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Federal agencies increasingly voice a preference for using the leverage
ratio and stress testing as an alternative to Basel risk-weighted capital

U

S Federal Reserve governor Daniel Tarullo
LQWHQVLÀHG WKH VFHSWLFDO WRQH RI $PHULFDQ
regulators toward the Basel bank capital ratio
in May, with a speech that questioned the approach to calculating assets. The US authorities have long expressed doubts about allowing
banks to use internal models, known as the internal ratings based (IRB) approach, to calculate
the risk weighting of their assets. This contributed to the US decision not to introduce Basel
II until several years after the EU, and is now
shaping the way in which the American authorities seek to implement Basel III.
“Even with the higher capital ratios required
by Basel III, the IRB approach is problematic.
The combined complexity and opacity of risk

weights generated by each banking organisation for purposes of
its regulatory capital requirement create manifold risks of
gaming, mistake and monitoring
GLIÀFXOW\µ0U7DUXOORZDUQHG
Daniel
He argued that the superviTarullo
sory stress testing of bank balance sheets – the comprehensive capital analysis and review (CCAR) developed over the past
ÀYH\HDUVE\WKH)HG²SURYLGHV´DPXFKEHWWHU
risk-sensitive basis for setting minimum capital
requirements”.
´7KH\ GR QRW UHO\ RQ ÀUPV· RZQ ORVV HVWLmates. They are based on adverse scenarios that
would affect the entire economy to page 4

CFTC’s O’Malia calls for
cross-border data agreement
CFTC commissioner wants to bring the US and EU together
to resolve data quality issues in derivatives reporting standards
By Charles Piggott

A

s regulators struggle with the rising tide
of data created by recent rulemakings, the
US Commodity Futures Trading Commission’s
(CFTC) Scott O’Malia has issued a public plea
for immediate US/EU talks aimed at harmonising
FRQÁLFWLQJRYHUWKHFRXQWHU 27& GHULYDWLYHV
reporting standards. Furthermore, the commissioner also asked G20 leaders to get “back to
the table” to reach international agreement on
harmonised data and trading standards.
Speaking on May 21, Mr O’Malia told the
CFTC’s Global Markets Advisory Committee:
“Right now, the US and EU are working separately to resolve data quality issues that should
instead be resolved together.”
Mr O’Malia told the committee that it was
his sincere hope that “negotiations will not only
begin immediately, but that our jurisdictions

will simultaneously engage in
harmonisation”.
OTC derivatives remain at
the forefront of post-crisis initiaWLYHVWREULQJWUDQVSDUHQF\WRÀnancial markets. Both the DoddScott
Frank Act in the US and the
O’Malia
European Market Infrastructure
Regulation (EMIR) provide for international data
sharing as part of the G20 mandate on OTC
derivative reforms.
Speaking at an industry event in Chicago earlier in the month, Mr O’Malia said: “In keeping
with these provisions and the OTC Derivatives
Regulators Group agreement, I call on the
[European] Commission and the EU to sign
an international data sharing agreement, collaborate to harmonise both the
to page 6
A publication from the Financial Times
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US steps up criticism of
Basel risk weights

Instead of purely measuring the bank’s risk,
he says managers have the dual objective
of “keeping a weather eye” on return on
from page 1
equity, by minimising capital requirements.
“The argument that if we get rid of
and take correlated asset holdings into ac- Risk sensitivity debate
this system, banks would stop doing risk
count. And, of course, the disclosure of The BCBS is certainly not oblivious to these modelling is nonsensical. What they would
the results helps inform counterparties concerns and has already begun compar- be doing is clean risk modelling, instead of
and investors, thereby increasing market ing bank balance sheets using benchmark getting into the moral hazard of trying to
discipline,” said Mr Tarullo.
hypothetical portfolios. This is part of the avoid holding more risk-based capital,”
His comments came just a month af- regulatory consistency assessment pro- says Mr Blundell-Wignall.
ter Jeremiah Norton, a director of the gramme (RCAP) established in 2012 under
Harald Benink, professor of bankFederal Deposit Insurance Corporation, the aegis of Basel’s standards implementa- LQJ DQG ÀQDQFH DW 7LOEXUJ 8QLYHUVLW\ DQG
told Congress that “the risk-based capi- tion group. The RCAP published reports chair of the European Shadow Financial
tal framework negotiated by the Basel on risk-weight variations for both banking Regulatory Committee, advocates going
Committee on Banking Supervision and trading books during 2013.
far beyond even the US leverage ratio,
(BCBS) leaves unchanged measures that
0DUN/HYRQLDQDIRUPHUVHQLRURIÀFLDO proposing at least 10% for systemic banks.
ZHUHSURYHQGHÀFLHQWGXULQJWKHÀQDQFLDO DW WKH 86 2IÀFH RI WKH &RPSWUROOHU RI This would be instead of the current Basel
crisis, such as the risk weights on mort- the Currency (OCC), was on the bank- global systemically important bank capigages and government-sponsored enter- ing book side of the standards implemen- tal buffer that uses the risk-based capital
prises, and also fails to address appropri- tation group before he left the OCC in ratio. Mr Benink believes that bank focus
ately foreign sovereign debt risk weights.” 2013. He says it is unfortunate that the on risks could be strengthened by making
RCAP studies have sometimes been in- WKHP KROG D VLJQLÀFDQW SDUW RI WKLV H[WUD
Leverage ratio focus
terpreted as evidence of the failure of the capital in contingent convertible bonds
Both regulators instead advocate a greater risk-based capital ratio.
rather than equity.
emphasis on the leverage ratio, which is
“The RCAP reports are actually evi“Alternative Tier 1 with a high trigbased on total rather than risk-weighted dence that there is work in progress to ger ratio for conversion into equity has
DVVHWV7R SURPRWH ÀQDQFLDO VWDELOLW\ WKH try to address variations. There are a DQ DV\PPHWULF ULVN SURÀOH 8QOLNH HTXLW\
US is proposing a 6% leverage ratio for its lot of discretionary components in the LQYHVWRUV ERQGKROGHUV GR QRW EHQHÀW
systemic banks, rather than the 3% level Basel framework, for instance how you from outsized short-term returns generrequired by the BCBS. In his testimony, treat certain estimates or types of credit. ated by taking on extra risk, but they do
Mr Norton cited research papers by the Those things were left fairly open, but if suffer losses if the capital ratio trigger is
Organisation for Economic Co-operation regulators work together, they can begin breached. That creates a powerful incenand Development (OECD), which showed to bring more global consistency to that tive to look at bank riskiness and a disinthat “the Basel Tier 1 risk-based capital ra- over time,” says Mr Levonian, who is now centive, via the funding cost for banks, to
WLRLVQRWDVWDWLVWLFDOO\VLJQLÀFDQWLQGLFDWRU a managing director at regulatory consult- game the risk weightings,” says Mr Benink.
of bank default; however, the leverage ratio ants Promontory Financial Group.
LVYHU\VWDWLVWLFDOO\VLJQLÀFDQWµ
The common concern in the banking National discretion
Adrian Blundell-Wignall, special advi- industry is that a high leverage ratio might However, the variation in risk weightings
VRU RQ ÀQDQFLDO PDUNHWV WR WKH 2(&' provoke greater risk taking. That would is not purely the fault of banks themselves.
secretary-general and one of the authors in turn force supervisors to become very As the RCAP reports recognised, national
of the research, points to the constant granular in their assessment of bank balance VXSHUYLVRUV KDYH VLJQLÀFDQW GLVFUHWLRQ LQ
decline in risk-weighted assets as a pro- sheet risks – something the US agencies are setting certain parameters. If anything, the
portion of total assets at the global sys- already doing with their guidance on lever- international divergence has increased as
temically important banks going back aged loan exposures (see GRR, p22).
UHJXODWRUVKDYHLQWHQVLÀHGWKHLULQWHUURJDover a decade (see chart). This trend
“If the leverage ratio is set too high and tion of risk weights.
WRRN SODFH HYHQ ZKLOH WKH ÀQDQFLDO V\V- becomes the binding constraint, then it is
During 2013, Switzerland introduced
tem became riskier. In his eyes, this is ev- almost certain that banks will be incentiv- add-ons for operational risk weightings, in
idence that banks are responding to any ised to look for assets that are further out WKHFRQWH[WRI86ÀQHVDJDLQVW6ZLVVEDQNV
tighter capital requirements by adjusting on the risk-return spectrum. There will be for helping US citizens to evade tax. In the
models and using other techniques to re- no capital penalties for that and banks will same year, the UK introduced a more rigduce risk weightings.
see a better chance of getting the returns LGVHWRIÀYHVWDQGDUGLVHGULVNZHLJKWVIRU
“We are not against having some form they need to support the cost of that ad- commercial real estate exposures, known
of risk sensitivity but there should be ditional capital,” says Mr Levonian.
as ‘slotting’. In April 2014, the European
some control mechanism such as a portHowever, Mr Blundell-Wignall strong- Banking Authority approved a request
folio benchmark. Banks could face quad- ly disputes this interpretation. He believes from the National Bank of Belgium to
ratic capital requirements that rise as they that by allowing banks to use internal LQFUHDVH ULVN ZHLJKW ÁRRUV RQ UHVLGHQWLDO
deviate further from that benchmark. But models to calculate risk weights, the task PRUWJDJHV E\ ÀYH SHUFHQWDJH SRLQWV RZthe current system that fails to control the of risk management has been polluted. ing to a hike in Belgian house prices. And
4

ratio of risk-weighted assets to total assets is not really controlling anything. It’s
as if each bank is running its own Basel
system,” says Mr Blundell-Wignall.
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there are even some regulators pushing
weights in the opposite direction.
“The Bank of Spain, for instance, reFODVVLÀHGYDULRXV60(>VPDOODQGPLGVL]HG
enterprise] loans last year to get a better
risk weight, despite those SME loans showing record deterioration. All these moves
GHÀQLWHO\UDLVHWKHTXHVWLRQDERXWWKHIXture usefulness of risk weights. As a fund
manager, I like to try as much as possible
to be able to compare apples with apples
EXWLWLVSURYLQJLQFUHDVLQJO\GLIÀFXOWZKHQ
regulators keep shifting the goal posts,
with rules changed at a whim,” says Guy de
%ORQD\DÀQDQFLDOHTXLWLHVIXQGPDQDJHUDW
the UK’s £32bn Jupiter Asset Management.
As well as causing confusion, this tinkering by national regulators is focused on
achieving an output that feels right, rather
than looking to improve the inputs or
models used to derive risk weightings. Mr
Blundell-Wignall suggests there are some
fundamental problems with the original
overarching method for converting inputs
such as probability of default (PD) and loss
given default (LGD) into risk weights. This
method was designed by members of the
BCBS itself in the early 2000s, led by Fed
senior economist Michael Gordy.
“The whole basis of the Basel system
model is portfolio invariance, which assumes the risk is idiosyncratic, for instance on each individual mortgage. This is
needed to be able to add assets to the risk
weighting calculation in a linear fashion,
but it does not penalise concentration,”
says Mr Blundell-Wignall.
At least one banking industry veteran has
some sympathy with this view. John Perry,
D ÀQDQFLDO FRQVXOWDQW ZKR ZDV WKH JOREDO
head of independent model risk review at

HSBC until 2013, says the variations in risk
weight outputs are not surprising once the
underlying model is understood.
The major challenge is in the process
of scaling up the bank’s expected loss calculation from PD and LGD inputs, to form
a risk weight that is designed to be enough
to cover unexpected losses as well. The
risk weight on an individual credit does
QRW UHÁHFW WKH DPRXQW RI FDSLWDO QHHGHG
to cover potential losses from that particular name, but is rather part of an entire
portfolio calculation based on factors such
as each bank’s individual loss experience
on that type of asset.
´3'VDUHW\SLFDOO\FODVVLÀHGRQDPDVter scale from one to 20. Most credits will
IDOO ZLWKLQ WKH ÀUVW VL[ VXEVFDOHV RI WKDW
which means each subscale encompasses
a difference in PDs of as little as 100th
of a basis point from minimum to maximum. That means it is relatively easy for
the marginal risk weight contribution on
a single name to differ by as much as 50%
purely due to different default histories at
the two banks,” says Mr Perry.
However, he does not see this as an
argument to scrap risk-based capital ratios
altogether. Mr Perry warns that while a high
leverage ratio reduces the risk of bank collapses or bail-outs, it could exacerbate other systemic risks. Each bank would have less
ÁH[LELOLW\WRPDQDJHLWVFDSLWDOGXHWRULJLG
OHYHUDJHUDWLRV$WWKHÀUVWVLJQRIORVVHVKH
believes banks would be forced to deleverage sharply, accentuating the cyclical impact
RIWKHÀQDQFLDOVHFWRURQWKHUHDOHFRQRP\
Nor is Mr Perry averse to the idea of
national discretion in risk weights. In his
eyes, this makes more sense than using the
Gordy formula that was essentially based

GLOBAL SYSTEMICALLY IMPORTANT FINANCIAL INSTITUTIONS –
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on the experience of US and Western
European bank balance sheet performance
in the 1990s. He suggests that countries
should be able to calibrate their own risk
weights alongside a global Basel standard,
examining their own economic cycles and
market trends including portfolio perforPDQFHV GXULQJ WKH PRVW UHFHQW ÀQDQFLDO
crisis. This would also provide a genuine
risk-based macroprudential tool with a
stronger analytical basis than simply hiking
ULVNZHLJKWÁRRUV
“Regulators fear losing global uniformity, but at the heart of improving risk
models is the concept of benchmarking. It
LV LPSRVVLEOH WR FRPSDUH WKH HIÀFDF\ RI
Basel models if there is only one of them,”
says Mr Perry.

Stress and strain
The one part of Mr Tarullo’s speech on
which there seems to be a consensus is
around the idea of stress testing as an alternative to risk-based capital ratios. Both
supporters and sceptics of IRB question
whether this approach is practical. Stress
testing is “incredibly labour-intensive to do
properly”, says Mr Levonian. This challenge
has to be taken seriously by the BCBS.
There are 27 jurisdictions represented on
the BCBS – many of them emerging markets – and another 16 jurisdictions in its
consultative group aspire to adopt Basel
requirements. Few of them would have
the resources to replicate the US CCAR
in their own countries.
And while stress tests are risk-sensitive, they do not necessarily meet the Basel
criteria for simplicity or comparability. The
basic concept and macroeconomic assumptions are easy enough to understand,
but the methodology is still complex.
“The CCAR calculations use similar
models to the process of calculating riskweighted assets, so any problems with
IRB will tend to be ported into the stress
test. In fact, the test has an added layer
RI FRPSOH[LW\ EHFDXVH RI WKH GLIÀFXOWLHV
of working out how the stressed macro
assumptions will feed into the variables,”
says Mr Levonian.
The Fed can double-check the banks’
models because it collects the data inputs
and runs them on its own systems as well.
But the acid test of Mr Tarullo’s claim that
the CCAR is more reliable than the Basel
UDWLR ZLOO EH WKH QH[W SHULRG RI ÀQDQFLDO
stress, since the US stress testing was only
introduced after the 2008 crisis. GRR
5

