Meeting Between Governor Cook and Staff of the Federal Reserve
Board and Representatives from the Securities Industry and Financial
Markets Association
November 29, 2023

Participants: Governor Lisa D. Cook, Lucy Chang, and Candace Herring (Federal Reserve
Board)

Kenneth Bentsen, Jr., Carter McDowell, Peter Ryan, Joseph Seidel, and Guowei
Zhang (SIFMA)

Summary: Governor Cook and staff from the Federal Reserve Board met with representatives
from SIFMA to discuss the proposal to revise the Basel III endgame notice of proposed
rulemaking. The discussion focused primarily on the proposal’s implementation of the Basel III
endgame reforms. The SIFMA representatives highlighted concerns regarding the measurement
and calibration of the proposed requirements, including potential resulting increases in the cost
of lending, securitization, and capital markets activity.
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") Executive Summary - Basel 3 Impacts

The U.S. capital markets are critical to U.S. economic activity, funding three-quarters of equity and
debt financing for non-financial corporations. Banks play a critical role in facilitating capital formation
and ensuring liquidity in these markets.

= The Basel 3 Endgame will significantly overhaul the current risk-based capital framework. It is
expected to raise overall capital levels by more than 20%, and capital for banks’ trading activities
by almost 60%.

* GSIBs collectively have ~50% of U.S. market share of core capital markets activities affecting non-
financial business and consumers (ECM, DCM, securitizations, munis).

* The large increases in trading book capital will likely result in affected banks reducing their capital
markets activities: )
Increasing cost of capital will reduce ROE, disincentivize compared to other financing activities.
No certainty that capacity will be replaced by other market participants.
End users could face higher funding costs and/or reduced market access.
Reduced market liquidity during times of stress.

= Several capital markets activities are likely to be severely impacted by the Basel 3 Endgame. These
include securitization products trading, securities underwriting, equity investments in funds,
securities borrowing by banks, and derivatives.



_sifma

_'f-.____,_.::-:‘»Executive Summary - Holistic Review

We recommend that the Federal Reserve’s “holistic review” exercise be made public in conjunction
with the publication of the Basel 3 Endgame package, and that both be subject to public comment,
allowing sufficient time for external stakeholders to perform quantitative impact studies and provide
that data to the agencies.

Publishing the holistic review in conjunction with the Basel 3 Endgame would yield several benefits:

- It would allow a broader audience to evaluate how capital and other prudential requirements
have performed since the last financial crisis, particularly during the COVID event and other
periods of recent market stress.

It would provide the Federal Reserve with an opportunity to explain why the Basel 3 Endgame
capital increases are needed at this time, and what the costs of doing so would be for specific
markets and sectors as well as the broader economy.

- Crucially, it would allow for a better understanding of how the Basel 3 Endgame package
interacts with other elements of the prudential framework and whether recalibrating existing
requirements may be appropriate. These interactions include the significant duplication between
the FRTB portion of the Basel 3 Endgame and the GMS component of the stress testing process.

Public input would also help the Federal Reserve and other agencies to identify an optimal level
of capital that balances micro- and macro-prudential safety with economic costs.



“»The U.S. Capital Markets

= In terms of market share, the U.S. capital markets
account for 40% of global equities as well as global fixed

income securities.
UK 5.7%

» As of end 2022, the U.S. capital markets funded 75.4%
of equity and debt financing for non-financial Japan 11.1%
corporations. This is in sharp contrast with all other
major jurisdictions, where most fundings to non-financial

corporations come from bank lending.
China 15.5%

= Banks (particularly GSIBs) play a critical role in
facilitating capital formation and ensuring liquidity in
these markets.
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bu.s. GSIB Capital and Liquidity Has Grown

= The capital rules and stress test requirements implemented following the Dodd-Frank Act have led to
U.S. GSIBs’ aggregate capital and liquidity level to grow 3-fold and 12-fold respectively between 2007
and 2023.

» In addition, U.S. GSIBs now have almost 6x more usable TLAC compared to 2008.

U.S. GSIBs’ Capital and Liquidity Growth
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pCost of Capital - Impact on the Economy

* Increasing capital requirements for the country’s largest banks will potentially have serious
negative consequences for lending, market liquidity, and the broader economy.

* Independent academic research finds that a substantial
increase in bank capital requirements could raise annual

£
borrowing costs by roughly 0.25 percentage points §
while costing the economy over $100 billion per year. g L
* Rising capital requirements increase the cost of bank % e s o 1
funding, leading to higher interest rates. Borrowers —both = ¢ | &2 4% e 4-03
companies and households — borrow less due to higher g sorbennbinbabbibibesbin bbbt o4

costs, resulting in less investment and growth across 44 8 J2 0 AL B a2 X N M

: CQuarters from start of implementation
the entire economy. SB-Basel Committe
B-Basel mmittee

« Regulators must carefully consider the economic impact | Lozttt U el el o)

of capital requirements, because they affect the whole
economy, not just banks.

Range of costs that result from a 1
p.p. increase in capital requirements
across 100 different models
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i"?:;:;r_f;;Basel 3 Objectives
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The original Basel 3 framework has met its objectives to increase the quantity and quality of bank capital.

The Basel 3 framework addressed a number of shortcomings in the pre-crisis regulatory framework, strengthening
the resilience of the banking system.! These reforms were further gold-plated in the US, contributing to the significant
increases to U.S. bank capital levels already discussed.

Basel 3 disallowed preferred equity as
CETH1

Improve capital quality . Furthermore, the rules introduced capital
deductions for non-loss absorbing capital
such as goodwill and intangibles

# Increased RWAs under Basel 3 resulted in

) higher capital requirements for banks
Increase capital
requirements | Capital requirements have more than

doubled since 2015 and continue to rise for
U.S. G-SIBs

Combination of CCB, G-SIB Surcharge
and SCB significantly higher for US banks

Introduction of buffers

! Basel IlI: A global regulatory framework for more resilient banks and banking systems https://www.bis ora/publ/bcbs189.pdf.
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= Basel 3 Endgame Objectives |

By contrast, the Basel 3 Endgame was never intended to raise capital requirements.

Instead, with the objective of raising the quantity and quality of capital complete under the original Basel 3 reforms, the primary objectives of Basel 3
Endgame were to “reduce excessive variability”, “facilitate the comparability of banks’ capital ratios”, and “constraining the use of internally-
modelled approaches.”

U.S. banks already meet these objectives due to legislatively mandated requirements, such as the Collins Amendment to the Dodd-Frank Act.

Increasing the level of capital was never a stated goal of the Basel Endgame, and yet U.S. banks will be heavily impacted despite higher capital
standards since Basel 3.

“The reforms will not significantly increase capital requirements overall.” Basel /Il Finalization Announcement, December 20172

“The finalisation package will not significantly increase capital requirements; we expect to see a slight increase of 0.7 percent for large institutions. This
is because we did not have a mandate for tighter rules in general, but for more risk-adequate rules. And | think that, in the end, we fulfilled this
mandate” Andreas Dombret, December 2017

Variability is expected to remain between European and U.S. banks given

divergences in local implementations:

Reduce RWA European proposed implementation mitigates impact by removing SFT
variability haircut floors and retaining end user exemptions for CVA

European banks will continue to use models whereas U.S. banks will most

likely be subject to standardized approaches

Standardization of Comparability across banks remains challenging due to U.S. gold-plating:
capital ratios to U.S. banks subject to higher minimums due to SCB and G-SIB Surcharge
enhance Basel floor is calibrated at 72.5%, whereas U.S. banks will be subject the
comparability Collins Floor of 100%

introduction of the Basel floor limits benefits of internal models available to
banks, however its application is more conservative in the U.S.
Basel floor is calibrated at 72.5%, whereas U.S. banks will be subject to
100% output floor, leading to divergent use of models

Constrain use of
internal models

' Base! III: Finalising post-crisis reforms 2 Announcement to finalise Basel Ill reforms https://www.bis.ora/bcbs/b3/finalisation 20171207 .htm
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bBasel 3 Endgame - Key Components
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1-See Appendix for a step chart for detailed regulations.
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Basel 3 Endgame - Capital Markets Components and
Impacts

= Several components of the Basel 3 Endgame capital will affect banks’ capital market activities. Securitizations,
securities underwriting, equity funds, securities borrowing by banks, and derivatives are amongst the areas that
will most severely be impacted.

Basel Description Business Area Impact Details
Component
FRTB Stress test to Trading, = FRTB increases capital across the board, but some business
capture tail risk | underwriting, and units are more severely impacted than others because of the
on trading market making FRTB calibration and thereby some services could be impacted
activities more heavily, e.g.,

* Mainstream funding - investment in equity funds;
securitization products.
* Underwriting — equity, corporate, and munis.

CVA Stress test for | OTC derivatives » The revised CVA framework will significantly increase capital
derivative (and certain SFTs) requirements on OTC derivatives activities, e.g., facilitate
counterparty commercial end-users to hedging interest rate and FX risks.
risk = The agencies adjusted SA-CCR to reduce the impacts on

commercial end-users, but the revised CVA framework will
negate at least partially the results of the adjusiment.
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) Basel 3 Endgame - Additional End-Users Impacts

» The forthcoming Basel 3 Endgame will result in further gold-plating if adopted without change, exacerbating in the
unlevel international playing field. Furthermore, the substantially higher capital requirements for U.S. firms could
meaningfully impact end-users if not addressed.

= To mitigate the impact to end-users, other jurisdictions have diverged from the internationally agreed upon final rule

from Basel.

Rule Change

Summary of Change

Market / Products
Impacted

End Users Impacted

Considerations for U.S.

Adoption

Minimum Securities Financing Transaction
(“SFT”) Haircuts

Credit Valuation Adjustment (“CVA”)

Intended to limit build-up of leverage to hedge
funds

The securities borrowing market will not be able to
function in its current form

Overly broad scope results in pension funds,
mutual funds, and insurance companies being
treated the same way as hedge funds

Penalizes retirement accounts and may increase
insurance premiums

Basel allows jurisdictions if market regulations
already address the risk

U.K., E.U., Japan, and Canada have not adopted

Do not adopt as Regulations T and U already limit
leverage on securities borrowing transactions and
other jurisdictions are not adopting

Intended to limit the risk of under-collateralized
derivative transactions

Unmargined derivatives, which is heavily concentrated
in commercial end user hedging business risks, may
become uneconomic

Directly penalizes derivative hedging activity by
commercial end users

Misaligned with prior exemptions for end user hedging
activity afforded under SA-CCR and mandatory
margining rules in the U.S.

U.K. and E.U. have exemptions for sovereigns and end-
users

Consider an exemption for end users consistent with the
principles of SA-CCR, Dodd-Frank, and international
implementation
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Blnteraction of Basel Endgame and SCB

The FRTB and SCB (via its Global Market Shock or GMS component) are stress test frameworks designed to capture
extreme potential losses arising from a bank’s trading operations

In conjunction with one another, the FRTB and SCB (via its Global Market Shock or GMS component) will dramatically
over-estimate and excessively capitalize trading losses due to the following design and calibration similarities:"

FRTB
Ensure a bank’s strength and resilience to a

- GMS Loss Estimate

Objective Ensure a bank’s strength and resilience to a severe
severe market stress market stress
Scope Instruments arise from trading operations Instruments arise from trading operations, and certain

other fair valued instruments, e.g., private equity

Loss Estimate

Extreme tail loss (i.e., average of all losses from
deep tail scenarios)

Extreme tail loss (i.e., loss from one deep tail scenario)

Calibration

- | Risk factor shocks are calibrated to specified

time periods (i.e., liquidity horizon) while limiting
the benefits of diversification

Risk factor shocks are calibrated to specified time
periods while limiting the benefits of diversification

Considerations -
for U.S.
Adoption

Adjustments to the GMS framework that could mitigate
some overcapitalization effects
— Align the liquidity horizons in the GMS with
those in the FRTB framework
— Modify GMS shocks to be plausible

In addition, if the SCB is applied to the Basel standardized approach under the Basel 3 Endgame, the over-estimation
and excessive capitalization of losses will equally apply to CVA risk and operational risk in addition to market risk, as
CVA losses and operational risk losses are capitalized by both Basel 3 Endgame and SCB stress losses.

1. hitps://www.sifma.ora/resources/news/how-the-basel-ii-endgame-reforms-will-transform-us-capital-requirements/. As we note, the impact of the FRTB will

also be greater in the U.S. owing to interactions with the Collins Floor.
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Dlnteraction of Basel Endgame and SCB

= As noted, capital market activities are already heavily penalized via the stress test framework.

= Severity: The severity of the shock in SCB framework forces banks to over-capitalize to account for
uncertainty

The GMS assumes six months of stress losses happen in one day without the ability to re-hedge

Losses happen in one day across equities, credit, foreign exchange, interest rates, commodities,
etc. with no regard for correlations and diversifications.*

= Excessively Volatile: Further, the FRB’s Severely Adverse scenario have been volatile year over year,
resulting in capital requirements that have changed by up to 100bps this past year.'23

* Instantaneous Shock: Banks have only three months to comply with the new requirement.

[ SCB Compliance Window: 3 months |

January 2024

1 Michelle Bowman, Sept. 30, 2022: “...stress tests produce results that vary considerably from year to year due to how a specific scenario interacts with a
specific firm's business model”.

2 Randal Quarles, Dec. 2, 2021: “...the volatility of these requirements from year to year indicates that we still do not have those requirements quite right”. *
3Source: Federal Reserve. Large Bank Capital Requirements 2022.

4Source: Global Market Shock and Large Counterparty Default Study
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"Dinteraction of Basel Endgame and SCB

* Total capital charges can be in excess of exposure.

= The percentages below are capital requirement as % of securities’ market value. The highlighted 4 columns are total
capital requirement under: (1) current market risk rule + GMS, (2) FRTB + GMS, (3) FRTB + GMS applied to FRTB
residual market value, and (4) max(FRTB, GMS).

Best Public )\ teral VaR/ FRTB SSFA% SSFA% CCAR [ C.'::)tiatl;l
. . o . \ |
Ratmg  Type /mageAltachDetach syap (sem) (p=05)' (p=1.0)' GMS ?pi‘:)'t;)' (p=1.0)
_— - N S i {max)
B‘;{‘d AA  CMBSCDO 2021 10 35 36% 89% 141% 345% 754%  93.1% 75.4%
Bond Cash Non- . - R
B BBE  Agency 2020 0 55 82% 10.9% 31.6% 42.2% 70.3% 110.1% 70.3%
— CMBS
B%’“’ B E‘I:;g%ea" U"is“a‘;ec'f 125 80 0.7% 26% 28% 99% 85.0%  88.5% 85.0%
Bond NR Corporate o o 0 0 o . 3
> oo 2014 0 40 11.2% 14.8% 435% 57.4% 62.5% 117.2% 72.2%

- + Bond A collateral has a high credit rating but incurs a high GMS due to a recent vintage and relatively junior position

. > Bond B is prime and has a longer vintage than Bond A but attaches lower than Bond A, resulting in a lower CCAR GMS but
higher capital charge

: Bond C is backed by European RMBS but due to an unspecified vintage, it incurs a significantly worse GMS charge
 E— compared to Bond B despite earning better SSFA treatment due to a higher attachment point, but results in the best overall
capital charge

8 Bond D is backed by unrated corporate CLOs but results in the lowest GMS charge. However, the SSFA treatment results
in a high capital charge due to junior position

Calculated using the weighted average of 1023 U.S. G-SIB Standardized CET1 requirements. SSFA with p = 1.0 to reflect FRTB. VaR and
Stressed VaR capital charges are approximated as 25.8% of SSFA capital charge under the current capital rules.
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) US GSIBs’ Role in Securities Underwriting

Equity Corporate
—issuance ($bn) GSIB share (%” C—Issuance ($bn) GSIB sha” (%)

0

= The US GSIBs’ market shares for equity, corporates
and municipal debts issuances have been falling
steadily since 2009.

Municipal

—issuance ($bn) GSIB share (%)

I ﬂ = In 2009, the first Supervisory Capital Assessment
Program (SCAP) was conducted setting out capital
requirement for banks’ trading, underwriting and market
making activities under the global market shock (GMS)
scenario.

» The SCAP was replaced by the Comprehensive Capital
Analysis and Review (CCAR) beginning 2011 which

AP was incorporated into the risk-based capital rules via

s the Stress Capital Buffer (SCB) in 2020.

OO N DO 0 A D 9O
D N N NS e AN g A e A R RN IR a2
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Outstanding Shortcomings in Existing Capital

Prudential
Regulation

CCAR Stress
Testing

Supplementary
Leverage Ratio

Usability of
Capital Buffers

Key Concern

Framework Should be Reviewed

Outstanding and Pre-existing Policy Commitments

Lack of transparency combined with implausible
scenarios results in significant undue volatility in the
SCB

Capital markets activity in particular is heavily
penalized due to insufficiently detailed models

CCAR GMS has not been updated since its inception
over a decade ago

Calibrated to 2015 GDP and FX rates

Gold-plating also includes a funding component that
results in overlapping risk capture with TLAC, NSFR
and various other reforms

Gold-plated to be 2x the international standard

SLR is the binding constraint for all IDIs. In periods of
stress, this could reduce liquidity in the US Treasury
market, including during the Covid pandemic

The banking industry still does not have clarity on
regulatory buffers. In stressed periods, large banks will
continue to play a limited role

Align the CCAR stress scenarios with the stated policy
goal of “severe but plausible™

Update the GMS to reflect the significant
advancements in the prudential regulatory framework
and risk management practices that have been made
since inception

The G-SIB final rule includes a commitment to
“periodically reevaluate the framework™, which has not
been exercised despite a pandemic and a war

The 2018 proposal to improve and align standards with
international practice has not been finalized?®

The FRB has committed to modify the SLR
denominator to mitigate its impacts on Treasury
markets?

)

The Financial Stability Board, Basel Committee, and
U.S. Banking Regulators have stated the need for
clarity, but have yet to finalize guidance

1See, €.g., 2020 DFAST disclosures, page 23 2 Source: Implementation of Risk-Based Capital Surcharges for Global Systemically Important Bank Holding Companies 3Source:
Enhanced Supplementary Leverage Ratio Standards for U.S. Global Systemically Important Bank Holding Companies 4 FRB Press Release: Temporary SLR measures lapse
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_»Conclusion

Publishing the Holistic Review and subjecting it to comment would provide the Federal Reserve with
an opportunity to explain why capital increases are required, and help identify potential costs for
specific markets, sectors, and the broader economy. It would allow the public to understand how the
Basel 3 Endgame package interacts with other elements of the prudential framework, and better
identify reforms that may be necessary as a result.

= Capital is not free. A dramatic increase in trading book capital would impact banks’ footprint in
capital markets activities, removing balance sheet capacity with no evidence it will be replaced
by other market participants; potentially reducing liquidity, credit and capital, particularly during
periods of stress; and leading to greater costs for businesses and consumers.

By contrast, the benefits to financial stability of dramatically increasing market risk-related capital
are not clear. Note that none of the anticipated changes to market risk capital requirements would
have mitigated recent stresses in the banking sector.

The Federal Reserve should release its holistic review and consider ways to address existing
shortcomings in the capital framework prior to proceeding with the Basel 3 Endgame revisions.
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Prudential Regulations Applicable to

=
Categories I-1V
Category IV Category Il Category i Category |
$100B - $250B =$2508 - $7008 > $7008 U.8. G-SIBs
v

GSIB Surcharge

eSLR v
TLAC v
GMS/LCD v
Advanced Approaches v v
No AOCI Opt-out’ v v
Capital
Countercyclical Capital
Buffer (CCYB) v v v
SLR v v v
Company-run v v v
Stress Test (every 2 years) (annual) (annual)
Fed-run Stress Test v v v v
(CCAR/SCB) (every 2 years)
Liquidity v v v v
Coverage Ratio (+70% for select banks only) (+85%; +100% for select banks) (+100%) (+100%)
Net Stable v v v v
A Funding Ratio (+70% for select banks only) (+85%; +100% for select banks) (+100%) (+100%)
iquidity
R ting Requi t - v v 4
EROTAQINEGUITEMEN LS {(Monthty) {Monthly; Daily for select banks) (Daily) (Daily)
Company-run v v v v
Stress Test (Quarterly) {Monthty) {Monthly) (Monthly)
Resolution Plannin N N v
e (Every 3 years) (Every 3 years) (Every 2 years)
American Express . .
Ally Financial Fifth Third U.S. Bancorp
" - . KeyCorp ° ) JPM
Citizens Financial PNC Financial
u.s. . ) . M&T Bank . MS
Regions Financial . Capital One Northern Trust gxe
Banks Huntington &8C
Bancshares Synchron Charles Schwab WF
Discaver Financial ynenrorny Truist

Silicon Vailey Bank First Citizens




Market Regulations in Progress of Being
Implemented

The chart on the right
illustrates the
implementation timeline
for a sample of financial
market regulations in
various stages of
proposal or
implementation. Banks
will be implementing
programs to comply with
many of these rules at
the same time that they
are implementing the
market risk capital
changes under the Basel
Endgame package.

As shown, the
simultaneous
implementation of a
multitude of rules on a
compressed timeline
could strain banks’
resources and has the
potential to create risk by
overtaxing the industry’s
technology, operational,
and compliance
resources.
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11/28/23, 2:23 PM Private credit boom will trigger a new squeeze

Opinion Markets Insight

Private credit boom will trigger a new squeeze

Mid-sized asset managers likely to face competitive pressure as ‘debanking’ gathers pace

HUW VAN STEENIS

~3

Apollo chief executive Marc Rowan has argued that ‘debanking’ is at its early infancy © Victor J. Blue/Bloomberg

Huw van Steenis 14 HOURS AGO

Get ahead with daily markets updates. Join the FT's WhatsApp channel

The author is vice-chair at Oliver Wyman and former global head of banks and

diversified financials research at Morgan Stanley

If this is a “golden moment” for private credit, how might it play out and what are
the risks?

Higher rates and the regional banking turmoil earlier this year have spurred a
growing conviction that private credit will bloom. The market is expected to grow
from $1.6tn this year to $2.8tn, according to data provider Preqin. BlackRock is
even more optimistic, forecasting growth to $3.2tn.

https:/imww.ft.com/content/b8e151¢7-7302-4464-bc49-5091df86ecd 0 13



11/28/23, 2:23 PM Private credit boom will trigger a new squeeze
“Debanking” is at its early infancy, argues Marc Rowan, chief executive of private
capital firm Apollo. And Jon Gray, president of Blackstone, coined the “golden
moment” description of conditions in private capital early this year.

Take new bank regulations as a catalyst: under the proposed Federal Reserve rules,
the capital required to support the US wholesale banking industry could increase
by as much as 35 per cent, according to Oliver Wyman. Little wonder that Jamie
Dimon said private credit providers will be “dancing in the street”.

How the market develops will be a pivotal issue not just for the large private
market firms and banks — but also for the traditional asset managers, which have
been bolting on private market capabilities to fend off the inexorable rise of passive
fund management. At least 26 traditional asset managers have bought or launched

new private credit units in the past two years.

This shift underscores just how much the market structure of finance is changing.
Twenty years ago I argued in a Morgan Stanley research note that investor flows
would polarise into a barbell. At one end, investors would flock to passive and
exchange traded funds to access benchmark returns cheaply and conveniently. At
the other, investors seeking higher returns would increasingly allocate to specialist

fund managers investing in private assets, hedge funds and real estate.

The conventional “core” fund managers, caught in the middle, would be pressured
to tune up their investment engines, become more specialised, or merge for

scale. And so it has turned out.

ETFs have grown from $218bn in 2003 to $10.3tn last month, according to
ETFGI. And in revenue terms, it is striking quite how lopsided it has become. Half
of all the management fees in the investment industry are likely to go to alternative
asset managers in 2023, up from 28 per cent in 2003.

Central bank quantitative easing to support economies and markets, which buoyed
the earnings of traditional firms, is now being wound down. Without that tailwind,
the squeeze on asset managers is becoming ever more acute. So how will the moves

into private credit play out?

Today just 10 firms account for 40 per cent of private credit fundraising in the last
24 months, according to Preqin. There are three reasons why the growth in private
credit could disproportionately play to the hands of these larger firms.
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First, a good amount of the growth is likely to come from portfolio sales by regional
banks that need to deleverage, often selling good assets under duress. New Fed
rules mean larger banks simply won’t be able to pick up the slack. Buying these
assets is a specialist endeavour with big portfolio sizes and the speed required for
deals playing to the advantage of the scaled firms that can underwrite the risks.

Second, the growing size of deals calls for larger funds; this August saw a fresh

record for the largest loan at $4.8bn for fintech firm Finastra.

Third, and critically, banks want to partner up so they don’t lose access to the
clients. Whilst tougher regulations means they likely will need to shed assets, banks
will want to continue to make loans and partner up to help manage the deal flow,
again benefiting those firms with scale. Several major banks have already cut deals,
and more are likely to follow. Citi is the latest to be reportedly launching a new unit
in 2024.

The regime shift in rates means loan losses are likely to rise as financing costs
normalise and weaker balance sheets are exposed. This could be challenging for
private credit providers. New firms trying to muscle in on the growth may not be as
prudent. This calls for selectivity and keen focus on the risks and returns in deals —
but also for teams experienced in workouts, which many majors have.

Of course, there will be specialist seams of opportunity, such as distressed debt or
energy infrastructure lending, where a talented boutique can have advantages. But
this may not be at the scale needed to boost the traditional firms’ fortunes.

There is a sea change coming in capital allocation that calls for a significant shift
towards private credit, as Howard Marks recently argued. But these rising waters
won't lift all boats.

Copyright The Financial Times Limited 2023, All rights reserved.
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Barclays explores plan to drop thousands of investment banking clients

Project Minerva also examined more radical options including raising capital for an acquisition

Barclays’ chief executive CS Venkatakrishnan is under pressure to address Barclays’ reliance on investment banking ©
Christopher Goodney/Bloomberg

Stephen Morris, Banking Editor 14 HOURS AGO

Barclays is exploring a plan to drop thousands of clients at its investment bank as
part of a strategic overhaul that is meant to boost profits and cut £1bn of costs.

Barclays executives have met several times this year to thrash out the restructuring,
codenamed Minerva after the Roman goddess of wisdom, according to people

briefed on the discussions.

Chief executive CS Venkatakrishnan is under pressure to reduce Barclays’ reliance
on investment banking and return more capital to investors, with a public

announcement expected in February.

The company’s shares are trading close to their lowest levels since the Covid-19

pandemic, and Barclays’ valuation is among the cheapest of any major global bank.
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Barclays explores plan to drop thousands of investment banking clients

Barclays languishes near the bottom of global bank valuations
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Barclays executives considered, but ultimately shied away from, several radical

options. The boldest involved raising capital to buy a wealth or asset management

business.

Another involved a drastic reduction in trading assets at the investment bank of as

much as 25 per cent, with the balance sheet redeployed to the consumer and credit

card operations, several people familiar with the deliberations said.
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However, following opposition from co-heads of trading Adeel Khan and Stephen

Dainton, Venkatakrishnan is set to chart a more moderate course.

Barclays was likely to focus on cutting ties with its least profitable investment

banking clients, people close to the situation said.

This could mean ending relationships with more than 2,500 customers out of a
total of more than 10,000, although the people stressed no final decisions had been
made. A person close to Barclays disputed the figure was that high.

The company declined to comment on the internal discussions.

Barclays’ client management system, known internally as “Hector”, ranks
customers, with the top 500 or so tiered into diamond, platinum and gold bands

that generate the vast majority of profits.

The rest, classed as silver, do not transact with Barclays often enough or at a
sufficient scale to earn it a good return.

The investment bank is at the heart of the company’s review because it has grown
over the past eight years to dominate the overall group, accounting for £219bn of
risk-weighted assets (RWAs), or about two-thirds of the total.

Banks are forced by regulators to hold equity capital against RWAs. If Barclays can
reduce its assets, or redeploy them into more profitable areas, it should be able to
boost its shareholder returns via dividends or buybacks.

If done aggressively, trimming its less profitable investment banking clients could
free up as much as £20bn of RWAgs, at a cost of less than 10 per cent of revenues at
the division, the people close to the matter said. However, the person close to
Barclays said the final figure was likely to be lower.

The division, which also includes Barclays’ corporate business, has been told by the
board to come up with a plan to generate a consistent return on tangible equity of

14 to 15 per cent, from about 11.5 per cent today, the people added.

That would require operating costs to fall sharply as a percentage of income from
about 65 per cent to a mid-50s per cent ratio, according to internal estimates.
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Barclays’ CIB unit rarely outperforms the UK operation
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The targets would become even harder to hit when new global capital rules known
as Basel 3.1 come into force.

Plans to spare the trading operation a more thorough restructuring have provoked
robust debate within Barclays’ executive committee.

Executives considered exiting US municipal bond trading, which underwrites debt

for state and local governments, the people close to the process said.

https:/mwww.ft.com/content/ff'5b56d8-51a3-48f6-b7e5-5854abcf219a 4/5



11/28/23, 2:24 PM Barclays explores plan to drop thousands of investment banking clients
However, the business accounts for relatively few RWAs and so would have had

little overall impact.

Other weakly performing businesses also came under scrutiny, but were likely to be
retained because they were seen as crucial to Barclays’ status as a “full-service”
investment bank, the people added.

One was the lossmaking cash equities operation, which includes stock trading,

sales and research, but again would result in only a modest reduction in assets.

Another was the much larger securitised products trading business, which has been
flagged in the review as unprofitable and balance-sheet intensive. However, it is
closely intertwined with the financing side of Barclays’ securitisation business,

which does make money.

More broadly, Barclays is planning to cut as many as 2,000 jobs across the group
as it seeks £1bn of cost savings.

A high proportion of the job losses will come at BX, Barclays’ central hub that
provides back office and technology services. The UK consumer lender will also be
a target because it is far more costly to run than peers such as Lloyds and NatWest.

Barclays could squeeze costs at its corporate business, which makes loans and
provides services to large companies.

The lender was also planning to reduce its capital burden by doing more synthetic
risk transfers, one person briefed on the discussions said. These have become
increasingly popular among European banks wanting to reduce their capital
requirements.

Copyright The Financial Times Limited 2023. All rights reserved.
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« In this, the first of a series of blogs on prudential requirements and their impacts, we discuss
revisions to bank capital requirements to increase both the quality of capital and the quantum of
capital in the system that occurred in the wake of the Great Financial Crisis.

e As we describe in this blog, these reforms have led to U.S. bank capital levels that are now
extraordinarily robust relative to their pre-crisis levels.

« While this has undoubtedly made the banking system safer, it also comes with costs to the real
economy and capital markets, including on retail investors and end users such as corporates.

» Policymakers must weigh these costs against the benefits of yet further reforms envisioned to the
capital framework as part of the so-called “Basel |l Endgame” framework. We will discuss the
Basel Endgame framework and its impacts in more detail in future blogs.

Background
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In response to the 2008-09 Great Financial Crisis, the Basel Committee on Banking Supervision

(BCBS), as well as national authorities, instituted a series of wholesale reforms to the pre-crisis
prudential regulatory framework. The revisions put in place:

» heightened capital requirements;

* new minimum liquidity requirements;

e new margin requirements;

» stress testing requirements;

« single counterparty credit exposure limits;

o strict limits on proprietary trading;

+ mandated greater use of central clearing;

» created new mechanisms to ensure orderly resolution of financial firms, such as Total Loss
Absorbing Capacity (TLAC) capital and resolution planning requirements;

¢ and generally led to enhanced on-going supervision of large banks.

All these measures were designed to work in tandem to dramatically reduce the likelihood of a major
bank failing, as well as limit cross-institutional contagion that could result in another banking crisis. As a
result of this enhanced prudentia!l framework, all domestic and internationally active banks came out the
deep market downturn induced by the COVID-19 pandemic unscathed.

In this, the first of a series of blogs on prudential requirements and their impacts, we discuss what is
often seen to be the most important element of these post-crisis reforms: revisions to bank capital
requirements to increase both the quality of capital and the quantum of capital in the system. We note
that as a result, U.S. bank capital levels are now extraordinarily robust relative to their pre-crisis levels.
While this has undoubtedly made the banking system safer, it also comes with costs to the real economy
and capital markets. Policymakers must weigh these costs against the benefits of yet further reforms
envisioned to the capital framework as a result of the “Basel Il Endgame” (hereafter referred to as the
“Basel Endgame” framework), which will be the subject of a proposed rulemaking by the U.S. banking
agencies this year (and will be the subject of future blogs).

The BCBS began a process to comprehensively revise global bank capital standards in 2010. The
objectives of these revisions were first to increase the quantum of capital in the banking system and
second to decrease variation between banks in the way risk-based capital charges were calculated (and
thereby facilitate better supervisory oversight on banks’ risk measurement and management). The first
set of revisions, commonly referred to as “Basel lll,” were finalized by the BCBS in 2011 and were aimed
at addressing capital quality and inadequacy resulted from the framework in place pre—crisis.m The
Basel Il framework was implemented in the U.S. in 2013 and is described in greater detail in this blog.
The goal of the second set of reforms package, “Basel Endgame”, was to reduce the excessive
variability across capital requirements and was finalized by the BCBS in 2017.121 The European Union

https://www.sifma.org/resources/news/understanding-the-current-regulatory-capital-requirements-applicable-to-us-banks/ 2/10
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and the United Kingdom, among other jurisdictions, have published proposed rules seeking to implement
the Basel Endgame framework. The U.S. Notice of Proposed Rulemaking (NPR) implementing the
Basel Endgame framework is expected to be released in the coming months.

Current U.S. Capital Requirements: A Brief
Primer

Current U.S. regulatory capital rules subject large banks to risk-based capital (RBC) requirements,
leverage capital requirements (including U.S. leverage ratio and supplementary leverage ratio or SLR),
and additional capital buffers including the Stress Capital Buffer (SCB) for banks subject to the Federal
Reserve Board’s Comprehensive Capital Analysis and Review (CCAR) requirements, capital
conservation buffer (CCB) for banks not subject to CCAR requirements, and the Countercyclical Capital
Buffer (CCyB)[3] . The SCB is a U.S. specific regulatory capital add-on to the minimum capital
requirements set out by the Basel standards and is the result of integrating CCAR requirements into the
regulatory capital rules. In theory, a bank that does not maintain capital ratios above its minimums plus
its buffer requirements faces restrictions on its capital distributions and discretionary bonus payments.
But in practice, due to the punitiveness of the restrictions and market perception, the buffers
requirements are de facto minimum requirements.

For purpose of risk-based capital requirements, the current capital rules provide two approaches for
calculating risk-weighted assets (i.e., the denominator of the RBC ratios) — the “Advanced Approaches”
and the “Standardized Approach”.

In addition, U.S. global systemically important banks (GSIBs) are also subject to GSIB surcharge which
is computed using a U.S.-specific method that generally results in a higher GSIB surcharge than the
BCBS internationally agreed method. U.S. GSIBs are also subject an SLR buffer — the enhanced SLR
requirements (eSLR), and total loss-absorbing capacity (TLAC) requirements. The current capital rules
group banks into five risk-based tiers (or categories) based on a set of risk-based indicators.[4],[5] The
eight U.S. GSIBs occupy the first tier (or Category 1) and gradually less systemically important banks
populating the remaining 4 categories as shown in Table 1. Applicable regulatory capital requirements
are tailored to each category with the most stringent requirements applied to Category | banks (see
Table 1).
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Table 1. Minimum Capital Requirements Under the Current U.S. Regulatory Capital Rules.

Bank Categories®

Minimum Capital Requirements Category Category Category Category  Other
| ] Hi v

Risk-Based Capital
e Advanced Approaches
Standardized Approach
Stress Capital Buffer
Countercyclical Capital Buffer
GSIB Surcharge
" USS. Tier 1 Leverage Ratio
Supplementary Leverage Ratio
. Enhanced Supplementary
leverage Ratio

As depicted in Figure 1, under the current capital rules, the largest U.S. banks must calculate and
comply with up to 19 capital ratios and buffers requirements altogether:m

» 6 risk-based capital ratios (i.e., Common Equity Tier 1 or CET1 ratio, the tier 1 capital ratio, and
total capital ratio; each calculated under both Advanced Approaches and Standardized Approach);

» 4 risk-based capital buffers (i.e., SCB, CCB, CCyB, and GSIB surcharge);

» 3 leverage-based ratios and buffers (i.e., U.S. tier 1 leverage ratio, SLR, and eSLR); and

» 6 TLAC ratios and buffers (i.e., the risk-based TLAC ratio, the TLAC buffer, the eligible long-term
debt or LTD ratio, the leverage-based TLAC ratio, the leverage-based TLAC buffer, and eligible
LTD leverage ratio).

Smaller banks are subject to fewer capital ratios and buffers requirements.

Figure 1. Minimum Risk-Based Capital, Liquidity and TLAC Requirements Under the Current U.S.
Regulatory Capital Rules!®!
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Despite being part of larger global organization, the U.S. intermediate holding company (IHC) of foreign
banks operating in the U.S. must also meet U.S capital standards. Foreign banking organizations
(FBOs) U.S. IHCs are subject to U.S. risk-based capital requirements, different leverage capital
requirements including the SLR, and additional capital buffers including the SCB and CCyB, depending
on their risk-based tier. These capital charges are in addition to the capital standards that foreign banks
are subject to within their home jurisdictions.

In addition to this vast array of different capital ratio requirements, there are also differences between
banks that are subject to the Advanced Approaches versus those that only use the Standardized
Approach to calculating risk-based capital. The Advanced Approaches permit the use of banks’ internal
models, whereas the Standardized Approach generally disallow internal models. The use of internal

models allows for more accurate capture of risks, with capital requirements that more closely correspond
to a bank’s risk profile. However, they inherently also lead to greater variability in capital requirements
between banks. Reducing this variability is the key objective of the Basel Endgame framework, a topic
that we will cover in the follow-up blogpost.

Pursuant to the Collins Amendment of the Dodd-Frank Act,[9] the so-called “Collins Floor’, Advanced
Approaches banks (Cat. | and Cat. Il banks) must calculate each of the different risk-based capital ratios
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under both the Advanced Approaches and the Standardized Approach and must use the lower of each
capital ratio calculated under the two approaches to determine risk-based regulatory capital compliance.

U.S. Bank Capital Levels Are Extraordinarily
Robust

Since the current capital rules took effect in 2013, U.S. banks have built-up robust capital adequacy
(both in terms of overall levels and quality of capital) and have steadfastly increased their CET1 capital
levels in particular. As shown in Figure 2, the average of large U.S. banks' CET1 capital ratios and
levels grew by 2.4 percentage points and in excess of 88%, respectively, since 2009.

Figure 2. Average CET1 Capital Ratios and Levels of All CCAR Firms Since 2009.
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Policymakers are in broad agreement that both the quantum and the quality of capital in the system have
improved dramatically over the past decade. Federal Reserve Board Chairman Jerome Powell observed
in a February 2019 statement to U.S. House members noted that capital levels are “just right”.[11]
Similarly, Acting Comptroller of the Currency Michael Hsu said, in May 2021, that banks’ “capital and
liquidity ratios are strong”[12] and he’s generally comfortable with big banks’ capital levels.l'3) As a result
of these robust capital levels and along with the certain regulatory reforms from regulators, e.g.,
temporary exemption of U.S. Treasury securities and central bank reserves from SLR,[' the U.S.
banking system weathered the COVID-19 event and its associated severe market stresses without any
bank failures, while also continuing to support the capital market and the real economy.

The Cost of Bank Capital
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“[Blank capital is not costless to society. If capital requirements are increased, some of those costs will
be passed on to households and businesses in the real economy”.[1 3 Many studies have documented
evidence of the costs associated with higher bank capital requirements. In the context of SCB, Cortes, et
al (2022) show that banks subject to stress test requirements “reduce credit supply and raise interest
rates on small business loans”.[16] Higher bank capital requirement has real impacts on the economy
and capital markets, including on retail investors and end users as well as in the form of reduced market
liquidity and higher costs for both institutional and retail investors. Campbell (2023) provides an
excellent literature survey which provides additional studies demonstrating the impact of higher capital.
[17] Additionaily, there is some evidence suggesting that higher capital requirements (specifically
leverage requirements) have constrained the ability of banks to provide liquidity to important funding
markets such as the U.S. Treasury market, reducing liquidity and raising costs for investors.!8l

Other studies attempt to identify the socially optimal bank capital level. We plan to survey this literature
in future blogs. For example, when accounting for the interplay between capital and liquidity Begenau
(2020) finds “the optimal capital requirement is 12.4% of risky assets.”[1°] Without counting additional
capital, current common equity tier 1 capital alone at most banks already is around this optimal level as
shown in Figure 2.

Conclusion

Currently, banks in the U.S. are subject to extraordinarily complex and stringent capital requirements, as
discussed in this blog. All these measures were designed to work in tandem to dramatically reduce the
likelihood of a major bank failing, and limit cross-institutional contagion that could result in another
banking crisis. As a result, according to the Federal Reserve Board “the [U.S.] banking system remains
strong”, and their capital and liquidity levels are “robust”.[20] Unsurprisingly, all domestic and
internationally active banks in the U.S. proved resilient throughout deep market downturn induced by the
COVID-19 pandemic. But these higher capital requirements inevitably come at some cost to both the
real economy and capital markets, including retail investors and end users such as non-financial
corporates. Higher capital charges have implications for the for the availability and cost of credit to
businesses. Policymakers should weigh these costs against the benefits before implementing the
additional reforms envisioned by the Basel Endgame package — a topic we will focus on in a subsequent
blog in this series.

Dr. Gouwei Zhang is Managing Director and Head of Capital Policy at SIFMA.

Dr. Peter Ryan is Managing Director and Head of International Capital Markets and Strategic Initiatives
SIFMA
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(1] https://www.bis.org/publ/bcbs189.htm
[2] https://www.bis.org/basel_framework/index.htm?m=2697
[3] Note that the U.S. has not activated CCyB, but other jurisdictions have (e.g., Sweden).

[4] The set of risk-based indictors is comprised of size, interconnectedness, cross-jurisdictional activity,
substitutability, and complexity.

5] https://www.ecfr.gov/current/titie-12/chapter-ll/subchapter-A/part-252
%] The criteria for the categories are:

o Category |, U.S. GSIBs;

« Category Il, 2$700bn total assets or 2$75bn in cross-jurisdictional activity;

« Category lll, 2$250bn total assets or 2$75bn in nonbank assets, wSTWF (weighted short-term
wholesale funding), or off-balance sheet exposure;

« Category IV, others banks with $100bn to $250bn total assets;

» Other, $50bn to $100bn total assets

[71 All Insured Depository Institutions (IDIs) are required to comply with Prompt Correction Action (PCA)
which restricts or prohibits certain activities for all IDIs and establishes a framework of supervisory
actions for IDIs that are not Adequately Capitalized. Under PCA, capitalization adequacy is assessed
based on 4 capital ratios — 3 risk-based capital ratios and 1 U.S. tier 1 leverage ratio.
https://www.federalreserve.gov/publications/2018-11-supervision-and-regulation-report-appendix-a.htm

8] Note that Internal TLAC and Eligible Long-Term Debt requirements also apply to certain Covered
IHCs (that is IHCs controlled by a GSIB). Those requirements include a 16% RWA Internal TLAC + 2.5%
TLAC Buffer + 6% Eligible Long-Term Debt minimum for Covered IHCs that operate under a single-
point-of-entry (SPOE) resolution strategy. The equivalent numbers for Covered IHCs hat operate under a
multiple-point-of-entry (MPOE) resolution strategy are 18% Internal TLAC + 2.5% Buffer + 6% Eligible
Long-Term Debt. The TLAC SLR requirements applicable to Covered IHCs operating under a SPOE
strategy are 6% TLAC + 2.5% Eligible Long-Term Debt. For Covered IHCs operating under a MPOE
strategy, the requirements are 6.75% TLAC + 2.5% Eligible Long-Term Debt. Covered IHCs are also
subject to TLAC U.S. Tier 1 Leverage Ratio requirements.
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¥ The Collins Amendment requires the appropriate Federal banking agencies to establish minimum
leverage and risk-based capital requirements applicable to U.S. insured depository financial institutions
will also extend to US bank holding companies, US intermediate holding companies of foreign banking
organizations, and systemically important non-bank financial institutions.

[10] “B3 Min” indicates the minimum required CET1 ratio applicable to all banks (i.e., 4.5% + 2.5% =
7%). “G-SIB Max” indicates the maximum required CET1 ratio applicable to all banks (i.e., 4.5% + 2.5%
+ 3.5% = 10.5%). Note that at the time of writing the highest actual G-SIB surcharge is 3.5%.
https://mwww.sifma.org/wp-content/uploads/2022/03/US-Research-Quarterly-Financial-Institutions-2022-
05-11-SIFMA .pdf

["1] hitps://www.americanbanker.com/news/capital-levels-are-just-right-powell-tells-house-members
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« In this, the second of a series of blog posts on bank capital requirements and their impacts, we
discuss forthcoming changes to U.S. bank capital requirements that are likely to occur as U.S.
regulators implement the Basel Ill “Endgame” package of reforms.

o As we described in Part | of this series, current capital rules have ensured that U.S. banks’ capital
levels are now strong and robust, as evidenced by their resilience during the COVID-19 induced
downturn.

« The Basel “Endgame” package will significantly increase banks’ capital requirements over-and-
above their already historically high levels in the past several years, resulting in significant
additional funding costs for businesses, consumers, and investors.

e Policymakers should be transparent about the costs and benefits of implementing the Basel
Endgame package, taking into account the totality of prudential reforms introduced since the Great
Financial Crisis (GFC).

Background

In the first part of this series, we examined the post 2008-09 Great Financial Crisis (GFC) reforms to the
U.S. prudential framework for banks, with a particular focus on capital requirements. As a result of those
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reforms, the quality and quantity of capital in the system was dramatically strengthened, particularly in
the United States. Today, U.S. banks are subject to a panoply of capital requirements — up to nineteen
separate requirements in fact. These include risk-based, leverage, stress testing, and loss-absorbing
capital requirements — and as a result are better capitalized than at any point in recent history (see
Figure 1). As the current Federal Reserve Vice Chair for Supervision, Michael Barr, stated during his
confirmation hearing, “capital and liquidity in the system is very strong. The rules that Congress put in
place after the financial crisis make it much less likely that such a financial firm could get itself into
trouble and in a way that would cause problems for the broader economy.”l]

Figure 1. The Average Common Equity Tier 1 (CET1) Capital Ratios and Levels of All CCAR Firms
Since 2009

CET1 Capital Ratio - All CCAR Firms CET1 Capital Ratio - G-SIBs
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Source: SIFMA Research Quarterly.?]

While the quality and quantity of bank capital is far stronger today than it was prior to the GFC,
regulators have remained concerned that the current capital standards build in too much variability in the
way risk-based capital requirements are calculated across banks. To this end, the Basel Committee on
Banking Supervision (BCBS) finalized revisions to its risk-based capital standards in 2019, commonly
referred to as “Basel Il Endgame” (hereafter referred to as the “Basel Endgame package”), which would
promote greater standardization across risk-based capital requirements. Since then, national regulators
have been working to implement the Basel Endgame package, with proposals issued in both the EU and
the UK. The U.S. Notice of Proposed Rulemaking (NPR) implementing the reforms is due to be
published by the federal banking agencies (the “Agencies”) in the coming months. Below, we take a
closer look at what is in the Basel Endgame package, how it will change the U.S. capital framework and
begin to discuss the potential impacts it could have on U.S. capital markets and the broader economy.

What Is In the Basel Endgame Package?

The Basel Committee has said that “[a] key objective of the [Basel Endgame package] revisions ... is to
reduce excessive [non-risk-based] variability of risk-weighted assets (RWAs)."[3] The source of this
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variability is two-fold: it arises from the differences between the internal models used by the largest
banks to calculate RWAs, as well as various ambiguities embedded in the existing Basel lll framework.[4]
Consequently, the Basel Endgame package sets out stricter limits on the use and operation of internal
models, and prescribes clear qualitative requirements to reduce ambiguities where possible. Figure 2
depicts the key components of the Basel Endgame package.

Figure 2. Key Components of the Basel Endgame Package.[5]

Basel Endgame Package
|
I | | |
Credit Risk Capital Market Risk Capital Operational Risk Capital CVA Risk Capital

‘ |
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‘ Approach Approach ‘
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In terms of the use and operation of internal models, the Basel Endgame package limits the ability of
banks to use internal models as widely as they do today and creates stricter and more granular
requirements for those internal models that are permitted. For example, the advanced internal ratings-
based approaches will no longer be available for corporate and bank exposures. The package will also
require or incentivize greater use of regulator-set standardized approaches to set capital requirements,
which is achieved through a number of mechanisms, including by adding a minimum “aggregate output
floor” for capital requirements calculated using the modeled approaches.

Take internal models for market risk capital requirements for example. Historically, the adequacy and
robustness of the market risk models are generally validated through back-testing (BT, a process that
“‘involves the comparison of actual outcomes with model forecasts during a sample time period not used
in model development at a frequency that matches the model’s forecast horizon or performance
window.”[6]). To set stricter criteria for the use of the internal models, the Fundamental Review of the
Trading Book (FRTB), which reforms the way the market risk capital requirements are calculated under
the Basel Endgame package, introduces an additional test — the Profit and Loss Attribution test (PLAT,
which measures the adequacy of a bank’s internal models and prevents the bank from using materially
inadequate internal models to calculate their capital requirements)m — to complement the BT. A trading
desk may use the internal models to calculate the market risk capital requirements only if it passes both
the BT and the PLAT tests. Otherwise, the regulator-set standardized approaches must be used.
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Constraining the use of internal models, placing greater reliance on the standardized approaches to set
capital requirements, and adding more prescriptive qualitative criteria will result in significantly higher
total risk-based capital requirements for aimost all banks. For example, for large and internationally
active banks, the FRTB could lead to over 63% increase in the market risk capital impacts and raise the
Credit Valuation Adjustment (CVA) risk capital requirements by 7.7% according to the Basel September
2022 Quantitative Impact Study (QIS) report.[S] These risk-based requirements capture the potential
losses arising from banks’ capital market activities (e.g., trading, market making activities, underwriting,
and meeting commercial end-users’ demand for hedging via derivatives).

In terms of reducing ambiguities embedded in the existing Basel 11l framework, the Basel Endgame
package adds new, highly granular requirements designed to ensure consistent policy interpretation and
implementation. A good example is the revised trading book and banking book boundary. Historically, for
purpose of the market risk capital rule, whether a financial instrument was considered part of the trading
book (and hence subject to the market risk capital requirements) or the banking book (and hence subject
to the credit risk capital requirements) depended on whether a bank had “trading intent” for this
instrument, which could be interpreted differently by different entities.

During the GFC, some banks reclassified certain trading book instruments into their banking book as a
result of the severe liquidity shocks and the concomitant reductions in the “fair value” (market value) of
these instruments. Such reclassifications were arguably permitted under the vague “trading intent”
criteria. But they created non-risk-based variability of market risk RWAs across banks and the resulting
capital requirements may not be commensurate with banks’ risks. To reduce the degree of arbitrariness
and enhance clarity, reporting, disclosure and the integrity of capital requirements, the FRTB revises the
trading book and banking book boundary, setting out a presumptive list detailing the instruments that
must be considered as part of the trading book and those as part of the banking book.

In addition, the Basel Endgame package introduces an aggregate output floor to further limit potential
capital benefits of using internal models. The output floor sets risk-based capital requirements calculated
using modeled approaches at no lower than 72.5% of those required under the standardized
approaches.[gl And this only refers to risk-based capital requirements. There are also leverage ratio and
other capital requirements, with the eventual binding capital requirements a bank must comply with
determined by the largest of these different requirements.

How Will the Basel Endgame Package
Impact the US Capital Markets?

As of end 2022, the U.S. capital markets funded nearly three quarters of all U.S. economic activity. This
is a major contrast to other regions in the world, where most debt provided to non-financial corporations
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comes from bank loans. Figure 3 shows that the U.S. capital markets are the largest in the world,
accounting for 41% of the $118 trillion in global equity market capitalization, or $48 trillion, and 39% of
the $123 trillion securities outstanding across the globe, or $48 trillion. The U.S. capital markets continue
to be among the deepest, most liquid and most efficient around the globe.

Figure 3. The U.S. Capital Markets Highlights.
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Source: SIFMA 2022 Capital Markets Outlook.[10]

Even though they may not always be direct lenders, banks nonetheless play a critical role in facilitating
capital formation and ensuring liquidity in the capital markets. The Basel Endgame package, and the
FRTB in particular, will however significantly increase the capital requirements for banks’ capital markets
activities and thus limit their capacity to provide liquidity support to a range of key funding markets and
perform important capital markets-related activities (such as market making) on behalf of their clients.

In September 2022, the Agencies confirmed that they intended to implement “enhanced regulatory
capital requirements that align with the [Basel Endgame package] issued by the Basel Committee on
Banking Supervision .M while the Agencies are expected to implement the core elements of the
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Basel Endgame package, there is also an expectation, based on past experience, that they will impose
super-equivalent requirements (often referred to as “gold-plating”), resulting in higher capital
requirements than those contained in the Basel standards.

The expected material increase in capital requirements for U.S. banks’ capital market activities may
arise from four potential sources — (1) the standalone impacts of the FRTB impiementation; (2) the
overlap between the FRTB and the Stress Capital Buffer (SCB) requirement; [12] (3) the interaction
between the FRTB and the Collins Floor; and (4) additional constraints on the use of internal models.

The FRTB Standalone Impacts will be
Significant

As discussed above, the capital requirement for market risk under the FRTB will be 63% higher than the
current market risk rule.l'3] Additionally, the overlap between the FRTB and the SCB, the interaction
between the Collins Floor and the FRTB, and any additional constraints on the use of the internal
models will likely increase capital requirements even further.

The FRTB and the SCB Overlap will Lead to
Double Counting Losses in a Bank’s Trading
Operation

The SCB is the consequence of the Federal Reserve Board's effort to simplify its capital rules for large
banks by “integrat[ing] the Board'’s stress test results with its non-stress capital requirements."[14]
However, the FRTB is conceptually a stress test framework and “the revised internal models approach
replaces VaR and stressed VaR with a single ES metric that is calibrated to a period of significant market
stress”.['® The SCB replaced the Capital Conservation Buffer (CCB), which was fixed at 2.5% and
remains in place in all other BCBS member jurisdictions. In contrast to the CCB, the SCB floor is set at
2.5% — an example of the U.S. gold-plating of the Basel standards. As the result of the 2022 stress test
exercise, the SCB requirements for 21 of the 34 banks subject to the SCB rule are greater than 2.5%,
and as high as 9.0%.11%! Losses resulting from the stress test Global Market Shock (GMS) component,
designed to stress trading positions held by banks with significant trading operations, are a key
component of the stress losses and a major driver of excessive year-over-year variability of banks'
required SCBs for those banks subject to the GMS.['7] Of the $612bn in aggregate hypothetical losses
recorded in the 2022 stress test exercise, hypothetical GMS losses accounted for $100bn.[18]
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Both the FRTB and the GMS are designed to capture extreme potential losses arising from a bank’s
trading operations. They share key conceptual similarities — both are stress test frameworks, both have
risk factor shocks calibrated to equivalent deep market stresses, and both apply overly conservative
correlation assumptions. For instance, risk factor shocks in both frameworks are calibrated based on a
period of stress. In the 2023 stress test scenario, “shocks to risk factors in more-liquid markets, such as
those for government securities, foreign exchange, or public equities, are calibrated to shorter horizons
(such as three months), while shocks to risk factors in less-liquid markets, such as those for non-agency
securitized products or private equities, have longer calibration horizons (such as 12 months)”.“gl
Similarly, the FRTB calibrates about 50% of the risk factors to a “liquidity horizon” of three-month or
Ionger.[zol Table 1 illustrates the conceptual overlaps between the FRTB and the GMS under the
supervisory stress test. As a result, these potential extreme losses in a bank’s trading operations will
effectively be counted twice (i.e., through both the FRTB and the GMS) for purpose of the risk-based
capital requirements. Because of this double count, the SCB will likely exacerbate the capital impacts of
the FRTB.

Table 1. Key Overlaps Between the FRTB and the GMS

The FRTB The GMS Loss Estimate

Ensure a bank’s strength and resilience to a Assess a bank’s strength and resilience to a

Framework Objective . )
) severe market distress severe market distress

instruments arise from trading operations
Framework Scope Instruments arise from trading operations {and certain other fair valued instruments,

e.g.. private equity)

Loss Estimate Extreme tail foss Extreme tail loss

The FRTB and The Collins Floor

As our prior blog discussed, the current capital rules offer two approaches to calculate RWAs — the
Advanced Approaches and the Standardized Approach.[21] The Collins Floor requires the risk-based
capital requirements calculated using the Advanced Approaches to be no less than 100% of the
Standardized Approach. As a result, any increase in market risk capital requirement due to the FRTB will
be fully reflected in increases to the Collins Floor.[#?] This stands in contrast to the Basel output floor,
which provides a 5-year phase-in period with the final floor set at a much lower 72.5%.123] As of Q4
2022, the risk-based capital requirements for five out of the eight U.S. GSIBs were set by the Collins
Floor.124
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The Internal Models Versus the
Standardized Approaches

To ensure the robustness and adequacy of banks’ internal models, the Agencies issued the Guidance on
Model Risk Management (SR 11-7) in 2011 28 The European Central Bank (ECB) embarked a Targeted
Review of Internal Models (TRIM) at the beginning of 2016,[26! and issued the ECB Guide to Internal
Models in 2019.127] The EU’s CRR3 proposal[28] and the UK's Basel 3.1 standards[??l continue to allow
the use of the internal models to set capital requirements. However, the Agencies have indicated that
they are now intent on “replacing the Advanced Approaches with risk-based capital requirements based
on the revised Basel standardized approaches for credit risk and operational risk”.[:m]’[31
Agencies will rely largely on the revised Basel standardized approaches to set the risk-based capital
requirements. Such an outcome would disincentivize banks from enhancing and building expertise in the
internal models which facilitate more accurate risk measurement and management overall, whereas “the

standardized approaches [are] too crude and unrealistic to be useful tools for measuring and managing
s[32]

]As a result, the

capital consumption and risk.

This move away from internal models will not only lead to capital increases at the firm-wide level, but will
affect how capital is allocated internally within firms, placing constraints on certain business lines more
than others.[33 The market's experience with the Standardized Approach to Counterparty Credit Risk
(SA-CCR) rule,1®¥ which came into effect on January 1, 2022, provides a good real-world example of

these sorts of impacts.[35]

Conclusion

Capital requirements are a cornerstone of the prudential regulatory framework. The Basel Endgame
package will bring substantial changes to the U.S. capital those requirements. These changes are
expected to significantly increase banks’ capital requirements over-and-above their historically high
levels. Higher capital levels have benefits (i.e., reduce the likelihood of a bank failure) but also costs (i.e.,
they limit banks’ ability to support capital markets and the broader economy, and make it harder and
more expensive for businesses, consumers, and investors to obtain financing). Given policymakers
chosen by both Republican and Democratic administrations have stated for some time that the current
banks’ capital levels are strong and robust, the Agencies should carefully weigh the costs and benefits of
implementing the Basel Endgame package and should be transparent about the rationale for further
increasing capital levels.

Our next blog will focus on the costs/benefit analysis that should be applied to bank capital requirements
and discuss the “optimal” level of bank capital.
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Part Il in Our Series on US Bank Capital
Requirements

+ As we described in Part | of this series, the largest U.S. banks’ capital and liquidity levels have

grown dramatically since the original Basel Ill standards were implemented in 2013 in response to

the 2008 Global Financial Crisis (“GFC"). Today, as the Federal Reserve recently observed, the
U.S. “banking system is sound and resilient, with strong capital and quuidity.”m

+ As we noted in Part Il of this series, the soon-to-be-proposed Basel lll Endgame represents a
complete overhaul of the risk-based capital framework that was put in place in 2013, and it is

expected to significantly increase banks’ capital levels, particularly on banks’ trading book activities

as a result of the Fundamental Review of the Trading Book (“FRTB"”) reforms.
« |n this, the third in a series of blog posts on U.S. bank capital requirements, we discuss what the

“optimal” level of bank capital should be — that is a level that provides a substantial margin of safety

without impairing economic growth, lending, and capital markets activities.
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+ We highlight a recent PWC report that examines the post-GFC reforms to the prudential regulatory
framework and surveys the academic literature on the benefits and costs of capital. That report
finds that the capital levels for the largest U.S. banks’ are close to “optimal,” even before fully
taking into account the extra financial stability benefits conferred by other non-capital requirements,
such as enhanced liquidity and resolution requirements. This suggests that further significant
increases in capital requirements will result in material costs for the U.S. capital markets and the
broader economy.

» We also provide estimates of the impact of higher capital requirements on large banks’ trading
book activities. We find that for every one percentage point increase in the effective risk weight of
market risk capital, U.S. GSIBs’ aggregate trading assets/liabilities fall by $16.26bn. As a result, the
expected FRTB effective RWA add-on risk weight of 8.36% would translate into a potential
reduction in U.S. GSIBs’ aggregate trading assets/liabilities of roughly $136bn, had the FRTB been
in effect as of December 31, 2022.

+ Given that banks play a critical role in intermediating the U.S. capital markets and given that three-
quarters of all non-financial corporate funding comes from those markets, the effect of these
changes will thus likely be to increase the cost and decrease the availability of funding for
businesses and consumers.

Introduction

As we noted in our prior blogs, the capital and liquidity levels for the largest U.S. banking institutions are
strong and robust by historical standards and have proved resilient to a range of stresses in recent
years. Nonetheless, the U.S. banking agencies are about to embark on a sweeping reform of the risk-
based capital framework as part of their expected Basel Il Endgame reforms. These changes could
increase bank capital requirements “by up to 20%” in the aggregate for the largest U.S. banks, driven in
large part by close to a 60% increasel® in market risk capital requirements for the Global Systemically
Important Banks (GSIBs).[3] These increases will likely have significant impacts on the ability of banks to
support capital markets activities and economic activity more generally, leading to reduced liquidity in
many key funding markets and increased financing costs for businesses and consumers.

This raises the important question of what the “optimal” level of capital should be; that is a level that
maximizes the financial stability benefits of increased capital without being so high as to impair economic
growth, lending, and capital markets activities. A recent study released by PricewaterhouseCoopers LLP
(PwC) entitled "Basel lll Endgame: The next generation of capital requirements” examined this issue in-
depth in the context of the expected implementation of the Basel lll Endgame reforms. The study
provides a comprehensive overview of the post-GFC U.S. prudential regulatory framework, noting how
the myriad reforms (and their interactions with one another) have reduced risks in the financial system. It
then surveys the academic literature on the benefits and costs of bank capital, finding that the average
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optimal level of capital predicted by those papers is close to the current level of capital at the largest U.S.
banks. Moreover, the PwC report notes that many of these studies may not fully account for the risk-
reducing impact of other prudential reforms beyond capital requirements and may therefore potentially
be overestimating the marginal benefit of higher capital requirements — and by extension the optimal
level of capital in the banking system.

Below, we highlight some of the key findings from the PwC report, including an overview of the post-GFC
prudential regulatory reforms and their cumulative impact on the safety of the banking system; discuss
PwC's findings with respect to the optimal level of capital; and discuss some of the potential capital
markets impacts of the expected increases in capital resulting from the Basel lll Endgame.

What Are the Components of the Post-GFC
U.S. Prudential Regulatory Reforms?

Since the GFC, banks — particularly the largest U.S. banks — have become subject to a vast and
complex array of rules and supervisory standards designed to mitigate a wide range of risks to both
individual institutions and the financial system more generally. Table 1 below lists the major components
of the different regulatory requirements and supervisory standards applicable to banks in each tiering
category (with “Category 1” representing the largest U.S. banks — the eight U.S. GSIBs).[4]

Table 1. The Components of the current U.S. prudential regulation standards by tiering
categories.

As Table 1 illustrates, the U.S. GSIBs are required to comply with the most stringent prudential
requirements. These requirements are designed to reduce risks in the banking system through the
following means:

» Increasing the quantity and quality of banks’ capital and liquidity. The increase in capital was
achieved in part, as we previously noted, through the implementation of the original Basel Il capital
reforms in 2013. Some of the largest impacts, however, occurred through the implementation of
capital buffers, including the GSIB Surcharge and the Stress Capital Buffer (“SCB”). Capital
increases were also driven by the standard and enhanced Supplementary Leverage Ratio (“SLR")
and the statutory Collins’ Floor. Moreover, in practice, banks generally maintain capital buffers
above and beyond regulatory-mandated minimum levels to prevent breaches of regulatory
requirements which in some cases carry mandatory restrictions on capital distributions or other
penalties for breaches. In addition, the Total Loss Absorbing Capital (“TLAC") was created to
support the orderly resolution of a failing GSIB without the need for taxpayer support. Beyond
capital, liquidity resources have been increased through the creation of two standardized
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requirements: the Liquidity Coverage Ratio (“LCR") and the Net Stable Funding Ratio (“NSFR"),
which are designed to ensure banks have sufficient liquid assets to weather liquidity stresses over
both a short-term and longer-term horizon.

« Ensuring banks’ resiliency under stress conditions via stress testing. Stress tests assess
banks’ capital and liquidity adequacy by evaluating whether they can withstand a pronounced
stressed macroeconomic environment that is either prescribed by regulators (supervisory capital
stress tests such as the Comprehensive Capital Analysis and Review or “CCAR”) or by the banks’
internal risk models (company-run capital stress tests). Banks are also required to conduct internal
liquidity stress tests (“ILST”), and the largest banks are subject to the horizontal Comprehensive
Liquidity Analysis and Review (“CLAR”) that the Federal Reserve conducts annually.

* Reducing counterparty and trading risks. Regulators have put in place a series of rules
designed to limit counterparty and trading risks. These include, among other things, central
clearing and margin requirements for non-cleared derivatives, single-counterparty credit limits, and
the Volcker Rule which prohibits banks from engaging in proprietary trading or investing
in/sponsoring hedge funds or private equity funds.

« Creating supervisory programs to complement regulatory requirements and enforce
compliance with heightened expectations. In addition to stress testing banks’ capital resiliency,
the CCAR and Dodd-Frank Act Stress Tests (“DFAST”) also evaluate large banks’ capabilities in
capital planning, while CLAR evaluates the largest banks’ liquidity risk management practices and
resiliency under normal and stressed conditions. Large banks are required to prepare resolution
plans and are subject to regular exams that assess whether they could be unwound in an orderly
manner that does not undermine financial stability. Embedded in these supervisory programs are
qualitative criteria that complement the minimum quantitative requirements set out in the rules.
And they allow the regulators to take firm-specific regulatory actions to ensure any idiosyncratic
risks are appropriately addressed.

+ Requiring supplemental enhancements to risk management. A range of requirements have
been put in place to enhance risk management, governance, identification, and measurement.
These include, for example, heightened requirements and expectations for boards of directors in
overseeing a bank’s risk management governance and practices.

Collectively, these requirements and standards have dramatically raised U.S. GSIBs’ capital and liquidity
resources and have also reduced a range of other risks to banks and the broader financial system. As
shown in Figures 1-3 below!®], U.S. GSIBs' common equity tier 1 (“CET1") capital (the highest-quality
form of bank capital) has tripled since the GFC, while TLAC grew by approximately 6 times, and the
amount of high-quality liquid assets (*"HQLA") held by banks — a key measure of liquidity resilience —
increased nearly 11-fold during the same period.

Figure 1. Aggregate Level of Common Equity Tier 1 of U.S. GSIBs.
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Figure 2. Aggregate Level of High-Quality Liquid Assets of U.S. GSIBs.

Figure 3. All Usable Total Loss Absorbing Capacity of U.S. GSIBs.

As a result of all of these changes, the likelihood of a GSIB failure has declined dramatically and the
resiliency of the financial system has increased. Capital levels in particular are extraordinarily robust
compared to their pre-GFC levels. Yet, the U.S. banking regulators look set to propose a significant
increase in capital requirements as part of the Basel Ill Endgame reforms. This raises the question of
whether these additional expected increases would add marginal benefits to financial stability that would
outweigh their economic costs, particularly when considered in the context of all of the other post-GFC
reforms.

What Is the Optimal Level of Bank Capital?

In order to identify the optimal level of capital for the largest U.S. banks, PwC conducted a
comprehensive review of the existing literature on optimal bank capital levels. Much of the literature
evaluates optimal capital levels by comparing the trade-off between the marginal benefits of higher
capital in promoting financial stability and the marginal costs in terms of its potential impact on
economic growth. The studies generally find that higher capital levels promote financial resiliency by
increasing banks’ loss-absorbing capacity thereby reducing the likelihood of bank failures and systemic
crises. However, they also observe that higher capital levels can impair economic growth by raising the
cost of credit and potentially limiting the availability of financing, which may reduce investment and
economic expansion.

PwC focuses on six papers out of over twenty they reviewed, the conclusions of which are summarized
in Figure 4 below. The papers identify 12-19.5% as the optimal range for Tier 1 capital,[7] with an
average of 15.5%. This figure aligns closely with the actual average U.S. GSIBs Tier 1 capital
ratios of 15.5% and 15.2%, as of the fourth quarter of 2021 and 2022, respectively. The
corresponding implied optimal CET1 ratio is estimated to be 13.8%.181 This figure is aligned with the
average U.S. GSIBs' CET1 ratio as of year-end 2021 and 2022 of 13.7% and 13.2%, respectively. As
noted above, banks generally maintain capital buffers above and beyond regulatory-mandated minimum
levels to prevent breaches of regulatory requirements in order to accommodate their specific risk profiles
and capital strategies.

Figure 4. Optimal Tier 1 Capital Estimates Across Select Studies.[®]

The PwC report observes that while many of these papers try to account for some of the post-GFC
regulatory reforms in determining the optimal level of bank capital, none of them include a holistic
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evaluation of the costs and benefits of increased capital given all of the post-GFC prudential reforms. In
particular, they generally do not account for the risk reduction effects of increases in TLAC and liquidity
resources at the largest U.S. banks, or the increased strength in risk management processes that has
resulted from the regular stress testing of capital and liquidity at these institutions. Similarly, the
reductions in counterparty and trading risks and other reforms are not fully accounted for in these
studies. Moreover, none of the studies accounts for possible financial stability risks that may arise from
an increase in bank capital requirements, such as risks that might arise from activities migrating to less
regulated sectors of the financial system. In sum then, this implies that the marginal benefit of higher
capital levels identified by these studies may be overstated, and thus the optimal level of capital for the
largest banks may be in fact lower than the figures cited above.

What Will be the Impact of Higher Capital
Requirements on Large Banks’ Capital
Markets Activities?

In its February 2023 Basel III Monitoring Report, the Basel Committee on Banking Supervision ("BCBS”)
estimates the weighted average expected increase in market risk capital — the capital charge for large
banks' capital market activities — as the result of the Basel 1ll Endgame will be 56.5% for global GSIBs,
[10] figure that is likely an underestimate in the U.S. context for reasons we discussed in Part Il of this
blog series. These increases, driven by the component of the Basel 1Il Endgame known as the
Fundamental Review of the Trading Book (“FRTB"), will affect banks’ ability to provide several core
capital markets services to their clients, including securities underwriting and market-making, and
facilitation of commercial end-users engaging in hedging interest rate and foreign exchange risks.

We estimate some of these effects below.!'!] Figure 5 below plots the U.S. GSIB’s aggregate trading
assets/liabilities between 2017-2023 (green line); the effective Risk Weighted Asset (‘RWA”)1lrisk
weight (also referred to as RWA density) under the current market risk rule — Basel 2.5 (blue bar); the
effective RWA risk weight under the Global Market Shock (“GMS"”) and Largest Counterparty Default
(“LCD") losses that are mandated as part of the SCB requirement (yellow bar)[13]; and the effective RWA
risk weight add-on (estimated to be 8.36% as of December 31, 2022)[14] that we expect as a result of the
FRTB relative to the current market risk rule (blue dotted bar). The red line represents the 65% risk
weight assigned by regulators to investment grade (“IG”) corporates under the Basel Il Endgame
standardized credit risk framework; a larger effective RWA risk weight corresponds to a higher capital
requirement.

The chart demonstrates that: (1) the aggregate trading assets/liabilities of banks fall as capital
requirements increase (Table 2 quantifies the impact); (2) the GMS/LCD hypothetical losses are many
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times the possible stress losses that have occurred since 2007 (banks are required to calibrate market
risk based on a historical stress period dating back to 2007); (3) the aggregate trading assets/liabilities
are treated in the same way as high-yield debt for capital purposes since the effective RWA risk weight
fluctuates around 100% and is consistently above 65% (which is the risk weight for investment grade
corporates).

Figure 5. U.S. GSIBs’ Aggregate Trading Assets/Liabilities and the Effective RWA Risk Weight
Resulting from Market Risk Rule (Basel 2.5 and FRTB) and SCB GMS/LCD Hypothetical Losses.

To quantify the interaction between capital requirements and the U.S. GSIBs’ aggregate trading
assets/liabilities, Table 2 conducts a linear regression analysis (more details on the quantitative analysis
involved are included in an appendix to this blog post). The coefficient for the effective risk weight is
highly significant statistically and economically. Economically, for every one percentage point increase in
the effective risk weight, U.S. GSIBs’ aggregate trading assets/liabilities falls by $16.26bn. As a resuilt,
the expected FRTB effective RWA add-on risk weight of 8.36% would translate into a potential reduction
in U.S. GSIBs’ aggregate trading assets/liabilities of roughly $136bn, had the FRTB been in effect as of
December 31, 2022.

Table 2. The Relation between Capital Requirements U.S. GSIBs’ Aggregate Trading
Assets/Liabilities.

The effect of these increases in market risk capital would thus likely be to further constrain the largest
banks’ ability to support capital market activities, including securities underwriting. This would accelerate
a trend: U.S. GSIBs’ market shares for equity, corporate, and municipal debt issuances have been
declining steadily since 20091191, as illustrated in Figure 6 below. The continued reduction in banks’
ability to support capital market activities likely will lead to diminished liquidity, more frequent flash
crashes, and heightened financial stability risk, especially during market stresses. Given the importance
of capital markets funding for non-financial corporations, it will also mean higher funding costs and
reduced availability of credit to a wide range of businesses and ultimately consumers.

Figure 6. U.S. GSIBs’ Market Shares in Equity, Corporate, and Municipal Underwritings.

Conclusion

Bank capital is not costless. As we have shown in this blog, increases in market risk capital requirements
will lead to a decrease in the aggregate trading assets and liabilities for the largest U.S. banks, with
knock-on negative effects on the ability of corporations and other end-users to obtain affordable
financing. In addition, PwC's survey of the literature on the cost of bank capital suggests that U.S.
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GSIBs’ current capital levels are near their optimal levels, particularly when factoring in the risk-reducing
effects of other prudential requirements. This suggests that further significant increases in capital
requirements, such as those envisioned under the Basel 1ll Endgame, will result in material costs to the
capital markets and the broader economy that will not be outweighed by any marginal financial stability
benefits.

Regulators should therefore carefully weigh the costs and benefits of these capital reforms to ensure that
they achieve an appropriate balance between financial stability and broader economic growth. In
particular, we encourage regulators to consider the interactions between the Basel Il Endgame reforms
and existing elements of the U.S. capital regime, and holistically evaluate whether other parts of the U.S.
capital framework ought to be amended in light of the Endgame reforms.

Dr. Guowei Zhang is Managing Director and Head of Capital Policy for SIFMA.

Dr. Peter Ryan is Managing Director and Head of International Capital Markets and Strategic Initiatives
for SIFMA.

My. Carter McDowell is Managing Director and Associate General Counsel for SIFMA.

APPENDIX: Quantitative Analysis on the
Interaction of Market Risk Capital
Requirement and Trading Assets/Liabilities

We construct a sample of effective risk weight and aggregate trading assets/liabilities covering the period
of 1Q 2017 — 4Q 2022 and the eight U.S. GSIBs that are subject to both the market risk rule and the
GMS/LCD component of the SCB. The eight U.S. GSIBs are Bank of America Corporation, The Bank of
New York Mellon Corporation, Citigroup Inc., Goldman Sachs Group, Inc., JPMorgan Chase & Co.,
Morgan Stanley, State Street Corporation, and Wells Fargo & Company. Collectively, these eight largest
banks account for the majority of all U.S. banks’ capital market activities, and 92% of the $100bn
GMS/LCD losses in the 2022 supervisory stress test exercise.

Market risk RWAs are reported in FFIEC 102, and trading assets and liabilities are reported in FR Y9-C.
FFIEC.GOV posts the most recent 5-year data. Historical GMS/LCD losses can be downloaded here.
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Generally, to convert capital requirement (or losses) to RWA the capital rules require multiplying the
capital requirement by 1/8% (or 12.5). The 8% corresponds to the 8% minimum risk-based capital
requirement set out by the Basel standards, which consists of 4.5% of CET1, 1.5% Additional Tier 1, and
2% of Tier 2. A detailed definition of the three categories of regulatory capital can be found here.
Because the SCB sets out minimum requirement on CET1, rather than total capital, we calculate
GMS/LCD equivalent RWA by multiplying the GMS/LCD losses by 1/4.5% instead of 1/8%.

The BCBS estimates that the FRTB is expected to increase market risk capital requirement by 56.5% for
global GSIBs relative to the current market risk capital framework. The market risk RWA under the FRTB
is approximated by 1.565x of the RWA reported in FFIEC 102. The RWAs and trading assets/liabilities
are aggregate across the eight U.S. GSIBs. And the effective risk weight (also referred to as RWA
density) is calculated as the ratio of the aggregate RWA to the aggregate trading assets/liabilities. We
estimate a linear regression model with the aggregate trading assets/liabilities as the dependent
variable, and the independent variables are the effective risk weight plus a constant. Table A1 below
reports the results. We caution that because of the short historical period and resulting small sample
size, the results may underestimate or overestimate the actual impact of capital requirements on trading
activities over a longer period of time.

Table A1. The Relation between Capital Requirements U.S. GSIBs’ Aggregate Trading
Assets/Liabilities

The coefficient for effective risk weight is highly significant statistically and economically. Economically,
for every one percentage point increase in effective risk weight, the aggregate trading assets/liabilities
falls by $16.26bn. As of December 31, 2022, had the FRTB been in effect the market risk effective risk
weight would have been 8.36% higher, which translates into a potential reduction in the aggregate
trading assets/liabilities of roughly $136bn.

1] hitps://iwww.federalreserve.gov/publications/files/svb-review-20230428.pdf

2l [Add in citations of Barr and Quarles statements and Basel monitoring report].

131 As we discussed in Part Il of this series, that number may well be an underestimate, given the
interaction between the capital changes for banks’ trading activities and other elements of the U.S.

capital framework.

[4] hitps://www.federalregister.gov/documents/2019/11/01/2019-23800/changes-to-applicability-
thresholds-for-regulatory-capital-and-liquidity-requirements
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®l The GMS component for the severely adverse scenario applies to a firm that is subject to the stress
test and that has aggregate trading assets and liabilities of $50 billion or more, or aggregate trading
assets and liabilities equal to 10 percent or more of total consolidated assets, and that is not a Category
IV firm under the Board’s tailoring framework. For CCAR 2023 the following banks are subject to GMS
or LCD: Bank of America Corporation, The Bank of New York Mellon Corporation, Barclays US LLC,
Citigroup Inc., DB USA Corporation, The Goldman Sachs Group, Inc., JPMorgan Chase & Co., Morgan
Stanley, State Street Corporation, and Wells Fargo & Company.

[6] Figures 1-3 were taken from the PwC study.

[7] Tier 1 capital is the sum of Common Equity Tier 1 and Additional Tier 1 capital, net of certain
regulatory adjustments. The predominant form of Tier 1 capital consists of common shares and retained
earnings.

8] pwC's estimate for the implied optimal CET1 ratio is derived by multiplying the midpoint Tier 1 optimal
capital estimate by the quarterly average historical ratio of CET1 to Tier 1 capital ratios across GSIBs
from 1Q2018 to 4Q2022. The relationship between CET1 and Tier 1 capital ratios across GSIBs has
been stable since 2018.

el Figure 4 was taken from hitps://explore.pwc.com/baseliiendgame/basel-ii-end-game-report#page=1
and detailed references can be found therein.

[10] https://www.bis.org/bcbs/publ/d546.pdf
[11] See Appendix for more technical details.

['2] The effective RWA risk weight is calculated as the ratio of aggregate market risk RWA, reported in
FFIEC 102, to aggregate trading assets/liabilities, reported in FR Y9-C. The higher the effective risk
weight the higher the capital requirement.

['3] The GMS/LCD losses are multiplied by 1/4.5% to convert to the corresponding RWA. The resulting
effective RWA risk weight is calculated the same way as in FNS8.

[14] The BCBS estimates that the FRTB is expected to increase market risk capital requirement by
56.5% for global GSIBs relative to the current market risk capital framework (Basel 2.5). As of
December 31, 2022, the effective RWA risk weight under Basel 2.5 is 14.8% and 56.5% of which equals
to 8.36%.

[15] https://www.federalreserve.gov/supervisionreg/dfast-archive.htm

https://www.sifma.org/resources/news/identifying-an-optimal-level-of-capital-and-evaluating-the-impact-of-higher-bank-capital-requirements-on-us-c...  10/11



11/28/23, 4:02 PM Identifying an Optimal Level of Capital and Evaluating the Impact of Higher Bank Capital Requirements on US Capital Markets - ...

[16] |, 2009, the first Supervisory Capital Assessment Program (“SCAP”) was put in place, which set out
additional capital requirements for large banks’ capital market activities via the GMS and LCD losses.

The SCAP was replaced by CCAR in 2011 which was then incorporated into the risk-based capital
requirement through the SCB in 2020.
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Part IV in Our Series on US Bank Capital
Requirements

« In Part Il of this blog series, we discussed how the market risk component of the expected Basel il
Endgame reforms — known as the Fundamental Review of the Trading Book (“FRTB”) — will
effectively duplicate aspects of the Global Market Shock (“GMS") component of the Federal
Reserve’s Stress Capital Buffer (“SCB”) requirement.

¢ In this blog, we take a deeper dive into the reasons behind this double count. As we discuss below,
the duplication arises because the trading and counterparty losses flow through both the SCB’s
numerator (via GMS losses) and denominator (via market risk Risk-Weighted Assets or “RWA”). As
a result of this double count, market risk capital requirements will be significantly greater than
would otherwise be expected given the underlying risks it is seeking to capture.

+ We propose simple adjustments that could meaningfully mitigate the impacts of the duplication
between the two capital requirements. Those mitigations could include removing the GMS from the
SCB, given that the market risk losses it was designed to measure are already captured by the
FRTB; redesigning the GMS to be reasonably plausible; and setting capital requirements based on
the larger of the FRTB and the GMS rather than the sum of the two components.
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Identification of the FRTB and the GMS
Overlap

Under the current US capital rules, for the purposes of the Standardized Approach, the minimum
Common Equity Tier 1 (or “CET1") capital requirements (in dollar amounts) for a US GSIB is calculated
as the sum of 4.5% (the Basel Committee’s minimum CET1 requirements), the SCB, the Countercyclical
Buffer (or “CCyB”, 0% currently in the US), and the GSIB surcharge (or “GSIB”), multiplied by the bank’s
Standardized Approach RWA (or “RWAgaA”) which captures only credit risk and market risk losses, i.e.:

minCET1=(4.5% + SCB + CCyB + GSIB) x RWA_,

The SCB is a ratio of stress losses calculated through the supervisory stress test divided by a bank’s .
Abstracting from the various adjustments needed to calculate changes in regulatory capital,[' the stress
losses can essentially be calculated as the sum of the provisions for credit losses (including credit losses
on available-for-sale “AFS” and held-to-maturity “HTM” securities) under the Current Expected Credit
Loss methodology (or “CECL") and trading and counterparty losses under the GMS,[Z] minus the

. . ; » [3] which captures operational risk losses), i.e.:
projected Pre-Provision Net Revenue (or “PPNR”,

CECL + GMS - PPNR
RWA

SCB =

SA

Focusing on credit and market risks, the key components for the SCB calculation are:
o CECL which captures the projected expected credit losses of banking book exposures;
+ GMS which captures the projected trading and counterparty losses; and
* RWAg, which captures the unexpected credit losses (RWAq4it ), and the trading and
counterparty losses ( RWAparket), 1-€., RWAga = RWA reqit + RWAMarket

Therefore, the minimum CET1 capital requirements is approximately equal to:
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minCET1 = (4.5% + CCyB + GSIB) x RWA + CECL

credit

AP e )
unexpecied O8385

market

+ (4.5% + CCyB + GSIB) x RWA + GMS

trading and counterparty losses trading and counterparty losses

The trading and counterparty losses are capitalized separately by the FRTB (via ) and by the GMS
losses (inclusive of Largest Counterparty Default, or “LCD”, and CVA losses). Both the FRTB and the
GMS are designed to be stress testing frameworks with largely overlapping objectives, risks capture,
and modelling methodologies. Therefore, they essentially double count market risks, leading to capital
requirements significantly greater than would be expected given the underlying risk.

Although the double counting between the FRTB and SCB is the most pronounced, it is not the only area
where the SCB will overlap with the Basel Il Endgame reforms, if the SCB is applied to the Endgame
capital requirements. While there is limited overlap between the SCB and the Endgame’s credit risk
capital requirements (because the captures the unexpected credit losses while the provisions for credit
losses captures the expected credit losses), there will be duplication between the Basel Endgame’s
operational risk and CVA requirements and the SCB. This is because operational risk losses and CVA
risk losses are captured by the PPNR and the GMS respectively (since the SCB denominator, i.e., ,
includes capital requirements for the operational risk and CVA risk losses along with the credit risk and
market risk losses). This is another example of potential double counting that will need to be addressed
by regulators as they implement the Basel Ill Endgame reforms.

Impacts of the FRTB and the GMS Double
Count

To illustrate the impacts of the FRTB and the GMS overlap using a simple equity trading portfolio, Table
1 presents the applicable risk-based capital requirements (in terms of CET1) as a percentage of the
portfolio’s market value, and the portfolio’s corresponding RWA density.[*] A larger RWA density means
higher capital requirements.

Table 1. CET1 Capital Requirements as Percentage of The Portfolio’s Market Value.
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GMSE ‘Total CET) Capital

26.07%

Date: May 19, 2023
Portfolio Composition:
1. Bank (the applicable GSIB surcharge is 2.5% ) purchases 1 European Put on APPL from Pension Fund. The
option is traded at $10.23, strikes at $175, and expires on November 17, 2023; and
2. Bank hedges the Put by holding 100 shares of APPL traded at $175.16.

6-Month Interest Rate: 5%

Credit Rating:
3. Apple, Inc. is rated “AA+” by S&P Global Ratings; and
4. Pension Fund is unrated (the applicable risk weight as prescribed in the Basel 3 Endgame is 100%).

For this stylized trading portfolio consists publicly traded and AA+ rated equity exposures and a vanilla
option on the equity, and accounting for all applicable risk-based capital requirements, the resulting
minimum required CET1 capital amounts to nearly 60% of the portfolio’s market value. The
corresponding RWA density equals 758%, which is nearly double the 400% risk weight assigned to “an
equity exposure ... that is not publicly traded” under the current US capital rules,[gl and the risk weight
assigned to “speculative unlisted equity exposures” under the Basel Il| Endgame.[m] This is a clear
example of how the combination of the two capital requirements results in unnecessarily punitive
treatment that is incommensurate with risks of the portfolio.

The fact that FRTB capital requirements and the GMS losses are comparable is not surprising given that
both the FRTB and the GMS heavily overlap in terms of design objectives, risks capture, and modelling
methodologies, as detailed in Table 2 below.

Table 2. Key Overlaps of the FRTB and the GMS.
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Mitigation of the FRTB and the GMS Overlap

To mitigate the impacts of the FRTB and the GMS overlap, the following adjustments could be made to
the capital framework:

+ Remove the GMS from the SCB. Because the potential losses on trading activities during market
stress are already capitalized adequately by the FRTB (via ), the GMS becomes duplicative and
redundant. The most effective way of addressing this problem would be to remove the GMS
component from the SCB altogether.

+ Redesign the GMS to be reasonably plausible. In 2019, SIFMA conducted a careful in-depth
study of the empirical plausibility of the range of GMS shocks individually and collectively from the
inception of the Comprehensive Capital Analysis and Review (or “CCAR”) through the 2019 CCAR
cycle. The study finds that the severity of single-factor GMS shocks and the correlation
assumptions, which underpin the construct of annual GMS shocks, “cannot be empirically justified
as reasonably plausible”.['!l Making the GMS shocks reasonably plausible would help mitigate
some of the impacts of the combined GMS and FRTB requirements.

« Set capital requirements for trading activities based on the maximum of the FRTB and the
GMS. Instead of applying the FRTB and the GMS separately and summing up the resulting capital
requirements, the capital requirements for trading activities could be determined as the maximum
of the FRTB and the GMS. As a result, the minimum CET1 capital requirements would
approximately equal:

minCET1 = (4.5% + CCyB + GSIB) x RWA____

CECL

raddit locenc

unexpected credit losses

+ max ((4.5% + CCyB + GSIB) x RWA

——

GMS)

market’

trading and counterparty losses

Table 3 reports the resulting CET1 capital requirements on the stylized trading portfolio following the
maximum of the FRTB and the GMS (or “Max Of’) approach. Since the FRTB requires higher capital
requirements than the GMS — unsurprising as the FRTB is designed to be a stress testing framework,
the final capital requirements are set by the FRTB. Even with the adjustment, the minimum required
CET1 capital is nearly 1/3 of the portfolio’s market value. The RWA density of 419% is roughly on par
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with the 400% risk weight assigned to “speculative unlisted equity exposures” under the Basel Il
Endgame — an indication that the FRTB may significantly overcapitalize certain risks and market
segments.

Table 3. CET1 Capital Requirements as Percentage of The Portfolio’s Market Value.

Total CET1 Capital ' RWA Density

No Mitigation ~ Max Of ~ No Max Of
" . Mitigation
0.69% 31.52% 26.07% 58.28% 31.21% 758% 419%

Conclusion

The FRTB and the GMS are both stress testing frameworks. The designs of the two frameworks largely
overlap, and the risk losses estimated by both frameworks are generally comparable (as illustrated in the
stylized equity trading portfolio analyzed in this note). The result will be a double counting of risks, and
thus significantly higher capital requirements that are incommensurate with risks. This double count
should be mitigated prior to the implementation of the Basel Il Endgame package. Those mitigations
could include removing the GMS from the SCB, given that the market risk losses it was designed to
measure are already captured by the FRTB; redesigning the GMS to be reasonably plausible; and
setting capital requirements based on the larger of the FRTB and the GMS rather than the sum of the
two components.

Additionally, applying the SCB to the Basel 3 Endgame would give rise to overlapping capital
requirements for both operational risk losses and CVA risk losses as well, thereby exacerbating the
overall impacts of the Basel 3 Endgame. This is another example of potential double counting that will
need to be addressed by regulators as they implement the Basel |l Endgame reforms.

Dr. Guowei Zhang is Managing Director and Head of Capital Policy for SIFMA

Dr. Peter Ryan is Managing Director and Head of International Capital Markets and Strategic Initiatives
for SIFMA

My. Carter McDowell is Managing Director and Associate General Counsel for SIFMA.
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References

I The adjustments include: taxes, income attributable to minority interest, change in valuation
allowance, payments on non-common capital, other comprehensive income, change in adjustments and
deductions from regulatory capital, other additions to regulatory capital, and planned common stock
dividends (see 2022 Supervisory Stress Test Methodology).

[l The GMS scenario is a set of hypothetical shocks to a large set of risk factors reflecting general
market stress and heightened uncertainty. Since the GMS losses are front loaded to Q1, the calculation
assumes the Q1 projected stress losses are the largest amongst all 9 Quarters of the supervisory stress
test horizon.

[l PPNR is “defined as net interest income (interest income minus interest expense) plus noninterest
income minus noninterest expense.” The projected losses due to operational-risk events are included in
the projection of PPNR. Additionally, for banks subject to the GMS, PPNR includes projected trading
revenues which include both changes in the market value of trading assets and fees from market-making
activities. The changes in market value of trading assets also flow through the GMS losses. Though,
the Federal Reserve’s “modelling approach for trading revenue limits the influence of severe market
events that are separately captured in the global market shock”. (see 2022 Supervisory Stress Test
Methodology).

[4] The RWA density is defined as the ratio of RWA to the leverage ratio exposure measure. It denotes a
bank’s average risk weight per unit of exposure (see https://www.bis.org/publ/work586.pdf).

151 The counterparty credit risk capital requirements are calculated according to 12 CFR Part 217
Subpart E §217.132.

6] The market risk capital requirements are calculated using the FRTB SBM as prescribed in the Basel 3
Endgame MAR21 (applying the spot shock of 35% and volatility point shock of 77.78%) and FRTB DRC
as in the Basel 3 Endgame MAR22 (setting cash equity maturity at 1-year).

[l The GMS losses are calculated using the spot shock of 26.3% and the volatility point shock of 26.5 as
prescribed by the GMS of 2023 DFAST.

18] Effective October 1, 2022, the GSIB surcharge for the 6 non-custodian GSIBs ranges from 1.5% to
3.5%. The simple average is 2.5%.
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el https://www.ecfr.gov/current/titie-12/chapter-ll/subchapter-A/part-217#217.52

[0] https:/Avww.bis.org/basel_framework/chapter/CRE/20.htm?inforce=20230101&published=20221208

[l https://www.sifma.org/wp-content/uploads/2019/09/SIFMA-GMS-LCD-Study-FINAL.pdf
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The Basel lll Endgame’s Potential Impacts on Commercial End-
Users

Type: Pennsylvania + Wall
Date: July 11, 2023
By: Dr. Guowei Zhang, Katie Kolchin, Dr. Peter Ryan and Carter McDowell

Issue: Prudential Regulation

Part V in Our Series on US Bank Capital Requirements

¢ In our previous blog in this series, we discussed the potential impacts of the Basel |l Endgame on large U.S. banks’ capital markets activities.

« To prudently manage and mitigate business risks, commercial end-users (e.g., non-financial corparations, municipalities, and pension funds) often rely
directly on the financial products (e.g., derivatives) and services (e.g., securities underwriting) that large banks offer through capital markets activities.
The Coalition for Derivatives End-Users recently voiced their concerns about the potential material adverse impacts that could result from the
implementation of Basel I1l Endgame, including higher costs or less availability for certain capital markets products and services.

= In this blog, we take a deeper dive into the potential impacts of the Basel lll Endgame on commercial end-users.

Background

The Coalition for Derivatives End-Users recently warned that "specific aspects of the trading book components of the Basel |ll Endgame reforms could lead
to reduced bank participation in certain financial markets, leading to increased risks to financial stability and the broader U.S. economy by concentrating
these products in less transparent markets and increasing the costs for end-users.” They also stated that the “new rules will have serious consequences to
end-users and far-reaching negative implications for the broader U.S. economy, economic growth, competition and financial stability."m

Commercial end-users (e.g., non-financial corporations, municipalities, and pension funds) rely directly on the services (e.g., securities underwriting) and
products (e.g., financial derivatives) that iarge banks offer through their capital markets activities. For example, 75 percent of all equity and debt financing of
non-financial corporations is derived through the U.S. capital markets, in contrast to most other countries where traditional bank lending is the major source
of funding for businesses. The capital markets also serve as a key source of financing/refinancing for US municipalities. Capital markets ensure businesses
have easy and consistent access to liquidity and affordable funding to fuel growth and create jobs, and that municipalities have the funds to provide critical
civil services respectively.

In addition to securities underwriting, large banks serve as critical counterparties in financial derivatives for commercial end-users, tools they utilize to hedge
and mitigate commercial risks associated with their businesses, including interest rate risk, foreign currency risk and commodities risks. The use of financial
derivatives to manage commercial risks by commercial end-users benefits the global economy by allowing a range of businesses—including manufacturing,
healthcare, agriculture, energy. and technology—to improve their planning and forecasting and offer mare stable prices to consumers and more stable
contributions to economic growth.

Because of its anticipated significant increase in capital requirements, the Basel Il Endgame is expected to materially constrain large banks’ ability to
support capital markets. This could reduce the depth of their products/services offered to commercial end-users, leading to reduced competition, and
increasing the cost of raising capital and hedging risk for a wide variety of commercial end-users.

The Basel lll Endgame’s Potential Impacts on Commercial End-
Users

The Basel lll Endgame reforms consist of four components: the credit risk framework, the market risk framework, the CVA risk framework, and the
operational risk framework. All four components are expected to have meaningful impacts on banks' capital markets activities. Given the intended scope,
this blog highlights only a few provisions (namely, the treatment of unrated counterparties, the impacts of the revised CVA risk framework, and the treatment
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of the service component under the revised operational risk framework) of the Basel Il Endgame to demonstrate its potential impacts on commercial end-
users regarding securities insurance and the use of derivatives to manage business risks.[?]

1) Securities Underwriting

The Basel Endgame reforms will make securities underwriting activity significantly less economically viable for large banks, both because the treatment of
such activity under the new Fundamental Review of the Trading Book (“FRTB") and because of the treatment of such fee-based services under the revised
standardized approach to operational risk.

Currently, the largest banks play a critical role in underwriting securities including mortgage-backed securities ("MBS”), corporate bonds, equities, ABS, and
munis. This is shown in the table below which presents the market shares statistics across three types of firms underwriting various securities, i.e., the
Global Systemically important Banks (or “GSIBs") — firms expected to bear the lion's share of the Basel |l Endgame capital increases, non-GSIB CCAR firms
(or “CCAR ex GSIB"), and other firms {or “Other”, ~200 firms):

Underwriting Market Shares by Product & Firm Group
Foreign GSIB  Super Regional Regionali CCAR Top 5 Remainder Other

MBS 21.4% 82.4% 0.6% 015 0.6% &.8% 5.9%
{Compomate Bonds - 1G % 90. 1% 3.0% g 2.5% 2 6.3%
Corporate Bonds - All 88.9% 3.1% 3.9% 2 7.2%
I&4BS 86.0% 0 0.6% 8 2.7% 11.4%
|E guities - Secondaries . 83.1% 0 1.58% 7 7.8% 15.4%
[Comporaie Bonds - HY 82.8% 55% 7.2% 4.5% 11.7%
|E guities - ANl 81.8% 1.5% T7.7% 16.7%
Ie guifies - IPOs 77.5% 1.6% 8.8% 20.9%
Munis 65, 2% 3.7% 165% 31.1%

Zouroe: Deslngic, Refidh,. SIFLE estingtes

In the last two decades, US GSIBs market share in nearly all types of securities underwriting have steadily and materially decreased. Foreign GSIBs and US
regional banks grew their market shares somewhat in certain markets during the same period, while other underwriters have seen their underwriting role
expand rapidly. The charts in Appendix 1 depict the historical trend of market shares of securities underwriting by the three different types of market players.

The Basel lll Endgame explicitly requires banks to include certain securities (i.e., securities that are expected to be actually purchased by the bank) arising
from underwriting activities in the trading book and therefore subjects them to the FRTB’s capital treatment.® No such requirements exist under the current
capital rules and as a result, certain underwriting activities will be hit particularly hard by the FRTB. The Basel Committee expects the FRTB to increase
market risk capital requirements by 57% for GSIBs glabally, a figure that may understate the impacts for the largest U.S. institutions given their greater
capital markets focus. These changes are expected to materially compress profitability and, thereby, the viability of certain products and services offered by
banks, including securities underwriting.

In addition, securities underwriting service is a fee-based business (as is the case for custody services and wealth management services). Fee incomes and
expenses feed into the “services component” of the revised operational risk framework.[] 1n short, the new standardized operational risk framework
capitalizes services, such as securities underwriting, in the same way as high yield debt and even equity exposures. However, the comparison is not a fair
one for two reasons. First, the high yield debt and equity exposures are on banks’ balance sheet, and their values are volatile. Therefore, they are expected
to attract higher risk weights. Second, service incomes generated from securities underwriting, custody and wealth management services are generally
steady and tend not to give rise material losses. Moreover, the operational risk framework and credit risk frameworks are designed to capitalize very different
risks.

As a result, the revised operational risk framework may over-conservatively capitalize banks’ capital markets services activities, including securities
underwriting, custody, and wealth management services. This would disincentivize banks from providing these capital markets services[®! and disrupt banks’
efforts in “developing sustainable revenue streams beyond net interest income ... [remain] vital in order to buttress [banks’] profitability” which clearly

“matters for financial stability."[el

2) Derivatives

Commercial end-users employ derivatives primarily to manage and mitigate risks associated with operating their businesses. To help facilitate the efficient
access to the derivatives hedging market, Congress exempted end-users that are hedging business risks from having to post margin on uncleared
derivatives transactions and from having to clear derivatives transactions.[”) However, the Basel Endgame reforms could effectively undermine this

exemption, making it more expensive and difficult for end-users to hedge their non-financial business risks.

In order to be consistent with the congressional statute, the Standardized Approach for Counterparty Credit Risk ("SA-CCR”) rulel®l jointly finalized by the
three federal banking agencies (i.e., the Board of Governors of the Federal Reserve, the Office of the Comptroller of the Currency, and the Federal Deposit
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Insurance Corporation) in 2020, sets out a lower exposure multiplier when a bank’s derivatives counterparty is a commercial end-user (i.e., a multiplier of 1
for commercial end-users as the bank’s counterparties instead of 1.4 for other counterparties), thus mitigating some of the impacts of higher capital
requirements resulting from the sA-CCR.I'Y However, the significant increase in Credit Valuation Adjustment {or “CVA") capital requirement as part of the
Basel Il Endgame would effectively undo the modest benefits afforded to end-users by the lower multiplier under the final SA-CCR rule.[']

To illustrate the impacts of the revised CVA risk framework, consider the following stylized example. A pension fund (or “Pension Fund”) hedges its interest
rate risk using a 3-year interest rate swap contracted with a bank (or “Bank”). For simplicity, assume the Exposure-at-Default (or “EAD") of the interest rate
swap contract calculated using the SA-CCR equals to $10mn. The Pension Fund has no listed securities and is unrated. And the 1-year probability of
default of the Pension Fund is estimated to be 0.1%— equivalent to a S&P rating between A and BBB, i.e., investment grade rating.m] The Bank is subject to
CVA risk capital requirement.

In the US, the Dodd-Frank Act prohibits the use of external credit rating in bank capital rules. The US bank capital rules define investment grade as:[13]

“Investment grade means that the entity to which the Board-regulated institution is exposed through a loan or security, or the reference entity with respect to a
credit derivative, has adequate capacity to meet financial commitments for the projected life of the asset or exposure. Such an entity or reference entity has
adequate capacity to meet financial commitments if the risk of its default is low and the full and timely repayment of principal and interest is expected.”

For unrated corporate exposures, the Basel 3 Endgame provides that:[4]

“Banks in jurisdictions that do not allow the use of external ratings for regulatory purposes may assign a 659% risk weight to exposures to “investment grade”
corporates ... When making this determination ... the corporate entity (or its parent company) must have securities outstanding on a recognized secyrities
exchange.”

The example considers investment grade determination for counterparties with and without the “securities listing” criterium sets out in the Basel Ill Endgame.
The table below presents the resulting CVA capital increase due to the revised CVA risk framework. Implementing the securities listing requirement in
investment grade determination the Basel lll Endgame raises CVA capital requirement on the interest rate swap transaction 4.13x relative to the current
capital rules. Eliminating the listing requirement significantly reduces the resulting CVA capital, though it would still be at 1.73x that of the current capital
rules. The results indicate that securities listing should not be required in investment grade determination under the Basel 1l Endgame implementation:

Current CVA RWA® Revised CVA RWA™ Adj. Revised CVA RWA' Increase

$0.24mn . $%.0Wmn $0.42mn . 413x 1.72x

Date: May 19, 2023
Portfolio Composition:
1. Pension Fund hedges interest rate risk using 5-year interest rate swap contract with Bank. The interest rate swap
contract notional is $10mm.
Credit Rating:
1. Pension Fund is unrated (and Bank assigns it an internal PD of 0.1%).

Conclusion

Commercial end-users rely directly on the capital markets services (e.g., securities underwriting) and products (e.g., financial derivatives) that large banks
provide through their capital markets activities. The potential significant increase in capital requirements for large banks' capital market activities due to the
Basel Ill Endgame could materially reduce the depth of banks’ products and services offerings to end-users, which in turn leads to reduced competition and
increased cost of raising capital and hedging risk for a wide variety of commercial end-users. As a result, some end-users could encounter difficulties in
their access to liquidity and affordable funding to fuel growth and create jobs and provide critical civil services (in the case of municipalities). The treatment
of unrated corporate exposures under the revised credit risk framework and the services component under the new operational risk framework are among
the factors leading to the significant capital increase. The straightforward changes we propose in this blog would help mitigate those impacts and should be
adopted by the banking agencies as they implement the Basel I Endgame reforms.

Dr. Guowei Zhang is Managing Director and Head of Capital Policy for SIFMA
Ms. Katie Kolchin, CFA is Managing Director and Head of Research for SIFMA
Dr. Peter Ryan is Managing Director and Head of Intemational Capital Markets and Strategic Initiatives for SIFMA

Mr. Carter McDowell is Managing Director and Associate General Counsel for SIFMA
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Appendix 1: Securities Underwriting
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121 The impacts of the revised market risk framework, or the Fundamental Review of the Trading Book, have been discussed in Part Il and Part lll of this blog
series.

[3] gee the Basel RBC 25.6: “instruments resulting from underwriting commitments, where underwriting commitments refer only to securities underwriting, and
relate only to securities that are expected to be actually purchased by the bank on the settlement date.”

[4] See the Basel OPE 25. The revised standardized approach for operational risk capital requirements largely relies on a financial-statement-based proxy

known as the Business Indicator {(or “Bl”). The Bl is based on certain balance sheet items and is calculated as the sum of three components: an interest,
leases, and dividend component; a services component; and a financial component. Each component is calculated based on the income generated by the

https://www.sifma.org/resources/news/the-basel-iii-endgames-potential-impacts-on-commercial-end-users/ 6/7
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relevant activities. The Bl is then multiplied by corresponding coefficients (i.e., 12%, 15%, and 18%, or “Coefficient”) o generate the Business Indicator
Component (or “BIC”, BIC = Bl x Coefficient). The BIC is in turn multiplied by an Internal Loss Multiplier (or “ILM”), which depends on each bank’s historical
losses over the prior ten years.[4] Abank’s risk weighted asset (or “RWA”) for operational risk is then calculated as the Bl x Coefficient x ILM x 12.5. Thus, if
assuming ILM equals to 1 and viewing Bl as operational risk “exposure”, Coefficient x 12.5 essentially serves the role of the operational risk RWA risk
weights. Focusing on the services component, since the coefficients vary from 12%, 15%, up to 18% depending on size the BI, the corresponding equivalent
RWA risk weights are 150%, 187.5%, and 225%. In comparison, the Basel Il Endgame assigns RWA risk weight of 150% to corporate exposures rated
below BB- (or “high yield"), and risk weight of 250% to public equity holdings (See the Basel CRE 20).

5! one way to mitigate the over-conservativeness may be to multiply the services component by a scaler which essentially scales the operational risk RWA
risk weight for services component down to an appropriate level. For example, a scaler of 1/1.875 would translate into an average operational risk RWA risk
weight of 100% instead of 187.5%. Under the Basel Il Endgame (Basel CRE 20), 100% risk weight for corporate exposure corresponds to an external credit
rating of BB+ to BB-.

6] See ECB Vice-President Luis de Guindos remark on “Challenges for bank profitability”, May 1, 2019.

['] See the Business Risk Mitigation Price Stabilization Act of 2015. “Forcing businesses to post margin not only ties up capital, but also makes it more
expensive for firms to utilize the risk management tools that they need to protect their businesses from uncertainty. Today's bill clarifies in statute that
Congress meant what it said when it exempted end users from margin and clearing requirements. Specifically, it ensures that those businesses which are
exempt from clearing their hedges are also exempt from margining those hedges.” 114th Congr. Rec. H-67-68 (Jan. 7, 2015) (state of Rep. Mike Conaway).

18] See in 12 CFR Part 217 Subpart E §217.132.

19l see https://www.federalregister.gov/documents/2020/01/24/2019-27249/standardized-approach-for-calculating-the-exposure-amount-of-derivative-
contracts

ol Switching to SA-CCR from the Current Exposure Methad (or “CEM") and accounting for the benefits of the adjustment for commercial end-users, the new
SA-CCR-based capital requirements increased by 4.2x. Without recognizing the supervisory adjustment, the increase in capital requirement would have
been 5.88x.

"] See the Basel lli Monitoring Report Feb. 2023.

[12] see hitps://www fixedincomenews.com.au/sp-defauit-rate-study/

(3] See in 12 CFR Part 217 Subpart A §217.2.

[14] see the Basel CRE 20.

151 The current CVA risk capital requirements are calculated according to the simple CVA approach sets out in 12 CFR Part 217 Subpart E §217.132.

1161 The revised CVA risk capital requirements are calculated using the BA-CVA approach as prescribed in the Base! 3 Endgame MARS50 (applying the
counterparty risk weight of 12% for unrated financials).

nn Apply risk weight for investment grade financials (i.e., 5%) instead of 12% for unrated financials.

https://www.sifma.orgfresources/news/the-basel-iii-endgames-potential-impacts-on-commercial-end-users/ 77
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Initial Proposals for Reform to Reduce
Duplicative Risk Capture and Maintain the
Credibility of the Collins Floor Requirement:
Part VI in Our Series on US Bank Capital
Requirements

+ The US Basel 3 Endgame proposal released on July 27, 2023 creates a “three-stack” approach to
risk-based capital requirements, replacing the current two-stack approach: the revised US
standardized approach, pursuant to the Collins Amendment of the Dodd-Frank Act (“Collins Floor”);
a new expanded risk-based approach (“ERBA"); and a separate standardized output floor.

» This blog, part VI in our series on capital requirements for U.S. banks, examines which of the
proposal’s three capital stacks are most likely to be binding for the US GSIBs, as well as their
interactions with the Federal Reserve's Stress Capital Buffer (“SCB”). There are two key design
flaws that ought to be addressed in the final rule.

« First, the proposal’s design makes the statutorily mandated Collins Floor, as well as the
standardized output floor, effectively obsolete (i.e., not binding requirements for banks), reducing
them to costly compliance exercises for banks. Second, applying the SCB to the ERBA leads to

hitps://www.sifma.org/resources/news/understanding-the-proposed-changes-to-the-us-capital-framework/ 112
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material duplicative risk capture (i.e., capital requirements in excess of the underlying risks) for
market, operational and credit valuation adjustment (“CVA”) risks.

e The over-capitalization resulting from these two design issues will likely constrain the largest
banks’ ability to provide key capital markets products and services, translating into higher costs for
end-users and the broader US economy. Moreover, it could have negative implications for liquidity
in the US Treasury markets, US financial stability, and the broader economy.

» These design issues could be mitigated through two simple adjustments. First, capital buffers
should be applied to the Collins Floor and the ERBA in such a way that either could realistically act
as the binding constraint for the largest banks. This would involve a) applying the SCB and
Method 2 GSIB surcharge (“Method 2") to the Collins Floor, and b) applying the Capital
Conservation Buffer (“CCB”) and the Method 1 GSIB surcharge (“Method 1) to the ERBA.

Second, the standardized output floor should apply only to banks with sufficiently large trading
activities.

Background on The Existing US Capital
Framework

The Collins Amendment of the 2010 Dodd-Frank Act requires large US banks (those subject to
“advanced approaches” treatment, generally the US GSIBs) to calculate their capital requirements in two
ways: first, using regulator-set standardized approaches and second using internal models approaches,
with the higher of the two capital requirements acting as the firm's binding capital constraint.V This
creates a “two-stack” approach to calculating capital requirements (Figure 1 provides a high-level
schematic depiction of this framework).[zl

The Federal Reserve then applies the Stress Capital Buffer (“SCB”) to the Collins Floor-mandated
standardized approaches and the Capital Conservation Buffer (“CCB”) to the advanced approaches
capital calculations. The SCB is no lower and can be significantly higher than the CCB. As a result, the
combination of the Collins Floor and SCB often generally acts as the binding capital constraint for the
largest banks. As of Q4 2021, the binding risk-based capital constraint for the eight US GSIBs was the
Collins Floor,! though some institutions “escaped” the Floor in Q1 2023.14]

Figure 1. A high-level schematic overview of the two-stack risk-based capital framework under
the current capital rules.l’]

https://iwww.sifma.org/resources/news/understanding-the-proposed-changes-to-the-us-capital-framework/ 2112
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US Current Risk-based Capital Framework
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Surcharge, applicable Countercyclical Buffer)

How Does the US Proposal Change the
Existing Capital Framework?

On July 27, 2023, the Federal Reserve Board, the Office of the Comptroller of the Currency, and the
Federal Deposit Insurance Corporation (“Agencies”) jointly released a proposal that would implement the
internationally agreed Basel Ill Endgame standards into the US capital rules. The proposal contains
several requirements that are super equivalent to the minimum Basel standards — an example of long-
standing US “gold plating” of international standards.!8! Amongst other elements, the proposal contains
a “three-stack” design for U.S. risk-based capital requirements: the revised US standardized approach
(i.e., the Collins Floor); the expanded risk-based approach (“‘ERBA”); and the standardized output floor,
which is designed to ensure that banks’ modeled capital requirements do not fall below a defined
percentage (72.5%) of the capital requirements calculated using the regulator-set standardized
approach. The SCB would, in turn, be applied to all three capital stacks. As a result, the CCB will be
eliminated — another instance of the US “gold plating”. This new proposed framework is represented in
Figure 2 below.

Figure 2. A high-level schematic overview of the two-stack risk-based capital framework under
the proposal

https:/imww.sifma.org/resources/news/understanding-the-proposed-changes-to-the-us-capital-framework/ 3z
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US Basel 3 Endgame Proposal Risk-based Capital Framework

US Standardized Approach (Collins floor) el
(i.e.. sum of non-modeled credit and modeled market risk capital) £ papdadiskoEasatt PRroEh

i

Standardized Qutput Flocor
(2., 72.5%" sum of non-modeled credit, operational, CVA and non-modeled market risk capital)

Expanded Risk-Based Approach
(i.e., sum of non-modeled credit, operational, CVA and modeled/non-modeted market risk capitaly

Buffer Requirements (Stress Capital Buffer, applicable GSIB Surcharge, applicable Countercyclical Buffer)

For the purpose of the Collins Floor, the proposal retains the current US standardized approach to credit
risk and replaces the current internal models approach to calculating market risk with the Fundamental
Review of the Trading Book'’s internal models approach (“FRTB-IMA”), meaning that the Collins Floor
capital requirement is now equal to the sum of the current US non-modeled credit risk capital and FRTB-
IMA market risk capital.[’l The ERBA stack is determined as the sum of non-modeled credit risk,
operational risk and CVA risk capital — all calculated using the new standardized approaches, plus
FRTB-IMA market risk capital.[8] The standardized output floor is calculated based on 72.5% of the
ERBA capital requirements, though market risk capital must be calculated using the FRTB’s
standardized approach (“FRTB-SA") for these purposes.[gl In short, the result of these changes is that
regulator-set standardized approaches will now be the basis for determining the US risk-based capital
requirements rather than internal models approaches.

Why is the New Standardized Output Floor
Unlikely to be a Binding Capital Constraint?

For the standardized output floor to be the binding capital constraint, a bank’s trading activities need to
be sufficiently large that at a minimum its non-modelled capital requirements account for more than 40%
of total risk-based capital requirements.[10]

The eight US GSIBs collectively have the largest trading activities amongst al! the Category I-IV banks
under the Agencies’ tiering rule and account for 94% of the $94bn aggregate trading losses under the
Federal Reserve’s 2023 supervisory stress test.'"l The standardized output floor only has the potential
to be a binding constraint for this group of firms. Figure 3 plots the modeled market risk capital

https://www.sifma.org/resources/news/understanding-the-proposed-changes-to-the-us-capital-framework/ 4/12



11/28/23, 4:03 PM Understanding the Proposed Changes to the US Capital Framework - SIFMA - Understanding the Proposed Changes to the US ...
calculated as a percentage of the total capital requirements under the ERBA, in term of risk weighted
asset (“RWA”) amount, for the eight US GSIBs, assuming the ERBA was effective as of Q1 2019
(recalling that the new standardized output floor equals 72.5% of the EBRA).[12] For all eight US GSIBs,
the modeled market risk capital accounts for no more than 20% of the total risk-based capital
requirements under the ERBA since Q1 2019 (as of Q1 2023, the highest percentage is 15% across all
eight banks).

Figure 3. The ratio of FRTB-IMA RWA to total ERBA RWA for the eight US GSIBs since Q1 2019

Ratio of FRTB-IMA RWA to Total ERBA RWA for 8 US GSIBs
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Assuming the modeled market risk capital equals 20% (15%) of total capital, for the standardized output
floor to be binding, the corresponding non-modeled market risk capital needs to exceed 2.9x (3.6x) of
the modeled market risk capital.l'3! Table 1 presents the ratio of the non-modeled to the modeled
market risk capital requirements by risk classes as reported in the Basel Committee’s 2019 explanatory
note. Given the US GSIBs' diverse trading activities, it is reasonable to expect their non-modeled to
modeled market risk capital ratio be no larger than 2x which is significantly smaller than 2.9x (3.6x).
Thus, the new standardized output floor has little chance of being binding for the US GSIBs.['4

Table 1. The estimated capital requirements under FRTB SA relative to FRTB IMA by risk classes

https://www.sifma.org/resources/news/understanding-the-proposed-changes-to-the-us-capital-framework/ 512
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Risk Class Category . FRTB-SA to FRTB-IMA Capital Ratio

General interest rate risk

Commodity risk

Source: The Basel Committee on Banking Supervision

The Collins Floor Will No Longer Be a
Binding Constraint for the Largest Banks
Under the Proposal

The Collins floor is binding on firms whenever non-modeled credit risk capital savings (i.e., the difference
in the US non-modeled vs the ERBA non-modeled credit risk capital) exceed 100% of the aggregate
operational and CVA risk capital under the ERBA.['] Figure 4 plots the estimated credit risk capital
savings as the percentage of the aggregate operational and CVA risk capital, in terms of RWA amount,
for the eight US GSIBs.

Figure 4. The ratio of non-modeled credit risk capital savings relative to the aggregate
operational and CVA risk capital for the eight US GSIBs since Q1 2019

Ratio of Credit Risk Capital Savings to the Sum of Operational and CVA RWA
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The non-modeled credit risk capital savings are no larger than 10% of the aggregate operational and
CVA risk capital under the ERBA for the eight US GSIBs. This means that the Collins Floor will not act
as the binding constraint for the US GSIBs, effectively making this statutory requirement redundant.

Therefore, both the Collins Floor and the new standardized output floor effectively become compliance
exercises that create unnecessary operational burdens for banks, while the binding capital requirement
will almost always be the ERBA.

The ERBA and the SCB Effectively Double
Count Similar Market and Operational Risks

Under the Federal Reserve'’s supervisory stress test, market and CVA risks are captured via the global
market shock (“GMS”) losses. In addition, the ERBA capitalizes market and CVA risks under the FRTB
and the FRTB-like standardized approach for CVA (“SA-CVA”) respectively. The designs of the FRTB
and the GMS share many key similarities — e.g., measure deep tail losses, large risk factor shocks and
severely constrain diversification benefits.! €]

Additionally, operational-risk losses are captured by the supervisory stress test's pre-provision net
revenue (“PPNR”) component. The Federal Reserve's PPNR “model projects losses stemming from

operational-risk events using information about the size and historical operational-risk losses of the
firms”.['”] The historical operational-risk losses directly feed into the internal loss multiplier (“ILM”) of the
ERBA standardized operational risk framework which the proposal relies on to increase operational risk
capital requirements. Consequently, applying the Federal Reserve’s SCB to the ERBA will lead to
material duplicative risk capture between the two frameworks (something approximating a “double
counting” of risks).

Two Simple Designh Modifications Can
Address These Issues

There are two ways in which the proposal could be adjusted to remediate the redundancy built into the
three stack-approach and mitigate the duplicative risk capture between the SCB and the ERBA.

a) Apply Additional Buffers to the Collins Floor and ERBA so that Collins can Act as a Credible
Floor: We recommend that the Agencies apply both the SCB and the Method 2 GSIB surcharge to the
Collins Floor — all three are US specific requirements— and both the CCB and the Method 1 GSIB
surcharge to the ERBA — the three components that are consistent with the Basel standards. As noted

https:/iwww.sifma.org/resources/news/understanding-the-proposed-changes-to-the-us-capital-framework/ 72
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above, the risk-based capital ratio for the largest US banks equals the sum of their minimum capital
requirements plus buffers such as the SCB, the CCB and, as applicable, the countercyclical capital
buffer (CCyB)[1 8] and the GSIB surcharge. The ERBA as proposed always produces significantly higher
minimum capital requirements than the Collins Floor, which appears to run counter to statutory intent. To
allow the Collins Floor to have a reasonable chance of acting as the binding capital constraint for the US
GSIBs, the buffer requirements added to the Collins Floor should be higher than those added to the
ERBA.

The SCB is dependent on the outcome of the Federal Reserve’s supervisory stress test. For some
banks, the SCB is significantly higher than the CCB.['® As a result, adding the SCB to the Collins Floor
and the CCB to the ERBA (without applying the SCB) would increase the likelihood of the Collins Floor
being binding and would remove the duplicative risk capture for operational and CVA risks (but not for
market risk). Additionally, as part of the buffer requirements, the applicable GSIB surcharge can be
adjusted. US GSIBs needs to calculate GSIB surcharges using two methods: the Basel Method 1
(“Method 1") and the US-specific Method 2 (“Method 2”).[29] The Method 2 almost always produces a
higher surcharge than the Method 1 approach. Therefore, adding the Method 2 GSIB surcharge to the
Collins Floor and the Method 1 GSIB surcharge to the ERBA would further enhance the credibility of the
Collins Floor.

b) Reduce the Compliance Burden on Banks and Only Apply the Standardized Output Floor to
Banks with Large Trading Operations. With a non-modeled to modeled market risk capital ratio of
1.8x, FRTB-IMA capital effectively needs to exceed 50% of the total ERBA capital for the standardized
output floor to bind. Given that no banks’ trading activities are anywhere close to this threshold, the
Agencies should reduce the compliance burden associated with calculating the standardized output floor
capital requirement and only apply it to banks with sufficiently large trading activities, e.g., where the
FRTB-IMA capital exceeds a certain regulators-set percentage of the total ERBA

The above changes would also help to mitigate some of the potential negative effects of the proposal on
the US Treasury markets specifically and the US capital markets more generally. A recent report from
staff at the New York Federal Reserve finds that dealer banks’ capacity to intermediate in the US
Treasury markets is heavily tied to their VaR model estimates.“?"! The proposal will replace this VaR-
based market risk measure with a new Expected Shortfall (‘ES”)-based market risk measure, a change
that contributes heavily to an estimated 75% increase in market capital RWA for the largest US banks.
This capital increase will significantly constrain the capacity of the US GSIBs to support the US Treasury
markets and other key funding markets. Moreover, it effects would be further compounded by the SCB —
due to the duplicative risk capture — and the proposed changes to the GSIB score indicators!?2! under
the Agencies’ GSIB surcharge proposal.[?3 The proposed design modifications would mitigate the
duplicative risk capture with the SCB and moderate the proposal's excessive increases in capital
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requirements for the largest US banks, allowing them to continue to provide support to the US Treasury
markets and the capital markets overall. In turn, this would help promote greater US financial stability.

Conclusion

The Basel Ill Endgame completely rewrites the risk-based capital standards for banks. The US proposal
adopts the Basel standards but with significant gold plating in many areas, including in the adoption of a
three-stack capital framework, with only one stack — the ERBA - likely to be binding for the largest US
banks. When the SCB is applied to the ERBA, it leads to material duplicative risk capture (effectively
“double counting” of risks) for market, operational and CVA risks, results in excessively higher capital
requirements than would otherwise be the case. This could increase funding costs and reduce market
liquidity in key capital markets such as the US Treasury markets, with significant negative consequences
for US financial stability and the broader economy.

These design issues could be mitigated through two simple adjustments. First, capital buffers should be
applied to the Collins Floor and the ERBA in such a way that either could realistically act as the binding
constraint for the largest banks. This would involve a) applying the SCB and Method 2 GSIB Surcharge
to the Collins Floor, and b) applying the CCB and the Method 1 GSIB surcharge to the ERBA. Second,
to minimize the duplicative capture of market-related and operational risks, the standardized output floor
should apply only to banks with large trading activities. Moreover, to mitigate the duplicative risk capture
for market risk, the SCB’s GMS component needs to be redesigned, as outlined in Part IV of this blog
series.

Dr. Guowei Zhang is Managing Director and Head of Capital Policy for SIFMA

Dr. Peter Ryan is Managing Director and Head of International Capital Markets and Strategic Initiatives
for SIFMA

Mr. Carter McDowell is Managing Director and Associate General Counsel for SIFMA
Appendix
This Appendix provides details of the data and methodologies used to estimate the US GSIBs’ risk-

weighted asset (‘RWA”) amounts under the expanded risk-based approach (“ERBA”) sets out in the US
proposal.
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1. Data Description

The data used in the analysis for the 8 US GSIBs were downloaded from the Federal Financial
Institutions Examination Council’'s website. The data includes:

» quarterly credit and market risk RWAs under the US standardized approach (FR Y9-C); and

« quarterly credit, market, operational and CVA risk RWAs under the advanced approaches (FFIEC
101 and 102).

» The time period coverage is Q1 2019 — Q1 2023.

Additionally, the proposal provides the following impacts estimates:

Aggregate RWA ($ Billion) for Cat | and Il Holding Aggregate RWA ($ Billion) for Cat Il

Risk Companies and 1V Holding Companies
Category ' [
Current U.S. Current U.S. Basel il Proposal Current U.S. Basel Il Proposal
Standardized Advanced (Estimated) Standardized (Estimated)
Creit Risk 6,900 4,300 6,700 4,000 3,800
Market Risk 430 430 760 130 220
Operational Risk - 1,700 1,400 - 550
CVA Risk - 240 260 - 28
Total 7,400 6,700 9,200 4,200 4,600

2. Estimation Methodology

We first calculate a set of scaling factors using the impact estimates the regulators provided in the
proposal. For example, the FRTB IMA to the current market risk rules capital scaling factor equals
760/430 = 1.77 for Cat. | and Il bank holding companies, and 220/130 = 1.69 for Cat. lll and IV bank
holding companies.

To estimate each bank’s RWA by risk category under the ERBA and the revised US standardized
approach from the RWA amounts under the current capital rules, the same scaling factors are applied to
all banks in the sample. For example, if a bank’s current market risk RWA is $100, the FRTB IMA RWA
is estimated to be $100 * 1.77 = $177.

[l The Collins Floor capital requirements equal the sum of non-modeled credit risk capital and modeled
market risk capital. The advanced approaches calculate capital requirements equal the sum of modeled
credit risk capital, market risk capital, operational risk capital and CVA risk capital.

https://iwww._sifma.org/resources/news/understanding-the-proposed-changes-to-the-us-capital-framework/ 10/12
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2] part 1 of our Basel capital blog series provides a more detailed overview of the various components of
the current regulatory capital rules.

[3] See “All top US banks below Collins floor”, Risk.net, January 27, 2021 (https://www.risk.net/risk-
quantum/7922981/all-top-us-banks-below-collins-floor).

[4] See “Citi, BNY Mellon escape Collins floor”, Ris.net, July 19, 2022 (https://www.risk.net/risk-
quantum/7952111/citi-bny-mellon-escape-collins-floor).

%] The risk weighted assets (“RWA”") amount under the US standardized approach equals the sum of US
standardized credit risk RWA and the internal models-based market risk RWA, except that the specific
risk charge must be calculated using the standardized approach. The RWA amount under the advanced
approaches equals the sum of internal models-based credit, market, operational and CVA risks.

6] For example, the proposal eliminates internal models for credit risk in its entirety whereas the Basel
standards permit it. The proposal also removes the modeled default risk charge in the Basel standards
for the FRTB. The proposal floors the Internal Loss Multiplier of the standardized operational risk
framework at 1, whereas the Basel standards have no such floor to incentivize banks’ prudent
operational risk management practices. Additionally, the proposal adopts the SFT minimum haircut floor
which wasn’t implemented in several other major jurisdictions due to the concerns that the framework
could have detrimental impacts on SFT markets.

(7] Although the proposal allows modeled market risk for the purpose of the Collins floor, because of its
complexity and the stringent model approval process for the FRTB-IMA some banks may choose
calculate market risk capital using FRTB-SA instead. In this case, the Collins floor capital requirements
equal the sum of the current US non-modeled credit risk capital and FRTB-SA market risk capital.

8] ERBArwa = RWAGGir ™ + RWANTGM + RWAG, + RWAZ) , where RWAZSNSY W ovia

ERBA -SA denotes the risk-weighted asset (“RWA”) for credit risk calculated using the ERBA
standardized approach (“ERBA-SA”) credit risk. Similarly, the other terms denote corresponding risk
types and calculation approaches. Banks that do not implement the FRTB-IMA or lose the regulatory
approval for it must calculate market risk capital using the FRTB-SA.

[9] OutputFlooray, = 72.5% * (RWAZA,q + RWALTTEZSA + RWASS + RWAH

OutputFlootgy s 2 ERBARwas oan, be re

[1% The binding condition, i.e., , -written as

(RWALRTREA — RWATTSGIM4) /ERBARwa 2 38%.
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[11] See hitps://www.federalreserve.gov/supervisionreg/dfa-stress-tests-2023.htm

[12] gee Appendix for details on the estimation of the ratios.

[3] For simplicity, assume the total ERBA capital is $1. The modeled market risk capital is $p and the
aggregate non-modeled credit risk, operational risk and CVA risk capital is $(1-p). In addition, assume
non-modeled market risk capital equals times the modeled market risk capital. The standardized output

floor is binding if: 0.725* (a*p + (1 — p)) = 1. When p=20% , a=2.9.

[14] For a the FRTB SA to FRTB IMA capital ratio of 1.5x and 1.8x, the corresponding percentage
exceeds 76% and 50%.

ns) L& RWAZS2 + RWANA op = RWAERBATSA £ RWAINA .. + RWASS + RWAE ,.

[6] part Iv of our Basel capital blog series provides an in-depth examination of the similarities.

[17] see https://www.federalreserve.gov/publications/files/2023-june-supervisory-stress-test-
methodology.pdf

(18] The CCyB is 0% under the current US capital rules.

[19] gee https.//www.federalreserve.gov/publications/files/large-bank-capital-requirements-20220804. pdf
[20] gee https://www.ecfr.gov/current/title-12/chapter-ll/subchapter-A/part-217/subpart-H

211 The paper notes that capacity utilization measures based on estimated VaR ... is an important
explanatory factor for the tail behavior of Treasury market liquidity.” See Dealer Capacity and US

Treasury Market Functionality.

[22] Specifically the proposal’s treatment of derivatives in the interconnectedness and complexity
indictors and trading volume in the substitutability indictor.

[23] The proposed changes in GSIB surcharge are expected to increase capital requirement for the 8 US
GIBs by $13bn.
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Part VIl in Our Series on US Bank Capital
Requirements

In this joint note, we explain how the U.S. methodology for assessing a capital surcharge on global
systemically important banks (GSIBs) differs from international norms, overstates the risk presented by
those firms, and puts them at a competitive disadvantage. It also provides recommendations for how to
rationalize the surcharge and thereby significantly expand the ability of the affected banks to expand
credit availability and maintain liquidity in U.S. capital markets.

Our analysis suggests that implementing these adjustments would reduce GSIB surcharges by
roughly one percentage point which would expand lending and market making capacity by over

$1 trillion and boost economic growth by roughly $25 billion per year without sacrificing bank
safety and soundness.

Background
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The U.S. capital framework requires a GSIB to maintain capital above and beyond generally applicable
minimum risk-based capital requirements. The GSIB surcharge requirement reflects the Federal
Reserve’s unilateral assessment of systemic risk as measured by the weighted sum of a select set of
indicators, expressed as a systemic risk score. The higher the score, the higher the applicable GSIB
surcharge.

The applicable surcharge is calculated as the higher surcharge of two methods — “Method 1" is the
standard adopted by the Basel Committee on Banking Supervision for identifying and setting the
surcharge for GSIBs and depends on five sets of systemic indicators — size, interconnectedness,
complexity, cross-jurisdictional activity, and substitutability. “Method 2" is a U.S. only creation that
generally employs the Basel methodology but replaces the substitutability indicator with a short-term
wholesale funding (“STWF") indicator.] During periods of stress, reliance on short-term wholesale
funding might make firms more susceptible to runs that could potentially impact financial stability.

In practice, the Method 2 surcharge always equals or exceeds that of Method 1. It is one of several
binding capital constraints for U.S. GSIBs that is calibrated at a higher level.

Method 2 Needs Two Revisions to
Appropriately Reflect Changing Realities

In this post, we describe two well-known shortcomings of the Method 2 GSIB score and suggest two
adjustments that would improve Method 2’s measurement of systemic risk. Two inherent design
shortcomings prevent Method 2 from appropriately reflecting changing realities.?! First, Method 2
assumes the aggregate global systemic indicators are fixed for all time. This assumption erroneously
causes an increase in Method 2 scores for reasons unrelated to systemic risk, such as the growth in the
global economy over time and the expansion of the Federal Reserve’s balance sheet.?] The BCBS
published aggregate global size indicator has grown nearly 50% from end-2013 (€66.31 trillion) to end-
2021 (€98.48 trillion). The fixed for all time nature of the Method 2 score implies that even if a U.S. GSIB
had kept its market share constant during 2013-2021, its size indicator score under Method 2 would
have increased by 50% while it would have been unchanged under Method 1. Clearly, Method 2 scores
inappropriately penalize a bank for growing along with the rest of the economy. Growth consistent
with the overall level of economic growth bears no relation to systemic risk and should not be
counted as such. Accordingly, Method 2 scores should be re-calibrated to adjust for the overall amount
of economic growth that has occurred since the rule was finalized in 2015.

Second, the importance of the U.S. specific STWF factor in Method 2 scores has increased over time,
counter to the Federal Reserve’s stated intent that each of the five factors mentioned above account for
20 percent of the Method 2 score.l! In addition, Method 2 implicitly assumes global banks use STWF to
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fund illiquid assets which “can leave firms vulnerable to runs that undermine financial stability."[5]
However, a recent Federal Reserve study has shown that, over the past decade, “[g]lobal banks mainly
use such funding to finance liquid, near risk-free arbitrage positions”. These activities are core to
support U.S. capital markets and economic growth which benefits both businesses, government, and
consumers. The results suggest that STWF actually poses low risk to financial stability and
consequently that the STWF score significantly overstates systemic risk. (] Accordingly, the STWF factor
of the Method 2 score should be re-calibrated to ensure that it reflects only 20 percent of the overall

score as originally intended by the Federal Reserve.

Recently, the Federal Reserve issued a proposal that would modify the GSIB surcharge in the U.S.
However, the Federal Reserve’s GSIB surcharge proposal does not address either of these two
shortcomings. Below, we demonstrate the impact of addressing these two shortcomings.

Adjustments to Method 2

In Table 1, we quantify the projected effects on Method 2 scores and surcharges of (1) accounting for
economic growth and (2) reverting the weight of the short-term wholesale funding component to 20
percent. In total, taking into account both the economic growth adjustment and the recalibration of the
STWF weight to 20 percent, the average GSIB surcharge would be reduced by 90 basis points.

First, we recalibrate the GSIB scores to account for economic growth. Using 2015—the year when the
fixed coefficients for score calculations were published—as our baseline, we measured the nominal GDP
growth up to the recent four-quarter average and found a 44.4 percent increase. Consequently, we
scaled the coefficients for size, interconnectedness, complexity, and cross-jurisdictional activity by a
factor of 1.44. This recalibration led to a decrease in the aggregate GSIB scores by nearly 1000 points.
Thus, the average surcharge was reduced by 60 basis points, bringing it down from 2.8 percent to 2.2
percent.

Table 1: Proposed Adjustments to the GSIB Surcharge
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(1) (2)
Current Data Economic Growth Adjusting the STWF

Weight to 20%

Bank 2Q23 | Surcharge Score Surcharge Score \ Surcharge
Name Score (%) (%) ' (%)
BAC 631 33 472 2.5 411 2.2
C 728 3.7 540 2.8 477 2.5
GS 672 3.5 534 2.8 414 2.2
JPM 947 4.8 696 3.6 625 3.2
MS 600 3.1 498 26 | 354 1.9
WFC 298 1.6 217 1.2 198 1.1
BK 276 1.5 243 1.3 152 1.0
STT 217 1.2 190 1.0 121 1.0
Total/Avg | 4369 2.8 3392 2.2 2752 1.9

Note: The surcharge is calculated using narrower score bank ranges as defined in the
July 27, 2023 GSIB proposal.

Second, the weight of the short-term wholesale funding component in the overall score would increase
to about 35 percent after adjusting the other coefficients for economic growth. As per the preamble of the
GSIB final rule, this component is intended to have a 20 percent weight. To return it to that level, the
“fixed conversion factor” needs to be recalibrated from 175 to roughly 80. This adjustment would further
decrease the average GSIB surcharge by 30 basis points.

Economic Impact

As shown in the table above, implementing these two adjustments would reduce the average GSIB
surcharge by 0.9 percentage points (90 basis points). Because capital is the most expensive form of
finance, reducing the amount of required capital lowers the cost of bank borrowing and boosts economic
growth. One data-based study conducted by the Bank of England concluded that a one percentage
point decrease in required capital would decrease borrowing costs by 10 basis points and boost GDP by
roughly $50 billion per year. This study, however, considers the entire banking sector. Because the
GSIB surcharge only applies to U.S. GSIBs, the impact on economic growth must be adjusted for their
share — roughly 50 percent — of the total banking sector. As a result, this study suggests that
reducing GSIB surcharges by 90 basis points would result in additional GDP of roughly $25
billion per year.
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Another way of assessing the impact of reducing the GSIB surcharge on economic activity is to estimate
the additional lending that could be supported by reducing the GSIB surcharge by 0.9 percent. If U.S.
GSIBs were held to a lower level of required capital, they would be able to grow their lending until the
growth in lending resulted in a new capital ratio that matched the new and lower requirement. Today,
U.S. GSIBs maintain a capital ratio of 12.6 percent on average across all U.S. GSIBs. Reducing their
capital ratio by 0.9 percentage points to 11.7 percent would allow U.S. GSIBs to collectively grow
their lending and market making activities by roughly an additional $1.1 trillion. This additional
capacity for banks to intermediate would directly benefit economic growth as businesses, households
and communities would put those additional resources to work in the real economy.

Finally, it is important not to lose sight of the broader landscape with respect to large bank capital
requirements. Recently, the prudential agencies issued a “Basel Il Endgame” proposal that would raise
capital requirements for large banks by 19 percent. Against this backdrop of a potential sizeable
increase in capital, these adjustments would help to offset the negative economic impacts of other
changes to large bank capital requirements.

Conclusion

The Method 2 GSIB surcharge implemented in the U.S. has two well-recognized flaws. First, unlike the
Basel GSIB surcharge (Method 1), Method 2 does not adjust for economic growth. Consequently, as the
economy grows, the U.S. GSIB surcharge increases, even without a corresponding increase in systemic
risk. Second, the importance of the STWF factor exceeds the 20 percent weighting intended by the
Federal Reserve Board. We propose two simple and transparent adjustments to the Method 2 GSIB
surcharge to address these issues. The adjustments would right-size the GSIB surcharge, leading to
about a one percentage point decline in required capital. Such an adjustment would free up capital,
reduce borrowing costs, add over one trillion in additional lending and market making capacity,
and increase GDP by approximately $25 billion annually. These adjustments to the GSIB surcharge
are long overdue and would go a long way toward improving the large bank capital framework while also
supporting the U.S. economy.
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Footnotes

[l Method 1 calculates each systematic indicator score based on the ratio of that amount of that
systemic indicator to the aggregate global indicator amount of that systemic indicator of that year.
Whereas for purpose Method 2, the aggregate global indicators amounts are fixed at the average of
2012-2013 amounts.

[2] Method 2 has a set of other drawbacks that need to be addressed as we highlighted previously.
https://www.sifma.org/resources/submissions/guidance-for-resolution-plan-submissions-of-certain-fbos/

[3] https://bpi.com/gsib-method-2-fixed-coefficients-must-be-adjusted-for-economic-growth/

[ In the preamble to the final rule, the Federal Reserve explained: “The conversion factor was
intended to weight the short-term wholesale funding amount such that the short-term wholesale funding
score receives an equal weight as the other systemic indicators within method 2 (i.e., 20 percent)...” 80
Fed. Reg. at 49,100-101.

%] https://www.govinfo.gov/content/pkg/FR-2015-08-14/pdf/2015-18702.pdf

[61 https://fsforum.com/news/changing-realities-and-financial-regulation-the-changing-nature-of-short-
term-wholesale-funding
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e Ina speechm delivered on October ch, 2023, Federal Reserve Vice Chair for Supervision Barr laid out his rationale for
dramatic increases in capital requirements for trading and market making (i.e., capital markets) activities as part of the U.S.
Basel Endgarme proposal.

» While limiting himself to quantifying the proposal’s impact on bank lending (apparently limited to credit risk, without taking
into account operational risk), he ignores the fact that three-quarters of debt and equity funding to U.S. businesses and local
governments is obtained through the capital markets and not via traditional bank loans. The largest banks form the
foundation of these capital markets, providing liquidity and facilitating access to these crucial sources of funding.

 As Vice Chair Barr notes, the largest impacts of the proposal will be on bank trading activities. Indeed, if implemented as
written, the proposal will:

o Substantially increase the cost of providing capital markets services to end-users such as U.S. businesses and state
and local governments;

o Reduce the supply of funding through the U.S. capital markets;

o Result in less competition and capacity in key U.S. capital markets; and

o Result in reduced market depth, particularly during periods of stress, with negative consequences for U.S. financial
stability.

+ Some U.S. sources of funding, such as securitizations, securities underwriting, equity investments in funds, securities
borrowing, and derivatives, will be particularly negatively impacted. This impact would fly in the face of one of the
conclusions of a Federal Reserve research paper on the impact of COVID-19 on the U.S. bank regulatory framework,
namely, that “trading activity strengthened firms during this period.”l?]

» Vice Chair Barr’s argues that these dramatic increases in capital requirements for capital markets activities by large U.S.
banks are justified a) because such “activities have generated outsized losses at large banks” and b) because these are
“areas where our current rules have shortcomings.” Yet Vice Chair Barr does not provide any example of widespread losses
from capital markets activities that have occurred since the 2008 Global Financial Crisis (“GFC”). Rather the opposite; he
observes that the quality and quantity of capital has vastly improved in the last 15 years because of post-GFC reforms,
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stating that the common equity capital ratio of the largest U.S. banks has increased from 5.5% in 2009 to 12.4% at the end
of 2022.

¢ Vice Chair Barr also asserts there are shortcomings in the current U.S. capital framework for trading activities by the largest
U.S. banks. Yet the shortcomings he refers to are already substantially captured under the Global Market Shock ("GMS”)
component of stress testing and the resulting Stress Capital Buffer (“SCB”) requirement that applies to ali large U.S. banks.

¢ As we note below, the proposed requirements for capital markets activities capture market risk by requiring firms to estimate
potential losses to trading positions based on extreme movements in market prices over a regulators-set period of time (i.e.,
liquidity horizon), calibrated to historic periods. As the existing GMS framework applies to the same positions and applies
similar shocks, the proposal effectively captures the same risk twice, first by the proposed amendments to the market risk
capital rule and second by the SCB, leading to significantly higher capital requirements than are justified by the underlying
risks involved. The Federal Reserve should either eliminate or reform the GMS to eliminate this over calibration of market
risk requirements.

» Finally, Vice Chair Barr argues that higher capital requirements are justified by the immense economic costs of financial
crises. Yet he does not cite the extensive body of research on the optimal level of bank capital — i.e., research that has
examined both the benefits and costs of higher capital requirements. Indeed, a recent independent study of post-crisis
reforms and the academic literature on the optimal level of capital by PwC found U.S. capital levels to be close to optimal.[3]

Introduction

On October 9", Federal Reserve Vice Chair for Supervision Michael Barr delivered remarks entitled “Capital Supports Lending” to
the American Bankers Association Annual Convention. Vice Chair Barr used the opportunity to discuss why he felt the benefits of
the U.S. Basel il Endgame capital proposal outweighed the costs.

In his remarks, Vice Chair Barr admits that the proposal “may result in higher funding costs” but suggests that those costs will be
limited because “the effective rise in capital requirements related to lending activities is a small portion of the estimated overall
capital increase,” going on to say that “such a rise might be expected to increase the cost to banks for funding the average
lending portfolio by up to 3 basis points — 0.03 percentage points.” Leaving aside that this estimate appears to based on the
expected capital increases for credit risk — and does not take into account capital increases for operational risk from lending
activities — it ignores the fact that three-quarters of the debt and equity funding for U.S. businesses and state and local
governments is obtained through the U.S. capital markets rather than the type of traditional bank lending that predominates in
almost every other major country. The largest U.S. banks play a crucial role in facilitating access to debt and equity funding and
ensuring liquidity in U.S. capital markets, with the U.S. G-SIBs providing 50% of those trading and market making services to U.S.
businesses and state and local governments.

What are the likely impacts of the Basel Endgame
proposal on the U.S. capital markets and economy?

This is why the Basel Endgame will have a far greater adverse impact on the U.S. economy than Vice Chair Barr acknowledges.
As he notes in his remarks, the capital markets activities of the U.S. banks will be the most heavily penalized by the Basel
Endgame proposal, with the Federal Reserve's own estimates indicating that it will lead to a massive 75% increase in the
aggregate risk-weighted assets (“RWA”) attributable to capital markets activities by U.S. banks. That figure may be an
underestimate given the over calibration of risks between the market risk portions of the proposal and the existing Global Market
Shock (“GMS”) component of stress testing and the resulting Stress Capital Buffer ("SCB”) requirement. This is an issue we have
highlighted previously and discuss below. We have also previously described numerous examples of U.S. “gold-plating” of the
Basel standards, such as including a far broader range of covered securities, counterparties, and higher collateral requirements

https://www.sifma.org/resources/news/a-rejoinder-on-the-need-for-trading-book-capital-increases/ 2/6



11/28/23, 4:21 PM A Rejoinder on the Need far Trading Book Capital Increases - SIFMA - A Rejoinder on the Need for Trading Book Capital Increas...
than the Basel standards require. This is in addition to the capital increases that will be imposed by the agencies’' separate G-SIB
Surcharge proposal.[4]

Those capital increases will lead U.S. banks to significantly scale back their capital markets businesses, leading to higher funding
costs and reduced market access for a variety of a wide variety of U.S. businesses and other market participants, including
commercial businesses, asset managers, retirement funds, and state and local governments. Competition and capacity in key
markets will be reduced, with no guarantee that other market participants will step in to provide services that the U.S. banks can
no longer economically provide. Moreover, market liquidity will be reduced, particularly during periods of stress, including in key
funding markets such as the U.S. Treasury markets, which will have negative consequences for overall U.S. financial stability.

Such a result would ironically fly in the face of the Federal Reserve’s own findings in a working paper that assessed the impact of
COVID-19 on the U.S. bank regulatory framework, which stated: “The elevated trading activity in the early stages of the crisis led

to an increase in fees, commissions and bid-ask spreads, sustaining the profitability of large banks. In addition, firms also issued

corporate bonds and equity at a rapid pace to bolster their balance sheets, leading to increases in underwriting fees. Reflecting in
part the limitations on proprietary trading put in place foliowing the financial crisis, no major bank suffered sizeable losses on their
portfolios. As such, trading activity strengthened firms during this period.”[5!

Some capital markets activities will be particularly negatively impacted, becoming significantly more expensive or less accessible
as a result of these unwise proposed rules. These include:

» Securitized products trading, which helps lower borrowing costs for U.S. businesses, diversifies and reduces the
concentration of risk in the financial system and strengthens market liquidity (e.g., the mortgage-backed securities markets).

» Securities underwriting, a crucial service that enables U.S. businesses and state and local governments to raise debt and
equity capital;

» Equity investments in funds, which are important sources of funding for U.S. businesses, especially small and medium-
size companies including U.S. technology start-ups;

+ Securities borrowing transactions, which are used to generate income for U.S. pension/retirement funds and helps
increase market liquidity; and

« Derivative transactions, including those used by U.S. businesses and other end-users to hedge non-financial risks.

Are Vice Chair Barr's justifications for these capital
increases supported by the facts?

Vice Chair Barr argues that these dramatic increases in the capital requirements for capital markets activities are justified a)
because such “activities have generated outsized losses at large banks” and b) because these are “areas where our current rules
have shortcomings.” But the losses Barr is referring to appear to be those incurred during the 2008 Global Financial Crisis
(“GFC") of 2007-2008 rather than anything that occurred in the following 15 years. Since that time, as he admits, “the current
capital rule was updated to better reflect [trading and market making activities] risks.” Indeed, Vice Chair Barr highlights some of
the significant post-crisis reforms that improved the quality and quantity of capital, which he notes has led to an increase in the
common equity capital ratio (the most loss-absorbing form of capital) of the largest banking organizations, from 5.5% in 2009 to
12.14% at the end of 2022 (an approximately 120% increase).

Those post-GFC capital reforms include:
» The first round of global Basel lll standards on capital, which resulted in new bank capital rules for U.S. banks, including

for market risk, in 2012 — 2013;
» The minimum capital requirement floors mandated by the Collins Amendment to the Dodd-Frank Act;
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» The introduction of the supervisory stress testing requirements, which are now incorporated into regulatory capital
requirements via the SCB;
o The capital surcharge on global systemically important banks (i.e., the “G-SIB Surcharge”); and
» The introduction of an extra layer of Total Loss Absorbing Capital (“TLAC”) requirements that can be used to recapitalize
the operations of a failing G-SIB and allow for its orderly wind-down without any loss to the Deposit Insurance Fund or
taxpayers or any adverse impact on U.S. financial stability.

Moreover, these enhanced financial resource requirements have been supplemented by new resolution planning requirements;
enhanced supervision and risk management requirements; and measures to reduce counterparty and trading risks, including the
introduction of central clearing and margin requirements for non-cleared derivatives, among other changes.

Policymakers have widely acknowledged the success of these capital and related reforms. For example, Federal Reserve Chair
Jerome Powell noted in his statement accompanying the release of the Basel Endgame proposal, “the development and
implementation of the Dodd-Frank Act and the Basel Ill accords followed a deliberative and thoughtful process that evolved over a
period of several years” and as a result the “U.S. banking system is sound and resilient, with strong levels of capital and
liquidity."[6] Commenting on recent stresses in the financial sector, Treasury Secretary Janet Yellen noted that the post-crisis
capital and liquidity reforms had helped the banking system weather recent stresses, observing, for example, that “during the
March 2020 panic, banks served as an important pillar of strength for the financial system” and that the banking system as a
whole had remained strong and relatively stable even as concerns grew about specific regional institutions earlier this year.m ltis
notable that neither of these recent stress events were connected to trading losses at banks.

In sum then, it is not clear what event triggered U.S. regulators to propose such a significant increase in the capital requirements
for capital markets activities over and above the highly successful reforms that were instituted in the wake of the GFC. Indeed, the
Basel Ill Endgame standards were never designed with the intention of increasing capital levels, given that that objective had
already been achieved by earlier reforms. For example, the Basel Committee stated in 2017 that the Endgame reforms “will not
significantly increase capital requirements overall.”® |nstead, the objective of the Basel Endgame standards was to “reduce
excessive variability”, “facilitate the comparability of banks’ capital ratios”, and “constrain the use of internally-modelled
approaches."[9]

This leads us to Vice Chair Barr's second justification for significantly raising the capital requirements for capital markets activities:
addressing shortcomings in the current framework for market risk. As Vice Chair Barr correctly notes, the market risk component
of the current U.S. capital rules was designed to address two specific issues: first, that “the current framework could result in
capital requirements increasing during stress, rather than requiring firms to hold sufficient capital in advance of the stress to be
managed through a stress period”, and second that current framework does “not account for the large range of liquidity profiles
across trading exposures.”

However, these shortcomings are already substantially addressed in the U.S. capital rules through the GMS component of stress
testing and the resulting SCB requirement. The supervisory stress tests have been the binding capital constraints for large U.S.
banks since their inception in 2012, and the SCB requirement was finalized in 2020. According to the Federal Reserve, the GMS
is calibrated to “[reflect] general market distress and heightened uncertainty”, and “[t]he calibration horizons reflect the variation in
the speed at which banks could reasonably close out, or effectively hedge, risk exposures in the event of market stress. The
calibration horizons are generally longer than the typical times needed to liquidate exposures under normal conditions because
they are designed to capture the unpredictable liquidity conditions that prevail in times of stress.”!1% The GMS is designed to
reflect a market shock that “the [Federal Reserve] Board deems to be plausible, though such movements may not have been
observed historically".[”] However, a SIFMA 2019 GMS study demonstrates that GMS scenarios since 2012 have been

empirically implausible.“z]
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The proposed amendments to the market risk capital requirements in the Basel Ill Endgame proposal are designed to capture the
same risks in a similar manner as the GMS. Thus, the trading and market making activities of the U.S. banks would effectively be
subject to duplicative capital requirements—first, by the proposed amendments to the market risk capital rule and second by the
GMS component of stress testing and the resulting Stress Capital Buffer requirement. This duplication will lead to significantly
higher capital requirements for U.S. banks subject to the U.S. stress testing requirements. Thus, should the banking agencies
move forward with implementing the proposed amendments to the market risk capital rule, they should make changes to stress
testing scenarios to eliminate the over calibration of risks, either by eliminating the GMS altogether; redesigning it to be
reasonably plausible; or setting capital requirements as the greater of the new market risk capital rule and the GMS, rather than
the sum of the two components (as we discuss in Part IV of our blog series on the Basel capital requirements).

Finally, in Vice Chair Barr includes a third justification for higher capital requirements in his speech by referring to research on the
significant economic costs of financial crises. Notably, Vice Chair Barr does not cite the extensive body of research on the optimal
level of bank capital — i.e., research that has examined both the benefits and costs of higher capital requirements. Indeed, a
recent independent study by PWC of post-crisis reforms and the academic literature on the optimal level of capital found U.S.
capital levels to be close to optimal — that is, at a level that appropriately balances financial stability with the economic costs of
higher capital requirements.[13]

Conclusion

Vice Chair Barr makes three claims in support of the proposed significant increase in the capital requirements for trading and
market making activities in the U.S. Basel Endgame. He argues that trading and market making "activities have generated
outsized losses at large banks”; that this is an area where “our current rules have shortcomings”; and that increases are justified
by the immense costs of financial crises. However, these claims are contradicted by the facts.

The comprehensive post-GFC capital reforms, as well as other prudential and systemic reforms, have helped to prevent
significant trading or market making losses at the largest U.S. banks, even during the market volatility of March 2020 and the
more recent stresses witnessed in the U.S. regional banking sector. The shortcomings that the proposal’'s market risk capital
reforms are designed to address are aiready captured under the U.S. stress testing framework; indeed, the Federal Reserve
should act to eliminate the over calibration of risks that would occur if the proposal is implemented as proposed without reforms to
the GMS component of the SCB. Finally, Vice Chair Barr ignores the wide body of research on the optimal level of capital,
including a recent independent study by PWC that finds that U.S. capital levels are near optimal levels at present - that is, they
balance financial stability with the economic costs of higher capital requirements.
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The post-Global Financial Crisis capital rules applicable to the largest U.S. banks are already super-equivalent (i.e., “gold-plated”) o the internationally
agreed Basel standards and the proposed (or finalized) rules in most other major jurisdictions.

« The Federal Reserve’s proposal implementing the Basel 3 Endgame in the United States contains a suite of both technical and structural changes to

the Basel standards that constitute additional U.S. gold-plating. The continued U.S. gold-plating drives the large, expected increase in capital

requirements for large U.S. banks’ capital markets activities.

As a result, the U.S. proposal undermines the stated objectives of the Basel 3 reforms, which were in large part to promote cross-bank and cross-

jurisdictional comparability of risk-based capital requirements.

¢ Excessive capital requirements would (1) constrain banks’ capacity to provide credit and support the capital markets and the broader economy; (2)
accelerate the shift of financing activities outside of the banking system; and (3) further diminish liquidity in key markets and exacerbate financial
stability risks. Thus, the Federal Reserve and the other banking agencies should remove the U.S. gold-plating in the U.S. proposal and certain other
elements of the U.S. capital framework to ensure cross-jurisdictional comparability and enhance financial stability.

Background

All major jurisdictions including the EU, the UK, and the United States have published their proposals to implement the Basel 3 Endgame (“B3E") or have

finalized their implementation. In July 2023, the U.S. banking agencies released their proposal implementing the B3E in the U.S. ("U.S. proposal”). The U.S.
proposal contains a suite of changes to the Basel standards that constitutes a further U.S. gold-plating of the Basel international standards beyond the
existing super-equivalence that is built into the current U.S. capital rules. This decision to gold-plate the international standards in the U.S. proposal
contradicts the stated objectives of the Basel 3 reforms, which were designed to promote cross-institutional and cross-jurisdictional comparability of risk-
based capital requirements.

This blog identifies areas in which the U.S. proposal gold-plates the international standards and benchmarks the U.S. proposal with the Basel standards, the

EU implementation, and the UK proposal to highlight areas of U.S. divergence. As discussed below, the U.S. banking agencies should remove these gold-
plated features to ensure international comparability and enhance financial stability.

Where does the US proposal gold-plate the internationally agreed
Basel standards?

Table A1 of the Appendix presents a non-exhaustive list of areas in which the U.S. proposal gold-plates the Basel 3 standards. And some policy decisions in
the EU and the UK implementation. At a high level, the gold-plating in the U.S. proposal can be classified into two broad groups — technical and structural.

Some of the technical gold-plating in the U.S. proposal include:
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1. Adopt the SFT haircut floor framework with indications of materially broadening its scope and stringency. The Basel 3 standards include minimum
haircuts on non-centrally cleared securities financing transactions (“SFT haircut floor”), which were devised by the Financial Stability Board (“FSB”) to "limit
the possible build-up of leverage outside the banking system and reduce the procyclicality of that Ieverage.”m The SFT haircut floor requires banks to
receive a minimum amount of over-collateralization on certain SFTs with counterparties that are not subject to prudential regulation.

The European Banking Authority’s 2019 Report analyzed carefully the SFT haircut floor framework and recommended against implementing it in the
European Union at this time due to the fact that it “could theoreticaily lead to a more risky situation for institutions than the status quo ... while at the same
time it would be unclear whether the application of the framework will have a positive effect in practice on limiting the build-up of leverage outside the banking
system.” Many other major jurisdictions, e.g., the UK and Canada, have reached similar conclusions, and thus have decided not to adopt the framework as
part of the Basel 3 Endgame implementation. However, the U.S. proposal not only implements the SFT haircut floor but gives clear indications that the
agencies are considering broadening the scope of the framework and its stringency. This potentially broadened scope/stringency would include covering
more counterparties (e.g., prudentially regulated financial insﬁtutions)m, more security types (e.g., U.S. Treasury securities)[al, and setting higher haircut
floorsl*l. The propasal offers no evidence, nor justification, to warrant the need for this broader scope and higher stringency.

2. Floor internal loss multiplier (“ILM”) at 1. The ILM of the Basel's new standardized measurement approach ("SMA") for operational risk was designed to
reflect banks’ operational risk losses history in the resulting capital requirements. For banks that have strong operational risk management practices and thus
minimal historical operational risk losses, the ILM can go below 1. Otherwise, the ILM will be greater than 1. The U.S. proposal floors ILM at 1, i.e.,
regardiess of the strength of banks’ operational risk management practices. The proposed floor will result in higher operational risk capital requirements and
create perverse incentives contrary to prudent risk management practices. Additionally, as discussed later the Basel SMA (without flooring ILM at 1)
produces capital requirements that are well in excess of banks’ historical annual operational risk losses.

3. Raise residential mortgage risk weight by 2000 basis points above the Basel standards. The U.S. proposal assigns to residential mortgage
exposures a risk weight that is 2000 basis points above the Basel standards. The Urban Institute examined the historical U.S. residential mortgage loss
experiences and concluded that “[t]here is no logical argument for the bank capital requirements proposed in the [U.S. proposal]."ls] Gold-plating risk weight
for residential mortgage exposures and the doubling of “p factor'l®! (i.e., from p=0.5 in the current U.S. capital rules to p=1 in the U.S. proposal) in the
securitization risk weight function directly translate into materially higher costs for large U.S. banks’ holdings, as wel! as trading, of morigage-backed
securitization exposures, as shown in Figure 1 below. Capital requirements under the U.S. proposal for holdings of mortgage-backed securitization
exposures are expected to range between 0.75x-9.80x current U.S. capital levels.["]

UK Prudential Regulatory Authority's (‘PRA”) Basel 3.1 proposal “set[s] a p-factor of 0.5 for exposures to STS securitisation and a p-factor of 1 for exposures
to non-STS securitisations”.1®! Concerned with the “[risk-weighted amount] resulting from the application of the SEC-SA is not commensurate with the risks
posed to the institution or to financial stability”, on October 31, 2023, PRA published a discussion paper offering 3 options for “adjustments to the Pillar 1
framework for determining capital requirements for securitisation exposures”.[°]

Figure 1. Risk Weight of Mortgage-Backed Securitization Exposures under the Current U.S. Capital Rules, the International B3E Standards, the
U.S. Proposal, and the EU Proposal.
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4. Include centrally cleared derivatives in Credit Valuation Adjustment (“CVA”) capital requirements. Post the Global Financial Crisis, the G20 agreed
that “ali standardised [derivatives] contracts should be cleared through central counterparties ("CCPs”)."[1 01 To incentivize central clearing, the Basel
standards exempt from CVA capital requirements centrally cleared derivatives.[" The U S. proposal adopts part of the exemption for minimum CVA capital
requirements, i.e., exempting derivatives fransacted directly or indirectly through a clearing member with a qualified central counterparty (“QCCP”). However,
the client-facing leg of the client-cleared derivatives transactions would be considered OTC transactions for the purpose of the U.S. capital rules and are
subject to minimum CVA capital requirements. The U.S. GSIB surcharge proposal includes the client-facing leg of the client-cleared derivatives transactions
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into the GSIB score calculation leading to a higher surcharge. Additionally, large U.S. banks would be required to calculate CVA losses arising from all
derivatives transactions, including centrally cleared derivatives, and reflect it in the Federal Reserve’s Stress Capital Buffer (“SCB”) trading and counterparty

loss estimates — effectively reversing the exemption included in the Basel standards.['2]

Some of the structural U. S. gold-plating in the U.S. praposal include:

1. Tie supervisory stress tests to capital requirements. The Federal Reserve's SCB (which is floored at 2.56%) replaced the Capital Conservation Buffer
(“CCB”, which is fixed at 2.5%) in the Basel standards. The SCB ties the results of the annual supervisory stress test to large banks’ mandatory capital
requirements.[13] The supervisory stress test captures both trading and counterparty losses (via the Global Market Shock component or “GMS”) and
operational risk event losses in a highly conservative manner. In particular, the GMS loss is estimated assuming severe losses within each asset class and
no diversification across asset classes. Consequently, the stress losses estimate is more conservative than empirically "plausible”.[M]

The U.S. proposal's market risk and CVA risk frameworks capitalize trading and counterparty losses in 2 manner that largely mirrors the GMS.1151 The
proposal’'s SMA framework capitalizes operational risk more than adequately. In fact, the SMA (without flooring ILM at 1) produces capital requirements that
are about 14x banks’ historical annual operational risk losses!'®, and “about double the maximum amount of loss ever experienced"[1 7 Consequently, the
U.S. proposal plus the SCB would result in capital requirements that are excessive and incommensurate with large banks' trading, counterparty and
operational risks.

In contrast, both the European Central Bank (“ECB”) and UK PRA avoid “double accounting”, and thus over-capitalizing, these risks in setting their capital
requirements. In particular, “[a]s a principle, the PRA would not double count capital requirements for the same risks in Pillar 1 and Pillar 2A"118] The ECB
states that “individual add-ons might be adjusted to eliminate any possible double counting where the same risk drivers are addressed simultaneously under
different risk categories."“ 9 This is an approach that the Federal Reserve ought to follow.

To illustrate the conservatism in capital requirements resulting from the combination of the U.S. proposal and the SCB, Table 1 below shows the capital
requirements on a simple well-hedged equity portfolio — consisting of a vanilla put option on Apple stock hedged with cash equity. The aggregate capital
requirements under the U.S. proposal and the GMS losses would amount to 86% of the market value of this portfolio. And the FRTB plus GMS losses
account for 84% of the market value. The effective risk weight, i.e., RWA Density, of 905% suggests that the U.S. proposal capitalizes this portfolio on the
basis that it is more than twice as risky as “speculative unlisted equity exposures” to which the proposal assigns a risk weight of 400%.12°1

This outcome does not even factor in the operational risk capital requirements attributed to trading this portfolio. The SMA is based on the weighted sum of
three business indicators (“Bl"). One of BI's is the Financial Component — which capitalizes the net Profit/Loss on trading activities.[2'! As a result, banks’

trading activities are separately capitalized through the SMA under the U.S. proposal. This leads to further overcapitalization of this simple portfolio.

Table 1. CET1 Capital Requirements as Percentage of The Portfolio’s Market Value.

47.56%

Date: May 19, 2023
Portfolio Composition:

1. Bank (a U.S. GSIB with applicable GSIB surcharge is 2.5%* and 5CB is 3.56%%)
purchases 1 European Put on APPL from Pension Fund, The option is traded at
$10.23, strikes at $175, and expires on November 17, 2023; and

2. Bank hedges the Put by holding 100 shares of APPL traded at $175.16.

6-Month Interest Rate: 5%
Credit Rating:

1. Apple, Inc. is rated YAA+” by S&P Global Ratings; and

2. Pension Fund is unrated {the applicable risk weight as prescribed in the Basel 3
Endgame is 100%).

2. Institute a more punitive GSIB surcharge methodology than the Basel standards. Along with the U.S. proposal, the Federal Reserve proposed
amendments to the GSIB capital surcharge. However, the amendments would not alter the fundamental structure of the U.S. GSIB surcharge calculation.
The Federal Reserve uses two methods — Method 1 and Method 2 — to calculate GSIB surcharges with the higher of the two calculations being the binding
requirements. Method 1 is the approach in the Basel standards and in other major jurisdictions. Whereas, Method 2 was designed by the Federal Reserve
and applies to U.S. GSIBs only. The Method 2 surcharge, in practice, is higher than that of Method 1. And increases automatically as the U.S. economy
grows even without changes to a U.S. GSIB's systemic risk profile.2%]

3. Eliminate the risk-sensitive modeled approaches. To reduce the excessive variability in risk-weighted assets, the Basel standards set stricter
requirements for use of models and sets out an output fioor for modeled risk-weighted assets using the regulators-set standardized approaches. The role of
models is two-fold: it is used to calculate capital requirements and facilitate prudent internal risk measurement and management practices. Tying capital
requirements to internal risk management incentivizes banks to measure and manage risks mare accurately and appropriately. It also encourages
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responsible financial innovation. Standardized approaches, however, can not readily be used, if at all, for internal risk management. Though relatively simple
and more conservative, they inevitably penalize certain exposures and reward others.

The U.S. proposal only allows models for general market risk and removes modeled approaches everywhere eise including for issuer defaullt risk, i.e.,
idiosyncratic market risk. The elimination of modeled approaches in the U.S. capital framework and almost exclusive reliance on regulator-set standardized
approaches to set capital requirements contribute to the expected excessive increase in capital requirements. This risks homogenizing banks’ business
models and exposures, thereby, exacerbating financial stability risk.

4. Require multiple sets of capital calculations even though many calculations are ex-unte largely compliance exercises. The Basel standards set
out a two-stack capital framework — standardized approaches and modeled approaches. For the latter, the resulting risk-weighted assets amount cannot be
lower than 72.5% of standardized approaches (“Output Floor”). The U.S. proposal, however, essentially sets out a tri-stack capital framework — U.S.
standardized approaches (“Collins Floor”), output floor, and the expanded risk-based approach (“ERBA”, whereby modeled approaches for credit risk and
idiosyncratic market risk are removed).

Under the U.S. proposal, the output floor becomes fully effective once the final rule comes into force. However, the Basel standards offer a 5-year phase-in
periad during which the flaor starts at 50% and gradually rises to 72.5% at the end of the phase-in period. As demonstrated in a separate blog,[3°] the ERBA
stack would produce higher capital requirements than both the output floor and the Collins floor ex-ante. As a result, these two additional capital stacks would
amount to a costly compliance exercise for large U.S. banks.

Why Should the Agencies Eliminate Gold-Plating Associated with
the Basel 3 Endgame?

U.S. policymakers have widely acknowledged the success of current capital and related prudential regulations. For example, Federal Reserve Chair Jerome
Powell noted in his statement accompanying the release of the U.S. proposal, “the development and implementation of the Dodd-Frank Act and the Basel llI
accords followed a deliberative and thoughtful process that evolved over a period of several years™ and as a result, the “U.S. banking system is sound and
resilient, with strong levels of capital and quuidity."[31]

The B3E was designed to “reduce excessive variability of risk-weighted assets (RWAs)" and ensure RWAs “comparablility]” across banks and jurisdictions.
[32] The Basel standards achieve these objectives by instituting more stringent criteria for modeled approaches and relying more on risk-sensitive
standardized approaches. Materially increasing capital requirements is not one of the objectives. In fact, the Basel Committee’s September 2023 Report
suggested that the B3E was expected to increase capital requirements for G-SIBs globally by just 2.9%. However, the U.S. proposal gold-plated
requirements drive an expected 20% increase in overall capital requirements for the largest U.S. banks. Moreover, there is well over a 100% increase in
capital requirements for capital markets activities — leading to capital requirements that are incommensurate with risks as shown in Table 213

If adopted as proposed, the U.S. proposal's gold-plating risks exacerbating inconsistencies in global capital requirements and could accelerate the shift of
financing activities outside of the U.S. banking system. For example, the 2022 FSOC Annual Report notes that nonbank mortgage lenders now manage over
55% of U.S. mortgages compared to just 11% in 2011, and nonbank mortgage originations have increased by 27% since 2017 and now account for 66% of
all mortgage originations.[“l The FDIC Chairman Gruenberg recently noted that *[tjhese nonbank mortgage companies typically rely on shori—term
wholesale funding, operating with limited loss-absorbing capacity."las]

The largest banks play a critical intermediary role play in U.S. capital markets and the broader economy. These large, proposed increases in capital
requirements, especially those related to capital markets activities, would constrain banks’ capacity to intermediate in the capital markets, diminish market
liquidity and accelerate the migration of financing activities outside of the banking system. This could negatively affect U.S. and global financial stability, and
translate into less access to funding, higher costs and reduced availability of hedging/insurance products/services for U.S. corporations. As a result, this
would lead to higher costs for U.S. consumers and hurt the entire U.S. economy. Additionally, less liquidity and wider bid-ask spreads in equity and bond
markets would hurt U.S. consumers’ lang-term savings portfolios.

Conclusion

The U.S. proposal contains a suite of changes that would gold-plate the internationally agreed Basel standards and drive an expected large increase in the
capital requirements for the largest U.S. banks, especially as it relates to their capital markets activities. This also goes against the Basel 3 Endgame’s stated
objective of enhancing the comparability of risk-weighted assets across banks and jurisdictions. And the resulting capital requirements are incommensurate
with the underlying risks they are designed to capture, creating perverse incentives and severely constraining large banks’ capacity to intermediate the U.S.
capital markets and support the broader economy. To avoid these outcomes and reduce financial stability risks, as well as to promote international
comparability, the Federal Reserve and the other U.S. banking agencies should remove these gold-plated elements of the U.S. proposal and the existing
U.S. capital framework.
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Appendix

Table A1. A Non-Exhaustive List of U.S. Gold-Plating and A Cross-Jurisdictional Comparison (area highlighted in yeliow indicates U.S. gold-
platings, highlighted in blue indicates EU/UK gold-platings).
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I https:/iwww.fsb.org/wp-content/uploads/P070920-1.pdf

[2 see the U.S. proposal’s Question 54: What entities should be included or excluded from the scope of entities subject to the minimum haircut floors and
why? For example, what would be the advantages and disadvantages of expanding the definition of entities that are scoped-in to include all counterparties,
or all counterparties other than QCCPs? What impact would expanding the scope of entities subject to the minimum haircut floors have on banking
organizations’ business models, competitiveness, or ability to intermediate in funding markets and in U.S. Treasury securities markets?

18] See the U.S. proposal’'s Question 55: What alternative definitions of “in-scope transactions” should the agencies consider? For example, what would be the
pros and cons of an expanded definition of “in-scope transactions” to include all eligible margin loan or repo-style transactions in which a banking
organization lends cash, including those involving sovereign exposures as collateral? How would the inclusion of sovereign exposures affect the market for
those securities? What, if any, additional factors should the agencies consider concerning this alternative definition?

[4] see the U.S. proposal’s Question 58: What alternative minimum haircut floors should the agencies consider and why? What would be the advantages and
disadvantages of setting the minimum haircuts at a higher level, such as at the proposed market price volatility haircuts used for recognition of collateral for
eligible margin loans and repo-style transactions, or at levels between the proposed minimum haircut floors and the proposed market price volatility haircuts?

& hitps:/mwww.urban.org/sites/defaultffiles/2023-09/Bank%20Capital%20Notice%200f%20Proposed%20Rulemaking.pdf

L p-factor plays 3 roles in the securitization framework: (1) controls the degree of capital surcharge for securitization (i.e., the aggregate capital requirements
for holding all tranches of a securitization exceed holding the underlying pool assets), (2) controls the allocation of capital requirements across different

tranches of a securitization, and (3) smooths the cliff effects in capital requirements resulted from changes in capital requirements for the underlying pool
assets.

7 Risk weight applicable to super senior tranches is floored at 15% under the U.S. proposal vs 20% under the current capital rules, i.e., 0.75x.
8 hitps://iwww.eba.europa.eu/regulation-and-policy/single-rulebook/interactive-single-rulebook/108627
9] hitps://www.bankofengland.co.uk/prudential-regulation/publication/2023/october/securitisation-capital-requirements

[10] https:/iwww.fsb.org/work-of-the-fsb/market-and-institutional-resilience/derivatives-markets-and-central-counterparties-2/
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[11]https:l/www.bis.org/baseI_framework/chapter/MARlSO.htm?tldate=20230222&inforce=20230101 &published=20200708&export=pdf

2] https:/iwww.federalreserve.goviapps/reportingforms/Report/index/FR_Y-14Q

(3] Technically the SCB is a buffer. But because banks breaching it are required to limit, if not outright prohibit, capital distribution, banks generally treat the
SCB as a minimum capital requirements.

[14] hitps:/fiwww.sifma.org/wp-content/uploads/2019/09/SIFMA-GMS-LCD-Study-FINAL. pdf

18] https:/fwww.sifma.org/resources/news/explaining-the-overlap-between-the-frtb-and-the-global-market-shock/
[e] https:/forx.org/resource/basel-iii-and-standardised-approaches-to-capital-2023

17 https://fexplore.pwc.com/baseliiendgame-operational-risk/our-take-basel-analysis

18] https:/iwww. bankofengland.co.uk/prudential-regulation/publication/2022/nove mber/implementation-of-the-basel-3-1-standards/interactions-with-the-pras-
pillar-2-framework

19 https://www.bankingsupervision.europa.eu/banking/srep/html/p2r_methodology.en.html
[20] pttps:/Awww. bis.org/basel_framework/chapter/CRE/20.htm?inforce=20230101&published=20221208

Ry particular, Bi=ILDC+SC+FC. ILDC=min(abs(interest income — interest expense), 2.25%*interest earning assets)+dividend income; SC=max(other
operating income, other operating expense)+max(fee income, fee expense); and FC=abs(net P&L trading book)+abs(net P&L banking book).

[22] The counterparty credit risk capital requirements are calculated according to 12 CFR Part 217 Subpart E §217.132.

1231 The market risk capital requirements are calculated using the FRTB SBM as prescribed in the Basel 3 Endgame MAR21 (applying the spot shock of 35%
and volatility point shock of 77.78%) and FRTB DRC as in the Basel 3 Endgame MAR22 (setting cash squity maturity at 1-year).

124] The CVA risk capital requirements are calculated using the BA-CVA as prescribed in the Basel 3 Endgame MARS0.

[25] The GMS losses are calculated using the spot shock of 26.3% and the volatility point shock of 26.5 as prescribed by the GMS of 2023 DFAST.

[26] The Basel 3 Endgame CRE20 assigns a risk weight of 400% to “speculative unlisted equity exposures”.

271 The GSIB surcharge is the simple average of the surcharge applicable to the 8 U.S. GSIBs effective October 1, 2023. The simple average is 2.5%.
28] The SCB is the simple average of the SCBs applicable to the 8 U.S. GSIBs effective October 1, 2023. The simple average is 3.56%.

(29 https:/iwww._sifma.org/resources/news/the-federal-reserve-should-revise-the-us-gsib-surcharge-methodology-to-reflect-real-risks-and-support-the-
economy/

[30] https:/fwww.sifma.org/resources/news/understanding-the-proposed-changes-to-the-us-capital-framework/

(31 https:/fwww.federalreserve.gov/newsevents/pressreleases/powell-statement-20230727 .htm

132] ptips:/www.bis.org/bebsipublidd24.pdf

133] Ag of year-end 2021, the aggregate market risk RWA for all large banks was $560 billion under the current U.S. standardized approach. The U.S.

proposal estimates that “the increase in RWA assaciated with trading activity (market risk RWA, CVA risk RWA, and attributable operational risk RWA) would
be around $880 billion for large holding companies”, which amounts to a capital increase of over 150%.

hitps:/fwww.govinfo.gov/content/pkg/FR-2023-09-18/pdff2023-19200.pdf

134] https://www.consumerfinance.gov/data-research/hmda/summary-of-2021-data-on-mortgage-
lending/#:~:text=The%Z20share%200f%20mortgages%20originated,from%2060.7 %20percent%20in%202020.

1351 hitps:/www. fdic.govinews/speeches/2023/spsept2023.htmi#_fnref25
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[36] Transitional arrangements include (1) unrated corporates, (2) SA-CCR calibration, (3) residential real estate, and {4) output floor calibration.
https://iwww.eba.europa.eu/sites/default/documents/files/document_library/Publications/Reports/2023/Basel %2011 %20manitoring%20report/ 1062188/Annex%
%20EU-specific%20Analysis. pdf

137 Transitional arrangements include (1) equity exposures under both SA and IRB, (2) SA-CCR calibration, (3) CVA capital requirements, and (4) output
floor calibration. https://www.bankofengland.co.uk/prudential-regulation/publication/2022/november/implementation-of-the-basel-3-1-standards

[38] ynder the current U.S. capital rules, centrally cleared derivatives (i.e., CCP-facing) are exempt from minimum capital requirements for CVA risk, but

client-facing leg of the client cleared derivatives are considered as OTC derivatives and subject to CVA capital requirements. Additionally, large U.S. banks
are required to calculate CVA stress losses for purpose of the stress capital buffer requirement.
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» The U.S. Basel lll Endgame (“B3E") proposal related to securitization prescribes the most
restrictive approach to set capital requirements for banks’ securitization exposures in the
developed world. At the same time, securitization markets are central to the majority of credit being
extended in the U.S. economy, including mortgages, credit cards, auto loans, equipment and other
small business financing, and other retail consumer assets. Punitive changes in the securitization
capital framework will impact the cost of credit for virtually every consumer and business in the
u.S.

» As proposed, the U.S. rules will, in many cases, result in significantly more capital for securitized
assets than what is required under the current rules. This contradicts the proposed changes to the
risk weighting for retail exposures which reduce the amount of capital in most cases, that banks will
have to hold against retail loans. Additionally, because the rules are not risk sensitive (i.e., they do
not take into consideration the expected performance or riskiness of the underlying loans), in many
cases, more capital is required for securitizations of loans that are expected to experience
relatively lower losses than for loans expected to experience higher losses.

o Taken together, this will result in more capital (read “higher cost") for banks to finance securitized
assets. Consequently, the U.S. B3E proposal could have severe detrimental impacts on the ability
of banks to finance consumer, business, and other credit, and to make markets in securitization

https:/fwww.sifma.org/resources/news/how-the-basel-ii-endgame-could-impair-securitization-markets-and-harm-us-businesses-and-consumers/ 1/10
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bonds, increasing interest rates and reducing the availability of credit, thereby harming main street
as well as U.S. financial markets’ global competitiveness.

Background

Put most simply, securitization is a means of providing cost-effective funding to originators of consumer
and business credit whereby those originators use their loans as collateral for borrowing or the issuance
of securities.

Securitization allows banks and other lenders to provide more credit to consumers and businesses, and
at a lower cost, than would be possible if they instead held the loans on their balance sheets. The loans
can be placed in a securitization, where investors exchange cash for the bonds that are created. This
same structure can be used where a bank provides a loan which, given protections in the form of excess
collateral, should require less capital and thus, can be provided at a lower cost than the bank providing
the consumer loans directly. In other words, securitization allows for a more efficient cycling of lending
capital through the financial system. Securitization products are also used by banks and others to
manage or hedge risk. Investors in securitization include mutual funds, pension funds, insurance
companies, banks, hedge funds, corporate treasuries, sovereign wealth funds, and other foreign
governmental entities.

According to SIFMA data, in 2022 over $1.5 trillion in mortgage-backed securities were issued, and over
$200 billion in asset-backed securities were issued. Assets that are commonly securitized include
residential and commercial mortgages (“mortgage-backed securities”), student loans, auto loans and
leases, credit cards receivables, equipment, solar and cell phone tower lease cash flows, and other
types of receivables (non-mortgage-backed securities are referred to as “asset-backed securities”).
While it varies year to year, recently 70% or more of residential mortgage loans in the US have been
funded by securitization, and studies have quantified how securitization has lowered the cost of
obtaining a mortgage.m This stands in contrast to Europe, where bank lending is a far greater
component of consumer and commercial lending than securitization, and hence, the cost of consumer
credit is generally higher.

Capital requirements play a key role in the ability of banks to participate in securitizations to fund
lending. Higher capital requirements would force banks to hold less inventory leading to lower ABS
liquidity and higher spreads which in turn raises costs for consumers and businesses.

How are capital requirements for
securitization exposures calculated?

https://iwww.sifma.org/resources/news/how-the-basel-ii-endgame-could-impair-securitization-markets-and-harm-us-businesses-and-consumers/ 2/10
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In 2016, the Basel Committee released the international standards for securitization capital

framework, 2] which constitutes a part of the B3E standards published in 2017. The B3E offers four
approaches to calculate capital requirements for securitization exposures — internal ratings-based
approach (“SEC-IRBA”), external ratings-based approach (“SEC-ERBA”"), internal assessment approach
(“IAA”), and standardized approach (“SEC-SA”). The SEC-IRBA is the most risk-sensitive whereas the
SEC-SA is the most conservative and least risk-sensitive approach.

In addition, in response to the global financial crisis the Basel Committee and the International
Organization of Securities Commissions (“lOSCO”) published “Criteria for identifying simple, transparent
and comparable securitisations” in July 2015. The goal of Simplicity, Transparency, and Comparability
(“STC”) was to help stakeholders (e.g., originators and investors) evaluate the risks and returns of a
particular securitization exposure, thereby “lower the hurdles of assessing securitisations” [l and
incentivize healthy growth of securitization markets. Securitization exposures meeting the STC criteria
would enjoy preferential treatment (i.e., lower overall capital charges) under the SEC-IRBA, the SEC-
ERBA (external ratings-based approach) and the SEC-SA under the Basel standards. The STC
framework and the four capital treatment approaches have been adopted by all other major jurisdictions.

In July 2023, the U.S. banking agencies released their proposal implementing the B3E in the U.S. (“U.S.
proposal”). In contrast to other major jurisdictions, the U.S. proposal removes the internal ratings-based
approach for credit risk and does not adopt the STC framework. [l The Dodd-Frank Act prohibits the use
of external credit ratings for bank capital requirements. Consequently, the U.S. proposal does not
implement the SEC-ERBA and adopts only the SEC-SA for capital charges on large banks’ securitization
exposures. The SEC-SA determines the applicable risk weight based only on standardized parameters
reflecting the broad category of underlying pool of assets (e.g., mortgage, corporate etc.), the seniority of
the securitization exposure, and an important multiplicative adjustment called the “p-factor.” It completely
ignores the expected performance of the underlying pool of loans in assessing capital requirements. As
a result, the SEC-SA in the U.S. proposal could double or even triple the capital required on certain
securitization exposures relative to the current U.S. capital rules and the securitization framework under
the EU and Canada’s B3E implementation, which Federal Reserve Board Governor Michelle Bowman
worries could bring “potential harm to U.S. bank competitiveness in the global economy.” Bl

As an illustrative example, banks lend to prime auto loan originators at an advance rate of c. 88% (i.e.,
the bank lends $88 collateralized by $100 of prime auto loans; losses on the loans would therefore need
to exceed $12 for the bank to suffer any impairment on its loan). This lending would generally be rated
AAA by the rating agencies which is commensurate with the over-collateralization (i.e., the $12 in the
prior example) being sufficient to cover 4-5x historical losses. The table below compares the risk weight
for this lending under the current U.S. capital rules, the U.S. B3E proposal and the approaches available
to banks in other jurisdictions for the same lending.

https:/fiwww.sifma.org/resources/news/how-the-basel-iii-endgame-could-impair-securitization-markets-and-harm-us-businesses-and-consumers/ 310



11/28/23, 4:24 PM How the Basel |l Endgame Could Impair Securitization Markets and Harm US Businesses and Consumers - SIFMA - How the B...

Jurisdiction Approach Risk Weight
u.s. Current Rules 21%
U.s. B3E NPR 45%
Europe! Internal Ratings Based 15%
Europe External Ratings Based 18%
Canada Internal Ratings Based 15%
Canada External Ratings Based 15%
Canada STC 10%

1STS for Europe is not included due to the requirement that securitization parties be EU domiciled which would not
be met for a U.S. prime auto loan financing

For unsecuritized assets (e.g., loans), under the B3E proposal the broad category of the underlying pool
of assets determines the capital requirements for holding them, but for securitized assets, the p-factor is
an important additional parameter. The p-factor plays 2 main roles in the SEC-SA framework: (1) it
controls the degree of capital penalty for securitization (i.e., it causes the aggregate capital required for
holding all tranches of a securitization to exceed that for holding the underlying pool of assets alone,
thereby disincentivizing the use of securitization as a credit risk transfer tool by banks) — often referred to
as “securitization capital non-neutrality”, and (2) it controls the allocation of capital across different
tranches of a securitization. [©!

Figure 1 below illustrates the impacts of raising p-factor to 1 from 0.5 on securitization capital non-
neutrality and the re-allocation of capital requirements across securitization tranches. It is clear the
securitization is capital non-neutral since the securitization capital non-neutrality far exceeds 100%, a
larger p-factor only exaggerates the securitization capital non-neutrality (from 351% to 455%) making it
more expensive to securitize assets.

Figure 1. The impacts of p-factor on securitization capital non-neutrality and risk weight across

securitization tranches. Assuming tranche thickness equals to 2% with attachment point ranges from
0%-42% and detachment point ranges from 2%-44% respectively,
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P-factor, Tranche Risk Weight, and Securitization Capital Non-Neutrality

7 'f ' o o e : i B pfacor=0.5, pool risk weight=85%, capital non-neulrality=351%
B pfacor=1.0, pool risk weight=85%. capital non-neulrality=455%
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How does the U.S. proposal create perverse incentives for securitization exposures?

The U.S. proposal could create perverse incentives for securitization exposures due to (1) revisions to
the p-factor and the risk weighting of underlying pool of assets, and (2) the lack of appropriate risk-
sensitivity of the SEC-SA framework.

The SEC-SA calculates tranche risk weight base on four inputs — attach and detach points, the ratio of
delinquent underlying exposures to total underlying exposures in the securitization pool (i.e., W), and the
standardized capital requirements for the securitization pool (i.e., Kg), in addition to the p-factor. Kg is
adjusted to account for the impacts of W via parameter Ky (defined as ). That is, Ky effectively ascribes
a 625% risk weight to delinquent exposures underlying securitization in contrast to a 150% risk weight
held directly on balance sheet. This is further compounded by a higher p-factor.

The U.S. proposal would double the p-factor to 1 from 0.5 under the current U.S. capital rules leading to
higher capital requirements for securitization exposures. The proposal would ascribe a lower risk weight
to certain retail loans held on a bank’s balance sheet (e.g., 85% for prime auto loan exposures) than the
current U.S. capital rules (e.g., 100% for prime auto loan exposures) which ought to result in lower
capital requirements for securitization exposures. The combined impacts of both changes however, tend
to raise capital requirements for senior tranches while lowering capital requirements for the junior-most
tranches as shown in Table 1 below.
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Table 1. The SEC-SA risk weight applicable to prime auto loan (classified as regulatory retail exposures,
i.e., assigned 85% risk weight under the U.S. proposal, but 100% risk weight under the current U.S.
capital rules) securitization exposures with the p-factor=1 as proposed in the U.S. proposal.
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Capital One Prime Auto Receivables Trust2023-2

1.0for

SSFA Inputs Capital & RWA Caijculations

Capital & RWA Calculations

Ky Mo

Deal Name  Description  Exposure Detach Ds :l:':f;”u?zt Kg d. "/(\dj. p v\z‘;;m Kg K;dﬂ?’ d p \,ﬁifgkm

COPA2302 Al 199,500,000 84.00 100.00 0.00% 8.00% 8.00% 0.5 20.0 6.80% 6.80% 1.0 >, 0% -5% -23%
COPA2302 A2A 217,880,000 1120  84.00 0.00% 8.00%  8.00% 0.5 30.9 5.280%  6.80% 1.0 61.1% 30% 98%
COFA2302 A2B 217,880,000 11.20 84.00 0.00% B8.00%  8.00% 0.5 30.9 6.80%  6.80% 1.0 61 30% 98%
COPA2302 A3 395,760,000 11.20 84.00 0.00% 8.00%  8.00% 0.5 30.9 6.80%  6.80% 1.0 611 30% 98%
COPA2302 Ad 63,220,000 11.20 84.00 0.00% 8.00% 8.00% 0.5 30.9 6.80%  6.80% 1.0 61l 30% 98%
COPA2302 B 11,270,000 10.27 11.20 0.00% 8.00% 8.00% 0.5 632.3 6.80% 6.80% 1.0 701.3 69% 11%
COPA2302 © 11,270,000 9.35 10.27 0.00% 8.00%  8.00% 0.5 796.8% 6.80%  6.80% 1.0 803.5 7% 1%
COPA2302 D 11,270,000 8.44 9.35 0.00% B.00% 8.00% 0.5 1001.6% 6.80% 6.80% 1.0 9i18.2 -82% -8%

Table 1 shows that the risk-weighted asset (“RWA”) and, as a result, the required capital for the retaining
Class A, AAA rated notes in the structure essentially doubles. 8] Take the A2A tranche for example, the
risk weight would go up from 30.9% under the current U.S. capital rules to 61.1% under the U.S.
proposal — an increase of 98%. However, the capital increase bears no relation to the actual risks
inherent in the underlying pool of prime auto loans. In fact, relative to the current capital rules the U.S.
proposal would ascribe a lower risk weight to prime auto loans.

The overall securitization capital surcharge (i.e., non-neutrality) for this securitization would rise from
153% under the current capital rules to 172% under the proposal — a 2000 basis points increase, even
though the underlying pool of assets are considered less credit risky (i.e., assigned a lower credit risk
weight under the proposal). A capital surcharge of 172% indicates that the capital required for holding
the securitization would have been over 1.7x of that for holding the underlying pool of prime auto loans.
As a result, the U.S. proposal could make it more expensive for banks to transfer credit risk via
securitization. In addition, banks could be incentivized to shift out of senior tranches in exchange for
more junior and riskier tranches — a perverse incentive that counters the principle and practice of sound
risk management.

Additionally, unlike the SEC-IRBA whereby the p-factor is dependent on the expected performance of the
underlying securitization pool (including the probability of default and loss given default), the SEC-SA
fixed the p-factor at 1 ignoring the expected performance of the underlying securitization pool.
Consequently, the SEC-SA under the U.S. proposal could require lower capital on a senior tranche
backed by a subprime pool than a senior tranche backed by a prime pool despite the fact that expected
losses on the subprime pool will erode more of the collateral balance than the expected losses on the
prime pool. Table 2 shows that capital requirements for retaining most senior tranches backed by a pool
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of subprime auto loans would decrease under the U.S. proposal. This is in stark contrast to the capital
increase for senior tranches backed by prime auto loans reported in Table 1. All else equal, this could
result in banks either having to charge substantially more on the securitized loans to the prime auto
lender than to the subprime auto lender or to seek to lend more in subprime than prime.

Table 2. The SEC-SA risk weight applicable to subprime auto loan (classified as regulatory retail
exposures, i.e., assighed 85% risk weight under the U.S. proposal, but 100% risk weight under the
current U.S. capital rules) securitization exposures with the p-factor=1 as proposed in the U.S. proposal.

ACAR 2023-3
Basel3

irusTent)

new ruie 10fr

SSFAInputs Capital & RWA Calcuwations Capital & RWA Calculations |
| Ky Mo Ky, Mo
. Seriously A~ Risk N Risk

Deal Name Descripion  Exposure Detach Delinguent Kg d.,:d). P Weight d.:d;. p Weight |
ACAC2303 A 179,502,732 67.48 100.00 0.00% 8.00% 8.00% 0.5 20.0% 6.80% 6.80% 1.0 15.0% -5% «25%
ACAC2303 B 48,400,000 5843 67.48 0.00% B.OO%  B.O0% 0.8 20.0% B&0%  680% 1.0 15.0% 5% 25% |
ACAC2303 C 90,200,000 4157 5843 0.00% 8.00% B.O0% 05 20.0% 6.80% 6.80% 1.0 15.0% 5% «25%
ACAC2303 D 74,250,000 27.69 41,57 0.00% 8.00%  B.00% [12-1 20.0% £80% 6.80% 10 247% 5% 23% ‘
ACAC2303 E 41,800,000 19.88 27.689 0.00% 8.00%  8.00% 05 28.2% 6.80%  6.80% 10 108.8% 80% 285%

The U.S. proposal would subject a large bank’s trading and market-making activities to the Fundamental
Review of the Trading Book framework (“FRTB”). The FRTB consists of two capital components —
general market risk capital and issuer default risk capital (“DRC"). For the purpose of the DRC, the risk
weight applicable to certain securitization exposures would be calculated using the SEC-SA

framework. [°] Thus, these same perverse incentives would carry over even if the bank holds these
tranches for the purpose of trading or market making.

How to mitigate the perverse incentives the
U.S. proposal creates for securitization
exposures?

The root cause of these perverse incentives is the lack of appropriate risk-sensitivity of the SEC-SA
framework which could have detrimental effects on the functioning of the U.S. securitization markets. A
few actions could be taken to mitigate such perverse incentives: (1) at the very least, revert the p-factor
to 0.5 as in the current U.S. capital rules instead of doubling it as in the U.S. proposal, (2) adopt the
SEC-IRBA, and (3) implement the STC framework.

The U.S. proposal should revert the p-factor to 0.5 from 1 to avoid the perverse incentives created by a
higher p-factor and reduce the degree of securitization capital surcharge. Our concerns with the
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excessive securitization capital non-neutrality are shared by several major jurisdictions where mitigation
actions are being taken. For example, considering that the “[risk-weighted amount] resulting from the
application of the SEC-SA is not commensurate with the risks posed to the institution or to financial
stability”, the UK Prudential Regulatory Authority published a discussion paper on “adjustments to the
Pillar 1 framework for determining capital requirements for securitisation exposures”. [10]

In addition, the U.S. proposal should adopt the SEC-IRBA. As explained earlier, the SEC-IRBA takes into
account the expected performance of the underlying pool of assets in setting capital requirements for
securitization exposures. The SEC-SA, however, ignores the expected performance of the underlying
pool. As a result, it is the least risk-sensitive and most conservative securitization framework offered by
the Basel standards. To ensure capital requirements that are commensurate with risks arising from
securitization exposures, the SEC-IRBA should be adopted.

Finally, the U.S. proposal should implement the STC framework. The Basel standards set out the STC
criteria to help mitigate the uncertainty related to asset risk, structural risk, governance, and operational
risk associated with securitization. Less uncertainty and more confidence in the performance of STC
transactions would justify a reduced degree of conservatism being built into the securitization capital
frameworks through capital non-neutrality. The Basel Committee states explicitly that “[a]ll other things
being equal, a securitization with lower structural risk needs a lower capital surcharge than a
securitization with higher structural risk; and a securitization with less risky underlying assets requires a
lower capital surcharge than a securitization with riskier underlying assets.” [l The STC framework
would help lower the hurdles of assessing securitization exposures and incentivize healthy and
responsible growth of the U.S. securitization markets.

Conclusion

The U.S. proposal requires large banks to set capital requirements for securitization exposures using the
SEC-SA approach. This framework is the least risk-sensitive and most conservative amongst the four
approaches offered in the Basel standards and adopted by other major jurisdictions. Additionally, the
proposal does not implement the STC framework which was designed by the Basel Committee to
support healthy and responsible growth of securitization markets. As a result, the proposal would result
in capital requirements that are not commensurate with risks of the securitization and could create
perverse incentives for banks’ involvement in securitization markets. Securitization markets have been a
cornerstone of the U.S. capital markets and a key source of funding for the broader U.S. economy.
Without appropriate mitigative actions, the U.S. proposal could have detrimental effects on the
securitization markets and the broader economy
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Footnotes

[ See, e.g., “TBA Trading and Liquidity in the MBS Market”, James Vickery and Joshua Wright (2013),
available here: https://www.newyorkfed.org/medialibrary/media/research/epr/2013/1212vick.pdf

[2] see https://www.bis.org/bcbs/publ/d374.pdf
[3] See https://www.bis.org/bcbs/publ/d332.pdf

4l see https://www.sifma.org/resources/news/the-federal-reserve-should-remove-gold-plating-in-the-
basel-3-endgame/

5] see https://www.federalreserve.gov/newsevents/speech/bowman20231109a.htm.

6] |n the SEC-SA and the SEC-IRBA, “the p-factor is calculated on a tranche basis with the senior
tranche typically having a lower p-factor compared to subordinated tranches. All things being equal, a
higher p-factor for the mezzanine tranche relative to the senior tranche would result in higher capital
requirements for the mezzanine tranche.” (https://www.bankofengland.co.uk/prudential-
regulation/publication/2023/october/securitisation-capital-requirements#footnote-6)

[7] Attachment point for a securitization tranche represents the threshold at which credit losses will first
be allocated to the tranche. And detachment point represents the corresponding threshold at which
credit losses of principal allocated to the position would result in a total loss of principal.

8 The capital reduction for holding the most senior tranche is because of the lower risk weight fioor (i.e.,
15%) relative to the current rule (i.e., 20%), but in this case, relates only to a Money Market tranche
which is structurally senior in order to qualify under Rule 2a-7 but is a short, relatively small part of the
senior capital stack.

] FRTB classifies securitization exposures into two groups — correlation trading vs non-correlation
trading. The prime auto loan securitization transaction presented in Table 1 would be considered non-
correlation trading. The risk weight applicable to non-correlation trading securitization exposures for the
purpose of DRC is calculated using the SEC-SA.
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[10] https://iwww.bankofengland.co.uk/prudential-regulation/publication/2023/october/securitisation-
capital-requirements

1] see https://www.bis.org/bcbs/publ/d374.pdf
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