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ECON 318: Canadian Economic Policy & Institutions  2014-2015
Notes for Lecture -- 023
THE BASEL RULES FOR BANKS

Background

· The Basel Accords named after the city of Basel, Switzerland, refer to the banking supervision Accords (recommendations on banking laws and regulations) of Basel I (1988), Basel II (June 2004), and Basel III (September 2010) by the Basel Committee on Banking Supervision (BCBS). They are called the Basel Accords as the BCBS maintains its secretariat at the Bank of International Settlements in Basel, Switzerland and the committee normally meets there.

· The Bank for International Settlements (BIS) is an international organization of central banks which "fosters international monetary and financial cooperation and serves as a bank for central banks."  It is not accountable to any national government. The BIS carries out its work through subcommittees, the secretariats it hosts, and through its annual General Meeting of all members. It also provides banking services, but only to central banks, or to international organizations like itself. Based in Basel, Switzerland, the BIS was established by the Hague agreements of 1930.
· The Basel Committee on Banking Supervision consists of representatives from central banks and regulatory authorities of the Group of Ten countries,G10, including Belgium, Canada, France, Germany, Italy, Japan, Netherlands, Sweden, Switzerland, United Kingdom and United States) plus others (specifically Luxembourg and Spain). The committee does not have the authority to enforce recommendations, although most member countries (and others) tend to implement the Committee's policies. This means that recommendations are enforced through national (or EU-wide) laws and regulations, rather than as a result of the committee's recommendations - thus some time may pass between recommendations and implementation as law at the national level.

· The Basel Committee formulates broad supervisory standards and guidelines and recommends statements of best practice in banking supervision in the expectation that member authorities and other nations' authorities will take steps to implement them through their own national systems, whether in statutory form or otherwise.

· The purpose of the committee is to encourage convergence toward common approaches and standards "the BCBS is not a classical multilateral organization. It has no founding treaty, and it does not issue binding regulation. Rather, its main function is to act as an informal forum to find policy solutions and to promulgate standards." (pp 619)

· The Basel committee along with its sister organizations, the International Organization of Securities Commissions and International Association of Insurance Supervisors together make up the Joint Forum of international financial regulators.

Types of Capital and its ratios

The theoretical reason for holding capital is that it should provide protection against unexpected losses.  Note that this is not the same as expected losses which are covered by provisions, reserves and current year profits

· Tier 1 capital is the core measure of a bank's financial strength from a regulator's point of view. It is composed of core capital, which consists primarily of common stock and disclosed reserves (or retained earnings), but may also include non-redeemable non-cumulative preferred stock. Capital in this sense is related to, but different from, the accounting concept of shareholders' equity.  Tier 1 capital is also seen as a metric of a bank's ability to sustain future losses.

Each country's banking regulator, however, has some discretion over how differing financial instruments may count in a capital calculation. This is appropriate, as the legal framework varies in different legal systems.

· The Tier 1 capital ratio is the ratio of a bank's core equity capital to its total assets. The Tier 1 risk based capital ratio is the ratio of a bank's core (equity capital) to its total risk-weighted assets. Risk-weighted assets are the total of all assets held by the bank which are weighted for credit risk according to a formula determined by the Regulator (usually the country's Central bank). Most central banks follow the Bank for International Settlements (BIS) guidelines in setting formulae for asset risk weights. Assets like cash and coins usually have zero risk weight, while corporate bonds might have a risk weight of 100%.

· Leverage Ratio:  The ratio of Tier 1 capital to Total assets from which intangibles such as goodwill, software expenses, and deferred tax assets have been removed.

History of Basel III
· The financial crisis of 2007-08 and the ensuing global economic crisis that saw some banks going under or others in need for bail-out money also precipitated calls for stricter regulation of the banking sector.

· The US House and Senate reached a broad accord in late June 2010 on many controversial proposals, including the so-called Volcker Rule. Named after President Obama's senior economic adviser and former Fed chairman Paul Volcker, the rule prevents banks from using their own funds to make risky market bets.

· The Basel Committee on Banking Supervision at a meeting in December 2009 put forward a set of proposals as a way of updating the until then prevailing Basel II framework and strengthening the resilience of the global banking sector in the wake of the financial crisis.
· The US, long resistant to Basel's rules, had agreed to follow the framework by 2011. US banks are bound by the Basel rule because they are global enterprises, and all the major industrialized countries are represented on the committee.

· A four-month consultation period until April 2010 was set where banks and other financial institutions had the chance to respond to the proposed tough reforms of Basel III.
Basel III

· At its September 12, 2010 meeting, the oversight body of the BCBS announced a package of substantial changes for the strengthening of capital requirements.
· The G20 Leaders at the Seoul Summit on the 11 and 12 November 2010 endorsed the Basel III framework, stating that
· the new standards will markedly reduce banks' incentive to take excessive risks,
· lower the likelihood of future crises, and
· enable banks to withstand - without extraordinary government support - stresses of a magnitude association with the recent financial crisis.
· The reforms basically call for the following:

· An increase in the minimum requirement for common equity that is the highest form of loss absorbing capital
· Stricter criteria about which financial instruments qualify for capital 

· The introduction of capital buffers for conservation and for counter-cyclical protection
· The introduction of a global liquidity standard

· The adoption of a leverage ratio

· A transitional period of 8 years with a time table for the gradual implementation of the reforms
· Under the agreements, the minimum requirement for common equity will be raised from the current 2% level, before the application of regulatory adjustments, to 4.5% after the application of stricter adjustments. This will be phased in by 1 January 2015.

· The Tier 1 capital requirement, which includes common equity and other qualifying financial instruments based on stricter criteria, will increase from 4% to 6% over the same period.

· The capital conservation buffer above the regulatory minimum requirement will be calibrated at 2.5% and be met with common equity, after the application of deductions.

·  The purpose of the conservation buffer is to ensure that banks maintain a buffer of capital that can be used to absorb losses during periods of financial and economic stress.

· While banks are allowed to draw on the buffer during periods of stress, the closer their regulatory capital ratios approach the minimum requirement, the greater the constraints on earnings distributions.

· This framework will reinforce the objective of sound supervision and bank governance and address the collective action problem that has allowed some banks to distribute discretionary bonuses and high dividends, even in the face of deteriorating capital positions.
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· A countercyclical buffer within a range of 0% - 2.5% of common equity or other fully loss absorbing capital will be implemented according to national circumstances.
· The purpose of the countercyclical buffer is to achieve the broader goal of protecting the banking sector from periods of excess aggregate credit growth.

· For any given country, this buffer will only be in effect when there is excess credit growth that is resulting in a system wide build up of risk.

· The countercyclical buffer implies in effect that, at the discretion of relevant authorities, banks would be required to hold more capital in good times to prepare for downturns in the economy
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Importance of Liquidity

· The most significant change to the rules concerns the committee’s recommendations on the volume of liquid funds that banks should hold to protect them against another financial crisis.

· Liquidity is defined as cash, cash equivalents and other assets (liquid assets) that can be easily converted into cash (liquidated).  In the case of a market, a stock or a commodity, the extent to which there are sufficient buyers and sellers to ensure that a few buy or sell orders would not move prices very much. Some markets are highly liquid; some are relatively illiquid.
· The term also means how easy it is to perform a transaction in a particular security or instrument. A liquid security, such as a share in a large listed company or a sovereign bond, is easy to price and can be bought or sold without significant price impact. With an illiquid instrument, trying to buy or sell may change the price, if it is even possible to transact.
· Banks need to hold enough to cover expected demands from depositors, creditors and counterparties. During the global financial crisis it became clear that many assets were a lot harder to sell than banks had expected. Now the Basel Committee tries to strengthen liquidity with the help of two standards for funding liquidity
· The two standards aim at achieving two separate but complementary objectives:

· To promote short-term resilience of a bank’s liquidity risk profile by ensuring that the bank has enough high quality liquid resources, such as cash and government bonds, to survive an acute stress scenario that lasts one month. For this purpose the Committee developed the Liquidity Coverage Ratio (LCR).  High quality liquid assets must be liquid in times of stress and, ideally, be central bank eligible.
· To promote resilience over longer time horizon by creating additional incentives for a bank to fund its activities with more stable sources of funding on an ongoing structural basis.  The Net Stable Funding Ratio (NSFR) has been developed to provide sustainable maturity structure of assets and liabilities. The NSFR aims to limit over-reliance on short-term wholesale funding during times of buoyant market liquidity and encourages better assessment of liquidity risks across all on- and off-balance-sheet items.
· After an observation period beginning in 2011, the LCR will be introduced on 1 January 2015. The NSFR will move to a minimum standard by 1 January 2018. The Committee will put in place rigorous reporting processes to monitor the ratios during the transition period and will continue to review the implications of these standards for financial markets, credit extension and economic growth, addressing unintended consequences as necessary
Challenges with enforcing Basel III

· Lack of uniform accounting rules:  For the moment, there is no agreement between the International Accounting Standards Board (IASB), the body that sets the International Financial Reporting Standards (IFRS) accepted in more than 100 countries outside the US, and its US counterpart, the Financial Accounting Standards Board (FASB).  IASB proposes shifting from the current much criticized incurred-loss approach to loan losses to an expected-loss model. This would mean banks providing for future losses on loans on the basis of what they expect in the way of defaults at any stage of the economic cycle. It’s a reform that’s backed by banking regulators in principle because the new approach would signal loan problems much sooner than does incurred loss, which allows banks to make provisions only after a loss on a loan has actually been incurred. The principle pitches the interests of regulators against those of investors and in detail the expected-loss approach worries accountants who fear it could aid managements seeking to manipulate earnings figures. The IASB’s proposals on loan impairment differ from those of its US counterpart, the FASB, thereby contributing to the split between the two standard-setters that’s threatening the G-20 goal of achieving a single set of global accounting rules. 

· Delegating to national regulators:  There is a worry that too much power is delegated to national regulators, which might defeat the purpose of having a globally coordinated approach in terms of pace and consistency
· Banks are not calculating risk-weighted assets consistently.

· Need to raise more equity:  Banks will have to maintain a core capital ratio of at least 6%, which will create a need for banks to raise more equity and this could be particularly negative for the European banks. It is projected that the European banking sector as a whole will have an aggregate extra funding requirement of more than one trillion euros.
· Adequacy of capital rules is questionable:  How helpful can those rules be in a 21st century stock market run on a publicly traded bank?   Five days before the bankruptcy of Lehman Brothers in September 2008, it boasted a Basel-type “Tier 1” capital ratio of 11%, almost three times the regulatory minimum.  When the share price collapsed, counter-party confidence ebbed away much faster than the capital adequacy ratio would suggest.  Can capital rules protect inter-linked banks from a domino effect following the failure of one bank (systemic risk)?  Are capital rules sufficient in the wake of new types of securitization instruments, excessive risk taking, self-measurement of risk and financial markets' volatility.
· Early evidence that the Canadian and international banking systems have already made good progress in implementing Basel III—particularly by augmenting the quantity and quality of capital—is excellent news

Canadian Adoption of Basel III
In Canada, the Office of the Superintendent of Financial Institutions (OSFI) has moved forward with the implementation of the finalized components of Basel III, bringing domestic rules into line with the new international standards
· The capital requirements were fully implemented at the beginning of 2013, without recourse to the available transition period. 
· No Canadian bank has been identified as globally systemically important (G-SIB) by the Basel Committee and the FSB.
· However, in line with principles established by the BCBS, OSFI has designated Canada’s six largest banks (BMO, BNS, CIBC, NBC, RBC, and TD) as domestic SIBs (D-SIBs)
· These banks are subject to closer supervision and are expected to adopt enhanced disclosure standards.  Enhanced disclosure requires D-SIBs to generally adhere to global best practices, including adopting the recommendations of the Enhanced Disclosure Task Force.
· As well, they will face an additional 1% risk-weighted common equity Tier 1 capital requirement at the beginning of 2016.
· In May 2014, OSFI published the final version of its Liquidity Adequacy Requirements (LAR) Guideline. The Liquidity Coverage Ratio (LCR) will be fully implemented in 2015, with the requirement set at 100 per cent (thus not using the transition period that required only 60% by 2015)
· The NSFR, which is still under development, will be implemented in line with the Basel schedule (likely in 2018)
· Finally, intraday liquidity metrics, which provide a useful additional monitoring mechanism (though not a requirement or standard), will be implemented according to a similar schedule.
· OSFI has also indicated that its existing leverage requirement, the assets to capital multiple, which has been in place since the 1980s, will be replaced by the Basel III leverage ratio. A new leverage guideline will be in place in early 2015. OSFI has noted that it will continue to apply more stringent leverage requirements on an institution-by-institution basis, as necessary.
· In early 2013, all of the Canadian D-SIBs exceeded the minimum common equity capital requirement (including the 1% D-SIB surcharge), and capital levels have continued to rise since then. By the end of 2013, capital stood at a weighted average of 9.3%, with a range of 8.7% to 9.9% across banks.
· In Canada, total credit continued to expand in the post-crisis period, even as banks built up their capital levels. This is in contrast to the levelling off in credit experienced in the United States and much of Europe, which coped with significant disruptions in their banking sectors.

BOC’s view of the new bank rules

· New global banking rules will provide a long-term boost to G20 economies equivalent to 30% of gross domestic product, or 10 trillion euros.

· The benefits from fewer and less severe financial meltdowns far outweighed short-term costs to the world's major economies as banks grapple with the stricter rules.

· Long-run benefits to Canada, where banks already had higher capital levels than in the United States and Europe, would be about 13% of gross domestic product, or C$200 billion.

· Other financial reforms such as tighter mortgage lending rules and counter-cyclical buffers could increase the net benefit of reforms by about 20% in Canada, according to the Bank of Canada's calculations.

