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Basel lll: the story so far
The post- crisis G-20 consensus:

 Fallure of market discipline

» Too little / poor guality capital

» Too much leverage

» Too much short-term funding, reliance
on supposedly liguid markets

- Procyclical capital requirements

- Insufficient provision for Too Big To Fall
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Basel Ill: the story so far

Sep 2009: G-20 in Pittsburgh call for
new capital, liquidity rules by end 2010
Nov 2010: G-20 endorse the Basel
Committee’s Basel lll proposals in
Seoul, seek to enact by end 2012

Jul 2011: EC unveils CRD IV proposals
Mar 2013: CRD IV approved by
Council, EP. MS to transpose by 2014.
Jan 2014 Deadline for transposition.
2019-22: Full implementation
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Basel 1|
Basel Il
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! ! | Pillar | Pillar 11 Pillar 11l
Pillar | Pillar I Pillar Il Enhanced Minimum Enhanced Enhanced Risk
Minimum Supervisory Disclosure ‘ Capital & Liquidity Supervisory Review Disclosure &
Capital Review & Market Requirements Process for Market Discipline
Requirements Process Discipline Firm-wide Risk
‘Management and
Capital Planning
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Basel lll strengthens the three Basel Il pillars, especially pillar 1 with enhanced minimum capital and liquidity requirements.

Source;: Moody’s (2012)
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http://www.moodysanalytics.com/~/media/Insight/Regulatory/Basel-III/Thought-Leadership/2012/2012-19-01-MA-Basel-III-FAQs.ashx

Significant increase in capital requirements

10,5-18,0% + X %

SIFl and systemic risk buffer

% of Risk Weighted Assets ‘

4 0-2.5%" Counter-cycled buffer

Conservation buffer

Pillar 2 requirements Pillar 2 requirements

Capital requirements Capital requirements

Basel Il CRD IV
Source: Schwarz-Petersen The global body for professional accountants a
(2013)


http://nordiccapitalmarkets.org/UserFiles/File/Lars_Schwartz-Petersen,_KPMG_-_CRD_IV_and_Basel_III_Roundup.pdf
http://nordiccapitalmarkets.org/UserFiles/File/Lars_Schwartz-Petersen,_KPMG_-_CRD_IV_and_Basel_III_Roundup.pdf
http://nordiccapitalmarkets.org/UserFiles/File/Lars_Schwartz-Petersen,_KPMG_-_CRD_IV_and_Basel_III_Roundup.pdf
http://nordiccapitalmarkets.org/UserFiles/File/Lars_Schwartz-Petersen,_KPMG_-_CRD_IV_and_Basel_III_Roundup.pdf

Liquidity Coverage Ratio (LCR) (by 2015)

net liquidity outflows during a 30-day stress period

stock of ‘high quality’ liquid assets

Net Stable Funding Ratio (NSFR)
(2018, but in observation from 2012)

Net Stable Funding (customer deposits, long-term wholesale
funding and equity weighted by liquidity risk)

Assets (weighted by refinancing risk)
Leverage Ratio (LCR) (tracked from 2013, disclosed from 2015)

Total on- and off- balance sheet assets



The Macro Impact
Assessments.
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The Basel Ill IA boxed set: estimates

Impact estimate

for Basel lll Output loss Spreads incr.
MAG (Dec 2010) 0.05 <20bps
IME (Sep 2012) 0.05 to 0.08 28bps
BCBS (Auqg 2010) 0.08 66 bps
OECD (Feb 2011) 0.15 53 bps
EC (Jul 2011) 0.16 29 bps
IIF (Sep 2011 0.70 364 bps
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http://www.bis.org/publ/othp12.pdf
http://www.imf.org/external/pubs/ft/sdn/2012/sdn1211.pdf
http://www.bis.org/publ/bcbs173.pdf
http://www.oecd-ilibrary.org/economics/macroeconomic-impact-of-basel-iii_5kghwnhkkjs8-en
http://ec.europa.eu/internal_market/bank/docs/regcapital/CRD4_reform/IA_regulation_en.pdf
http://www.google.co.uk/url?sa=t&rct=j&q=report on the cumulative impact on the global economy of proposed changes in the banking regulatory framework&source=web&cd=2&ved=0CDUQFjAB&url=http://www.iif.com/download.php?id=oXT67gHVBJk=&ei=yj62UfH1H6aK7Aah3YBw&usg=AFQjCNEzuQ77EciN4acxCjSu-OaG0yrqxQ&bvm=bv.47534661,d.ZGU

The Basel lll A boxed set: consensus

- Small output loss, peaks in ca. 9yrs

- Lending spreads will rise modestly

- Bank ROE will suffer

» Impact largest in Europe, Japan
 Incremental cost falls if banks learn

» Timing can determine impact

» Synergies between capital and liquidity
- Monetary policy can reduce the impact
- Benefits will outweigh costs
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The Basel Ill IA boxed set: unknowns

- Counterfactuals

» |Investors’ response and cost of equity
- Liquidity gaps, maturity matching costs
- Banks’ own capital targets

- Banks’ changing business models

- Monetary policy

 Viablility of non-bank channels

* Impact on SMEs
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The Basel Ill IA boxed set: underway

» Reviving securitisation (ACCA 2013)
» ‘Silo-ing’ collateral (Singh 2013)
 Financial disintegration, mostly through
liquidity rules
(Lehmann et al 2011)
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http://www.accaglobal.co.uk/content/dam/acca/global/pdf-news/ueapme-acca.pdf
http://www.imf.org/external/pubs/ft/wp/2013/wp1325.pdf
http://www.ebrd.com/downloads/research/economics/workingpapers/wp0132.pdf

The Micro Impact.
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Improve data
guality and internal
reporting

Improve loan-loss
provisions based
on better modelling

Redirect funds
away from trading

Take loans off
balance sheet /
originate to
distribute

Re-focus on pulthicheivy Shorten
e b capital-intensive maturities
services products
(overdrafts)
Seek collateral
and
Cut costs / remuneration guarantees

Avoid SMEs, riskier
borrowers

Make greater use of
covenants

Ration
capital

Re-price credit

Attract retail / SME deposits
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CRD IV —
What's it good for?.
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60% - 300%

of GDP: the typical cost

4.6%<3%

Probabillity of a financial crisis per year,

before and after Basel Il
Change In the expected 0 N

severity of crises due to Basel Ill

Source: BCBS (Aug 2010) The global body for professional accountants



http://www.bis.org/publ/bcbs173.pdf

Risk-weighted assets (RWAs) as % of total
assets for major global banks Source: Slovik (2012)

Hey! This is a
bit like taxable
income?!
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http://www.oecd-ilibrary.org/economics/systemically-important-banks-and-capital-regulation-challenges_5kg0ps8cq8q6-en

Figure 2 Weight of the small business market
in retail banking

Proportion of small
business clients in
retail banking

Proportion of small
business net banking
income in retail banking

Proportion of small
business risk-weighted
assets in retail banking

46%

Source: Capgemini analysis from bank interviews, 2010.

Capgemini (2010) The global body for professional accountants a


http://www.capgemini.com/m/en/tl/tl_World_Retail_Banking_Report__Special_Edition_2010.pdf
http://www.uk.capgemini.com/world-retail-banking-report-special-edition-2010

Loans as a % of total assets Source: Slovik (2012)
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http://www.oecd-ilibrary.org/economics/systemically-important-banks-and-capital-regulation-challenges_5kg0ps8cq8q6-en

Meanwhile, oOutstanding amounts by asset class’

on a
balance L
sheet near 8
you...

. 6
| 4
A,

iz = Illo.

AAAGov AAGov AGov Corp® Securitised® Covered®
B Dec 2007 W Dec 2009 Dec 2011 W Dec 2012

! Qutstanding amounts with maturity greater than one year.
bonds. * Global covered bonds. Source: BIS (2013)
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http://www.bis.org/publ/qtrpdf/r_qt1306.htm

"We checked —
SMEs are riskier.”

Paraphrasing EBA (2012) (a lot)
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http://www.eba.europa.eu/cebs/media/Publications/EBA-SME-Report.pdf

Systemic risk
internalised by

s-jurisdictional activity

Substitutability
« Complexity
« Tail risk?
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http://www.bis.org/publ/bcbs207.pdf

1T]he traditional [...]effects of capital become less
powerful [...] and restrict “skin in the game”|...]
when banks have access to tail risk projects.

The reason is that tall risk realizations can wipe
out almost any level of capital [hence] a part of the
losses is never borne by shareholders.”

Moreover, [...] higher capital [...] enables banks to
take higher tail risk without the fear of breaching
the minimal capital requirement in mildly bad (i.e.,
non-tail) project realizations.

Perotti et al (2011) (emphasis mine)
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http://www.imf.org/external/pubs/ft/wp/2011/wp11188.pdf
http://www.imf.org/external/pubs/ft/wp/2011/wp11188.pdf
http://www.imf.org/external/pubs/ft/wp/2011/wp11188.pdf

What is more dangerous in a
systemic way, that which is
perceived as risky or that which
IS perceived as not risky?

Per Kurowski, Former Executive
Director at the World Bank
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http://www.subprimeregulations.blogspot.co.uk/
http://subprimeregulations.blogspot.ro/

A REFRESHER

- Basel Is still not a complete framework;
criticism Is mainstream — but there’s
too much political capital invested

- Most impacts will be through changes
in banks’ business models, esp. If
banks are given too long to comply.

» Risk weights are deeply problematic,
as Is the over-reliance on capital.
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Thank you!

The global body for professional accountants M






