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Capital Planning in a Fluctuating Regulatory 
Environment 
BY THE GLOBAL BANKING AND PAYMENT SYSTEMS PRACTICE 

Faced with substantial regulatory and business challenges on several fronts, U.S. bank holding 
companies (“BHCs”) and their subsidiary depository institutions continue to deal with significant 
uncertainty, including with respect to their capital requirements.  Several important changes to how 
regulatory capital ratios are calculated, along with additional proposals that would substantially 
increase the required level and quality of capital for the largest BHCs, pose formidable challenges to 
capital planning for U.S. BHCs and their bank subsidiaries.  In the face of this regulatory uncertainty, 
institutions are focusing on ensuring a flexible and responsive internal capital planning process that 
enables management to effectively deploy and supplement existing capital without having to alter 
substantially their existing business model. 

The New Capital Planning Regulatory Environment 

Following the 2008 financial crisis and the severe strain that was placed on global financial 
institutions, U.S. and international bank regulators have been seeking to enhance their supervision of 
the largest and most complex global financial institutions.  As part of this enhanced supervision, 
regulators have sought to increase capital levels for these institutions so that they are more capable of 
better absorbing losses and withstanding periods of financial distress.  In implementing new 
requirements, however, regulators have created a complex web of capital requirements that will 
greatly increase the time and resources that an institution must devote to capital planning.  A 
summary of the various U.S. final and proposed requirements follows. 

Revised Basel III Leverage Ratio 

On January 12, 2014, the Basel Committee on Banking Supervision announced several revisions to the 
Basel III leverage ratio framework and disclosure requirements published in June 2013 (the “Basel III 
Leverage Ratio”).1  These changes, made following a review of comments provided by financial 
institutions and other market participants,2 will provide some relief to financial institutions 
implementing the Basel III Leverage Ratio by modifying the denominator, the “exposure” measure, so 
that institutions will not be required to include particular types of transactions in the exposure 
measure.  These transactions include: 

 Securities financing transactions. For securities financing transactions, such as repos and 
reverse repos, netting is now permitted for cash payables and cash receivables with the 
same counterparty where specific conditions are met.  These include that the transactions 
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have the same explicit final settlement date, the right to set off is legally enforceable, and 
the parties intend for a functional net settlement to occur.3 

 Off-Balance Sheet Exposure. Instead of using a uniform 100% credit conversion factor 
(“CCF”), which converts an off-balance sheet exposure to an on-balance sheet equivalent, 
institutions are now permitted to use the same CCFs used in the Standardized Approach for 
credit risk under the risk-based requirements, which is transaction-based, subject to a floor 
of 10%.4 

 Cash variation margin for derivatives exposures. Cash variation margin associated with 
derivative exposures may be used to reduce the exposure measure if specific conditions are 
met.5 

 Centrally cleared derivatives. In client clearing arrangements, a clearing member’s 
transactions with central counterparties (“CCPs”) may be excluded from the exposure 
measure if the clearing member is not contractually required to reimburse the client for any 
losses suffered due to changes in the value of the client’s transactions in the event that the 
CCP defaults.6 

 Written credit derivatives. For single-name written credit derivatives, the notional amount 
may be reduced by the notional amount of a purchased credit derivative on the same 
reference name with a maturity equal to or greater than that of the written credit derivative  
if the reference obligation is equal to or is junior to the reference obligation of the written 
credit derivative.7 

Other Relevant Capital Requirements Imposed in 2013 

In addition to the requirements imposed under the revised Basel III Leverage Ratio, U.S. financial 
institutions are also dealing with the new capital requirements finalized or proposed by the Board of 
Governors of the Federal Reserve System (“FRB”), the Office of the Comptroller of the Currency 
(“OCC”), and the Federal Deposit Insurance Corporation (“FDIC”) in 2013.  Generally, these final and 
proposed rules will require the largest U.S. financial institutions to hold more and better quality capital 
(i.e., common stock) against what regulators view as particularly high-risk activities, such as 
securitizations or derivative exposures. 

Final Basel III Rule 

On July 2, 2013, the FRB and OCC announced a joint final rule implementing the Basel III capital 
framework agreed to by the Basel Committee on Banking Supervision (the “Basel III Final Rule”).8  
Highlights of the Basel III Final Rule include: 

 Components of Capital: Under the Basel III Final Rule, IDIs will be required to meet the 
following minimum capital ratios, expressed as a percentage of risk-weighted assets: 

– Common Equity Tier 1 Capital Ratio—a common equity Tier 1 (“CET1”) capital ratio of 
4.5% (a new concept and requirement).  This includes common stock and related 
surplus, retained earnings and qualifying minority interests in consolidated depository 
institution subsidiaries. 

– Tier 1 Capital Ratio (CET1 Capital + Additional Tier 1 Capital)—a Tier 1 capital ratio of 
6.0% (currently 4.0%).  Additional Tier 1 Capital includes non-cumulative perpetual 
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preferred stock, and for institutions with less than $15 billion in total consolidated assets 
as of December 31, 2009, certain trust preferred securities (“TruPS”) and cumulative 
perpetual preferred stock issued before May 19, 2010, but only up to 25% of Tier 1 
Capital.  

– Total Capital Ratio (Tier 1 capital + Tier 2 capital)—a total capital ratio of 8.0% 
(unchanged from current capital rules). Tier 2 Capital includes subordinated debt, other 
qualifying minority interests, and for institutions with more than $15 billion in total 
consolidated assets as of December 31, 2009 that are not advanced approaches 
banking organizations, certain TruPS and cumulative perpetual preferred stock issued 
prior to May 19, 2010.  For advanced approaches banking organizations, certain TruPS 
and cumulative perpetual preferred stock that are currently classified as Tier 1 Capital 
(up to 25%) will eventually be phased out of regulatory capital calculations.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Components of Capital 

 Capital Conservation Buffer: The capital conversation buffer (“CCB”) will be composed 
exclusively of CET1 capital and will be added on top of each of the minimum risk-based 
capital ratios noted above.  An institution’s CCB will be calculated based on the lowest of the 
following three ratios: (i) its CET1 capital ratio minus its minimum CET1 capital ratio 
requirement; (ii) its Tier 1 capital ratio minus its minimum Tier 1 capital ratio requirement; 
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or (iii) its total capital ratio minus its minimum total risk-based capital ratio requirement.  As 
an institution’s CCB falls below 2.5% of its total risk-weighted assets, it will become subject 
to increasingly stringent limitations on capital distributions (such as dividends) and 
discretionary bonus payments to executive officers.  

 Countercyclical Capital Buffer: In addition to the CCB, advanced approaches banking 
organizations (institutions with consolidated total assets of $250 billion or more or 
consolidated on-balance sheet foreign exposure of $10 billion or more) will be required to 
maintain a countercyclical capital buffer of CET1 capital of up to 2.5% of risk-weighted 
assets.  The actual amount of the countercyclical capital buffer for an institution will be 
based on a range of “macroeconomic, financial and supervisory information” that would 
indicate an increase in systemic risk. 

 Leverage: The Basel III Final Rule retains for all banking organizations a leverage ratio 
requirement of Tier 1 Capital to average consolidated assets, but increases the minimum 
required leverage ratio from 3% to 4%, and removes the existing authorization for a reduced 
3% leverage ratio requirement for banking organizations with a supervisory composite rating 
of 1.  

 Risk-Weightings: The Basel III Final Rule maintained existing risk-weightings under the 
standardized approach for a variety of asset classes, including most corporate debt 
exposures and residential mortgages, along with exposures to the U.S. government, its 
central bank, government agencies, and exposures conditionally and unconditionally 
guaranteed by such entities.  However, the Basel III Final Rule also increased risk-weightings 
for other asset classes, such as high-volatility commercial real estate loans, which went from 
a 100% risk-weighting to a 150% risk-weighting. 

 Securitizations: Under the Basel III Final Rule, the risk-based capital requirement for 
securitization exposures is determined by applying either: (1) the gross-up approach from 
the general risk-based capital rules based on the subordination of securitization exposure, or 
(2) a simplified supervisory formula approach, which is a simplified version of the 
supervisory formula approach in the advanced approaches rule.  Importantly, the Basel III 
Final Rule retains a requirement from the proposed rule that would impose a 1,250% risk-
weighting for those securitizations where an institution fails to satisfy its own due diligence 
requirements. 
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Asset Class 
 

Current 
Capital Rules 

Revised Capital Rules  

On Balance Sheet 
High Volatility 
Commercial Real Estate 
(“HVCRE”) 

100% 150%, with some exceptions 

Past-due Asset Exposures 
 

50% or 
100% 

150%, does not apply to: 
• 1-4 family residential exposures (no change 

to current treatment) 
• HVCRE (already risk weighted at 150%) 
• Portion of loan balances with eligible 

guarantees or collateral (risk weight varies) 
Securitizations 
(Structured Investments) 
 

100% Risk weight based on one of the following: 
• Gross Up Approach;  
• Simplified Supervisory Formula Approach; or  
• 1,250% Risk Weight (default, assigned if due 

diligence not satisfactory) 
Equity Exposures 
(various classes) 

0% to 100% 0% to 600%, including:  
• 250% (significant investment in common 

stock of unconsolidated financial institution) 
• 300% (publicly traded equity exposure) 
• 400% (equity exposure not publicly traded) 
• 600% (equity exposure to a hedge fund or 

any investment firm that has greater than 
immaterial leverage) 

Changes to Various Risk-Weighted Asset Classes9 

Supplementary Leverage Ratio Standards 

On July 9, 2013, the FRB, along with the OCC and the FDIC, announced a proposed rule that would 
subject the largest and most complex U.S. BHCs10 to a heighted leverage ratio (the “Supplementary 
Leverage Ratio Proposed Rule”).11  Under the Supplementary Leverage Ratio Proposed Rule, IDI 
subsidiaries of U.S. BHCs affected by the rule would be required to maintain a supplementary leverage 
ratio of at least 6% to be considered well-capitalized.12  

The Supplementary Leverage Ratio Proposed Rule would also introduce a leverage buffer (the above 
mentioned supplementary leverage ratio minus 3%) for affected U.S. BHCs.  If a BHC were to fail to 
maintain a leverage buffer of at least 2%, it would be subject to increasingly stringent restrictions on 
the payment of dividends and discretionary bonus payments.13  If an affected BHC fails to maintain a 
leverage buffer of at least 0.5%, it is prohibited from paying any dividends or discretionary bonuses.14  
It is important to note that this would be independent of any constraints imposed by the CCB under 
the Basel III Final Rule. 

Key Issues for Financial Institutions 

Quality and Quantity of Capital 

Under the Basel III Final Rule and the additional proposed rules discussed herein, banking institutions 
are required to hold greater amounts of higher-quality capital, and must be less reliant on certain 
capital instruments that regulators now view as less effective in meeting capital requirements during a 
crisis.  In particular, regulators are looking to phase out the use of hybrid debt-equity instruments, 
such as TruPS, and have institutions focus on high-quality capital, especially common stock. 
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Treatment of Off-Balance Sheet Exposures 

One key focus of the new capital planning framework is the treatment of off-balance sheet exposures.  
Under the Basel III Final Rule, institutions are now required to hold substantially higher capital levels 
against their off-balance sheet exposures, which is a significant development and departure from prior 
practice for U.S. institutions.  However, as demonstrated by the changes in the revised Basel III 
Leverage Ratio released in January 2014, the Basel Committee on Banking Supervision and various 
national banking regulators will be observing how these new capital requirements are implemented by 
participants, and may continue to modify them based upon market responses.  Given the evolving 
regulatory structure in the U.S. and Europe for derivative transactions, IDIs and BHCs may see 
changing capital requirements for derivatives exposures, among other changes. 

Effect on Executive Compensation 

For those institutions subject to the Basel III Final Rule, and potentially, to the Supplementary 
Leverage Ratio Proposed Rule, a new capital measure has been put into place that could limit certain 
bonus payments to executive employees.  IDIs and BHCs subject to this requirement will need to 
develop policies and procedures that effectively maintain the CCB while allowing management to set 
and meet realistic financial performance targets. 

Tips for Effective Capital Planning 

While the particular requirements for regulatory capital may change, regulated financial institutions 
will be well-served to develop and maintain a comprehensive internal process that allows for quickly 
and efficiently responding to changes and potential developments affecting capital requirements.15  As 
noted by the Basel Committee on Banking Supervision, the elements of a comprehensive capital 
planning process include: 

 Effective Governance Structure. Given the rapid evolution of capital requirements for U.S. 
bank holding companies, institutions must build and maintain effective internal processes for 
determining their capital needs.  This should include an internally coherent planning and 
review process that is supervised by senior management and, most importantly, reviewed 
and approved by the Board of Directors.16 

 Capital Policy and Risk Capture. After an institution has developed and implemented a 
comprehensive capital policy that is approved by the Board of Directors, management should 
ensure that it is able to effectively meet the requirements of the capital policy, including 
developing strategies to address potential capital shortfalls, monitoring appropriate metrics, 
thresholds and limits established by the capital policy, and ensuring that the institution’s 
level of risk tolerance is represented in this process.17  This process, which the Board of 
Directors should continually review and update, as appropriate, should also allow the 
institution to identify potential limitations in its capital planning process where particular 
risks may not be subject to explicit regulatory capital treatment, and incorporate additional 
risk mitigation efforts and responses. 

 Stress-testing. When testing the ability to respond to potential stress events to an 
institution’s capital position, management should consider whether particular stress 
scenarios pose a distinct threat to the institution’s business model, and the Board of 
Directors should consider if management is being too optimistic in its ability to respond in 
such scenarios.18 
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 Preservation of Capital. The institution should establish a formal management review 
process that will consider and prioritize a range of actions that may be taken to preserve 
capital.  This process should allow management and the Board of Directors to assess the 
effectiveness of all actions under various stress scenarios and be executed swiftly with a 
substantial degree of confidence.19 
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