 
banks would be better 
prepared to resist a monetary 
policy tightening. However, 
complying with the LCR 
would only reduce the 
relevance of this channel 
for banks with a small NSFR 
shortfall whilst it would 
increase for the others. The 
intuition is straight-forward 
given that a higher LCR 
shortfall is related to a larger 
funding base relative to the 
stock of HQLA. Thus, smaller 
LCR shortfalls would tend to 
reduce the funds available for 
feeding the growth of loans. 
Further, if banks are already 
lacking stable funding, the 
reaction of the loan supply to 
a monetary policy tightening 
should be stronger.

The historical bank level 
data might only provide 
limited information on the 
way that the LCR and NSFR 
would change monetary 
policy transmission, and the 
information is bound to be 
less correct the larger the 
impact of the regulations 
on banks’ balance sheets. 
We simulate balance 

sheets by maximising 
banks’ profits subject to the 
balance sheet constraints 
and the requirements of 
the new regulations. We 
use the simulated data to 
identify the bank lending 
channel as if the Basel III 
framework would have been 
implemented since 2003q1.

The outcome of the 
counterfactual exercise 
confirms the previous 
analysis and brings us to 
the general conclusion that, 
in Luxembourg, monetary 
policy transmission through 
the bank lending channel 
would be constrained 
after compliance with 
the new standards 3.
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