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[bookmark: _Toc526719672]Abstract
This study looks into financial resiliency drawing on the academic and policy literatures and publications as a source to draw new perspectives. We focused on the theoretical side of banking system resiliency and explores the dimensions of it. We also dive into the factors that influence its state and affect banking performance. Complicated systems are more than just a summation of their individual functions. These functions act like organs and turn it into a separate compound organism. Understanding their inner workings can help us get an insight into what is going to compromise the systems integrity.  We also take a look into the cases of financial crises that has taken form in the recent times. This study aims to contribute to the current literary scene by trying to establish a distinctive definition of banking system’s financial resiliency. It also looks into some of the cases of previous financial disasters, including the recent cyber-attack on the central bank in Bangladesh. Our conclusion is that only traditional methods of protecting a banks future through good current performance isn't enough, cybersecurity also has to be taken into account. We also compared Conventional and Islamic banking financial resiliency and found that under certain circumstances Islamic banking can be a more resilient system. We also found that the recommendations presentation in Basel III provide a good framework for developing a resilient financial and banking system. The iterative revisions of Basel III and its revised framework for IFSB-15 if implemented should cement the financial position of banking systems and prevent financial crisis like that of 2007 global crisis.






[bookmark: _Toc526719673]Introduction
[bookmark: _GoBack]Banks keep the modern economy up and running. Without the support of stable banking systems, the economy would become dysfunctional. Stable banks are like healthy organs that keeps the functioning. Stable functioning banks contribute and accelerate the growth of the economy. 
Banks perform important economic functions like financial intermediation. They properly utilize the funds and act as intermediary between the users and the Money and Financial markets. They also carry out various money creation, risk mitigation, liquidity transformation, payment and transaction services. By nature, these are vital functions for any economy’s wellbeing.  
Looking at the roles that banks perform, we can guess how devastating it could be to the economy if they aren't able to perform these functions properly. Specially during economic crisis. Banks can create or mitigate economic crises depending on how susceptible they are to economic shocks. This is why bank resilience is such an important element in the whole economy scene. 
[bookmark: _z2nuypilqgcu]A bank failure or collapse or even a disruption in its services can cause a domino effect throughout the whole economy. The chain reaction could potentially make the whole financial and economic system unstable, thus affecting every aspect of the system and any financial ecosystem dependent on it. By using the granger causality test, the cross dependency of banks and economic growth can be proven (Mhadhbi et al., 2017). 





[bookmark: _Toc526719674]Methodology
Method of Data Collection
Data for this literary review was obtained from secondary sources, by performing a thorough review of existing scholarly papers and dissecting various real-world case studies.
Method of Research and Analysis
A qualitative literature analysis was used to draw conclusions about the current condition and existing knowledge of the stability and resiliency of the banking sectors and financial markets.  Using the aggregated knowledge, we were able to have a holistic approach to this topic. This helped us to identify loopholes and make suggestions accordingly.

[bookmark: _Toc526719675]Literary Review
[bookmark: _fxvnrbu4eepa]Many different authors have many opinions on what financial resiliency is and what factors affect it. Since it is a relatively new topic the definition hasn’t been standardized and we can learn a great deal from reading the views of different authors on the matter. Below we delve into the limited but knowledgeable pool of literary sources available on this topic.
(Christopher Crossen, Xuan Liang, Andriy Protsyk, 2013) Moody's published a report on measuring banking system resilience where they defined resilience through the tradeoffs between the benefits of implementing regulations and the consequences produced by the act of implementation. Implementing regulations decrease the occurrence of system wide crisis but they hurt economic growth.  This report took into account the stability and economic growth contribution factors to explain resiliency. The authors also focused on the consequences of the preventive regulations imposed to make banks less susceptible to breakdown during crisis.  In this report they utilized both existing descriptive models of resiliency through collection of collective measurable attributes of the banking system with composite indexes. They used the model-based measure to identify and accumulate all the resilience attributes, to effectively measure and describe the two aspects of resiliency they described in this report, which are financial stability and economic contribution without any external third-party support during crisis. To measure stability, they used credit risk model and network models and to measure the secondary aspect they used Dynamic Stochastic General Equilibrium model. 
[bookmark: _zce3nmmm340f][bookmark: _cgtoqcjnp3mn](Sum, 2015) Katarzyna Sum conducted a study where measures derived from the Merton model were used. The study found that the systematic risk in the EU probably is driven by the correlation between sovereign borrowings and the systemically important banks’ assets. Market stress causes this correlation to be higher. Significant factors affecting Bank resilience during crisis are, Bank leverage ratio restrictions, Liquidity requirements, Asset growth, Bank’s size, Share of non-interest income. He also recommends to add some risk weights to sovereign debts. BASEL II and BASEL III already recommends these changes. They found using regression analysis that Bank size negatively affect its resiliency during crisis.  
[bookmark: _pkw0j1z3xsps](Frait & Komárková, 2010) Jan Fait and Zlatuše Komárková authors of the paper “Financial Stability, Systemic Risk and Macro prudential Policy” defined financial stability as a comparison to a scenario of the operations of a financial system which has no undesirable effects on the economy from an observed systemic shock, and doesn’t affect the continuation of the economic growth and stability of the system while also exerting a high degree of risk absorption. They focused on macro prudential regulations which try to dissipate the risks to the financial system as systemic risk. They proposed that over time systemic risk tends to pile up. They found that investors and financial entities usually take greater risky endeavors during stable economic growth, because they underestimate the risks due to the stable status of the economy. Thus everyone is succumbing to taking more debts to invest in risky assets. Macro prudential policies can prevent this.
(Vallascas & Keasey, 2012) Francesco Vallascas, Kevin Keasey focused on empirical research of the European Union banking sector. They identified characteristics that mitigate the ill effects systemic shocks and prudential regulations to a bank’s activity.  They found that bank size and growth are the key influencer of risk infection. Their findings indicate that smaller countries survive crisis better if their banks are smaller. 
[bookmark: _fbxj7qadzpqo](Swamy, 2013) Vighneswara Swamy looked into the Indian banking system to analyze empirical studies and indicators of Banking soundness to assess the financial stability and banking resilience. Vighneswara Swamy found out that from 1990 up to 2008 the Indian banking system has performed admirably compared to the other emerging economies of the world. He argued that since in emerging markets the banking system is the key driver of the whole economy, because of the unreliability of the underdevelopment of the financial markets, risk exposure of this sector could expose the entire economy to significant amount of risk and systemic breakdowns. They argued that the Indian banking system benefited from the macro prudential regulatory policies of The Reserve Bank and broadening of an investor friendly transparent market capitalization environment.

(De Jonghe, 2010) In the article “Back to the Basics in Banking - A Micro Analysis of Banking” author Olivier De Jonghe focused on the tradeoffs and benefits of conglomeration of financial institutions. The report puts forward an argument that, interest income related activities are less risky and fair better against financial distress. The tail risks of banking activities increase with Non-interest income amounts. During times of financial instability these activities can contribute to the disruption in the continuation of financial activities of the concerned banks. Banks with activities and investments concentrated in the regular interest-based banking operations have less wide range of tail beta variance, and those who focus on more diversified activities tend to have a larger variance of income generation, thus having more systemic risk included in their portfolio. This study found that the minimized barriers to entry in the financial conglomeration process has led to banks which prefer to divest their activities and produce complex financial instruments. These complex instruments inflict more risk to both the bank and the subscriber of said instruments. So they proposed to charge an extra interest amount for the unavoidable risk that comes with complex instruments to protect the investment. The researcher found a correlation between bank size and its resiliency. Smaller banks weather economical and financial turbulence better than larger banks with more diversified economic activities.


(Klinger & Teplý, 2014) Tomáš Klinger, Petr Teplý created a an agent based model to simulate how the banking system react to shocks, and the effectiveness of regulations for reducing systemic risk, preventing a collapse of the banking system, and its usefulness in fixing the system once it has collapsed. From the results of the simulations, the researchers found the gaps in Base II. To help maintain the stability of the system developing a large capital reserve is inequivalent. So new regulations should impose a minimum capital limit on the banks. In order to ensure compliance with the regulations, the authority should remove any bank whose capital has fallen below the minimum level from the system. The simulations have shown that this is very effective as a precaution. However, if a system crisis is already happening, it does not help to remedy the situation. More ever there is insufficient data to assess the situation and conduct simulations accurately. If financial organizations were more open about their exposure to risks and their relationship with each other, it would be easier to find out where the weaknesses of the system lie. This would help to create more targeted regulatory solutions.
[bookmark: _b3jp9ujfzk54]
[bookmark: _nwhdfol3f83s](Hossain, Khan, & Sadique, 2018) The additional capital and liquidity requirements introduced in basel III has an effect in increasing banking system resiliency. Zakir, Atiqur and Shibley were working with data from 2007-2014 using the Z score as a measure of resiliency of banking environments.  They found out the the increase in capital adequacy ratio (CAR), Tier 1 capital ratio (TRA), and leverage ratio (LEV) and increase in liquidity coverage ratio (LCR) increased the z score substantially. They concluded that the simultaneous implementation of LCR and LEV is the most efficient method of increasing resiliency. Capital adequacy ratio can influence resilience of banks and they also provided historical data analysis to show that systemic economy wide risks don't affect BRICS economy-based banking systems or influence it before or after the economic event.
[bookmark: _5b4a3rmwuabp](Trichet, 2013) outlines 7 key factors that affects system significantly. Diversity, interconnectivity, system size, asset and liability composition, complexity and capital ratio affects resilience of a banking system. Uk government after the financial crisis decided to promote some policies to stop crises. The researcher concluded that competition policies must focus on spawning diversity, not copycats. Separating investment banking from financial banking can be more effective than using complex financial instruments. They also suggest that peer to peer banking and lending could be effective for increasing resilience.
[bookmark: _7nr4iheoyki4](“Impending Effects of Basel III in the BRICS Economies,” 2016) MD Zakir Hossain explains that the BASEL committee on Banking Supervision (BCBS) is aiming to reduce systemic risk through tighter grasp on the activities and stricter imposing of regulations. The author questioned whether the improvements proposed in Basel III would apply in the same manner to the BRICS economy countries. The conclusion is that the extra requirements of BASEL III adds to the cost of operations to banks and decreases the profitability by deterring potential investors away, thus decreasing capital flows into the system as a whole. This kind of situation is very detrimental to developing and emerging economies.
(Thorsten, Beck; Asli, Demirguc-Kunt & Ourda, 2013) Thomson and Beck explained that some conventional banking products can be re-structured into Islamic banking products as the difference in them are not that much. Conventional banks are less stable but more cost efficient to run in economies with higher market capitalization of Islamic banks. Generally Islamic banks have greater market utilization, higher capital buffer and have better liquidity stored, which makes them more cost-efficient.

[bookmark: _Toc526719676]Financial Stability
Financial stability is difficult to define and measure. Many researchers and analysts have defined financial stability in different ways. They can't seem to decide on one definition of financial stability. 
Traditional Definition vs Contemporary Definition
Financial stability is commonly understood as the absence of instances of financial instability due to banking or financial turbulence. Having financial stability means that the economic decisions is not affected by the effects of these events or inflation, because they won't have any effect on the price of an aggregate basket of goods. Some researchers try to define financial stability through contrasting with financial instability. If a look at the contemporary definitions of financial stability it can be defined as a system with positive financial performance and wealth generation that can distribute resources efficiently, absorb financial shocks and mitigate risk. Financial stability is a multilayered concept with complex mix of elements. Balance among each of them is crucial. But to achieve financial stability all the financial elements don't have to perform at their peak output performance. Stability and profitability shouldn’t be confused. Financial stability doesn't only mean optimal distribution of resources and risk minimization, it also requires the monetary value of the currency to be preserved, thus monetary and financial stability can be interlinked (Houben, Kakes, & Schinasi, 2004). 
Both resiliency and stability doesn't have a defined quantitatively measurable unit yet. Defining abstract concepts are very difficult but some efforts have been put into measuring both of them by various institutions and individuals. In 2018 Taylor & Francis published and article by Zakir, Atiqur,and Shibley where they have attempted to measure resiliency using Z score in their article. Yet we haven't been able to decide on an undisputed measure for either resilience or financial stability.

[bookmark: _ypdaeu8i75y][bookmark: _Toc526719677]Defining Resiliency
Resiliency is a bank or banking system’s ability to withstand systemic, nonsystemic and unexpected shocks during a crisis and still perform its regular operations without any major disruptions, while exerting no ill effect on the continuation of economic growth on the system. A bank must perform all of its core economic functions and exert sustainable growth by dispersing shocks without the aid of any external institutions or entities (Christopher Crossen, Xuan Liang, Andriy Protsyk, 2013).  Basically, resilience is resistance to disruptions.	
Systematic risk or shocks, which also go by the name market risk and even undiversifiable risk are events that affect the whole industry in question. These risks or events can't be accounted for or avoided. The best course of action in these cases is to come up with a measure that will help the bank weather the storm better than others. Unsystematic risk, specific risk, residual risk are events that can be accounted for. Taking precautionary measure can help work around these events, and sometimes the entire risk factor can be avoided by taking proper steps. Because supply and demand of money dictates a bank’s activities some aspects of that demand-supply psychology can be anticipated by careful analysis in the ongoing events. Preparing for the future by constantly looking out for known indicators of future risk gives banks the best chance at survival during crisis. Now unexpected risks are produced by events that can't be foreseen or anticipated at all. Systematic risks can be anticipated but institutions can't do anything about them. They affect the whole industry. Curiously, unexpected risks can be industry wide or institution specific. The only good measure against them is to strengthen the financial position of the institution and brace oneself with the hope to endure it.
From this we have concluded that resilience is an absence in vulnerability in a particular system, in this case the banking system. Vulnerabilities allow the financial problems to creep in and disrupt the system by causing turbulence. The more impregnable a banking system is to known and potential financial distresses, the more financially resilient it is. 

[bookmark: _11y9qv5wd2ns][bookmark: _Toc526719678]Dimensions of Resiliency
Resiliency  can be measured by using risk based Z score (Hossain et al., 2018). Many previous studies also used capital to asset ratio to calculate z score. The most important factor for resiliency for banks is their adaptability to changes in the financial environment. Flexibility and pliability is inseparable from resilience for banks. There are two ways to achieve resiliency, one is to make the bank stronger financially so that in the case of an event bank can withstand the storm better. Two, putting regulatory measures in place to prevent said financial storm in the first place.
As we know adoption of measures that reinforce and develop financial soundness and adequacy of banks tend to have an effect on their profitability.  Banks of different size and type of activities will be affected differently by this. For example, we know retail banks are less affected in terms of profitability with adoption of Basel III compared to specialized banks.  We can categorize banks based on this metric. 

	High Resiliency 
High Profitability
	High Resiliency 
Low profitability 

	Low Resiliency 
High profitability
	Low resiliency 
Low profitability


 

High Resiliency & High Profitability
These are banks who are able to resist systemic shocks yet are able to maintain a good amount of profit through prudent risk taking. They ensure they have sufficient reserves, but are not sleeping on good investment opportunities while avoiding bad ones. All Banks should aim to be off this type.
High Resiliency & Low Profitability
These banks likely to be small and have lower risk-taking tendencies. Though this will keep them safe during a financial crisis, it will not earn them enough returns. This is not a desirable situation for the bank to be in.
Low Resiliency & High Profitability
These adventurous banks have low resiliency because the like to take on more and more risk in pursuit of gains. While they may enjoy high returns, any shocks to the system might lead them into a tight position in terms of liquidity.
Low Resiliency & Low Profitability
These banks are not only taking excessive risk, but their risks are not paying off. Bad decision making is likely to be responsible for this, so a change of management is in order to get them out of his situation.
Resiliency vs stability
Resilience and stability are closely related, but they are distinctly different concepts. There are both similarities and points of disparity among them. First achieving stability is like taking a preventative measure against future risk and economic problems, while financial resilience is like taking measures to vaccinate a banking system to be strong and be able to withstand financial calamity and emerge unaffected in terms of it's full range of capabilities. Secondly, financial resilience is concerned with crisis management and withstanding abnormal economic events, where turbulence in the market or disturbances in institutions isn't considered a problem for financial stability. An institution may close simply because of competition in the market or market demand (Houben et al., 2004).
[bookmark: _sq3djcybo6g4][bookmark: _Toc526719679]Importance of Resiliency
Economic turbulence in one country can easily spread and infect other countries through global economic dependency and international trade. That's why resiliency is such an important matter in the banking scene. Even if the host country is doing well in terms of economic and financial soundness and stability, financial institutions are still exposed to risk associated with neighboring country's economic distress. This is exactly how the global financial crisis of 2007-08 affected the entire world’s banking and financial system in some way. A country relies on its banks a lot for most of it’s economic, development and financial functions. We've already discussed the important functions banks perform, so it is evident that, to ensure future growth potential of a country it's banks must be resilient in terms of stability. No matter how much measures are taken to prevent and deter future economic calamities, they will take form. The best bet is to build and develop banks that can endure that situation. 

One purpose of financial stability is to store the value of the currency, so as to instill public confidence in the system. Since the whole modern financial system runs based on public faith in the said system there is an inherent need to keep that faith going. That faith comes from the fact that people believe in the system's ability to keep functioning in every situation, which is precisely why to avoid the biggest crisis that is public panic, resiliency needs to be on the top of the list for financial policy makers and other concerned bodies.  

The failure of one bank causes a domino effect on the whole industry. The entire economy and financial system are affected to an extent, this is why it's so important to achieve resilience in a banking system even at the expense of lost growth and profit opportunities.

[bookmark: _12x45s5k39ii]Bank’s Reaction to Issues
There are two types of issues faced by the bank, one where bank can control or influence the issue and the other where banks have no influence or power over the matter. Both have to be dealt in a different manner. The first kind of issues should be accounted for, and anticipated, since these are mostly commonly occurring issues. These call for a predetermined action plan that needs to be formed in anticipation of such events beforehand. 
Such events and their occurrence and their severity throughout the history of the system should be observed, measured and listed. Issues should fall into a few certain categories. First, high severity low occurrence problems, should be the most dangerous because of the greater gap between each appearance. This usually causes oversight in unpreparedness among the management and concerned body as the investor confidence rises during financial good times. Second, medium occurrence issues with middle of the road severity are legitimate concerns for the system. These banks usually arm themselves well enough for these problems as they expect and respect the significant impact of these events. The last kind of issues which are high occurrence and low severity issues tend to be minor nuisances to the banking system, which are an everyday hassle accompanied by regular activities. These are usually dealt with accordingly, though they can sometimes pile up and cause disruptions. 
The other type of system wide, global or uncertain problems can’t be managed, influenced or mitigated by the individual systems. The crisis planning for such problems lie with the concerned regulatory bodies and specialized organizations. Individual banking systems should look out for signals from the specialized watchdog organizations and regulatory bodies and make disaster planning suitable in their own operational levels so as to weather the storm and to come out resilient.
[bookmark: _p6613z159rnn]

[bookmark: _Toc526719680]Notable financial crisis
Global financial crisis – 2007 to 2008 
The global financial crisis is the main event that sparked the financial resilience debate. The 2008 financial crisis was highly significant, because it could have ended up in the world going into another great depression like the 1930’s. It started during the early 2000s. House prices in the USA were steadily rising, that’s why buying mortgages were considered to be considered very good investments. As more and more big investors were demanding mortgages for investment, banks began to reduce their lending standards to produce more mortgages to sell to investors. However, since credit rating agencies used past data for their evaluation, they were still giving mortgage backed securities AAA rating, telling investors they were a good investment. But this was no longer true as banks were giving mortgages to people with low income and bad credit records. Some banks started using predatory lending practices, giving mortgages that were almost guaranteed to default. Meanwhile investors kept pouring more and more money into these securities, leading house prices to rise even more. Eventually huge numbers of borrowers started, putting the houses back on the market. But there were not enough buyers, so house prices began to fall. Eventually the value of houses and hence the mortgages fell so much, people stopped paying their installments, leading to even more defaults. Investors stopped buying these subprime mortgages which led banks stuck with huge amounts of bad debts. they began to lose money at astronomical rates. Soon these institutions began to declare bankruptcy.  The government had to step in and bail out many organizations. And set up laws to prevent such a large scale crisis from happening again. They put mechanisms in place that allow banks to fail in a controlled predictable manner instead of spiraling out of control.
The glass-stegal act introduced an important idea in the banking scene, seperation of retail and corporate banking. This helped prevent people from taking advantage of the system. But recently the European Union lifted some of those stipulations which could undo all the work.G-20 and FSB placed more emphasis on liquidity and capital as well as excessive leverage , which is thought to have contributed to the formation of global financial crisis. Liquidity and capital leverage, credit ratings and hedge funds, over the counter derivatives, standardized accounting and compensation are the  5 issues that G-20 has decided to focus on to improve financial infrastructure and macro prudential policy (Arner, 2011). 
Following the crisis, it became clear that financial institutions should have more equity capital to be resilient. Everyone came to realize that the subordinated debt lacks in its ability to support financial stability. Which is why it has fallen out of favor in the recent years. The world learned a lesson on the necessity for a restructuring of the over the counter derivatives market. After the global crisis the transparency of these sophisticated areas became more important to the policy makers, because this caused the near collapse of AIG in 2008.
Similar events like the dotcom bubble and subprime mortgage crisis previously encouraged financial stability argument. Dotcom bubble took place back in 1999, when everyone started pouring money in overvalued tech companies that barely earned enough money and made little to no profit. Many investments are made with debts and loans from banks, when these investors fail to reap their investment returns on a scale demonstrated by the dot com bubble, the banking sector is affected. 
But the global financial crisis was the most important event in the financial resilience scene. After the crisis it became evident that to prevent any future calamities like this our way of thinking had to change. The world would not be able to handle another event like the 2007 financial crisis. It would destroy any kind of trust the public has in the financial system. And since the whole system.

[bookmark: _xt39gjgvn35s][bookmark: _Toc526719681]Factors influencing Resilience
· Investor perception to risk: Investor perception to risk during the good financial times affect resilience of banks. During good times investors tend to invest in risky projects which don’t seem very stable, because they think the good economy will pull the investment through. But often times these bad investments pile up and pose threat to financial stability of banks and financial institutions.
· Excessive inflow of capitals resulting in bubbles
· Country wide risks does not affect the bank resilience (Hossain et al., 2018). 
· Substandard quality of capital: Banks can fail to withstand shocks of financial troubles if their capital is not up to the standard and is inadequate. The bank capital must composition structure must contain a handsome quantity of high-quality capital such as retained earnings and common shares. Accumulation of bad debt of banks before the crisis period causes the maturity of those debt in a short period of time. Banks then want to withdraw those debt because of pressure. Bad debt and non-performing loans harm the banks resiliency.
· Signaling strong position to market: Some banks on the pre-crisis time use cash dividend, share buy-back and compensate generously to make large distributions of capital in order to signal to the market that they hold a sufficiently strong financial position and investors should invest in them. This actually weakens their position (Ahmed, 2016). 
· Complex instruments: Chaos and instability is born out of complexity. Whenever there is a complex system that very few people can understand and keep a track of there will be some who will try to take advantage of it. If they succeed in accomplishing their goal, others will suffer a loss because of this. This is how crisis are formed and disasters are spelt. The rise of complex instruments can cause problems since the way rating agencies rate them is very vague. Recently EU updated their policy to discourage complex instruments.
· Shadow banking: 
· Regulatory monitoring for rating agencies: The global financial crisis taught us an important lesson, that the most trustworthy rating institutions will hastily look into investment options and pass them off with very favorable ratings during bubbles. This is why it is very important to establish regulatory monitoring over them to prevent any such occurrences in the future (Arner, 2011).
· Restrictions: Vallacas and Keasey found in their investigation that restrictions on a bank’s various aspects can influence its resilience. They argued restrictions on factors such as leverage ratio, growth and size, the share of non-interest activities should be tied to the size of the economy to increase the resilience of banks (Vallascas & Keasey, 2012). 

[bookmark: _o7kvvm882qhd][bookmark: _Toc526719682]Case Studies
Bangladesh bank hacking - time to up the cybersecurity game
In February 2016, cyber criminals illegally transferred $81 million to private accounts in Philippines by hacking into Bangladesh Bank’s Federal Account. The risk of cyber-threats to shake the balance of financial systems have become a real threat in the wake of this event. In spite of many small scale cyber-attacks in private bank, investment in IT security systems were very low. According to a survey conducted by Bangladesh Institute of Bank Management (BIBM) 52% of Banks were at a considerable amount of risk due to outdated systems and absence of employee accountability. Thankfully after the Bangladesh Bank heist, banks have dramatically increased expenditure in cyber security, in terms of hardware, software, and training staff. 
However simply better software and hardware is not enough, they need to assess the current processes in their organization. Then they need to identify weak points and loopholes. Standards need to set, and then enforced. Regular auditing needs to be maintained in to make sure that no loopholes are opening up due to lax compliance of the standards. 
Two years have passed since the incident, and so far, Bangladesh Bank has only managed to recover $14.54 million from the Philippines. This is what makes giving attention to management of risk related to theft and fraudulent transactions so important. Since even the most advanced security cannot completely eliminate risks, Basel II recommends sharing some of that risk with insurance. Basel II recommends allowing banks to recognize the risk mitigating impact of insurance in the measures of operational risk used for regulatory capital requirements. Banks will be allowed to Only recognize 20 percent of insurance mitigation out of total operational risk capital charge calculated Under the Advanced Measurement Approaches. To encourage compliance with this recommendation, Bangladesh Bank has issued guidelines to commercial banks to get insurance policies, customized to their individual needs and exposure to risks.
In order to ensure that the protection provided through insurance is actually effective, attention must be paid to the claim paying ability of the insurer. Basel II acknowledges this and recommend that an “A” rated insurer is essential to provide substantial protection.  Even though international agencies do not provide ratings to Bangladeshi insurance companies, the companies providing reinsurance must be 'A’ rated. 
At the end of day, for the regulators in Bangladesh, simply introducing guidelines is not enough. They should introduce compulsory rules that need to be followed by all banks in Bangladesh to prevent such incidents from happening in the future, and minimization of the losses in case of it occurring. 

Banking sector Liquidity crisis in Bangladesh
In 2017 Bangladesh had liquidity surplus of Tk 1,270 billion. Interest on deposits were low and interest charge on loans was at an all-time low at an average of 9.93%. This was very beneficial for borrowers and was helping to boost economic growth in the country. Fast forward to 2018, now the banking system is facing a liquidity crisis. Loans worth Tk450 billion had been distributed in just one year. A large proportion of this has been given to bad borrowers.  Many banks crossed their Advance Deposit Ratio (ADR) limit of 85%  and Advance Investment Ratio (AIR) of 90% (Frait & Komárková, 2010).
Frait & Komárková suggests that banking systems are at its most vulnerable when economic conditions are the best. The excess liquidity of the previous year, plus the high economic growth rate has led bank to underestimate risks associated with excessive lending and showed increased leniency to bad borrowers. As a result, the rate of bad debt has increased to 10% this year.
In an effort to improve the liquidity situation banks have raised the interest on deposit to up to 9%-10%. They hope to attract more depositors which will inject some much-needed cash into the system.  As a result, rates of interest on loans be pushed up into the double digits. This will hamper investment and economic growth. Good borrowers are bearing the brunt of the inflated interest rates. In addition to that, it puts the economy at a risk of cost push inflation.
Bangladesh Bank has commanded banks to adjust their ADR to 83.5% and AIR to 89%. They have been given a time limit to achieve these ratios by the end of 2018. Another possible measure would be to attract saving from a large section of the population who do not have bank accounts and deal in cash. One such group are the garments workers. Banks can create special saving schemes tailored to the needs of the garment’s workers. Special facilities can be given to NRBs who transmit huge amounts money into the country. Banks in Bangladesh can also take a page out of the books of other countries, and raise finance by issuing bonds.

[bookmark: _2ie5pqvbhnl5][bookmark: _Toc526719683]Basel III
Every policy reform was stimulated from some sort of crisis, and Basel III is no exception. After the financial crisis of 2007-08 the premises for Basel III’s introduction unfolded.  Basel III explicitly describes itself as a collection of advisory regulatory reforms targeted to achieve more resilient banking systems and banks. 

During 2008-09 the BCBS and FSB was entrusted with the task of coming up with a new international policy standard for addressing leverage and liquidity regulation issues by the G-20.  In July 2009 BCBS announced improvements to the existing Basel II framework that improves market risk framework and addresses procyclicality. 

They came up with a proposal that addressed (a) Role of tier 1 equity by improving quality and integration of capital and leverage (b) Introduction of a leverage ratio (c) A revised capital requirement for derivatives (d) Introduction of minimum liquidity standard (e) Countercyclical capital framework with provisioning. G-20 Supported the introduction of Basel-III which would improve the quality and quantity of capital and liquidity. Basel -III’s proposal of higher liquidity and better-quality capital was thought would help banks sustain themselves without extensive government support or bailout in the event of an occurrence of financial crisis with magnitude of that of the Global Financial Crisis.


Reinforcement of resiliency through Basel III
Basel II was mainly concerned with capital levels, If Basel III is implemented properly in a banking system it will he banks reap many benefits such as
(i) It will enable banks to function in the event of a financial disaster without government bailout, which means it’ll increase the financial resilience of banks.
(ii) increased tier 1 capital requirement from 4% to 6% with an increase in common equity share will help withstand capital stresses like the ones of fully loss absorbing going concern capital stress of global financial crisis (BCBS, 2010). The inadequate capital requirements introduced in Basel II failed to save banks from the effects of global financial crisis which Basel III tries to solve.
(iii) Basel I and II were both taken advantage of by the market participants through gaming because, Basel- I was too simplistic and Basel - II was too complex in its determinations of internal quantitative models and external credit ratings. Basel III improves on the past structures and reconsiders and tightens the off-balance sheet item issues. It’s hoped to deter market participants from taking advantage of the system and avoid a shadow banking system instance, also reducing the complexity of financial instruments and products. 
(iv) recommendation to reserve 7% of the risk weighted assets in Basel -III increased from 2.5% in Basel II. because the process of lending money introduces risk and a portion of the money should be kept to mitigate the risk to increase resilience of the banking system by providing a buffer to defaults and issues concerned with defaults. 
(v) Basel III developed a leverage ratio to limit developing very big activities by banks compared to their own capital. If banks are allowed to develop activities and investments that are too big compared to their own capital there’s a chance the bank will fail. 
(vi) the introduction of Capital Adequacy Ratio requirement of 8% for tier 1 and tier 2 capital assets is aimed to ensure resilient performance for banks and efficient performance. The improvement of 8% CAR ensures the absorption of significant losses, as tier 1 assets absorb losses without needing to stop transactions and tier 2 capital assets which prevent winding-up. Subsequent testing has proven the effectiveness of CAR to increase banking system resiliency (Hossain et al., 2018). 
(vii) Shadow Banking: Shadow banks are imposter banks that function in a similar way to regular financial banks but are not well regulated. Because they don’t take funds from the public less regulations are imposed on them. Extreme employment of not-equity funds has played one of their major roles in creating and worsening financial crisis.  During the subprime mortgage crisis in the US many institutions used mortgage backed securities or MBS as a repurchase collateral which increased the securitization of mortgage loans and increased the housing prices. 
(viii) Implementation of Basel III would cement strong financial position for banks and it'll help insulate local banks against international crisis. Provisions of Basel III provides improved risk assessments Basel III would help strengthen financial systems of developing countries a lot. Since rules and regulations aren’t that strong in these countries. Economic development on different country could be affected in various ways due to the implementation of Basel III because of their varying degree of development rate. 
Basel III in Bangladesh
Basel-III’s introduction according to Bangladesh Bank’s guidelines was in 2010 with incremental enforcement and complete implementation on 2013 and 2019 respectively.  Since the Basel-II standards were inadequate to satisfy the strengthening the banks needed during the global crisis, the period of instability took heavy toll on the banks. Implementing Basel-III in Bangladesh would help strengthen the whole system. If Bangladesh doesn’t fully and properly implement the standards it will be perceived as a substandard banking system in the global competitive market.
Currently Bangladesh is lagging behind in terms of implementing Basel-III standards compared to its neighbors. Right now, the third phase of Basel-II standards are being implemented which has a timeline of 2015-2019. Bangladesh has a history of lagging behind. Even at the wake of 2007 global crisis Bangladesh bank submitted the Basel-II policy in 2010 in spite of the urgency of the matter. According to the daily sun and BIBM (Bangladesh institute of bank management) most banks have crossed 10% of the Basel-III standard last year, that's 50 among the 57 banks in 2017. Their study found worsening state-owned bank performance with the score as low as 5.86 pc, which is very low compared to the Basel framework recommendation of 10. (Daily Sun, 2017) 
Tradeoffs of implementing Basel III
 Trying to regulate anything will have consequences. We have to figure out whether those tradeoffs are worth the effort. The implementation of Basel III also comes with some tradeoffs. Implementing Basel III is estimated to have a medium term impact of negative growth on the GDP with a range of -0.05 to -0.15 % per year (Slovik & Cournède, 2011). The funding costs for loan would increase because of increases in the lending spread for bank activities. The higher capital requirements of Basel III would cause a rise in the funding costs of banks’ lending activities which will lower profitability.
Mckinsey found through testing that the return on equity of equity of banks in the European union would drop from 8.0 to 7.4 percent (McKinsey&Company, 2017). This will affect most global banks and financial institutions and it might cause a drop of 1.0 percent.  They also found that Specialized banks would be affected more than retail banking sector with drops ranging from 17.8 percent to 9.0 percent.  Even though implementing Basel III would incur some costs, the benefits it offers far outweigh the costs. That's why Basel III is a must if we want to establish the banking system as a strong and resilient entity.
 
Criticisms, is Basel III reliable?
Basel III mainly just builds upon the pre-existing set of standards known as Basel II, but the core fundamentals of Basel standard must be questioned to assess its adequacy as a resiliency increasing standard. Basel III uses the standardized assessment of credit risk from two notable private sector agents, known as Moody’s and Standard and Poor. These two companies although one of the best in the sector have a bad track record. The reliability of the assessments provided by them came into question when they gave favorable ratings to bad instruments and just unreliable assessments in general during the US housing bubble. They have been deemed as a major contributor for the formation of the crisis. Researchers and academics have criticized Basel III for still allowing internal model-based calculations from large banks to calculate credit risk.
[bookmark: _1y6z3dueio4]Can Islamic banking be a solution? 
To understand how Islamic banking can be a savior and a replacement to the current banking systems in terms of avoiding crisis and increasing resilience, we must understand the distinction between these two. Understanding the different nature and characteristics of Islamic banking products is necessary, however an in-depth discussion of that would take up a good portion of our article. So, we instead delve into the observed benefits offered in terms of financial resilience by Islamic banks. 
During the financial crisis it was observed that Islamic bank stocks had been less affected compared to regular banks (Thorsten, Beck; Asli, Demirguc-Kunt & Ourda, 2013). Islamic banks increased the amount of their liquidity holdings which resulted in better stock performance.
One product produced by Islamic banking is the Mudarabah contract. The Mudarabah contract acts like a profit-sharing agreement between the client and the bank. It acts as a risk sharing agreement which disperses the risk between two parties. The contractee provides the effort and bank provides the resources. In the case of a profit bank shares a profit with the contractee but in the case of a loss bank takes the liability. This encourages the bank to only invest in good and potentially profitable investments which compels both parties to make the investment a success. This act of evaluation and precaution can greatly benefit both the bank and the contractee. This nature of banking could increase the stability of banking system and increase resilience.

Another product of Islamic banking the Musharakah contract is a little bit different in nature. The bank acts as one of the investors among many investors. The profit and losses are shared among all investors. This solves the agency problem the Mudarabah contract has, where since the contractee doesn't hold any stake in the losses can be encouraged to take decisions that harm the bank. 
Another alternative is the Murabaha contract. It is like a leasing contract in nature. The bank buys something in behalf of the entrepreneur and sells it to him through gradual payments adjusted with a profit margin in terms of a fee that allows the bank to earn on the product. Similarly, in Ijaraah contracts banks buy goods and machinery on behalf of the entrepreneur and lends it to him. 

As we can see most of the products in Islamic banking is based upon risk sharing economic activities. This business model could solve the most important problem in the resilience picture, which is the involvement of banks in its investments. In conventional banking banks usually don’t have a good degree of involvement in the businesses they are lending money in. Since they don’t get that much involved sometimes less amount of work is put into the evaluation of risk and profitability of the said investment. Lending activities that are tied to economic activities could help strengthen the financial resilience of banks and produce a more stable banking system.

Challenges to Implementing Basel III
We need to look into the effects of Basel III implementation on Islamic banking system. Bangladesh Bank specifically provides guidelines for Islamic banks. Capital guideline implementation for Islamic banks should properly address the unique way of operating for islamic banks. Islamic banking products are usually linked to real operational and economic activities because shariah law has restrictions on which types of instruments can be traded. It specifically prohibits trading of debt instruments and undue speculative products. Excessive creation of leverage is discouraged in this system. Islamic banking system relies heavily on risk sharing financial contracts which acts more like equity stake. Islamic banks are subject to financial losses from financial crisis that shake the whole economy, but leverage doesn’t affect islamic banks the same way it does to regular retail banks.  So the leverage in Islamic financial systems should allowed to stay limited because it is unlikely to trigger financial crisis in the same way other banks do.  The market risk carried by the products produced by Islamic banking is a unique issue to consider. They also carry other  displaced risks like the ones of mudarabah depositors which face pressure for paying returns exceeding the rate earned on its assets (Ahmed, 2016). 

IFSB-15 the Revised Basel III framework 
The existing Basel III standards just can’t be taken as it is and applied to the Islamic banking system. Because of the fundamental differences that exist between the conventional banking system and Islamic banking system, it just wouldn't be as effective at raising financial resilience and might even cause problems. Capital adequacy standards need to consider the unique nature of Islamic financial institutions while adhering to the core principles of Basel framework as much as possible. The best course of action would be to introduce a new framework or a revised framework of international regulations like Basel for Islamic banks.  Which has been done by IFSB with participation of 200 members including Bangladesh Bank. it is a revised Basel framework including liquidity guidelines and has been issued as a standard for Islamic banks which is IFSB-15 standard, the latest iteration of its kind issued on December 2013 and should be in effect from January 2015. 
[bookmark: _xm68v6jhlyml][bookmark: _Toc526719684]Recommendations
To sum up our findings we have recommended the following in order to increase the financial resilience of banks- 
· Separation of retail banking from Investment banking. (8)
· Macro prudential policy changes 
· Islamic banking encouragement
· Moderating and discouraging complex securities
· Higher amount of equity capital suggested by Basel-III
· Limiting overgrowth of balance sheets of banks by limiting its size of activities in contrast to its assets. Its discussed in the later chapters 
· Sovereign debt
· Increasing resiliency increasing the capital adequacy ratio is more important in terms of increasing resilience compared to leverage ratio.  Simultaneous implementation of liquidity coverage ratio and Leverage ratio would increase the resiliency compared to CAR and TRA. 

[bookmark: _Toc526719685]Conclusion 
We can conclude that Basel - III is the most important development for improving the resilience of banks. The liquidity, capital and leverage regulations suggested by Basel-III should be implemented by the government and all the regulatory bodies.
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