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Client Update
Basel Committee Finalizes
Post-Crisis Capital Reforms

On December 7, 2017, the Basel Committee on Banking Supervision (the “Basel Committee”)
announced that it had finalized all outstanding reforms under its Basel III framework (the “2017
Reforms”). Often referred to as “Basel IV” due to their capital implications, the 2017 Reforms
are a central element of the Basel Committee’s response to the financial crisis and complement
the initial phase of the Basel III reforms to the global regulatory framework announced in 2010.
The 2017 Reforms are focused primarily on calibrating the capital adequacy (as opposed to the
liquidity) components of the Basel I1I framework to enhance their comparability across banks
and across jurisdictions.

Impact studies conducted since the Basel III framework was finalized in 2010 revealed wide
variation in risk-weighted assets (“RWAs”) — the denominator of the risk-based capital ratios
— across banks that could not be explained solely by differences in the riskiness of banks’
portfolios. These studies generated regulatory skepticism about how banks determine risk
weights and highlighted difficulties in how accurately banks could model risks in certain asset
classes. With the 2017 Reforms, the Basel Committee seeks to address these issues and more
generally ensure credibility in the calculation of RWAs.

This Client Update first describes potential impacts of the 2017 Reforms and then provides a
high-level overview of these developments. We anticipate publishing a series of more in-depth
Client Updates on each of the major subject areas described below. Please follow the links to join
us for a detailed Basel IV Update webcast series on January 22 and January 24.

POTENTIAL IMPACTS

In its report of the results of the cumulative quantitative impact study (“QIS”), the Basel
Committee claims that the 2017 Reforms do not significantly increase overall capital
requirements. The QIS was based on data as of December 2015, obtained from 248 banks,
including 96 large internationally active (“Group 1”) banks and 152 smaller, regional (“Group 2”)
banks.
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On average, minimum required Tier 1 capital at the target level decreases by 0.5% for Group 1
banks and increases by 3.8% for Group 2 banks. Average risk-based capital ratios increase by 0.2
percentage points for Group 1 banks and by 0.1 percentage points for Group 2 banks.

However, while the average change is not dramatic, the effects vary drastically across individual
banks, ranging from a Tier 1 capital increase of 43.4% to a drop of 27.8%. Ignoring these outliers,
the 75th percentile to the 25th percentile is a Tier 1 capital spread from 17.3% to -9.1%.
European banks are likely to bear a disproportionate share of the increase in minimum capital
requirements; the European Banking Authority anticipates a 15.2% (€39.7 billion) rise in Tier 1
capital requirements for the region’s lenders."

Of course, the ultimate impact of the new reforms will depend on how regulators in each
jurisdiction choose to implement the finalized Basel I1I framework. In a joint press release on
December 7, 2017, the U.S. federal banking regulators announced their support for the
finalization of the reforms, but stated that any proposed changes based on the agreement would
be made through the standard notice-and-comment rulemaking process. It remains to be seen
whether the general aversion to international accords sometimes attributed to the Trump
Administration will impact adoption of the 2017 Reforms in the United States.

OVERVIEW OF THE INDIVIDUAL REFORMS

While the initial phase of Basel III focused largely on the composition of capital (the numerator
of risk-based capital ratios) and the ratios themselves, the 2017 Reforms focus on the calculation
of RWAs (the denominator of the risk-based capital ratios). Overall, the reforms increase the
detail in the standardized approach, constrain the estimates used in the internal modeling
approaches, and further limit the benefits that may be realized by using the internal modeling
approaches. All of the reforms, except for the output floor (discussed below), are scheduled for
implementation on January 1, 2022.

Standardized Approach for Credit Risk

Under the Basel III standardized approach for credit risk, supervisors establish the risk weights
that banks apply to categories of their exposures (e.g., loans and investment securities) to
determine RWAs. Most banks around the world apply the standardized approach. As a result, a
large portion of the 2017 Reforms focus on increasing the granularity and risk-sensitivity of the
standardized approach for many categories of assets.

Press Release, European Banking Authority, EBA Welcomes the Revised Basel Framework and Provides an
Overview of its Impacts in the EU (Dec. 7, 2017).
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Among other things, the 2017 Reforms:

e Provide for a more detailed risk weighting (rather than a flat risk weight) for certain
categories of exposures, including covered bonds, project finance, and residential and
commercial real estate, potentially resulting in lower risk weights for less risky portfolios;

e Reduce reliance on external credit ratings by introducing more granular standardized risk
weights for jurisdictions (like the United States) that do not permit reference to external
credit ratings, potentially opening the door for lower risk weights in the United States for
many types of exposures;’

e Bifurcate regulatory retail exposures into transactors,’ which are subject to a 45% risk weight,
and revolvers,” which are subject to a 75% risk weight and introduce a 10% “credit
conversion factor” for unconditionally cancelable commitments (previously such
commitments were subject to a 0% “credit conversion factor”), thereby imposing capital
requirements for the first time for many types of credit facilities, including certain types of
credit cards and charge cards; and

¢ Introduce a more risk-sensitive methodology for measuring potential future exposure for
securities financing transactions that allows banks to take into account the risk-mitigating
benefits of correlation and diversification, which is expected to decrease the risk-based
capital requirements in respect of securities lending transactions.

Historically, outside of the United States, banks that applied an internal modeling approach
could disregard the standardized approach. As discussed below, with the introduction of a capital
floor, all banks now must calculate RWAs under the standardized approach. The QIS predicts
that the revisions to the standardized approach will decrease the minimum required capital for
Group 1 banks by an average of 1.9% and for Group 2 banks by 2.0%. As indicated above,
however, the potential impact of the standardized approach revisions varies significantly across
banks, with at least one bank expected to experience a 533.8% increase in minimum required
capital and at least one bank expected to experience a 42.1% decrease in minimum required
capital.

Currently, the Basel III framework provides for granular risk weights only if the risk weighting regime relies
on external credit ratings. Section 939A of the Dodd-Frank Act does not permit U.S. federal banking
regulators to reference external credit ratings, which had made it difficult for U.S. federal banking regulators
to adopt those aspects of the Basel I1I framework.

A transactor is any facility, such as a credit card or charge card, where the balance has been repaid in full at
each scheduled repayment date for the previous 12 months.

A revolver is any other regulatory retail facility.

Credit conversion factors are used to convert off-balance sheet credit exposures into on-balance sheet
equivalents.
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The QIS also estimates particularly large average decreases in minimum required capital for real
estate exposures, with a projected 3.5% decrease for Group 1 banks and a 1.8% decrease for
Group 2 banks.

IRB Approaches for Credit Risk

Basel III’s internal ratings-based approaches for credit risk (“IRB”), consisting of the Foundation
IRB (“F-IRB”) and the Advanced IRB (“A-IRB”), allow banks that qualify to use their internal
models to estimate certain parameter inputs (e.g., probability of default and loss given default)
into the Basel Committee’s IRB RWA models. The 2017 Reforms introduce constraints to banks’
ability to estimate several of those risk parameters.

Among other things, the 2017 Reforms:

e Remove the option to use A-IRB for exposures to financial institutions and certain large
corporate exposures;

¢ Remove the option to use IRB for any type of equity exposures;
e Apply floors on banks’ IRB parameters inputs;

¢ Impose greater specification of the practices banks may use to estimate their model
parameters; and

e Remove the 1.06 scaling factor applied to RWAs determined by the IRB approaches to credit
risk.

The QIS predicts that the revisions to the IRB approaches will increase the minimum required
capital for Group 1 banks by an average of 2.0% and for Group 2 banks by 6.7%. As with the
revisions to the standardized approach, the potential impact of the IRB revisions varies greatly
across banks, with one bank expected to experience a 64% increase in minimum required capital
and another bank expected to experience a 43.4% decrease in minimum required capital.

As mentioned above, the IRB revisions are likely to impact European banks more than U.S.
banks, as some European banks currently exclusively use IRB. In contrast, after the enactment
of the Dodd-Frank Act’s Collins Amendment, U.S. banks must not have capital requirements
lower than those as calculated under the standardized approach.

Operational Risk Framework

The 2017 Reforms streamline the current framework by replacing the existing advanced
measurement approaches and three standardized approaches for operational risk with a single
risk-sensitive, but fundamentally standardized, approach.
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The revised framework is based on two basic assumptions: (1) operational risk increases at an
increasing rate with a bank’s income, and (2) banks with greater historical operational risk
losses are more likely to experience operational risk losses in the future.

Accordingly, the new standardized approach for operational risk determines operational risk
capital requirements based on the product of two components:

e “Business Indicator Component,” a progressive measure of a bank’s income (i.e., as a bank
income increases, this component increases at a higher than proportionate rate); and

e “Internal Loss Multiplier,” a risk-sensitive component that reflects a bank’s historical
internal losses.

Broadly, the new standardized approach results in an average decrease in operational risk capital
of 25% for Group 1 banks and an average increase of 6.9% for Group 2 banks. The Basel
Committee explains the increase in minimum operational risk capital (“ORC”) for Group 2
banks as driven by the different country samples. European banks make up a much larger
proportion of Group 2. This supports the general findings of the QIS that the bulk of the
adverse impact of the 2017 Reforms falls on European banks.

Moreover, as with the other components discussed above, these averages belie the large

variation among banks. For Group 1 banks in the middle 25th to 75th percentiles, the changes in
minimum ORC range from -24.7% to 20.7%. At the extremes, one Group 1 bank would see a 296%
increase in its minimum ORC; another would see a 66.1% decrease. For Group 2 banks, the

spread is -13.7% to 23.9%; at the extremes, one Group 2 bank would see a 238.3% increase in its
minimum ORC and another would see a 67.3% decrease in its minimum ORC.

It is unclear how the U.S. federal banking regulators will implement these changes. In particular,
the U.S. capital rules do not require most banks (i.e., those that determine their capital
requirements based only on the standardized approach to capital) to separately hold capital for
operational risk (because operational risk is then considered to be encompassed within the more
capital-punitive standardized framework). Thus, it would seem logical that the new operational
risk capital framework would be adopted for U.S. advanced approaches institutions only.

Leverage Ratio Framework

Currently, under the Basel I1I risk-based capital framework, global systemically important banks
(“G-SIBs”) are required to hold a special buffer of capital known as the G-SIB surcharge. G-SIBs
in breach of the G-SIB surcharge face restrictions on dividends and other payouts.

The 2017 Reforms introduce a similar construct in the context of the leverage ratio. This new

G-SIB leverage ratio surcharge is set at 50% of a G-SIB’s risk-based G-SIB surcharge, and is
divided into five ranges (similar to the capital conservation buffer). For example, a G-SIB subject
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to a 2% risk-based G-SIB surcharge would be subject to a 1% leverage G-SIB surcharge. As under
the risk-based G-SIB surcharge, a G-SIB that failed to meet these requirements would face
limitations on capital distributions. In the example above, if the G-SIB failed to meet its
minimum leverage ratio of 3% plus its leverage G-SIB surcharge of 1% (i.e., a leverage ratio
below 4%), it would be subject to limitations on dividends and other payouts. As with the
capital conservation buffer, the precise limitations would depend on the extent of the shortfall.

In addition, the 2017 Reforms also make certain modifications to the calculation of the
denominator of the Basel III leverage ratio, including by:

e Modifying the way in which derivatives are reflected in the exposure measure to align with
the standardized approach to counterparty credit risk (SA-CCR) framework finalized by the
Basel Committee in 2014;

e Permitting national discretion in periods of “exceptional macroeconomic circumstances” to
exempt central bank reserves from the leverage ratio denominator on a temporary basis (in
contrast to pending bi-partisan legislation in the U.S. Senate that would permit U.S. custody
banks to exclude cash on deposit at certain central banks up to certain limits, regardless of
macroeconomic circumstances) Land

e Updating the treatment off-balance sheet exposures, consistent with the revisions to the
standardized approach to credit risk.

The QIS predicts that the modifications to the leverage ratio denominator will decrease the
minimum required Tier 1 capital for Group 1 banks by an average of 0.9% and increase the
minimum required Tier 1 capital for Group 2 banks by 0.2%. As with the other 2017 Reforms,
the potential impact of the modifications to the leverage ratio denominator varies greatly, with
one bank expected to experience a 7.2% increase in minimum required capital and another bank
expected to experience a 14.5% decrease in minimum required capital.

Output Floor

The Basel II framework introduced a capital floor as part of transitional arrangements for banks
using an IRB approach for credit risk and/or an advanced measurement approach for operational
risk. Under this transitional capital floor, banks’ capital ratios were subject to a floor of 80% of
capital requirements as calculated under the older Basel I framework.

The 2017 Reforms introduce a revised output floor that similarly aims to limit the amount of
capital benefit that banks can derive from calculating RWAs under internal models (similar to
the Collins Amendment floor in the United States, which requires U.S. banks subject to the
“advanced approaches” to calculate RWA under both the standardized approach and the

®  For more discussion about the bill, see this Client Update.
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advanced approaches and apply the more punitive of the two). Under the new floor, banks using
an internal models approach must calculate RWA as the higher of:

e Total RWAs calculated using the approaches for which the bank has supervisory approval
(e.g., an IRB approach); and

e 72.5% of the total RWAsS calculated using only the standardized approach.

In addition, regardless of whether a bank is actually subject to the standardized approach, banks
will be required to disclose their RWAs under the revised standardized approaches. The Basel
Committee anticipates releasing a forthcoming consultation paper on these disclosure
requirements. The output floor reform will be implemented beginning on January 1, 2022 at 50%
of RWAg, as calculated using the standardized approaches, and increases by 5% annually through
2026. The final floor of 72.5% will be implemented on January 1, 2027.

According to the QIS, the Basel Committee estimates that the output floor will be the binding
constraint for 32.4% of Group 1 banks, compared to 19.7% of banks under the Basel IT
transitional capital floor. As mentioned above, European banks are expected to experience the
greatest increases in minimum capital requirements.

CVA Risk Framework

The initial Basel III reforms in 2010 introduced a capital charge for credit valuation adjustment
(CVA) risk.” The 2017 Reforms seek to enhance that framework by:

e Increasing risk-sensitivity by taking into account the exposure component of CVA risk
along with its associated hedges;

e Strengthening its robustness by removing the use of an internally modeled approach
(leaving a “standardized approach” and a “basic approach”); and

e Improving its consistency by re-calibrating the remaining frameworks to be consistent with
the approaches used in the revised market risk capital framework finalized by the Basel
Committee in early 2016.

7 CVA risk is the potential for mark-to-market losses of derivative instruments resulting from the

deterioration in the creditworthiness of a counterparty.
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Delay of Revised Market Risk Capital Framework

As a part of the 2017 Reforms, the Basel Committee also announced that it would delay
implementation of its Revised Market Risk Capital framework, sometimes referred to as the
“Fundamental Review of the Trading Books” (finalized in early 2016), from 2019 to January
2022.
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