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Abstract 

The capital adequacy ratio is important from the solvency point of view of the banks and their safety from 
unexpected events which arise as a result of the liquidity and credit risks that banks are exposed daily. 
National bank regulators are responsible to set capital adequacy requirements while international 
mandate is given to the Bank for International Settlement. The study covers Kosovo as one of the Western 
Balkan countries and examined the capital adequacy ratios and compliance of capital legislation with the 
Bank for International Settlement requirements. The study uses data from central banks and international 
monetary fund covering the 2010-2018 period for 10 banks. Legal capital requirements are as of the end 
of 2019. The results of the study show that the banking system is well-capitalized and capital ratios are 
above the national and the BIS capital requirements, proving healthy banking system from the capital 
adequacy perspective.  
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Introduction 

The project aims to closely examine the capital adequacy and adequacy ratios in Kosovo with 
respect to capital standards set by the national and international authorities. Banking institutions 
established mainly by the private capital, operating in the financial market as the intermediary 
financial entities, are oriented towards maximization of their profits having into consideration 
the regulatory and supervisory objective of depositors' interests safety.  

Banking system over the last two decades has faced a lot of changes in Europe and in countries 
which are under the process of transition. In the process of transition, banks have to perform and 
carry out its operations in compliance with domestic and international regulatory (credit, capital, 
liquidity) requirements. Furthermore, the banking system is an important system having in mind 
potential bad consequences not only for the financial system soundness but the parallel impact 
in the economic growth of a country. Central banks and/or agencies in charge of supervision and 
regulation of financial institutions with the aim of maintaining financial stability are in charge of 
adoption of sound banking prudential regulations, licensing process and supervision tasks. 

Requirements of capital adequacy quickly became the primary objective of the Basel Committee 
after the establishments for the supervision of active banks operating internationally. BIS 
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regulations on capital adequacy standards are recognized as Basel I, Basel II and Basel III as the 
newest standard.  

To continue further, per capita GDP in the Western Balkan countries is on average just 1/4 of 
the level in the richest EU members in Western Europe. Kosovo over the last decade has 
experienced stable GDP growth being member of the Western Balkan region and classified as 
an upper-middle-income country. The country is one of the four countries in Europe to 
experience growth in every year since commencement of the global financial crisis in 2008.  

Kosovo is recognized by European Union as a potential candidate country. The Stabilization 
Association Agreement among Kosovo and EU has entered into force since April 2016. Even 
though over the past decade Kosovo has surpassed, its neighbor countries with results regarding 
economic growth, the employment rate was not sufficiently improved especially for women and 
youth. The impact of remittances is crucial on economic growth, as it has the potential to fuel 
domestic consumption, however lately the model has changed and focused further on growth 
considering investment area and export activities.  

After financial crisis, the Kosovo economic growth has improved and increased persistently 
beyond average of the Western Balkan countries. In 2018, GDP per capita increased from US 
$1,088 in 2000 to the US $4,312. . By year-end nonperforming loans (NPLs) were down to 
2.7% of total loans. Improved market conditions and lower interest rates again spurred growth 
in private credit, by 10.8%. Loans to households grew by 11.2%, and deposits grew by 8.7%. 
The financial sector in Kosovo is considered as healthy prevailed by the banking sector, Banks 
indicators show well-capitalized and profitable activities, reflecting high capital adequacy ratios 
and very low level of nonperforming loans which was at 2.5% in February 2019. Credit and 
deposits have pursued growth, reaching a year-on-year increase of 1% and 11.9%, respectively, 
at the end of August 2019. Consequently, the purpose of the study is to research national capital 
adequacy legislation and capital ratios and compare with international capital adequacy 
standards. 

Literature Review 

The topic of capital adequacy has attracted and raised many interests within financial 
stakeholders while the reasons behind the adoption and implementation of capital adequacy by 
national regulators and/or international bank regulators have not been examined in the literature 
in a satisfying level.  

Shrieves and Dahl (1999) and Aggarwal and Jacques (2001) argue that the structure and size of 
bank assets respond differently when facing multiple obligatory regulatory capital limits, 
leading to replacement of high-level risky assets. These research papers focus into lagged 
capital ratios effect on bank long-run targets for the risk-weighted to total assets ratio using 
partial adjustment models. Based on most of these research papers, it is generally concluded that 
when facing low capital ratios some banks substitute regarding low risk-weighted assets.   

Furthermore, Hancock and Wilcox (1994) conclusions claim existence of changes of proxies for 
banks internal capital targets in lending better compared to required regulatory capital ratios. In 
addition, they claim internal targets of banks may be affected by regulatory capital 
requirements, thus in the early 1990s, could have had a marked indirect influence on the 
downturn in lending.  

The Asian crisis in 1997 was met by the International Monetary Fund to promote the stability of 
the global financial and national market. Reynolds, Ratanakomut and Gander (2000) seeking 
evidence on the role of bank governance in the 1997 financial crisis, using the period of 1987-
1997 for eight East and Southeast Asian countries, have studied the financial structure and bank 
performance. During financial liberalization loan, preference ratios were at a higher level, 



 Capital Adequacy Ratios and Compliance with Basel III: Evidence from Kosovo 79 

 

possibly indicating more risk, same as capital ratios. On the other hand, capital adequacy 
decreases, then increase as management size growth, while profitability acts contrary to 
emphasizing declining returns.  

Barrios and Blanco (2003) analyses how banking institutions decide on their capital ratios 
meaning the level of equity capital over assets. The study used two theoretical models called the 
market and regulatory regimes upon the Wall and Peterson (1987); both models stated the 
existence of an optimal capital ratio for firms not impacted and for firms impacted by capital 
adequacy regulation. 

Lin, Penm, Gong and Chang (2005) studied the index of insolvency-risk to the failure risk in the 
banking industry of Taiwan covering period from 1993-2000 to argue various outcomes prior 
the modification of the regulation on capital adequacy and post modification (at the end of 
1998). The research indicated a positive relationship between the bankruptcy risk index and 
capital adequacy. It indicated also that there is remarkable positive relationship between 
different financial indicators and capital adequacy. 

The Basel Committee on Banking Supervision in 1988 introduced Basel I putting in place the 
minimum capital requirement at 8% of RWA (risk weighted assets) and except other countries 
Central Bank of Egypt in 1991 increased the minimum capital requirement for the banking 
industry in compliance with Basel I. Naceur and Kandil (2006) explored the effects of capital 
regulations on the cost of intermediation and profitability. The research indicated that the banks' 
shareholders interest for running banks' portfolio has strengthen therefore higher capital 
adequacy produced higher profitability and higher cost of intermediation. 

The financial crises of 2007 have pushed institutions in charge with internationally regulatory 
framework (Bank for International Settlement) to draft new regulatory requirements and 
restrictions. Many researchers studied the determinants of bank capital structure and elaborated 
how traditional theories of capital structure apply to banks in the context of new capital 
regulation. Rehncrona (2011) reviewed capital structure theories and capital requirements 
amendments which have performed the study with panel data from 51 big European banks, over 
the 1994-2010 period, using book leverage as a dependent variable. The study states the 
existence of inconsistency between empirics and theory and inadequate theoretical ground for 
bank capital structure.  

Moreover, the financial crises of 2007-2009 indicated that many big banks' losses were 
absorbed by their government, even though these banks have been in compliance with capital 
adequacy based on Basel standards. One main cause was the supervisors' confidence in book 
equity measures whereas accounting data did not capture the true potential to absorb losses. 
Flannery and Giacomini argued that the cumulative value of government guarantees over the 
1997-2011 period, extended to the 25 biggest European banks counts nearly to 1.4 million EUR 
or equal to approximately 28.5% of the banks' equity market values. In addition, it is stated that 
the early regulatory warnings to equity decline value can reduce significantly costs faced with 
bank losses. The capital ratio banks can increase and meet capital adequacy requirements by 
issuing new equity or by reducing the loan portfolio. Usually, banks decrease their assets due to 
the high cost of equity. Hyun and Rhee (2011) research indicate that if present shareholders are 
to benefit, even though they can recapitalize by issuing new equity without cost banks, may 
reconsider the reduction of bank loans. The result stands in cases when their loan portfolio is 
comprised of a small number of long-term loans or the country's economic activity is declining. 

There are many debates regarding the efficiency of banking regulations toward avoidance of the 
bank crisis. Tchana (2014) analyzed banking fragility through a monthly index, capturing 
almost all sources of banking risks to assess the impact of regulatory requirements on banking 
stability. The research explored Indonesian banking system having serious systemic risk and 
went through many regulatory modifications. Consequently, the study indicated that the entry 
constraints, higher reserve requirements, deposit insurance and capital adequacy requirements 
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diminish crisis duration while banking steadiness would increase by higher reserve 
requirements, deposit insurance and capital adequacy requirements. 

Czech and Slovak's banking institutions increased the average capital adequacy by 3% 
respectively by 4.55% within researched period of 2009 to 2013. Matejasak (2015) research was 
focused to determine which of strategies were adopted in a manner to raise capital ratios testing 
the nine largest Czech and four Slovak Banks. Results showed that the capital increase in case 
of Czech banks resulted with an increase of average capital adequacy; while in case of Slovak 
banks significant decrease of their risk resulted on average level of capital adequacy.  

Another study was done by Capraru and Ihnatov (2014), in context of main determinants of 
banks' profitability in CEE countries Romania, Poland, Czech Republic, Bulgaria and Hungary 
using a proxy for profitability return on average equity, return on average assets and net interest 
margin. The study indicates that the empirical findings are persistent with the anticipated results 
and management efficiency and capital adequacy increase affected the bank profitability for all 
indicators, whereas credit risk and inflation influence only ROAA and ROAE. Therefore, 
supplementary information is that banks with a higher capital adequacy ratio became more 
profitable. 

During the financial global crises 2007-2009, the Basel III capital regulation as an instrument to 
provide financial steadiness has been discussed; even though some authors make some criticism 
that the tough capital requirements may push banks to put higher cost for intermediation 
services. Rahman M., Zheng, Ashraf and Rahman Mo. (2018) researched the relationship of 
capital regulation on cost of the intermediation and bank attitude in risk-taking, using panel data 
from 2000 through 2014 of 32 commercial banks in Bangladesh. The research shows a positive 
relationship between capital adequacy ratio with the intermediation cost and a negative 
relationship with risk-taking variables. The research using equity to total assets ratio as a 
different indicator of bank capital states the same outcomes. 

Another study of Ashraf, Arshad & Hu (2016) observes the effect of risk-based capital 
requirements on bank performance. The examination was done by using a panel of 21 
commercial banks dataset for the years between 2005 and 2012. For the main study were used 
bank capital regulatory measures such as capital adequacy ratio, risk-weighted assets to total 
assets ratio, bank assets portfolio risk etc. The outcomes imply a decrease of assets portfolio risk 
in all commercial banks regarding to rigorous risk-based capital requirements. The outcomes are 
also vigorous to the bank's alternative risk representatives, alternative valuation approaches and 
alternative samples. 

To continue further, research on the correlation between the efficiency of banks and capital 
adequacy ratios in Egypt has been done (Hafez, 2018). It examines data of 40 banks comprised 
of Islamic banks, conventional banks with Islamic windows covering prior and post-period of 
2002-2015 of the worldwide financial crisis. The study used data envelopment analysis linear 
programming (DEA) to calculate the efficiency of banks, whereas, a panel regression analysis 
was done to study the relationship among the capital adequacy ratios and efficiency of banks. 
Results have shown a positive significant relationship between the efficiency and capital 
adequacy ratios, credit risk, profitability, bank size and the quality of management, whereas, 
there is a significant negative relationship with liquidity. The level of the efficiency of 
conventional banks was greater than the efficiency of Islamic and conventional banks with 
Islamic windows. The result after the financial crisis demonstrates that the efficiency of banks 
has been influenced particularly for conventional banks. The efficiency of conventional and 
conventional banks with Islamic windows reveals a negative significant relationship with capital 
adequacy ratios whereas the efficiency of Islamic banks was greater and revealed a positive 
significant relationship with capital adequacy ratios. The study disclosed that the level of banks 
capital and risk borne is determined by the efficiency of banks. 
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Zainudin et al (2019) has elaborated how Basel III has empowered the Islamic banking sector in 
emerging markets with respect to managing, evaluating and calculation the liquidity coverage 
ratio. Also, the respond of the Islamic banking sector in accepting and adopting Basel III was 
analyzed. The research examined both bank issues and other operational challenges that may 
encounter while embracing the system. According to preliminary secondary data of Malaysian 
banks among the period of 2010-2016, currently the implementation of LCR system by the 
Islamic banking industry remains low taking into consideration that the system is quite new for 
entire financial system. A big gap was detected among the LCR system requirements under 
Basel III and current bank system infrastructure. Yet, the finding opens up a new range of 
practicality and understanding for further analysis and examination of the entire Malaysian 
banking sector. Consequently, when planning risk management on liquidity, the economic 
regulators, policy makers and key industry professionals should apply an exclusive scheme or 
framework for the Islamic banking sector. 

Finally, the impact of Basel Accord regulatory guidelines on bank risk management in 
Vietnamese commercial banks was examined by Pham and Daly (2020). The research evaluated 
how these banks maintain and control their risk and capital ratio according to Basel Accord 
requirements. The research results show a vital impact of the Basel Accord capital adequacy 
regulations on the risk-based capital adequacy standards in Vietnamese commercial banks, 
which are persuaded to increase banks profitability and decrease risks. Vu and Dang (2020) 
carried on another research on Vietnamese commercial banks. The study applies a panel data 
analysis of Vietnamese commercial banks covering period of 2011 to 2018, to detect the aspects 
that essentially influence the capital adequacy ratio (CAR). Because of acquisitions and mergers 
within examined period the banks have been reduced from 41 to 31 in total. Some of the 
variables used to analyze the effect of capital adequacy ratio to Vietnam commercial banks 
included loans, liquidity, return on assets, return on capital, leverage etc. The results 
demonstrate a negative impact of return on capital, loan loss reserves and leverage, whereas a 
positive impact had the return on assets variable. Other variables did not significantly influence 
the CAR of those commercial banks.   

Data, Methodology and Empirical Results 

Analyzing capital adequacy ratios and compliance with national and international regulation 
standards is of high importance for maintaining safe financial system of each country and in 
particular to supervise protection of depositors and bank shareholders’ interests. The study used 
all data from the central banks and international financial institutions (BIS, FSI) to analyze and 
examine legislation on capital requirements and settled ratios. The Kosovo key data are the most 
recent data available (valid in 2018) by the financial institutions and which could be provided 
and collected by the research. Data used to assess capital adequacy ratios and compatibility with 
national and Basel III requirements includes period from 2010-2018. 

During the research phase, were examined the main regulations on bank capital adequacy. The 
study elaborated and included several laws which are presented in the Table 1.  

Table 1. Regulations related to bank capital adequacy 

Examined bank capital adequacy related laws Date 
Regulation on licensing of banks and branches  
of foreign banks 

09.11.2012 

Regulation on operational risk management 29.11.2012 
Regulation on bank capital adequacy 22.12.2015 
Regulation on the capital adequacy of banks 29.11.2018 
Regulation on the internal capital adequacy assessment 
process for banks 

29.11.2018 
Taken into effect on 01.01.2020 

Regulation on the leverage ratio 29.11.2018 
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Table 1 (cont.) 
Regulation on the use of external credit assessments for 
calculation of regulatory capital 

28.01.2016 

Source: made by the author 

The bank’s regulatory capital based on Regulation on bank capital adequacy is a sum of Tier 1 
capital and Tier 2 capital.  

The CAR based on the Regulation has set the following limits: 

1. 8% of Tier 1 capital against risk-weighted assets and other risks; 
2. 12% of total capital against risk-weighted assets and other risks. 

Table 2. Kosovo CAR for period 2010-2018 

 2010 2011 2012 2013 2014 2015 2016 2017 2018
Regulatory Capital 
to Risk-Weighted 
Assets 

18.6 17.6 17.9 16.8 17.8 19.0 17.9 18.1 17.0 

Regulatory Tier 1 
Capital to Risk-
Weighted Assets 

15.6 14.8 15.0 12.8 14.6 16.7 15.9 16.2 15.5 

ROA 1.3 1.4 0.7 0.9 2.2 2.6 2.5 2.8 2.3 
ROE 14.3 14.2 6.8 9.5 20.7 23.7 20.5 22.1 18.3 
LA/TA 37.5 32.6 34.3 37.8 32.8 29.2 31.7 28.9 29.0 
Equity 230.4 252.8 270.7 277.8 323.1 392.7 420.6 471.6 496.7 
Total Assets 2,455.1 2,649.7 2,829.3 3,059.3 3,186.6 3,385.3 3,637.1 3,877.5 4,183.9 
Total Loans 1,458.7 1,698.1 1,763.4 1,805.8 1,882.3 2,019.5 2,230.0 2,485.3 2,755.5 
Loans to Asset 
Ratio 

59.4 64.1 62.3 59.0 59.1 59.7 61.3 64.1 65.9 

Leverage (TE/TA) 9.4 9.5 9.6 9.1 10.1 11.6 11.6 12.2 11.9 

Source: made by the author 

Table 2 reveals regulatory capital adequacy ratios and it indicates that the regulatory Tier 1 
capital to risk-weighted assets and regulatory capital to risk-weighted assets are in level above 
minimum requirements set by the regulatory authorities in Kosovo. Important data shows that 
there is increasing trend of regulatory capital ratio for examined period 2010-2018. Results 
indicate sound banking system from capital adequacy prospective. 

Capital levels reflected in Table 3 compare to capital adequacy requirements by Basel III 
indicates that the capital adequacy ratios of banking system in Kosovo are in compliance with 
Basel III requirements and even significantly above minimum requirements. 

The study except CAR indicators examined the capital requirements for credit risk, market risk, 
operational risk, leverage and capital buffers shown in Table 3. 

Table 3. Comparison among Kosovo  and Basel III standards.  

C
A
R 

Common 
Tier 1 
equity 
capital/ 

risk 
weighted 

Tier 1 
capital/ 

risk 
weighted 
exposure 

Regulatory 
capital/ 

risk-
weighted 
exposure 

Credit Risk 
Operationa

l Risk 
Market 

Risk 
Leverage 

Ratio 
Capital buffer 

K
os

ov
a 

 8% 12% 
Standardised 

approach 

BIA 
approach 

(BIS II) and 
Standardise
d approach 
(consent of 

CB) 

If CB 
assess it 

can 
require 

additional 
capital 

7% total 
equity/ 

total 
assets 

N/A 
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Table 2 (cont.) 
B

as
el

 I
II

 

4.50% 6% 8% 
Standardised 
approach and 
IRB approach 

BIA 
approach 
(BIS II), 

Standardise
d approach 

and 
Advanced 
Approach 

Market 
RWA 
would 

account 
for 5% of 

total 
RWAs 
average 

3% 

Capital buffers: 
for capital 

preservation, 
systematically 

important 
banks, counter-
cyclical buffer, 
systemic risk, 

for a GSIB 

Source: made by the author 

When calculating the amount of risk-weighted exposures the bank will apply the standardized 
approach for the calculation of capital requirements for credit risk. The requirements for 
calculation of capital requirements for credit risk, exposures towards investment companies 
from third countries and exposures towards banks shall be treated as exposures towards 
institutions only if the third country is applying regulatory and supervisory requirements that are 
approximately equal to the ones being applied in the European Union. For these requirements, 
the Agency shall apply the decision of the European Commission on whether a third country is 
applying regulatory and supervisory requirements that are, at the minimum, approximately 
equal to the ones being applied in the European Union. 

In process of fulfilling capital requirement for the market risk, the trading book will cover all 
items in financial instruments and commodities that are held with the intent to trade or for 
protection from the risk of other items in the trading book. Positions in the trading book must 
not have limitations to their marketability or they are possible to be hedged from risk. The 
trading book shall cover all items that are, in compliance with applicable accounting standards, 
classified in the category of financial assets or liabilities under fair value through the income 
statement (items intended for trading).. 

The Basic Approach or the Basic Indicator Approach (BIA) is an operational risk measurement 
technique set, where the capital requirement for operational risk will be equal to 15% of the 
three years average sum of net interest income and net non-interest income. 

1. The average of the sum of net interest income and net non-interest income for a time period 
of three - year is the relevant indicator. 

2. The three (3) year average is calculated based on the last three twelve-monthly 
observations at the end of the financial year. Business estimates can be used if the audited 
figures are not offered. 

Under the Standardized Approach, operational risk capital requirement is calculated as the 
average over three years of the risk-weighted relevant indicators calculated each year across the 
business lines. Coming from a negative relevant indicator, every year a negative capital 
requirement in a business line can be assigned to the whole. Nevertheless, the input of a given 
year will be zero if the aggregate capital charge around all lines of business is negative. 
Business lines are defined in the Central Bank of Kosovo (CBK) Regulation on Capital 
Adequacy. The annual capital requirements are calculated as the sum of capital requirements for 
all business lines.   

Banks in Kosovo are required to maintain in the minimum of seven per cent leverage ratio.  

                                  Leverage ratio ꞊ Total equity / Total assets                                         (1) 

Capital buffer required by the Basel III is planned to be adopted in the future activities of 
regulatory authority. As of the year 2019, no legal requirement is in force.   
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Conclusion 

There are minimum capital adequacy ratios set by the central banks as responsible institutions to 
adopt prudential requirements. The study indicates that banking institutions in Kosovo hold 
upper capital adequacy ratios than the ratios required through the national legal acts. The same 
suggestion is valid for capital adequacy ratio of banks which is upper than levels required 
through the Basel III. The encouraging indicator of study is the continuous increase of 
regulatory capital ratio of CAR for examined period since 2010 to 2018.  Result argues sound 
banking system from capital adequacy prospective. 

National capital adequacy requirements adopted by the Central Bank of Kosovo  compare to 
legal capital adequacy requirements set by Basel III  shown in Table 3 prove that the capital 
adequacy requirements for banking industry in Kosovo are mainly in compliance with Basel III 
requirements.  

Another indication is that the Kosovo's Central Bank of Kosovo strategy is to adopt capital 
adequacy requirements for banking sector which are in compliance with Basel III standards. 
Regardless that the Central Bank of Kosovo is not a member of Basel Committee and that Basel 
requirements are not compulsory for all banks (except for affiliates of internationally active 
banks) the Central Bank of Kosovo has adopted more rigorous capital adequacy ratios including 
leverage ratio.  

Regulatory authority in Kosovo is pretending to accomplish and adopt in perspective capital 
requirements not included in current legislation as capital buffers. For capital calculation of 
credit risk and operational risk banking entities are using the standardized and BIA approach 
while requirements for capital buffers are not in force in the examined period as of the end of 
2019. 
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