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Strengthening the Resilience of the Banking Sector

l. Executive summary

1. Overview of the Basel Committee’s reform programme and the market failures
it addresses

1. This consultative document presents the Basel Committee’'s’ proposals to
strengthen global capital and liquidity regulations with the goal of promoting a more resilient
banking sector. The objective of the Basel Committee’s reform package is to improve the
banking sector’'s ability to absorb shocks arising from financial and economic stress,
whatever the source, thus reducing the risk of spillover from the financial sector to the real
economy.

2. The proposals set out in this paper are a key element of the Committee’s
comprehensive reform package to address the lessons of the crisis. Through its reform
package, the Committee also aims to improve risk management and governance as well as
strengthen banks’ transparency and disclosures.? Moreover, the reform package includes the
Committee’s efforts to strengthen the resolution of systemically significant cross-border
banks.® The Committee’s reforms are part of the global initiatives to strengthen the financial
regulatory system that have been endorsed by the Financial Stability Board (FSB) and the
G20 Leaders.

3. A strong and resilient banking system is the foundation for sustainable economic
growth, as banks are at the centre of the credit intermediation process between savers and
investors. Moreover, banks provide critical services to consumers, small and medium-sized
enterprises, large corporate firms and governments who rely on them to conduct their daily
business, both at a domestic and international level.

4, One of the main reasons the economic and financial crisis became so severe was
that the banking sectors of many countries had built up excessive on- and off-balance sheet
leverage. This was accompanied by a gradual erosion of the level and quality of the capital
base. At the same time, many banks were holding insufficient liquidity buffers. The banking
system therefore was not able to absorb the resulting systemic trading and credit losses nor
could it cope with the reintermediation of large off-balance sheet exposures that had built up
in the shadow banking system. The crisis was further amplified by a procyclical deleveraging
process and by the interconnectedness of systemic institutions through an array of complex
transactions. During the most severe episode of the crisis, the market lost confidence in the
solvency and liquidity of many banking institutions. The weaknesses in the banking sector
were transmitted to the rest of the financial system and the real economy, resulting in a
massive contraction of liquidity and credit availability. Ultimately the public sector had to step

The Basel Committee on Banking Supervision is a committee of banking supervisory authorities which was
established by the central bank Governors of the Group of Ten countries in 1975. It consists of senior
representatives of bank supervisory authorities and central banks from Argentina, Australia, Belgium, Brazil,
Canada, China, France, Germany, Hong Kong SAR, India, Indonesia, Italy, Japan, Korea, Luxembourg,
Mexico, the Netherlands, Russia, Saudi Arabia, Singapore, South Africa, Spain, Sweden, Switzerland, Turkey,
the United Kingdom and the United States. It usually meets at the Bank for International Settlements (BIS) in
Basel, Switzerland, where its permanent Secretariat is located.

See Enhancements to the Basel Il framework (July 2009), available at www.bis.org/publ/bcbs157.htm.

See Report and recommendations of the Cross-border Bank Resolution Group (September 2009), available at
www.bis.org/publ/bcbs162.htm.
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in with unprecedented injections of liquidity, capital support and guarantees, exposing the
taxpayer to large losses.

5. The effect on banks, financial systems and economies at the epicentre of the crisis
was immediate. However, the crisis also spread to a wider circle of countries around the
globe. For these countries the transmission channels were less direct, resulting from a
severe contraction in global liquidity, cross border credit availability and demand for exports.
Given the scope and speed with which the current and previous crises have been transmitted
around the globe, it is critical that all countries raise the resilience of their banking sectors to
both internal and external shocks.

6. To address the market failures revealed by the crisis, the Committee is introducing a
number of fundamental reforms to the international regulatory framework. The reforms
strengthen bank-level, or microprudential, regulation, which will help raise the resilience of
individual banking institutions to periods of stress. The reforms also have a macroprudential
focus, addressing system wide risks that can build up across the banking sector as well as
the procyclical amplification of these risks over time. Clearly these two micro and
macroprudential approaches to supervision are interrelated, as greater resilience at the
individual bank level reduces the risk of system wide shocks.

7. Building on the agreements reached at the 6 September 2009 meeting* of the Basel
Committee’s governing body®, the key elements of the proposals the Committee is issuing for
consultation are the following:

o First, the quality, consistency, and transparency of the capital base will be raised.
This will ensure that large, internationally active banks are in a better position to
absorb losses on both a going concern and gone concern basis. For example, under
the current Basel Committee standard, banks could hold as little as 2% common
equity to risk-based assets, before the application of key regulatory adjustments.®

o Second, the risk coverage of the capital framework will be strengthened. In addition
to the trading book and securitisation reforms announced in July 2009, the
Committee is proposing to strengthen the capital requirements for counterparty
credit risk exposures arising from derivatives, repos, and securities financing
activities. These enhancements will strengthen the resilience of individual banking
institutions and reduce the risk that shocks are transmitted from one institution to the
next through the derivatives and financing channel. The strengthened counterparty
capital requirements also will increase incentives to move OTC derivative exposures
to central counterparties and exchanges.

o Third, the Committee will introduce a leverage ratio as a supplementary measure to
the Basel Il risk-based framework’ with a view to migrating to a Pillar 1 treatment
based on appropriate review and calibration. This will help contain the build up of
excessive leverage in the banking system, introduce additional safeguards against

See the press release, Comprehensive response to the global banking crisis (7 September 2009), available at
www.bis.org/press/p090907.htm

The Committee’s governing body is comprised of central bank governors and (non-central bank) heads of
supervision from its member countries.

The term “regulatory adjustments” is used throughout this document to cover both former and newly-proposed
deductions and prudential filters.

See Basel II: International Convergence of Capital Measurement and Capital Standards: A Revised
Framework - Comprehensive Version (June 2006), available at www.bis.org/publ/bcbs128.htm.
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attempts to game the risk based requirements, and help address model risk. To
ensure comparability, the details of the leverage ratio will be harmonised
internationally, fully adjusting for any remaining differences in accounting. The ratio
will be calibrated so that it serves as a credible supplementary measure to the risk-
based requirements, taking into account the forthcoming changes to the Basel I
framework.

) Fourth, the Committee is introducing a series of measures to promote the build up of
capital buffers in good times that can be drawn upon in periods of stress. A
countercyclical capital framework will contribute to a more stable banking system,
which will help dampen, instead of amplify, economic and financial shocks. In
addition, the Committee is promoting more forward looking provisioning based on
expected losses, which captures actual losses more transparently and is also less
procyclical than the current “incurred loss” provisioning model.

) Fifth, the Committee is introducing a global minimum liquidity standard for
internationally active banks that includes a 30-day liquidity coverage ratio
requirement underpinned by a longer-term structural liquidity ratio. The framework
also includes a common set of monitoring metrics to assist supervisors in identifying
and analysing liquidity risk trends at both the bank and system wide level. These
standards and monitoring metrics complement the Committee’s Principles for Sound
Liquidity Risk Management and Supervision issued in September 2008.

8. The Committee also is reviewing the need for additional capital, liquidity or other
supervisory measures to reduce the externalities created by systemically important
institutions.

9. Market pressure has already forced the banking system to raise the level and quality
of the capital and liquidity base. The proposed changes will ensure that these gains are
maintained over the long run, resulting in a banking sector that is less leveraged, less
procyclical and more resilient to system wide stress.

10. As announced in the 7 September 2009 press release, the Committee is initiating a
comprehensive impact assessment of the capital and liquidity standards proposed in this
consultative document. The impact assessment will be carried out in the first half of 2010. On
the basis of this assessment, the Committee will then review the regulatory minimum level of
capital in the second half of 2010, taking into account the reforms proposed in this document
to arrive at an appropriately calibrated total level and quality of capital. The calibration will
consider all the elements of the Committee’s reform package and will not be conducted on a
piecemeal basis. The fully calibrated set of standards will be developed by the end of 2010 to
be phased in as financial conditions improve and the economic recovery is assured, with the
aim of implementation by end-2012.% Within this context, the Committee also will consider
appropriate transition and grandfathering arrangements. Taken together, these measures will
promote a better balance between financial innovation, economic efficiency, and sustainable
growth over the long run.

11. The remainder of this section summarises the key reform proposals of this
consultative document. Section Il presents the detailed proposals. The reforms to global
liquidity standards are presented in the accompanying document International framework for
liquidity risk measurement, standards and monitoring, which is also being issued for
consultation and impact assessment. The Committee welcomes comments on all aspects of

8 The July 2009 requirements for the trading book, resecuritisations and exposures to off-balance sheet

conduits are to be implemented by the end of 2010.

Strengthening the resilience of the banking sector 3



these consultative documents by 16 April 2010. Comments should be submitted by email
(baselcommittee@bis.org) or post (Secretariat of the Basel Committee on Banking
Supervision, Bank for International Settlements, CH-4002 Basel, Switzerland). All comments
will be published on the Bank for International Settlements’ website unless a commenter
specifically requests anonymity.

2. Strengthening the global capital framework

12. The Basel Committee is raising the resilience of the banking sector by strengthening
the regulatory capital framework, building on the three pillars of the Basel Il Capital Accord.
The reforms raise the quality of the regulatory capital base and enhance the risk coverage of
the capital framework. They are underpinned by a leverage ratio that is intended to constrain
excess leverage in the banking system and provide an extra layer of protection against
model risk and measurement error. Finally, the Committee is introducing a number of
macroprudential elements into the capital framework to help contain systemic risks arising
from procyclicality and from the interconnectedness of financial institutions.

(a) Raising the quality, consistency and transparency of the capital base

13. It is critical that banks’ risk exposures are backed by a high quality capital base. As
mentioned, under the current standard, banks could hold as little as 2% common equity to
risk-based assets before applying regulatory adjustments. In particular, key regulatory
adjustments (such as the deduction of goodwill) are not covered in the current minimum
requirement. As a consequence, it has been possible for some banks under the current
standard to display strong Tier 1 ratios with limited tangible common equity. However, the
crisis demonstrated that credit losses and writedowns come out of retained earnings, which
is part of banks’ tangible common equity base. It also revealed the inconsistency in the
definition of capital across jurisdictions and the lack of disclosure that would have enabled
the market to fully assess and compare the quality of capital between institutions.

14. The Committee therefore is announcing for consultation a series of measures to
raise the quality, consistency, and transparency of the regulatory capital base. In particular, it
is strengthening that component of the Tier 1 capital base which is fully available to absorb
losses on a going concern basis, thus contributing to a reduction of systemic risk emanating
from the banking sector.

15. To this end, the predominant form of Tier 1 capital must be common shares and
retained earnings. This standard is reinforced through a set of principles that also can be
tailored to the context of non-joint stock companies to ensure they hold comparable levels of
high quality Tier 1 capital. Deductions from capital and prudential filters have been
harmonised internationally and generally applied at the level of common equity or its
equivalent in the case of non-joint stock companies. The remainder of the Tier 1 capital base
must be comprised of instruments that are subordinated, have fully discretionary non-
cumulative dividends or coupons and have neither a maturity date nor an incentive to
redeem. Innovative hybrid capital instruments with an incentive to redeem through features
like step-up clauses, currently limited to 15% of the Tier 1 capital base, will be phased out.
The Committee will calibrate the minimum requirements for the overall level of capital, Tier 1
capital, and the predominant form of Tier 1 capital as part of the impact assessment.® In
addition, Tier 2 capital instruments will be harmonised and so-called Tier 3 capital

®  See the Basel Committee’s 27 October 1998 document Instruments eligible for inclusion in Tier 1 Capital

available on the BIS website at www.bis.org/press/p981027.htm
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instruments, which were only available to cover market risks, eliminated. Finally, to improve
market discipline, the transparency of the capital base will be improved, with all elements of
capital required to be disclosed along with a detailed reconciliation to the reported accounts.

16. The Committee proposes to introduce these changes in a manner that does not
prove disruptive for the capital instruments that are currently outstanding. It also continues to
review the role that contingent capital and convertible capital instruments should play in the
regulatory capital framework. The Committee intends to discuss specific proposals at its July
2010 meeting on the role of convertibility, including as a possible entry criterion for Tier 1
and/or Tier 2 to ensure loss absorbency, and on the role of contingent and convertible capital
more generally both within the regulatory capital minimum and as buffers.

17. Section 1.1 of this consultative document presents the Committee’s proposals on
the quality, consistency and transparency of the capital base.

(b) Enhancing risk coverage

18. One of the key lessons of the crisis has been the need to strengthen the risk
coverage of the capital framework. Failure to capture major on- and off-balance sheet risks,
as well as derivative related exposures, was a key destabilising factor over the past two and
a half years.

19. In response to these shortcomings, the Committee in July 2009 completed a number
of critical reforms to the Basel Il framework.*® These reforms will raise capital requirements
for the trading book and complex securitisation exposures, a major source of losses for many
internationally active banks. The enhanced treatment introduces a stressed value-at-risk
(VaR) capital requirement based on a 12-month period of significant financial stress. In
addition, the Committee has introduced higher capital requirements for so-called
resecuritisations in both the banking and the trading book. The reforms also raise the
standards of the Pillar 2 supervisory review process and strengthen Pillar 3 disclosures. The
Pillar 1 and 3 enhancements must be implemented by the end of 2010; the Pillar 2 risk
management standards became immediately effective.

20. This consultative document presents proposals to strengthen the capital
requirements for counterparty credit exposures arising from banks’ derivatives, repo and
securities financing activities. These reforms will raise the capital buffers backing these
exposures, reduce procyclicality and provide additional incentives to move OTC derivative
contracts to central counterparties, thus helping reduce systemic risk across the financial
system. They also provide incentives to strengthen the risk management of counterparty
credit exposures.

21. To this end, the Committee is putting forward the following proposals:

o Going forward, banks must determine their capital requirement for counterparty
credit risk using stressed inputs. This will address concerns about capital charges
becoming too low during periods of compressed market volatility and help address
procyclicality. The approach, which is similar to what has been introduced for market
risk, will also promote more integrated management of market and counterparty
credit risk.

" These reforms are set out in the Committee’s Enhancements to the Basel Il framework and Revisions to the

Basel Il market risk framework (July 2009), available at www.bis.org/press/p090713.htm.
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o Banks will be subject to a capital charge for mark-to-market losses (ie credit
valuation adjustment — CVA - risk) associated with a deterioration in the credit
worthiness of a counterparty. While the current Basel Il standard covers the risk of a
counterparty default, it does not address such CVA risk, which has been a greater
source of losses than those arising from outright defaults.

o The Committee is strengthening standards for collateral management and initial
margining. Banks with large and illiquid derivative exposures to a counterparty will
have to apply longer margining periods as a basis for determining the regulatory
capital requirement. Additional standards are being proposed to strengthen
collateral risk management practices.

) To address the systemic risk arising from the interconnectedness of banks and other
financial institutions through the derivatives markets, the Committee is supporting
the efforts of the Committee on Payments and Settlement Systems to establish
strong standards for central counterparties and exchanges. Banks’' collateral and
mark-to-market exposures to central counterparties meeting these strict criteria will
qualify for a zero percent risk weight. These criteria, together with strengthened
capital requirements for bilateral OTC derivative exposures, will create strong
incentives for banks to move exposures to such central counterparties. Moreover, to
address the systemic risk within the financial sector, the Committee also is
proposing to raise the risk weights on exposures to financial institutions relative to
the non-financial corporate sector, as financial exposures are more highly correlated
than non-financial ones. It is conducting further analysis of the appropriate
calibration as part of the impact assessment.

) The Committee is raising counterparty credit risk management standards in a
number of areas, including for the treatment of so-called wrong-way risk, ie cases
where the exposure increases when the credit quality of the counterparty
deteriorates. It also will issue shortly additional guidance for the sound backtesting
of counterparty credit exposures.

22. Section 1.2 of this consultative document presents the Committee’s proposals for
strengthening counterparty credit risk capital requirements and risk management standards.

23. Finally, the Committee assessed a humber of measures to mitigate the reliance on
external ratings of the Basel Il framework that are presented in Section 1.2 of this
consultative document. The measures include requirements for banks to perform their own
internal assessments of externally rated securitisation exposures, the elimination of certain
“cliff effects” associated with credit risk mitigation practices, and the incorporation of key
elements of the IOSCO Code of Conduct Fundamentals for Credit Rating Agencies into the
Committee’s eligibility criteria for the use of external ratings in the capital framework. The
Committee also is conducting a more fundamental review of the securitisation framework and
the reliance on external ratings under the standardised and securitisation frameworks.

(c) Supplementing the risk-based capital requirement with a leverage ratio

24, One of the underlying features of the crisis was the build up of excessive on- and
off-balance sheet leverage in the banking system. The build up of leverage also has been a
feature of previous financial crises, for example leading up to September 1998. During the
most severe part of the crisis, the banking sector was forced by the market to reduce its
leverage in a manner that amplified downward pressure on asset prices, further exacerbating
the positive feedback loop between losses, declines in bank capital, and the contraction in
credit availability. The Committee therefore is introducing a leverage ratio requirement that is
intended to achieve the following objectives:

6 Strengthening the resilience of the banking sector



o put a floor under the build-up of leverage in the banking sector, thus helping to
mitigate the risk of the destabilising deleveraging processes which can damage the
financial system and the economy; and

o introduce additional safeguards against model risk and measurement error by
supplementing the risk based measure with a simple, transparent, independent
measure of risk that is based on gross exposures.

25. The leverage ratio will be calculated in a comparable manner across jurisdictions,
adjusting for any remaining differences in accounting standards. Certain off-balance sheet
items would be included using a flat 100% credit conversion factor. There will be appropriate
testing of its interaction with the risk-based measure. The Committee has designed the
leverage ratio to be a credible supplementary measure to the risk-based requirement with a
view to migrating to a Pillar 1 treatment based on appropriate review and calibration.

26. Section I1.3. of the consultative document presents the Committee’s proposals on
the leverage ratio.

27. The Committee welcomes comments on the design of the leverage ratio, how to
ensure an appropriate calibration relative to the risk-weighted requirement, and how best to
adjust for remaining differences in accounting frameworks.

(d) Reducing procyclicality and promoting countercyclical buffers

28. One of the most destabilising elements of the crisis has been the procyclical
amplification of financial shocks throughout the banking system, financial markets and the
broader economy. The tendency of market participants to behave in a procyclical manner
has been amplified through a variety of channels, including through accounting standards for
both mark-to-market assets and held-to-maturity loans, margining practices, and through the
build up and release of leverage among financial institutions, firms, and consumers. The
Basel Committee is introducing a number of measures to make banks more resilient to such
procyclical dynamics. These measures will help ensure that the banking sector serves as a
shock absorber, instead of a transmitter of risk to the financial system and broader economy.

29. In addition to the leverage ratio discussed in the previous section, the Committee is
introducing a series of measures to address procyclicality and raise the resilience of the
banking sector in good times. These measures have the following key objectives:

o dampen any excess cyclicality of the minimum capital requirement;
o promote more forward looking provisions;
o conserve capital to build buffers at individual banks and the banking sector that can

be used in stress; and

) achieve the broader macroprudential goal of protecting the banking sector from
periods of excess credit growth.

Cyclicality of the minimum requirement

30. The Basel Il framework has increased the risk sensitivity and coverage of the
regulatory capital requirement. Indeed, one of the most procyclical dynamics has been the
failure of risk management and capital frameworks to capture key exposures — such as
complex trading activities, resecuritisations and exposures to off-balance sheet vehicles — in
advance of the crisis. However, it is not possible to achieve greater risk sensitivity across
institutions at a given point in time without introducing a certain degree of cyclicality in
minimum capital requirements over time. The Committee was aware of this trade-off during
the design of the Basel Il framework and introduced a number of safeguards to address
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excess cyclicality of the minimum requirement. They include the requirement to use long
term data horizons to estimate probabilities of default, the introduction of so called downturn
loss-given-default (LGD) estimates and the appropriate calibration of the risk functions, which
convert loss estimates into regulatory capital requirements. The Committee also required that
banks conduct stress tests that consider the downward migration of their credit portfolios in a
recession.

31. In addition, the Committee has put in place a comprehensive data collection
initiative to assess the impact of the Basel Il framework on its member countries over the
credit cycle. Should the cyclicality of the minimum requirement be greater than supervisors
consider appropriate, the Committee will consider additional measures to dampen such
cyclicality.

32. The Committee has reviewed a number of additional measures that supervisors
could take to achieve a better balance between risk sensitivity and the stability of capital
requirements, should this be viewed as necessary. In particular, the range of possible
measures includes an approach by the Committee of European Banking Supervisors (CEBS)
to use the Pillar 2 process to adjust for the compression of probability of default (PD)
estimates in internal ratings-based (IRB) capital requirements during benign credit conditions
by using the PD estimates for a bank’s portfolios in downturn conditions.** Addressing the
same issue, the UK Financial Services Authority (FSA) has proposed an approach aimed at
providing non-cyclical PDs in IRB requirements through the application of a scalar that
converts the outputs of a bank’s underlying PD models into through the cycle estimates.*?

33. The Committee welcomes comments on the degree of cyclicality experienced by
banks over the economic cycle, which portfolios have been most affected, and views on the
best approaches to address any excess cyclicality, including whether such adjustments
should be achieved through the Pillar 1 or Pillar 2 process. The Committee also welcomes
input on the trade-offs associated with different proposals to dampen the cyclicality of the
regulatory capital requirement.

34. The Committee is conducting an impact study on two specific proposals. The first is
based on the use of the highest average PD estimate applied by a bank historically to each
of its exposure classes as a proxy for a downturn PD; the second is based on the use of an
average of historic PD estimates for each exposure class. Over the forthcoming period the
Committee will work on evaluating these and alternative proposals with a view to developing
an appropriate approach; as well as evaluating whether any additional measures are needed
to reduce cyclicality on capital requirements outside of the IRB framework.

Forward looking provisioning

35. The Committee is promoting stronger provisioning practices through three related
initiatives. First, it is advocating a change in the accounting standards towards an expected
loss (EL) approach. The Committee strongly supports the initiative of the IASB to move to an
EL approach. The goal is to improve the decision usefulness and relevance of financial
reporting for stakeholders, including prudential regulators. It has issued publicly and made
available to the IASB a set of high level guiding principles that should govern the reforms to

1 See CEBS's Position paper on a countercyclical capital buffer (July 2009), available at

www.c-ebs.org/getdoc/715bc0f9-7af9-47d9-98a8-778a4d20a880/CEBS-position-paper-on-a-countercyclical-
capital-b.aspx.

12 See UK FSA's note Variable Scalar Approaches to Estimating Through the cycle PDs (February 2009),

available at www.fsa.gov.uk/pubs/international/variable_scalars.pdf.
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the replacement of IAS 39."* The Committee is reviewing the IASB’s Exposure Draft for an
EL-based approach and will assist the IASB in developing a final standard that puts these
principles into practice. The Committee will promote an EL approach that captures actual
losses more transparently and is also less procyclical than the current “incurred loss”
approach.

36. Second, it is updating its supervisory guidance to be consistent with the move to
such an EL approach. Such guidance will assist supervisors in promoting strong provisioning
practices under the desired EL approach.

37. Third, it is addressing disincentives to stronger provisioning in the regulatory capital
framework.

Capital conservation

38. The Committee is proposing a framework to promote the conservation of capital and
the build-up of adequate buffers above the minimum that can be drawn down in periods of
stress.

39. At the onset of the financial crisis, a number of banks continued to make large
distributions in the form of dividends, share buy backs and generous compensation
payments even though their individual financial condition and the outlook for the sector were
deteriorating. Much of this activity was driven by a collective action problem, where
reductions in distributions were perceived as sending a signal of weakness. However, these
actions made individual banks and the sector as a whole less resilient. More recently, many
banks have returned to profitability but have not done enough to rebuild their capital buffers
to support new lending activity. Taken together, this dynamic has increased the procyclicality
of the system.

40. To address this market failure, the Committee is proposing to introduce a framework
that will give supervisors stronger tools to promote capital conservation in the banking sector.
Implementation of the framework through internationally agreed capital conservation
standards will help increase sector resilience going into a downturn and will provide the
mechanism for rebuilding capital during the economic recovery. Moreover, the proposed
framework is sufficiently flexible to allow for a range of supervisory and bank responses
consistent with the proposed standard.

Excess credit growth

41. As witnessed during the financial crisis, losses incurred in the banking sector during
a downturn preceded by a period of excess credit growth can be extremely large. These can
destabilise the banking sector, which in turn can bring about or exacerbate a downturn in the
real economy. This in turn can further destabilise the banking sector. These inter-linkages
highlight the particular importance of the banking sector building up its capital defences in
periods when credit has grown to excessive levels. As capital is more expensive than other
forms of funding, the building up of these defences should have the additional benefit of
helping to moderate credit growth.

42. The Basel Committee is developing concrete proposals for a regime which would
adjust the capital buffer range, established through the capital conservation proposal outlined

1B see Guiding principles for the revision of accounting standards for financial instruments issued by the Basel

Committee (August 2009), available at www.bis.org/press/p090827.htm.
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in the previous section, when there are signs that credit has grown to excessive levels. This
will ensure that banks build up countercyclical capital buffers, increasing their ability to
absorb losses in a downturn.

43. The proposal is currently at an earlier stage of development and further work is
needed to fully specify the details of how it would operate. The Committee will review a fully
fleshed out approach at its July 2010 meeting.

* * *

44, These four measures are designed to complement each other. The initiatives on
provisioning focus on strengthening the banking system against expected losses, while the
capital measures focus on unexpected losses. Among the capital measures, there is a
distinction between addressing the cyclicality of the minimum and building additional buffers
above that minimum. Indeed, strong capital buffers above the minimum requirement have
proven to be critical, even in the absence of a cyclical minimum. Finally, it is proposed that
the requirement to address excess credit growth be set at zero in normal times and only
grow during periods of excessive credit availability. However, even in the absence of a credit
bubble, supervisors expect the banking sector to build a buffer above the minimum to protect
it against plausibly severe shocks, which could emanate from many sources. The Committee
will continue to review the appropriate integration of these measures. Moreover, through the
impact assessment and calibration work discussed below, the Committee will ensure that the
sum of these measures does not result in banks holding excessive capital buffers beyond
what is necessary to maintain a resilient banking sector.

45, The Committee invites comment on all four proposals to address procyclicality,
which are presented in Section 11.4. of the consultative document.

(e) Addressing systemic risk and interconnectedness

46. While procyclicality amplified shocks over the time dimension, the
interconnectedness of many large banks and other financial institutions transmitted negative
shocks across the financial system and economy. The failure or impairment of certain
financial institutions can have negative consequences for other firms and the real economy.
For example, a failed bank’s creditors can incur losses. And prior to failure, a bank can take
actions that help to alleviate its problems but can generate costs for other financial
institutions.

47. The policy options to ensure banks were subject to regulatory requirements that
reflected the risks they posed to the financial system and the real economy were
underdeveloped prior to the crisis. The Committee is therefore developing practical
approaches to assist supervisors in measuring the importance of banks to the stability of the
financial system and the real economy and reviewing policy options to reduce the probability
and impact of failure of systemically important banks. It is evaluating the pros and cons of a
capital surcharge for systemically important banks. It also is considering a liquidity surcharge
and other supervisory tools as other possible policy options.

48. In addition, refinements to the Basel Il risk weighting functions can be made to
directly address the risks created by systemically important banks (see for example the
proposal in Section I1.2 to increase the asset value correlation for exposures to large financial
institutions relative to those for non-financial corporate exposures as well as the treatment of
OTC derivatives exposures not cleared through a central counterparty).
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49. The Committee’s initiatives in this area will contribute to a broader effort by the FSB
to address the risks of systemically important financial institutions. The Committee will review
specific proposals on this issue in the first half of 2010.

3. Introducing a global liquidity standard

50. Strong capital requirements are a necessary condition for banking sector stability
but by themselves are not sufficient. A strong liquidity base reinforced through robust
supervisory standards is of equal importance. To date, however, there are no internationally
harmonised standards in this area. The Basel Committee is therefore building out its liquidity
framework by introducing internationally harmonised global liquidity standards. As with the
global capital standards, the liquidity standards will establish minimum requirements and will
promote an international level playing field to help prevent a competitive race to the bottom.

51. During the early “liquidity phase” of the financial crisis, many banks — despite
adequate capital levels — still experienced difficulties because they did not manage their
liquidity in a prudent manner. The crisis again drove home the importance of liquidity to the
functioning of financial markets and the banking sector. Prior to the crisis, asset markets
were buoyant and funding was readily available at low cost. The rapid reversal in market
conditions illustrated how quickly liquidity can evaporate and that illiquidity can last for an
extended period of time. The banking system came under severe stress, which necessitated
central bank action to support both the functioning of money markets and, in some cases,
individual institutions.

52. The difficulties experienced by some banks were due to lapses in basic principles of
liquidity risk management. In response, as the foundation of its liquidity framework, the
Committee in 2008 published Principles for Sound Liquidity Risk Management and
Supervision.™ The Sound Principles provide detailed guidance on the risk management and
supervision of funding liquidity risk and should help promote better risk management in this
critical area, but only if there is full implementation by banks and supervisors. As such, the
Committee will coordinate rigorous follow up by supervisors to ensure that banks adhere to
these fundamental principles.

53. To complement these principles, the Committee has further strengthened its liquidity
framework by developing two minimum standards for funding liquidity. One of the standards
is a 30-day liquidity coverage ratio which is intended to promote short-term resilience to
potential liquidity disruptions. The liquidity coverage ratio will help ensure that global banks
have sufficient high-quality liquid assets to withstand a stressed funding scenario specified
by supervisors. The second standard is a longer-term structural ratio to address liquidity
mismatches and provide incentives for banks to use stable sources to fund their activities.

54, An additional component of the liquidity framework is a set of monitoring metrics to
improve cross-border supervisory consistency. These metrics are designed to assist
supervisors in recognising and analysing bank-specific and system-wide liquidity risk trends.
The metrics will supplement supervisors’ evaluation of the minimum standards.

55. Further details on the liquidity standard and monitoring metrics are set out in the
Committee’s International framework for liquidity risk measurement, standards and
monitoring, which is published for comment together with this consultative document.

1 Available at www.bis.org/publ/bcbs144.htm.
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56. The Committee welcomes comments on the composition of the stock of liquid
assets under the liquidity coverage ratio and the calibration of the stress tests. In particular, it
welcomes views on the definition of liquid assets, which is intended to be sufficiently
conservative to create strong incentives for banks to maintain prudent funding liquidity
profiles, while minimising the negative impact on the financial system or broader economy.
The Committee will review the effect of various options for the design of the liquidity buffer
and the severity of the stress tests as part of its quantitative impact assessment work.

4. Impact assessment and calibration

57. The Committee is initiating a comprehensive impact assessment of the proposed
enhancements to the global capital requirements and the new liquidity standard. The
objective is to ensure that the new standards introduce greater resiliency of individual banks
and the banking sector to periods of stress, while promoting sound credit and financial
intermediation activity.

58. The anchor of this analysis will be the impact of the changes to the definition of
capital and the enhancements to risk coverage (ie the July 2009 changes to the trading book,
resecuritisations and exposures to off-balance sheet conduits, as well as the enhanced
counterparty credit risk requirements contained in this proposal). This will set the foundation
for determining whether any adjustment will be required to achieve the overall minimum
requirement. The calibration of the risk-based ratio will focus on establishing a credible
minimum after cumulating the effects of the bottom up changes. Among other things, this will
involve a comparison of the bottom-up changes to the framework to a top-down assessment
of the overall level of minimum capital requirements the system should hold. The top-down
assessment will cover the buffers above the minimum requirements, both related to capital
conservation and any additions resulting from excessive credit growth. It will also consider
the effect of possible measures to address the cyclicality of the minimum requirement.
Finally, the impact assessment will review the appropriate calibration of the leverage ratio,
and the interaction between the leverage ratio and the risk based requirement. As noted, the
purpose of the leverage ratio is to serve as a credible backstop to the risk-based
requirement.

59. Based on this analysis, the Committee will issue by end 2010 a fully calibrated,
comprehensive set of proposals covering all elements discussed in this consultative
document. As requested by the G20, the standards will be phased in as financial conditions
improve and the economic recovery is assured, with an aim of implementation by end-2012.
As part of this phase in process, the Committee will consider appropriate transitional and
grandfathering arrangements.
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Il. Strengthening the global capital framework

1. Raising the quality, consistency and transparency of the capital base
(@) Introduction
60. One of the highest priority issues on the Basel Committee’s regulatory reform

agenda for the banking sector is the need to strengthen the quality, consistency and
transparency of the regulatory capital base. This objective has been endorsed by the FSB
and the G20 Leaders. While it is critical that the regulatory capital framework captures the
key risks to which a bank and the banking sector are exposed, it is equally important that
these risks are backed by a high quality buffer of capital which is capable of absorbing losses
when the risks identified materialise.

61. The global banking system entered the crisis with capital which was of insufficient
quality. Banks had to rebuild their capital bases in the midst of the crisis at the point when it
was most difficult to do so. The result was the need for massive government support of the
banking sector in many countries and a deepening of the economic downturn.

62. The existing definition of capital suffers from certain fundamental flaws:

1. Regulatory adjustments generally are not applied to common equity.
These adjustments are currently generally applied to total Tier 1 capital or
to a combination of Tier 1 and Tier 2. They are not generally applied to the
common equity component of Tier 1. This allows banks to report high Tier 1
ratios, despite the fact that they may have low levels of common equity
when considered net of regulatory adjustments. It is this common equity
base which best absorbs losses on a going concern basis.

2. There is no harmonised list of regulatory adjustments. The way these
adjustments are applied across Basel Committee countries varies
substantially, undermining the consistency of the regulatory capital base.

3. Weak transparency. The disclosure provided by banks about their
regulatory capital bases is frequently deficient. Often there is insufficient
detail on the components of capital, making an accurate assessment of its
guality or a meaningful comparison with other banks difficult. Furthermore,
reconciliation to the reported accounts is often absent.

63. These shortcomings resulted in the banking sector entering the crisis with a
definition of capital that was neither harmonised nor transparent, and it allowed a number of
banks to report high Tier 1 ratios but with low levels of common equity net of regulatory
adjustments. As the crisis deepened, banks faced growing losses and write downs which
directly reduced the retained earnings component of common equity, calling into question
fundamental solvency. Many market participants therefore lost confidence in the Tier 1
measure of capital adequacy. They instead focused on measures such as tangible common
equity (which nets out elements like goodwill from common equity, as these are not
realisable in insolvency).

64. The following sections set out proposals to strengthen the definition of capital,
focusing on its overall quality, consistency and transparency. These proposals will help
ensure that banks move to a higher capital standard that promotes long term stability and
sustainable growth. Appropriate grandfathering and transitional arrangements will be
established which will ensure that this process is completed without aggravating near term
stress.
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(b) Rationale and objective

65. There are certain overarching objectives which have guided the development of the
proposed new definition of capital.

Tier 1 capital must help a bank to remain a going concern

66. Common equity is recognised as the highest quality component of capital. It is
subordinated to all other elements of funding, absorbs losses as and when they occur, has
full flexibility of dividend payments and has no maturity date. It is the primary form of funding
which helps ensure that banks remain solvent. The framework must ensure that all
instruments included in capital as common stock™ truly meet the standards intended by the
Committee. There can be no features which add additional leverage or which could cause
the condition of the bank to be weakened as a going concern during periods of market
stress.

67. It is critical that for non-common equity elements to be included in Tier 1 capital,
they must also absorb losses while the bank remains a going concern. Qualifying
instruments must contribute in a meaningful way to ensuring the going concern status of the
bank and they must be capable of absorbing losses in practice without exacerbating a bank’s
condition in a crisis. Certain innovative features which over time have been introduced to Tier
1 to lower its cost, have done so at the expense of its quality. These elements will need to be
phased out.

68. Furthermore, banks must not over-rely on non-common equity elements of capital
and so the extent to which these can be included in Tier 1 capital must be limited. Finally the
regime should accommodate the specific needs of non-joint stock companies, such as
mutuals and cooperatives, which are unable to issue common stock.

Regulatory adjustments must be applied to the appropriate component of capital

69. Generally, regulatory adjustments must be applied at the level of common equity.
There are two reasons for this: 1) if an element of the balance sheet is of insufficient quality
to be included in the calculation of Tier 1 capital, then it is also not adequate to be included in
the calculation of its highest quality component: common equity; and 2) regulatory
adjustments should be applied to that component of capital which is affected by the
recognition of the relevant element on the balance sheet, which is generally retained
earnings. Taken together, these measures will help ensure that banks cannot show strong
Tier 1 capital ratios while having low levels of tangible common equity.

Regulatory capital must be simple and harmonised across jurisdictions

70. The number of tiers and sub-tiers of capital must be limited. The definitions of Tier 1
and Tier 2 capital should correspond to capital which absorbs losses on a going concern
basis and capital which absorbs losses on a gone concern basis, respectively. In addition,
the minimum set of regulatory adjustments must be harmonised internationally.

> Common stock or ordinary shares will typically be defined under national law. A single institution may be

permitted to issue more than one class of common stock, and some may have certain debt-like features such
as preferential or indicative dividends.
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The components of regulatory capital must be clearly disclosed

71. Finally, the components of regulatory capital must be clearly disclosed and
reconciled with the published financial accounts. This will ensure that market participants and
supervisors will be in a position to compare the capital adequacy of banks across
jurisdictions.

(c) Key elements of proposal

Overview

72. The following key changes to the definition of capital are proposed:

o The quality and consistency of the common equity element of Tier 1 capital will be

significantly improved, with regulatory adjustments generally applied to this element.

o The required features for instruments to be included in Tier 1 capital outside of the
common equity element will be strengthened.

o Tier 2 will be simplified. There will be one set of entry criteria, removing sub-
categories of Tier 2

o Tier 3 will be abolished to ensure that market risks are met with the same quality of
capital as credit and operational risks.

o The transparency of capital will be improved, with all elements of capital required to
be disclosed along with a detailed reconciliation to the reported accounts.

o Without prejudging the outcome of the calibration work in 2010, the system of limits
applied to elements of capital will be revised to ensure that common equity forms a
greater proportion of Tier 1 than is permitted at present. The current limitation on
Tier 2 capital (it cannot exceed Tier 1) will be removed and replaced with explicit
minimum Tier 1 and total capital requirements.

Tier 1 - common equity less regulatory adjustments

73. For banks structured as joint stock companies the predominant form of Tier 1 capital
must be common shares and retained earnings. Regulatory adjustments will be harmonised
internationally and generally applied at the level of common equity.

74. To ensure their quality and consistency, common shares will need to meet a set of
entry criteria before being permitted to be included in the predominant form of Tier 1 capital.
These entry criteria will also be used to identify instruments of equivalent quality which non
joint stock companies, such as mutuals and cooperatives, can include in the predominant
form of Tier 1 capital.

Tier 1 — other elements

75. To be included in Tier 1, instruments will need to be sufficiently loss absorbent on a
going-concern basis.

76. To be considered loss absorbent on a going concern basis, all instruments included
in Tier 1 will, among other things, need to be subordinated, have fully discretionary non-
cumulative dividends or coupons and neither have a maturity date nor an incentive to
redeem. In addition, as part of the impact assessment, the Committee will consider the
appropriate treatment in the non-predominant element of Tier 1 capital of instruments which
have tax deductible coupons.
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77. “Innovative” features such as step-ups, which over time have eroded the quality of
Tier 1, will be phased out. The use of call options on Tier 1 capital will be subject to strict
governance arrangements which ensure that the issuing bank is not expected to exercise a
call on a capital instrument unless it is in its own economic interest to do so. Payments on
Tier 1 instruments will also be considered a distribution of earnings under the capital
conservation buffer proposal (see Section 1l.4.c.). This will improve their loss absorbency on
a going concern basis by increasing the likelihood that dividends and coupons will be
cancelled in times of stress.

Tier 2

78. Tier 2 capital will be simplified. There will be one set of entry criteria, removing sub-
categories of Tier 2. Under the proposal all Tier 2 capital will need to meet the minimum
standard of being subordinated to depositors and general creditors and have an original
maturity of at least 5 years. Recognition in regulatory capital will be “amortised” on a straight
line basis during the final 5 years to maturity.

Tier 3

79. Tier 3 capital will be abolished. This will ensure that capital used to meet market risk
requirements will be of the same quality of composition as capital used to meet credit and
operational risk requirements.

Transparency

80. To improve transparency and market discipline, banks will be required to disclose

the following:

J a full reconciliation of regulatory capital elements back to the balance sheet in the
audited financial statements;

) separate disclosure of all regulatory adjustments;

J a description of all limits and minima, identifying the positive and negative elements
of capital to which the limits and minima apply;

o a description of the main features of capital instruments issued; and

) banks which disclose ratios involving components of regulatory capital (eg “Equity

Tier 1”7, “Core Tier 1” or “Tangible Common Equity” ratios) to accompany these with
a comprehensive explanation of how these ratios are calculated.

81. In addition to the full transparency requirements, a bank will need to make available
the full terms and conditions of all instruments included in regulatory capital on its website.
The existing requirement for the main features of capital instruments to be easily understood
and publically disclosed will be retained.

Limits
82. The current system of limits is complex and makes the maximum level of Tier 2

capital a function of how much Tier 1 capital the bank has issued. To address this situation
the following system of limits and minima will apply:

. Separate explicit minima will be established for the common equity component of
Tier 1 (after the application of regulatory adjustments), total Tier 1 and total capital.

o The predominant form of Tier 1 must be its common equity component (after the
application of regulatory adjustments).
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. The restriction that Tier 2 cannot exceed Tier 1 will be removed.

83. The data collected in the impact assessment will be used to calibrate the above
minimum required levels and ensure a consistent interpretation of the predominance
standard.

Grandfathering and transitional provisions

84. Given the significant changes proposed to the definition of capital, the Committee
recommends that members consider the possibility of allowing the grandfathering of
instruments which have already been issued by banks prior to the publication of this
consultative document. The impact assessment will be used to consider recommendations
for an appropriate grandfathering period for instruments and an appropriate phase in period
for the new capital standards.

(d) Detailed proposal

85. This section sets out the detailed proposed rules which will govern the definition of
capital. To give context to these proposals the following box summarises the structure of
regulatory capital under the proposed rules.

Proposed harmonised structure of capital®
Elements of capital

Total regulatory capital will consist of the sum of the following elements:

1. Tier 1 Capital (going-concern capital)
a. Common Equity*’
b.  Additional Going-Concern Capital
2. Tier 2 Capital (gone-concern capital)
For each of the three categories above (1a, 1b and 2) there will be a single set of criteria
which instruments are required to meet before inclusion in the relevant category.
Limits and minima
All elements above are net of regulatory adjustments and are subject to the following

restrictions:

o Common Equity, Tier 1 Capital and Total Capital must always exceed explicit
minima of x%, y% and z% of risk-weighted assets, respectively, to be calibrated
following the impact assessment.

) The predominant form of Tier 1 Capital must be Common Equity

% tis proposed that the scope of application of the harmonised definition of capital be the same as for the Basel

Il capital requirements (ie the rules apply to banks and consolidated banking groups including bank holding
companies).

m Throughout this section the term “Common Equity” means common shares (or the equivalent for non-joint

stock companies) plus retained earnings and other comprehensive income net of the associated regulatory
adjustments. The treatment of unrealised gains will be reviewed by the Basel Committee during 2010.
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86. The detailed proposals are set out in the following sections:

o Criteria governing inclusion in the Common Equity component of Tier 1 capital

o Criteria governing the inclusion in Tier 1 Additional Going Concern Capital

) Criteria governing the inclusion in Tier 2 Capital

o Regulatory adjustments applied to the elements of capital and clarification of the
treatment of stock surplus and minority interest

o Limits and minima applied to the components of capital

) Disclosure requirements

(e) Criteria governing inclusion in the Common Equity component of Tier 1

87. For an instrument to be included in the predominant form of Tier 1 capital it must

meet all of the criteria which follow. The vast majority of internationally active banks are
structured as joint stock companies®® and for these banks the criteria must be met solely with
common shares. In the rare cases where banks need to issue non-voting common shares as
part of the predominant form of Tier 1, they must be identical to voting common shares of the
issuing bank in all respects except the absence of voting rights.

Criteria for classification as common shares for regulatory capital purposes™

1. Represents the most subordinated claim in liquidation of the bank.?

2. Entitled to a claim of the residual assets that is proportional with its share of issued
capital, after all senior claims have been repaid in liquidation (ie has an unlimited
and variable claim, not a fixed or capped claim).

3. Principal is perpetual and never repaid outside of liquidation (setting aside
discretionary repurchases or other means of effectively reducing capital in a
discretionary manner that is allowable under national law).

4. The bank does nothing to create an expectation at issuance that the instrument will
be bought back, redeemed or cancelled nor do the statutory or contractual terms
provide any feature which might give rise to such an expectation.

5. Distributions are paid out of distributable items (retained earnings included). The
level of distributions are not in any way tied or linked to the amount paid in at

8 Joint stock companies are defined as companies that have issued common shares, irrespective of whether

these shares are held privately or publically. These will represent the vast majority of internationally active
banks.

¥ The criteria also apply to non joint stock companies, such as mutuals, cooperatives or savings institutions,

taking into account their specific constitution and legal structure. The application of the criteria should preserve
the quality of the instruments by requiring that they are deemed fully equivalent to common shares in terms of
their capital quality as regards loss absorption and do not possess features which could cause the condition of
the bank to be weakened as a going concern during periods of market stress. Supervisors will exchange
information on how they apply the criteria to non joint stock companies in order to ensure consistent
implementation.

2 Throughout the criteria the term “bank” is used to mean bank, banking group or other entity (eg holding

company) whose capital is being measured.
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issuance and are not subject to a cap (except to the extent that a bank is unable to
pay distributions that exceed the level of distributable items).

6. There are no circumstances under which the distributions are obligatory. Non
payment is therefore not an event of default.

7. Distributions are paid only after all legal and contractual obligation have been met
and payments on more senior capital instruments have been made. This means
that there are no preferential distributions, including in respect of other elements
classified as the highest quality issued capital.

8. It is the issued capital that takes the first and proportionately greatest share of any
losses as they occur. Within the highest quality capital, each instrument absorbs
losses on a going concern basis proportionately and pari passu with all the others.

9. The paid in amount is recognised as equity capital (ie not recognised as a liability)
for determining balance sheet insolvency.

10. The paid in amount is classified as equity under the relevant accounting standards.
11. It is directly issued and paid-up.
12. The paid in amount is neither secured nor covered by a guarantee of the issuer or

related entity or subject to any other arrangement that legally or economically
enhances the seniority of the claim.

13. It is only issued with the approval of the owners of the issuing bank, either given
directly by the owners or, if permitted by applicable law, given by the Board of
Directors or by other persons duly authorised by the owners.

14. It is clearly and separately disclosed on the bank’s balance sheet.

Criteria for inclusion in Tier 1 Additional Going Concern Capital

88. This element of capital allows instruments other than common shares to be included
in Tier 1 capital. Their inclusion will be limited by the requirement that the predominant form
of Tier 1 Capital must be Common Equity. To maintain the integrity of Tier 1 capital any
instrument included must at least:

1. Help the bank avoid payment default through payments being discretionary;
2. Help the bank avoid balance sheet insolvency by the instrument not
contributing to liabilities exceeding assets if such a balance sheet test
forms part of applicable national insolvency law; and
3. Be able to bear losses while the firm remains a going concern.
89. Based on this high level view, the following box sets out the proposed minimum set

of criteria for an instrument to meet or exceed in order for it to be included in Tier 1 Additional
Going Concern Capital.
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Criteria for inclusion in Tier 1 Additional Going Concern Capital

1.

2.

10.

11.

Issued and paid-in
Subordinated to depositors, general creditors and subordinated debt of the bank

Is neither secured nor covered by a guarantee of the issuer or related entity or other
arrangement that legally or economically enhances the seniority of the claim vis-a-
vis bank creditors

Is perpetual, ie there is no maturity date and there are no incentives to redeem

May be callable at the initiative of the issuer only after a minimum of five years:
a. To exercise a call option a bank must receive prior supervisory approval; and

b. A bank must not do anything which creates an expectation that the call will be
exercised; and

C. Banks must not exercise a call unless:

i.  They replace the called instrument with capital of the same or better
quality and the replacement of this capital is done at conditions which are
sustainable for the income capacity of the bank; or

ii. The bank demonstrates that its capital position is well above the minimum
capital requirements after the call option is exercised.

Any repayment of principal (eg through repurchase or redemption) must be with
prior supervisory approval and banks should not assume or create market
expectations that supervisory approval will be given

Dividend/coupon discretion:

a. the bank must have full discretion at all times to cancel distributions/payments

b.  cancellation of discretionary payments must not be an event of default

C. banks must have full access to cancelled payments to meet obligations as
they fall due

d. cancellation of distributions/payments must not impose restrictions on the
bank except in relation to distributions to common stockholders.

Dividends/coupons must be paid out of distributable items

The instrument cannot have a credit sensitive dividend feature, that is a
dividend/coupon that is reset periodically based in whole or in part on the banking
organisation’s current credit standing

The instrument cannot contribute to liabilities exceeding assets if such a balance
sheet test forms part of national insolvency law.

Instruments classified as liabilities must have principal loss absorption through either
(i) conversion to common shares at an objective pre-specified trigger point or (ii) a
write-down mechanism which allocates losses to the instrument at a pre-specified
trigger point. The write-down will have the following effects:

a.  Reduce the claim of the instrument in liquidation;
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b. Reduce the amount re-paid when a call is exercised; and
C. Partially or fully reduce coupon/dividend payments on the instrument.

12. Neither the bank nor a related party over which the bank exercises control or
significant influence can have purchased the instrument, nor can the bank directly or
indirectly have funded the purchase of the instrument

13. The instrument cannot have any features that hinder recapitalisation, such as
provisions that require the issuer to compensate investors if a new instrument is
issued at a lower price during a specified time frame

14. If the instrument is not issued out of an operating entity or the holding company in
the consolidated group (eg a special purpose vehicle — “SPV”), proceeds must be
immediately available without limitation to an operating entity or the holding
company in the consolidated group in a form which meets or exceeds all of the other
criteria for inclusion in Tier 1 Additional Going Concern Capital

Additional requirements

J The criteria above will also apply to instruments which appear in the consolidated
accounts as minority interest.

o This element of capital will be net of the appropriate corresponding deductions
related to holding of non-common equity capital instruments in other financial
institutions.

Criteria for inclusion in Tier 2 (gone concern capital)

90. The objective of Tier 2 is to provide loss absorption on a gone-concern basis. Based
on this objective, the following box sets out the proposed minimum set of criteria for an
instrument to meet or exceed in order for it to be included in Tier 2 capital.

Criteria for inclusion in Tier 2 Capital

1. Issued and paid-in
2. Subordinated to depositors and general creditors of the bank
3. Is neither secured nor covered by a guarantee of the issuer or related entity or other

arrangement that legally or economically enhances the seniority of the claim vis-a-
vis depositors and general bank creditors

4, Maturity:
a. minimum original maturity of at least 5 years

b. recognition in regulatory capital in the remaining 5 years before maturity will
be amortised on a straight line basis

C. there are no incentives to redeem

5. May be callable at the initiative of the issuer only after a minimum of five years:

a. To exercise a call option a bank must receive prior supervisory approval; and

b. A bank must not do anything which creates an expectation that the call will be
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exercised; and
C. Banks must not exercise a call unless:

i.  They replace the called instrument with capital of the same or better
quality and the replacement of this capital is done at conditions which are
sustainable for the income capacity of the bank; or

i. The bank demonstrates that its capital position is well above the minimum
capital requirements after the call option is exercised.

6. The investor must have no rights to accelerate the repayment of future scheduled
payments (coupon or principal), except in bankruptcy and liquidation

7. The instrument may not have a credit sensitive dividend feature, that is a dividend
that is reset periodically based in whole or in part on the banking organisation’s
current credit standing

8. The bank or a related party cannot have knowingly purchased, or directly or
indirectly have funded the purchase of, the instrument

9. If the instrument is not issued out of an operating entity or the holding company in
the consolidated group (eg an SPV), proceeds must be immediately available
without limitation to an operating entity or the holding company in the consolidated
group in a form which meets or exceeds all of the other criteria for inclusion in Tier 2
Capital

Additional requirements

J These criteria will also apply to instruments which appear in the consolidated
accounts as minority interest.

o This element of capital will be net of the appropriate corresponding deductions
related to holding of non-common equity capital instruments in other financial
institutions.

91. In addition to the Tier 1 and Tier 2 criteria set out in the sections above, the

Committee continues to review the role that contingent capital, convertible capital
instruments and instruments with write-down features should play in a regulatory capital
framework, both in the context of the entry criteria for regulatory capital and their use as
buffers over the minimum requirement. The Committee will discuss concrete proposals in this
area at its July 2010 meeting

92. The Committee would welcome feedback on whether the safeguards introduced on
the use of call options will avoid the problem evident in the crisis that in some jurisdictions
banks felt compelled to exercise call options, due to the potential negative market reaction
that would have resulted if the call was not exercised. The Committee would also welcome
views on whether additional safeguards such as a lock-in mechanism is necessary to ensure
that Tier 2 capital does not need to be repaid during a period of stress.

Regulatory adjustments applied to regulatory capital

93. This section sets out the proposed regulatory adjustments to be applied to
regulatory capital. In most cases these adjustments are applied to the Common Equity
component (ie the predominant element of Tier 1). In addition, the treatment of stock surplus
and minority interest are clarified. Variants to the proposed treatment of minority interest and
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certain regulatory adjustments, such as deferred tax assets, intangibles and investments in
other financial entities, will be assessed as part of the impact assessment

Stock surplus

Stock surplus (ie share premium) will only be permitted to be included in the Common Equity
component of Tier 1 if the shares giving rise to the stock surplus are also permitted to be
included in the Common Equity component of Tier 1.

Stock surplus relating to shares excluded from the Common Equity component of Tier 1, eg
preference shares, must be included in the same element of capital as the shares to which it
relates.

94. The proposal will ensure that banks are not given credit in the Common Equity
component of Tier 1 when they issue shares outside of the Common Equity component of
Tier 1 which have a low nominal value and high stock surplus. In this sense the proposal
ensures that there is no loop hole for including instruments other than common shares in the
Common Equity component of Tier 1.

Minority interest

Minority interest will not be eligible for inclusion in the Common Equity component of Tier 1.

95. The proposal addresses the concern that while minority interest can support the
risks in the subsidiary to which it relates, it is not available to support risks in the group as a
whole and in some circumstances may represent an interest in a subsidiary with little or no
risk.

Unrealised gains and losses on debt instruments, loans and receivables, equities, own
use properties and investment properties

No adjustment should be applied to remove from the Common Equity component of Tier 1
unrealised gains or losses recognised on the balance sheet.

96. The proposal addresses concerns that the existing policy adopted in certain
jurisdictions of filtering out certain unrealised losses has undermined confidence in Tier 1
capital. It helps ensure that the Common Equity component of Tier 1 is fully available to
absorb losses (both realised and unrealised). The Committee will continue to review the
appropriate treatment of unrealised gains.

Goodwill and other intangibles

Goodwill and other intangibles should be deducted from the Common Equity component of
Tier 1. The amount deducted should be net of any associated deferred tax liability which
would be extinguished if the goodwill becomes impaired or derecognised under the relevant
accounting standards.

97. The proposed deduction addresses the high degree of uncertainty that intangible
assets would have a positive realisable value in periods of stress or insolvency. It is also
necessary for comparability purposes and, in the case of goodwill, to avoid giving acquisitive
banks a capital advantage over banks with the same real assets and liabilities which have
grown organically.
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Deferred tax assets

Deferred tax assets which rely on future profitability of the bank to be realised should be
deducted from the Common Equity component of Tier 1. The amount of such assets net of
deferred tax liabilities should be deducted.

Deferred tax assets which do not rely on the future profitability of the bank to be realised
(eg prepayments to tax authorities) should be assigned the relevant sovereign risk weighting.

98. Some deferred tax assets do not rely on the future profitability of the bank; local tax
law varies considerably but an example could include prepayments to or carry-back of tax
deductions from the local tax authority, which in effect are receivables from the local taxing
authority. Such assets should simply be assigned the relevant sovereign risk weighting.

99. The more common deferred tax asset arises because a bank has incurred a loss for
financial reporting/accounting purposes but not for tax reporting purposes. Typically, such
amounts will only be realised through the reduction in future tax payments if the bank makes
profits in the year that the loss is recognised for tax purposes. The proposal addresses the
concern that undue reliance on these assets is not appropriate for prudential purposes, as
they may provide no protection to depositors or governmental deposit insurance funds in
insolvency and can be suddenly written off in a period of stress.

Investments in own shares (treasury stock)

All of a bank’s investments in its own common shares should be deducted from the Common
Equity component of Tier 1 (unless already derecognised under the relevant accounting
standards). In addition, any own stock which the bank could be contractually obliged to
purchase should be deducted from its common equity. The treatment described will apply
irrespective of the location of the exposure in the banking book or the trading book. In
addition:

o Gross long positions may be deducted net of short positions only if the short
positions involve no counterparty risk.

o Banks should look through holdings of index securities to deduct exposures to own
shares.

100. The proposed deduction is necessary to avoid the double counting of a bank’s own
capital. Certain accounting regimes do not permit the recognition of treasury stock and so
this deduction is only relevant where recognition on the balance sheet is permitted. The
proposal seeks to remove the double counting which arises from direct holdings, indirect
holdings via index funds and potential future holdings as a result of contractual obligations to
purchase own shares. Finally for consistency purposes, as own shares must be paid up to be
included in regulatory capital (to ensure there is no counterparty risk) the proposal does not
permit banks to reduce the deduction related to exposures to own shares with short positions
which involve counterparty risk.

Investments in the capital of certain banking, financial and insurance entities which
are outside the regulatory scope of consolidation

Banks should apply a “corresponding deduction approach” to investments in the capital of
other banks, other financial institutions and insurance entities where these fall outside of the
regulatory scope of consolidation. This means the deduction should be applied to the same
component of capital for which the capital would qualify if it was issued by the bank itself.
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All holdings of capital which form part of a reciprocal cross holding agreement or are
investments in affiliated institutions (eg sister companies) are to be deducted in full on a
corresponding basis. For all other holdings, the corresponding deduction approach will apply
when the holdings exceed certain thresholds. For holdings of common stock the thresholds
work as follows:

o If the bank has holdings of common stock in a financial institution which exceed 10%
of the common stock of the financial institution then the full amount of this holding
(not just the amount above 10%) should be deducted from the bank's common
equity.

) If the bank has holdings of common stock in other financial institutions which in
aggregate exceed 10% of the bank’s common equity (after applying all other
regulatory adjustments to common equity) then the amount above 10% is required
to be deducted.

The treatment described will apply irrespective of the location of the exposure in the banking
book or the trading book. In addition:

o Gross long positions may be deducted net of short positions only if the short
positions involve no counterparty risk.

) Banks should look through holdings of index securities to deduct relevant exposures
to financial institutions which exceed the threshold limits.

101. The purpose of the proposed deduction is to remove the double counting of capital
in the banking sector and limit the degree of double counting in the wider financial system.
Furthermore, it seeks to remove double counting within the appropriate tier of capital rather
than at the total capital level. It will help ensure that when capital absorbs a loss at one
financial institution this does not immediately result in the loss of capital in a bank which
holds that capital. This will help increase the resilience of the banking sector to financial
shocks and reduce systemic risk and procyclicality.

Shortfall of the stock of provisions to expected losses

The deduction from capital in respect of a shortfall of the stock of provisions to expected
losses under the IRB approach should be made 100% from the common equity component
of Tier 1 capital.

102. Under the proposed approach, the capital regime would not differentiate between a
bank which has a low stock of provisions relative to expected losses and a similar bank
which has a stock of provisions?' equal to expected losses. The current regime results in the
bank with a low stock of provisions showing more Tier 1 capital, which could be acting as an
incentive for banks to provision at low levels.

103. The data collected in the impact study should help aid consideration of the existing
inclusion of provisions in Tier 2 under the Standardised and IRB approaches to credit risk,
including the treatment of the cap (ie 1.25% and 0.6% of credit risk weighted assets under
the standardised and IRB approaches, respectively).

L Including a similar approach to write-offs.
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Cash flow hedge reserve

Remove the positive and negative cash flow hedge reserve from the Common Equity
component of Tier 1 where it relates to the hedging of projected cash flows which are not
recognised on the balance sheet.

104. The proposal specifically identifies the element of the cash flow hedge reserve
which should be derecognised for prudential purposes. It removes the element which gives
rise to artificial volatility in common equity, as in this case the reserve only reflects one half of
the picture (the fair value of the derivative, but not the changes in fair value of the hedged
future cash flow).

Cumulative gains and losses due to changes in own credit risk on fair valued financial
liabilities
Filter out from the Common Equity component of Tier 1 all gains and losses resulting from

changes in the fair value of liabilities which are due to a changes in the bank’s own credit
risk.

105. The existing filter established in the 8 June 2004 press release® only applies to
gains and losses on liabilities which are fair valued as a result of the application of the fair
value option. The proposal extends this filter to cover gains and losses due to changes in
own credit risk on all liabilities which are fair valued. In addition, it clarifies that the filter
should be applied at the common equity level instead at the Tier 1 level.

Defined benefit pension fund assets and liabilities
) Apply no filter to defined benefit pension fund liabilities.

o Deduct the value of any defined benefit pension fund asset from the Common Equity
component of Tier 1. Assets in the fund to which the bank has unrestricted and
unfettered access can, with supervisory approval, offset the deduction. Such
offsetting assets should be given the risk weight they would receive if they were
owned directly by the bank.

106. The proposal to fully recognise liabilities arising from defined benefit pension funds
in the calculation of the Common Equity component of Tier 1 will help ensure that this
element of capital retains the confidence of regulators and market participants to absorb
losses on a going concern basis.

107. The proposal to require pension fund assets to be deducted from the Common
Equity component of Tier 1 addresses the concern that assets arising from pension funds
may not be capable of being withdrawn and used for the protection of depositors and other
creditors of a bank. The concern is that their only value stems from a reduction in future
payments into the fund. The proposal allows for banks to reduce the deduction of the asset if
they can address these concerns and show that the assets can be easily and promptly
withdrawn from the fund.

% Available at www.bis.org/press/p040608.htm
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Remaining 50:50 deductions

All remaining regulatory adjustments which are currently deducted 50% from Tier 1 and 50%
from Tier 2, and which are not addressed elsewhere in the proposal, should receive a 1250%
risk weight. These include:

o Certain securitisation exposures;

o Certain equity exposures under the PD/LGD approach;

) Non-payment/delivery on non-DvP and non-PvP transactions; and

o Significant investments in commercial entities.

108. In relation to certain assets, Basel Il requires deductions to be made 50% from

Tier 1 and 50% from Tier 2, or gives banks the option of applying a 1250% risk weight or
deducting the asset 50:50. These are items listed in the box above. The 50:50 deductions
complicate the definition of capital, particularly in the application of the limits and so the
proposal is that they will receive a 1250% risk weight.

) Disclosure requirements

Banks will be required to disclose the following:

o a full reconciliation of all regulatory capital elements back to the balance sheet in the
audited financial statements;

o separate disclosure of all regulatory adjustments;

) a description of all limits and minima, identifying the positive and negative elements
of capital to which the limits and minima apply;

o a description of the main features of capital instruments issued;

o banks which disclose ratios involving components of regulatory capital (eg “Equity

Tier 17, “Core Tier 1" or “Tangible Common Equity” ratios) to accompany these with
a comprehensive explanation of how these ratios are calculated.

In addition to the above, banks will be required to make available on their websites the full
terms and conditions of all instruments included in regulatory capital.

109. These disclosures will help improve transparency of regulatory capital and improve
market discipline.

2. Risk coverage

110. The Committee is taking a number of steps to strengthen the risk coverage of the
Basel Il framework. In July 2009, it issued a set of proposals to raise banks’ capital
requirements for trading book exposures, resecuritisations and liquidity lines to ABCP
conduits. These requirements take effect at the end of 2010.

111. The remainder of this section presents the Committee’s proposals to strengthen the
capital requirements and risk management standards for counterparty credit risk.
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Counterparty credit risk
(a) Introduction

112. In its review of the treatment of counterparty credit risk (CCR), the Committee
engaged in a wide-ranging effort to ascertain areas where capital requirements for CCR
need to be strengthened.?® In conducting this review, the Committee carefully considered:

o areas where the current treatment did not adequately capitalise for the risks during
the crisis;
J the provision of incentives to move bi-lateral OTC derivative contracts to multilateral

clearing through central counterparties;

o the provision of incentives to reduce operational risk arising from inadequate
margining practices, back-testing and stress testing; and

o whether the changes would contribute to reducing procyclicality.

(b) Key problems identified

113. The Committee identified several areas where capital for CCR proved to be
inadequate. Some of the concerns about the capital treatment of CCR have broader
consequences and the resulting recommendations may, in some cases, affect areas outside
of counterparty credit risk. In these cases, counterparty credit risk was where the problems
were most apparent.

114. More specifically, the Committee has determined that the regulatory capital
treatment for counterparty credit risk was insufficient in the following areas:

) During the recent market crisis, a key observation was that defaults and
deteriorations in the creditworthiness of trading counterparties occured precisely at
the time when market volatilities, and therefore counterparty exposures, were higher
than usual. Thus, observed generalised wrong-way risk was not adequately
incorporated into the framework.*

o Mark-to-market losses due to credit valuation adjustments (CVA) were not directly
capitalised. Roughly two-thirds of CCR losses were due to CVA losses and only
about one-third were due to actual defaults. The current framework addresses CCR
as a default and credit migration risk, but does not fully account for market value
losses short of default.

o Large financial institutions were more interconnected than currently reflected in the
capital framework. As a result, when markets entered the downturn, banks’
counterparty exposure to other financial firms also increased. The evidence
suggests that the asset values of financial firms are, on a relative basis, more
correlated than those of non-financial firms. As such, this higher degree of

= Counterparty credit risk is the risk that the counterparty to a transaction could default before the final

settlement of the transaction's cash flows. An economic loss would occur if the transactions or portfolio of
transactions with the counterparty has a positive economic value at the time of default. Unlike a firm’'s
exposure to credit risk through a loan, where the exposure to credit risk is unilateral and only the lending bank
faces the risk of loss, CCR creates a bilateral risk of loss: the market value of the transaction can be positive
or negative to either counterparty to the transaction. The market value is uncertain and can vary over time with
the movement of underlying market factors.

# General and specific wrong way risk are defined below in paragraph 127.
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115.

correlation with the market needs to be reflected in the asset value correlations. The
Committee, based on its empirical work, found evidence that asset value
correlations were at least 25% higher for financial firms than for non-financial firms.

The close-out period for replacing trades with a counterparty with large netting sets
or netting sets consisting of complex trades or illiquid collateral extended beyond the
horizon required for the capital calculations.

Initial margining typically was very low at the start of the crisis and increased rapidly
during the turmoil. This had a destabilising effect on many market participants and
sometimes caused or precipitated defaults. Capital based on Effective expected
positive exposure (EPE)® did not provide sufficient incentive for adequate initial
margins to be required at all points of the cycle.

Central Counterparties (CCPs) were not widely used to clear trades.

Securitisations were treated as if they had the same risk exposure as a similarly
rated corporate debt instrument. In the aftermath of the crisis, securitisations have
continued to exhibit much higher price volatility than similarly rated corporate debt.
Under the Basel framework, the standardised haircuts currently treat corporate debt
and securitisations in the same manner.

The crisis also revealed a number of shortcomings in banks’ risk management of

counterparty credit exposures, including in particular the areas of back-testing, stress testing
and monitoring of wrong way risk.

(c)

116.

Back-testing: The difficulties in statistical interpreta