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BACKGROUND 

This three-part series examines the history and implications for capital regulation in the United States as U.S. 
banking regulators issue a proposal to implement Basel capital standards in the coming months. A major question 
will be how policymakers can mitigate unnecessary capital increases and support economic growth while 
maintaining the U.S. capital framework’s risk sensitivity. 
 
The analysis puts the Basel Finalization revisions in the big-picture context of the current financial system. Capital 
requirements for banks have risen significantly in recent years, partly due to factors outside of bank risk levels. 
Several requirements of the U.S. capital framework double-count or intensify Basel standards. The banking system 
experienced an influx in deposits during COVID stimulus, which affects leverage capital requirements and capital 
buffers attached to risk-based requirements. All of those factors are at play as pandemic-tested banks are 
preparing to support the economy in a potential downturn. 
 

• Part I of the series outlines the background and evolution of Basel. 

• Part II of the series focuses on the most likely potential options for the overall structure and scope of 
U.S. implementation. 

• Part III of the series explores options to calibrate bank capital requirements and prevent worsening of 
economic downturns. 

  
For additional reading, please see: 
 

•        Striking the Basel Balance 

•        Looking for a Needle in the Capital Stacks 

•        Calibrating Bank Capital Requirements 
 

https://bpi.com/striking-the-basel-balance/
https://bpi.com/looking-for-a-needle-in-the-capital-stacks/
https://bpi.com/calibrating-bank-capital-requirements/
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BASEL PRIMER SERIES: INTRODUCTION 

In his inaugural speech as the new Federal Reserve Vice Chair for Supervision, Michael Barr said that releasing a 

proposal to implement the 2017 reforms to the Basel III capital framework is one of his key priorities. These 

changes are called the “Basel Finalization” package in this post. In that same speech, Barr also announced that the 

Federal Reserve would undertake a “holistic review” of the U.S. capital framework that presumably would inform 

any published proposal to implement the Basel Finalization package. Both this holistic review and implementation 

of the Basel Finalization package will likely breathe new life into long-debated questions about the appropriate 

scope, structure, and content of the U.S. capital requirements. This is a particularly opportune time to take stock of 

where we are and where we may be going on the final leg of the post-crisis capital journey.  

To that end, this is our first in a series of posts to help readers assess an upcoming proposal from U.S. regulators to 

implementing the Basel Finalization package, which is expected in the first or second quarter of 2023. Today’s post 

will remind readers of the purpose of capital requirements and the principles underlying the Basel framework and 

its evolution over the last several decades, culminating in the 2017 Basel Finalization revisions issued by the Basel 

Committee on Banking Supervision (“BCBS”). Future posts will highlight major open questions that U.S. regulators 

will need to address and resolve when implementing the Basel Finalization package in the United States and 

present a framework for evaluating the U.S. proposal when it is issued.  

Purpose and Function of Bank Capital Requirements 

At a fundamental level, capital adequacy requirements force banks to fund a certain amount of their assets with 

shareholder equity as opposed to solely through debt. The purpose of capital requirements is twofold. First, by 

making it less likely that banks will fail, capital requirements protect both bank depositors and government 

providers of deposit insurance. Second, when banks are less likely to fail, the resonance of a bank failure is also less 

likely to affect other banks and the financial system, easing the possibility of financial instability or of deepening 

economic downturns.  

Unlike other forms of debt, bank deposits have a convenience value for bank customers. Specifically, depositors 

can use deposit accounts as “money” to pay for goods and services on-demand. In return for this convenience, 

depositors willingly accept a lower return on their deposits vis-à-vis other debt instruments that do not support 

payments capabilities. The convenience value of deposits effectively makes bank deposits cheaper and more stable 

relative to other forms of debt financing. As a result, banks prefer to fund themselves with a high level of deposits.  

Without capital requirements, banks would have an incentive to finance themselves with too many deposits from 

the perspective of those that offer deposit insurance. From the government’s perspective, the absence of capital 

requirements could also result in too many bank failures. Each profit-maximizing bank would not factor the 

externalities that its failure would have on the rest of the financial system into its funding and business decisions. 

For these reasons, for hundreds of years, banks have been subject to some form of capital requirement that serves 

as a buffer against potential losses, thereby reducing the risk that a bank would fail. One knock on impact to higher 

capital requirements, however, is that they increase the cost of borrowing for consumers and businesses. Because 

banks must rely on a more expensive funding source for their activities, including lending, they must increase the 

cost of their banking services offered to businesses and consumers, including loans. Although reducing the risk of 

bank failure benefits the economy and society at large, increasing the costs of banking services—and in particular, 

https://www.bis.org/bcbs/publ/d424.pdf
https://www.clevelandfed.org/en/newsroom-and-events/publications/economic-commentary/2020-economic-commentaries/ec-202005-evolution-bank-capital-requirements.aspx
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average interest rates on loans—can reduce economic activity. It can therefore be a countervailing societal cost. In 

crafting capital requirements, policymakers must balance these competing priorities appropriately.1 

Basic Anatomy of Bank Capital Requirements 

Because the Basel capital framework’s approach to bank capital has become increasingly complex and 

multifaceted over time, any discussion of that framework should be prefaced with a brief overview of the basic 

vocabulary and concepts of modern bank capital regulation. Understood most simply, any modern bank capital 

requirement has four basic components: 

▪ A numerator—a measure of how much capital a bank has;

▪ A denominator—a measure of the bank’s risk exposure or assets, against which regulators require banks

to measure its required capital;

▪ The required ratio—the amount of capital (numerator) relative to assets (denominator) that is required;

and

▪ The form of requirement—whether the requirement is a mandatory “minimum requirement” as opposed

to a “buffer” that must be met for the bank to conduct certain activities (for example, return capital to

shareholders).

Numerators: Defining Capital 

As we will describe, the Basel capital framework has evolved over time into several different measures of capital 

used for purposes of capital requirements, including common equity tier 1 capital, tier 1 capital, and total capital. 

Please note that these definitions of capital are the only significant portion of the Basel capital framework largely 

unaffected by the Basel Finalization package. 

Denominators: Measuring Bank Assets and Risks 

Approaches to defining and measuring a bank’s assets for purposes of the denominator of capital requirements 

has also evolved significantly over time, and they can be divided into two basic categories. 

Risk-based capital requirements use a risk-adjusted measure of a bank’s assets—typically referred to as “risk-

weighted assets” or “RWA”—for purposes of a capital requirement’s denominator. In general, the calculation of 

RWAs requires applying a multiplier to each exposure (including loans, cash, securities, and equity investments), 

based on the relative level of risk that the exposure presents to the bank. Different methods used to calculate 

RWAs vary in their risk sensitivity. More risk-sensitive methods of calculating RWAs, such as those that rely on 

firms’ own internal models to calculate risk based on historical experience, more closely tailor risk weights (and 

therefore capital requirements) to each asset’s inherent risk level. These internal models are subjected to rigorous 

review by the banking agencies to assess their calibration. The major drawback to risk-based capital requirements, 

and in particular the use of bank internal models, is that they typically result in a more complex framework that 

may reduce transparency and consistency across firms and jurisdictions. However, they address the fundamental 

disadvantages of leverage capital measures. 

Leverage capital requirements are not risk based and typically rely on a relatively simplistic approach that just uses 

balance sheet measures of a bank’s assets and, in some cases, balance sheet equivalents for certain off-balance 

exposures. Such measures are simple and generally do not require any assessment of the relative risk of different 

assets. Their disadvantage is that they have little to no risk sensitivity. They can (1) incentivize holding high-risk 

1 There are many other requirements whose goal is to reduce the probability of default and loss given default of large banks. Two prominent 

examples are total loss absorbing capacity requirements and liquidity requirements. 
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assets (because higher-risk assets tend to reap higher returns, and banks will therefore tend to hold more of 

them); and (2) disincentivize holding low-risk assets (whose returns relative to capital required are unduly low). 

We should also note that risk-based requirements may vary even more than leverage requirements, depending on 

which types of risks they attempt to separately capture and incorporate for purposes of calculating a bank’s RWA. 

For example, as we will describe, although the Basel capital framework originally focused on the holistic risk of 

various types of assets, over time it has introduced more specific methodologies that attempt to differentiate and 

separately measure the credit risk, market risk, operational risk, and other risks of particular assets and activities. 

Such a differentiated approach tends to further reinforce the general advantages and disadvantages of risk-based 

capitals requirements—that is, risk-sensitivity and complexity, respectively.2 

Notably, as we discuss in this series, the Basel Finalization package includes major changes in risk-based capital 

requirements. 

Required Ratios 

Although they are perhaps the most straightforward component of capital regulation, required ratios have also 

evolved considerably over time. As we will discuss, the Basel capital framework now includes a host of different 

required ratios that vary depending on the measure of capital or assets used in the calculation, and the nature of 

the requirement (that is, mandatory minimum versus buffer).  

The Basel Finalization package makes relatively modest changes to the Basel framework’s system of required 

ratios. 

Forms of Requirement—Mandatory Minimums Versus Buffers 

Another important aspect of any requirement are the consequences of noncompliance. Traditionally, bank capital 

requirements focused solely on mandatory minimums. If not met, these definitive legal requirements could result 

in significant penalties or sanctions. More recent innovations in the Basel capital framework introduced new 

requirements that take the form of buffers which, if not met, could result in a more limited set of restrictions (e.g., 

restrictions on dividends, share repurchases, or certain executive compensation payouts). 

Revisiting International Standards for Capital Adequacy—The Evolution of Basel 

International efforts to harmonize minimum capital adequacy requirements began several decades ago and have 

proceeded in three broad phases: Basel I, II, and III. We next outline the key contributions and developments of 

each phase.  

Basel I: Minimum Requirements Based on Risk-Weighted Assets 

In the 1980s, minimum capital requirements were emphasized as a mainstay of banking regulation. But concerns 

grew over lack of a consistent international approach, which created an unfair advantage for banks in nations with 

less stringent requirements.3 The Basel Committee on Banking Supervision (BCBS) at the Bank for International 

2 The global systemically important banks are subject to 12 separate capital requirements: six risk-based capital requirements, two leverage-

based requirements, and four requirements for total loss absorbing capacity.   
3 In the United States, the International Lending Supervision Act (ILSA) of 1983 mandated that the banking agencies set minimum levels of 

capital for the banking institutions under their supervision. ILSA also contained a directive to promote international coordination. 12 U.S.C. 
3907 (“The Chairman of the Board of Governors of the Federal Reserve System and the Secretary of the Treasury shall encourage  governments, 
central banks, and regulatory authorities of other major banking countries to work toward maintaining and, where appropriate, strengthening 

the capital bases of banking institutions involved in international lending.”).4 For example, there was no differentiation among corporate loans, 
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Settlements in Basel, Switzerland, led the first international Basel agreement on capital regulation in July 1988, 

known as the Basel I Accord. The U.S. implementation of Basel I commenced in January 1989 and proceeded over a 

four-year transition period. 

Basel I introduced the concept of risk-based capital requirements, a bedrock of capital requirements today. Under 

Basel I, regulators required banks to maintain an amount of equity capital equal to a certain percentage of each 

bank’s RWA. The Basel I risk-weighting scheme divided assets into only five categories of risk weights and, while 

simple, was therefore primitive and incomplete. The broadly defined risk categories were relatively insensitive to 

risk, and a bank’s RWA could only reflect the underlying risk of its asset portfolio to a limited extent.4 Although it 

was the first framework to address off-balance sheet exposures, its approach was also relatively rudimentary and 

susceptible to regulatory arbitrage.5  

Over time, the lack of risk sensitivity and other weaknesses compelled revisions to the framework, including the 

introduction of market risk capital requirements in 1996. Banks were required to calculate RWAs for certain 

trading book assets based on the market risk of those assets, rather than credit risk. These market risk capital 

requirements permitted the use of banks’ internal models for calculating the “Value at RisK” (“VaR”) of trading 

positions, subject to both quantitative parameters and qualitative standards, and were significantly more risk-

sensitive. 

Basel II: Toward a More Risk-Sensitive Approach 

With the goal of developing a more risk-sensitive framework and addressing other shortcomings of Basel I, Basel II 

was agreed to in 2004.6 Basel II created a sophisticated framework known as the “Advanced Internal Risk-Based 

Approach” to calculate RWAs. The A-IRB is reliant on banks’ internal data and models or tools to quantify risk and 

set risk weights.7 To the extent banks did not use the A-IRB, Basel II created standardized regulatory risk-weight 

regardless of the obligor’s credit risk rating. All “traditionally underwritten” residential mortgages were assigned to the 50-percent risk 
category, regardless of the ratio of the loan balance to property value (which measures the degree to which the loan is collateralized). 
4 For example, there was no differentiation among corporate loans, regardless of the obligor’s credit risk rating. All “traditionally underwritten” 

residential mortgages were assigned to the 50-percent risk category, regardless of the ratio of the loan balance to property value (which 
measures the degree to which the loan is collateralized). 
5 For various examples of regulatory arbitrage under Basel I, including use of securitization to reduce the capital requirement on funds 

extended to creditors, see Jones, David, “Emerging Problems with the Basel Capital Accord: Regulatory Capital Arbitrage and Related Issues,” 
Journal of Banking and Finance 24 (2000), pp. 35–58. Securitizations often could be structured to reduce the capital requirement on funds 
extended to creditors. The loans are packaged into a security that is sold to investors, with the bank retaining a junior tranche of the security 
where much of the credit risk is concentrated.  
6 BCBS, International Convergence of Capital Measurement and Capital Standards: A Revised Framework (June 2004), available at 

https://www.bis.org/publ/bcbs107.pdf.  
7 For each wholesale credit exposure and “homogeneous pool” of retail exposures, the bank must assign three empirically supported risk 

parameters: a probability of default (PD), a dollar-amount exposure-at-default (EAD), and a percentage (per dollar of EAD) loss-given-default 
(LGD). In addition, for wholesale exposures, the bank must assign a term-to-maturity parameter. These parameters are then fed into pre-
defined supervisory formulas that determine risk-weighted value asset values. The supervisory formulas are specific to broad asset categories 
such as residential mortgage, credit card, and commercial and industrial loans. They are derived from a basic credit value-at-risk modeling 
framework that simulates portfolio “tail losses.” Naturally, higher PD, LGD, or EAD (or longer maturity, in the case of wholesale) translate into 
higher RWA values. The comprehensive and data-driven approach to calculating risk-weighted assets allowed for a high degree of risk 

sensitivity relative to Basel I.8 Over the last few years, the United States has implemented regulatory tailoring, which changed the thresholds at 

which certain capital and other prudential requirements apply. The Fed also integrated the stress tests with the point-in-time capital 
requirements by replacing the fixed capital conservation buffer with the stress test capital buffer, based on the results of the supervisory stress 
tests. The objective was to integrate the stress tests with the ongoing non-stress capital requirements and simplify the capital framework. The 
simplification comes from eliminating five capital requirements in the stress tests and using the results of the stress tests , including the 
prefunding of 1 year of dividends on common stock, to set the size of the SCB. The SCB is also floored at 2.5 percent and only applies to the 
capital requirements calculated under the standardized approach. For the advanced approaches capital requirements, it retains the flat 2.5 
percent of risk-weighted assets as the capital conservation buffer.  

https://www.bis.org/publ/bcbs04a.pdf
https://www.bis.org/publ/bcbs107.pdf
https://www.bis.org/publ/bcbs107.pdf
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categories (known as the Standardized Approach [SA]) based partly on external credit assessments, which were 

therefore more risk-sensitive. 

Basel II also introduced an additional capital requirement for operational risk, defined as the “risk of loss resulting 

from failed internal processes, people, and systems” or from external events (unrelated to general business 

conditions) such as natural disasters.  

Shortly after the U.S. regulators proposed a rule in November 2007, the financial crisis of 2008 erupted. As a result, 

the U.S. never fully adopted Basel II. The conditions that led to the crisis made it clear to the international 

regulatory community that further revisions to the capital framework were necessary. 

Basel III: Higher and More Stringent Capital Standards 

In 2011, in response to the financial crisis and resulting recession, the BCBS published a revised set of international 

capital standards, known as Basel III. Overall, Basel III made capital requirements more stringent and simplified 

some elements of the A-IRB framework.  

Most notably, Basel III increased the quantity and quality of regulatory capital and imposed new capital buffers on 

top of regulatory minimums. For example, Basel III introduced a new capital measure of common equity tier 1 (or 

CET1), which is narrower than the previously used tier 1 capital category and introduced a new regulatory 

minimum risk-based capital ratio for CET1 of 4.5 percent. The tier 1 capital regulatory minimum increased from 4 

to 6 percent. Basel III also introduced “capital buffer” requirements, including a “capital conservation buffer” (CCB) 

set at 2.5 percent of total RWAs. The largest banks are also subject to a countercyclical capital buffer (CCyB) that 

regulators can raise amid elevated financial vulnerabilities. 

Basel III also created the category of “global systemically important banks” (GSIBs) and assigned them a special 

capital surcharge (which functions as another buffer) intended to account for their systemic risk. Exactly 30 banks 

worldwide (including 8 U.S. banks) are currently designated as GSIBs based on the Basel III methodology. In 

addition to meeting elevated capital requirements, these banks are required to meet total loss-absorbing capacity 

(TLAC) requirements established by the Financial Stability Board. The U.S. implementation of the TLAC standard 

also includes a mandatory long-term debt (LTD) minimum requirement to offer so-called “bail-in” capital. 

Turning to Basel III’s changes to RWAs, although Basel III simplified the securitization component of the A-IRB 

framework, it introduced a new capital charge for potential mark-to-market losses associated with the 

deterioration in the creditworthiness of a counterparty. This charge is known as credit valuation adjustment risk, 

or CVA risk. Basel III also codified a revised standardized approach for calculating credit risk that was more risk 

sensitive than prior standardized approaches.  

Implementation of Basel III in the United States: Convergence and Divergence 

Although U.S. regulators implemented the new Basel III framework in 2013, it was not simply a carbon copy of the 

Basel Committee’s version because of the following three key contextual factors.  

Dodd-Frank Act Constraints 

Importantly, prior to the U.S. implementation of the Basel III framework, several new statutory constraints on U.S. 

bank capital regulation were introduced by the Dodd-Frank Act in 2010. Most significant among these is section 

171 of the Dodd-Frank Act, also known as the “Collins Amendment.” This required the U.S. banking agencies to 

establish minimum leverage and risk-based capital requirements that were not less than the generally applicable 

leverage and risk-based capital requirements for insured depository institutions under the prompt corrective 

https://www.bis.org/publ/bcbs189.pdf
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action regulations. They could also not be quantitatively lower than the above requirements in effect for insured 

depository institutions as of the date of enactment of the Dodd-Frank Act (July 21, 2010). 

Essentially, the Collins Amendment has the effect two “floors” on U.S. capital requirements—minimum standards 

for internationally active U.S. banks must be no less stringent than (1) those that apply to all insured depository 

institutions generally, which has been and remains requirements based solely on standardized approaches; and (2) 

those that applied to insured depository institutions as of July 2010. Notably, when implementing Basel III, U.S. 

regulators chose to impose the Collins Amendment’s floor much more broadly than required by the statute, 

requiring that a standardized approaches floor be applied not only to mandatory minimum capital requirements, 

but to all capital requirements and buffers. No such floor exists in the original Basel III framework, although the 

2017 Basel Finalization package did introduce an alternative “output floor”, as we describe further below. 

A further statutory complexity is section 939A of Dodd-Frank, which bars the U.S. regulators from incorporating 

external credit ratings in their capital rule. As a result, when implementing Basel III in 2013, U.S. regulators did not 

permit banks to assign risk weights under the standardized approach using external credit assessments, such as 

those from Moody’s and Standard & Poor’s. This eliminated another important element of risk sensitivity in the 

Basel III framework as promulgated by the BCBS. 

Variations in Large and Small Bank Capital Rules 

Implementation of Basel III was further complicated by U.S. differentiation in bank capital rules for larger and 

smaller banks. Specifically, although the Basel I framework has largely been applied uniformly to all U.S. banks, the 

1996 market risk capital requirements and (to the extent implemented) the Basel II A-IRB were only applicable to 

the very largest U.S. banks. The combined effect of the Collins floor and the nature of Basel III have led to further 

bifurcation of U.S. capital regulation. 

Most (but not all) Basel III changes to the standardized approaches were effectively implemented in 2013 for all 

U.S. banks. Specifically, the “U.S. version” of the standardized approaches applicable to all banks does not 

currently include charges for CVA and operational risk that were part of Basel III’s revised standardized approach. 

However, as part of the 2013 implementation, the largest U.S. banks were also made subject to Basel III’s 

advanced approaches (subject to the standardized floor), which do include charges for CVA and operational risk. As 

a result, although the largest U.S. banks are now effectively subject to the highest capital requirements among 

standardized and advanced approaches, the U.S. version of the former varies from the Basel III version. Most 

notably, the U.S. standardized approach excludes CVA and operational risk components and does not allow the use 

of external credit ratings to apply differentiated risk weights. 

With respect to minimum capital requirements and methods for calculating capital levels and RWAs, the 2013 U.S. 

regulations implementing Basel III remain largely intact today.8 

8 Over the last few years, the United States has implemented regulatory tailoring, which changed the thresholds at which certain capital and 

other prudential requirements apply. The Fed also integrated the stress tests with the point-in-time capital requirements by replacing the fixed 
capital conservation buffer with the stress test capital buffer, based on the results of the supervisory stress tests. The objective was to integrate 
the stress tests with the ongoing non-stress capital requirements and simplify the capital framework. The simplification comes from eliminating 
five capital requirements in the stress tests and using the results of the stress tests, including the prefunding of 1 year of dividends on common 
stock, to set the size of the SCB. The SCB is also floored at 2.5 percent and only applies to the capital requirements calculated under the 
standardized approach. For the advanced approaches capital requirements, it retains the flat 2.5 percent of risk-weighted assets as the capital 
conservation buffer.  
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U.S. Exceptionalism 

Finally, U.S. implementation in 2013 and since has been marked by a consistent U.S. tendency for “super-

equivalence”—that is, gold-plating of the Basel III framework by implementing additional or more stringent 

standards beyond those contained in the BCBS version of Basel III or required under Dodd-Frank noted above. 

Beyond the Collins Amendment, two other instances of such gold-plating are most relevant here: 

▪ Higher GSIB Surcharges. The United States requires each GSIB to calculate its GSIB surcharge amount

using both the internationally agreed method (“Method 1”) and a U.S.-specific method (“Method 2”),

which generally results in higher GSIB surcharges. The binding capital requirements applicable to U.S.

GSIBs are therefore higher than what they would be under an unmodified implementation of the Basel

standards. Method 1 scores are also recalibrated annually using aggregate data from all relevant banks,

while Method 2 scores are calculated using fixed coefficients that have not been adjusted to account for

economic growth since its inception. Currently, the weighted average GSIB capital surcharge under the

U.S.’s Method 2 is 2.9 percent, 1.1 percentage point higher than the average surcharge calculated under

Method 1.

▪ Stress Capital Buffer. All U.S. firms with at least $100 billion in total assets are also subject to an entirely

separate and incremental set of capital requirements under which a U.S.-specific “stress capital buffer”

(“SCB”), calculated on the basis of a periodic supervisory stress test and that can therefore fluctuate, is

used in place of the Basel III static CCB.9 This SCB must be maintained on top of the requirements

calculated using RWAs from the U.S. version of the standardized approaches.

Basel Finalization: Higher Risk Sensitivity of SA and Guardrails on Internal Models 

The 2011 Basel III package primarily focused on increasing the level and stringency of capital requirements.. Before 

we describe the changes from the Basel Finalization package, it is important to note that since the 2008 global 

financial crisis, U.S. regulators have more than doubled the capital requirements of large banks. Prior to the 

changes implemented by the Dodd-Frank Act in 2010, a bank holding company was considered well-capitalized if 

its tier 1 risk-based capital ratio exceeded 6 percent. Currently, large banks are required to hold nearly 13 percent 

of tier 1 risk-based capital ratio to avoid restrictions on capital distributions. When Basel III was adopted in 2014, 

both higher capital requirements as well as increases in risk-weighted assets resulted in significantly higher capital 

levels at banks. More recently, capital requirements for the GSIB banks have increased further due to a number of 

factors, including higher stress capital buffers and rising GSIB surcharges due to general economic growth and 

inflation.  

One of the most important issues from Basel III was the perceived lack of risk sensitivity of the standardized 

approach for credit risk. The Basel Finalization package increases the risk sensitivity by establishing new exposure 

classes and recalibrating the risk weights for most existing exposure classes. Generally, the Basel Finalization 

standardized approach for credit risk offers more granular treatment and segmentation of exposures than under 

current U.S. capital rules. For example, whereas the Basel III standardized approach assigned a flat minimum risk 

weight to all residential mortgages, the Basel Finalization revisions vary residential mortgage risk weights, 

depending on the loan-to-value ratio of the mortgage.  

One way the revised standardized approach increases risk sensitivity is by distinguishing between banks in 

jurisdictions that allow the use of external credit ratings for regulatory purposes, and banks incorporated in 

9 Other jurisdictions use supervisory adjustments (such as the UK’s Pillar 2 requirements) to supplement regulatory capital requirements to 

account for risks not well captured in the Basel III framework.  
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jurisdictions that do not allow the use of such ratings. The latter must apply the “standardized credit risk 

assessment approach” (which does not incorporate external credit ratings) for certain exposures. This generally 

results in less granularity and higher risk weights, which mitigates the added risk sensitivity from the Basel 

Finalization package, compared with jurisdictions that allow the use of external credit ratings. The United States 

would lose some of the benefits of added risk sensitivity as a result of Section 939A of the Dodd-Frank Act, which 

prohibits the use of external credit ratings, as set out above.10 

Another goal of international regulators in negotiating the Basel Finalization package was reducing perceived 

variability in the risk weights obtained using each bank’s own internal models under the A-IRB approach, even 

considering differences in risk profiles and business models across institutions. Although this variability could be 

limited through supervisory review and approval of bank models (as exists in the U.S.), some regulators 

nevertheless thought that there could still be significant differences between model outputs across various 

jurisdictions. 

Because of this perceived variability, regulators concluded that A-IRB was too complex, and the modelling of 

certain portfolios undermined comparability and robustness. Regulators therefore sought to narrow the range of 

potential Basel-compliant RWA outcomes that banks could generate. Essentially, in the ongoing balancing act 

between risk sensitivity and transparency/consistency, regulators determined that the A-IRB approach tilted too 

far toward the former. As a result, the Basel Finalization package significantly constrains banks’ ability to use 

internal models to calculate RWAs. 

In addition to addressing variation by imposing restrictions on internal models, the Basel Finalization package also 

introduces an aggregate limit on the capital benefits that a bank can derive from using its internal models. Under 

the Basel Finalization output floor, bank RWAs must be calculated as the higher of either (1) total RWAs calculated 

using the approaches that the bank has supervisory approval to use, in accordance with the Basel capital 

framework (including both standardized and internal risk-based approaches); and (2) 72.5 percent of total RWA 

calculated using all the Basel framework’s standardized approaches, including those for operational risk and CVA.11 

The output floor generally applies to all Basel framework regulatory capital minimums and buffer requirements, 

including the capital conservation buffer and GSIB surcharge.  

Fundamental Review of the Trading Book 

Although the 2017 Basel changes to the international capital framework are perhaps the most extensive and far-

reaching post-crisis capital reforms, because they will touch all internationally active banks and their borrowers, 

other developments under the Basel framework have been unfolding concurrently. Chief among these is the 

“Fundamental Review of the Trading Book” (or “FRTB”), an international standard finalized by the BCBS in 2019 

that (as the name suggests) fundamentally changed the minimum capital requirements for market risk (those 

applicable to banks’ trading activities). These changes will significantly increase market risk capital requirements 

for the largest U.S. banks, and U.S. regulators are likely to implement them along with the Basel Finalization 

reforms. For purposes of this series, we will consider FRTB along with the 2017 Basel Finalization revisions.  

Key Questions for U.S. Implementation 

The unique regulatory capital framework already in place in the United States, and the statutory restrictions with 

which U.S. regulators must comply in implementing the Basel Finalization package, raise important questions 

10 Pub L. No. 111-203, section 939A, 124 Stat. 1376, 1887 (July 21, 2010).  
11 The standardized approaches to be used when calculating the output floor include credit risk, counterparty credit risk, CVA risk, 

securitization framework, market risk, and operational risk. 
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about the eventual shape of the Basel Finalization proposal and, ultimately, the final rule. We will treat each of 

these questions in greater detail in subsequent posts in this series but present a brief overview here of some of the 

most prominent.  

Structure. For the largest banks, the U.S. capital requirements are not based on a single set of risk-based capital 

required through a single method of RWA calculation. As we mentioned, the largest banks must calculate their 

capital ratios using both an advanced approaches RWA and a standardized approach RWA—a feature that we refer 

to throughout this series as the “dual RWA” approach. They then use the lower capital ratio of the two calculations 

to determine whether they comply with applicable capital standards. The dual RWA approach also has different 

elements in each of the standardized and advanced approach calculations; because of this, they are effectively 

bound by the higher of the two requirements.  

In addition, when assessing compliance for purposes of the standardized RWA measure, large U.S. banks are 

subject to the U.S.-specific stress capital buffer (which can fluctuate annually), floored at the Basel framework’s 

static 2.5-percent capital conservation buffer. Whether the U.S. retains this dual RWA approach—and which Basel 

Finalization revisions it plans to implement for which RWA calculations, which buffers, and which firms—will 

significantly influence the overall changes in capital requirements for firms both individually and in the aggregate.  

Scope. By its terms, the Basel framework applies “on a consolidated basis to internationally active banks.” 

However, this is not the basis on which U.S. regulations differentiate among firms for purposes of gradating capital 

requirements. Currently, only GSIBs and firms with $700 billion or more in total assets or $75 billion or more on 

cross-jurisdictional activity are required to calculate capital requirements using the advanced approaches (that is, 

using a dual RWA approach). Other firms only calculate their RWA using the standardized approach, which does 

not currently include separate RWA components for operational risk or CVA. 

It remains unclear whether the United States will effectively expand the application of Basel standards to smaller 

U.S. firms by more closely aligning the U.S. “version” of the standardized approaches to the newly revised Basel 

version. This would include standardized charges for CVA and operational risk, along with revisions to the 

standardized approach for credit risk. If U.S. regulators only apply the revised Basel standardized approaches to 

internationally active banks, a separate question arises about whether and how elements of that approach that are 

more risk sensitive or calibrated lower are harmonized with the existing U.S. standardized approach applicable to 

smaller banks. Differences in capital requirements across lenders could have unintended consequences, as it may 

lead to a migration of riskier activities to entities with the lowest requirements.  

Changes in Capital Levels. In his departing remarks in December 2021, former Federal Reserve Board Vice Chair for 

Supervision Randy Quarles indicated that U.S. implementation of the remaining elements of Basel III could increase 

capital requirements by as much as 20 percent for the largest U.S. firms.12 U.S. firms capital levels have significantly 

increased since the financial crisis from Dodd-Frank implementation as well as Basel III. U.S. capital requirements 

moved up even higher in 2022, driven by higher stress capital buffers, and GSIB surcharges have continued to rise. 

The increase in capital buffers post-pandemic in part accounted for the growth in bank size, resulting from the 

unprecedented monetary and fiscal stimulus needed to avoid a larger economic fallout from the pandemic, as well 

as inflation. 

Whether and how U.S. regulators decide to offset any further capital requirement increases that would result from 

Basel Finalization will be a key driver of what overall U.S. capital requirements emerge after full implementation of 

the Basel Finalization package, including FRTB. This could be accomplished, for example, by adjusting certain 

12 It is unclear whether this assessment included potential implementation of elements of the Basel framework outside the 2017 revisions, such 

as FRTB.  
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elements of the Basel Finalization package or other existing elements of the U.S. capital framework, such as the 

U.S.-specific GSIB surcharge methodology, stress testing practices or other capital requirements.13

Implementation Elsewhere. Since the international regulatory community adopted the Basel Finalization package 

in 2017, the COVID-19 pandemic has tested the existing capital and prudential framework. That experience has 

yielded new insights into the potential strengths and weaknesses of the Basel reforms.  

Political developments since 2017 may also have shifted priorities for some national-level policymakers. As a 

result, certain jurisdictions’ proposals to implement the 2017 revisions have varied from the Basel Finalization 

package in differing ways.14 It remains to be seen whether the U.S. proposes similar adjustments, and what the 

significance any remaining cross-border differences might have for overall financial stability and competitiveness. 

__________ 

Disclaimer: The views expressed do not necessarily reflect those of the Bank Policy Institute’s member banks, and are not intended to be, and 

should not be construed as, legal advice of any kind. 

13 For example, BPI has previously discussed how FRTB implementation could require firms to overcapitalize for market risk. On the 

Overcapitalization for Market Risk Under the U.S. Regulatory Framework (April 21, 2022), available at https://bpi.com/on-the-
overcapitalization-for-market-risk-under-the-u-s-regulatory-framework/.  
14 For example, the EU issued its proposal to implement Basel III endgame at the end of 2021. We discuss some elements of the EU proposal in 

our post Basel III Endgame and the Cost of Credit for American Business (Jan. 10, 2022), available at https://bpi.com/basel-iii-endgame-and-the-
cost-of-credit-for-american-business/.  

https://bpi.com/on-the-overcapitalization-for-market-risk-under-the-u-s-regulatory-framework/
https://bpi.com/on-the-overcapitalization-for-market-risk-under-the-u-s-regulatory-framework/
https://bpi.com/basel-iii-endgame-and-the-cost-of-credit-for-american-business/
https://bpi.com/basel-iii-endgame-and-the-cost-of-credit-for-american-business/
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BASEL PRIMER SERIES: STRUCTURE AND SCOPE 

This is the second in a series of posts to prepare readers to assess the proposed implementation of the Basel 

Finalization package suggested by U.S. regulators, which we expect in the first half of 2023. This post focuses on the 

most likely potential options for the overall structure and scope of U.S. implementation. The choices made could 

result in significant differences in overall bank capital requirements, depending on the proposal’s structure and 

scope of application. The first post in the series described the purpose and principles underlying the Basel 

framework and its evolution over the last several decades, culminating in the 2017 Basel Finalization revisions.  

Aside from the resulting level of overall capital requirements, the most fundamental questions regarding U.S. 

implementation of the Basel Finalization revisions are how they would affect the overall structure of the existing 

U.S. capital framework and which banks would be subject to those changes. As detailed in our initial post, the 

largest banks must comply with two “stacks” of risk-based capital requirements. These combinations of capital 

minimum and buffer ratios relative to specific RWA calculations, taken together, make up the total ratio of capital 

to risk-weighted assets a bank must comply with to avoid negative consequences, such as limitations on capital 

distributions. In addition to the risk-based capital requirements, banks also remain subject to leverage capital 

requirements, which are not the focus of this post. 1  

Whether the U.S. regulators retain the dual RWA approach, and its resulting two-stack set of capital 

requirements—and, if so, which stack (or stacks) it will assess using the Basel Finalization revisions to calculate 

RWAs—will significantly influence firms’ capital requirements. The first part of this post outlines the two most 

likely structural options and highlights potential advantages and disadvantages of each. The second describes a 

few of the potential options for the scope of U.S. implementation.  

The Two-Stack Structure of the Existing U.S. Capital Framework 

THE ADVANCED APPROACHES STACK 

Under the U.S. capital rules, U.S. global systemically important banks (GSIBs) and firms with at least $700 billion in 

total assets or $75 billion in cross-jurisdictional activity (Category I and II firms, per the U.S. regulatory tailoring 

categories) must comply with a comprehensive set of minimum capital requirements and buffers, as measured 

against their advanced approaches RWA. 

The required ratios of common equity tier 1 (CET1) capital to RWAs have certain minimum requirements and 

buffers: 

• A minimum requirement of 4.5 percent;

• A capital conservation buffer (CCB) of 2.5 percent;

• A countercyclical capital buffer (CCyB), set at the discretion of national regulators from 0 to 2.5 percent;

and

• A GSIB surcharge buffer, which only applies to Category I firms, varies by firm, and is determined annually.

In accordance with the internationally agreed-upon Basel standards, the U.S. has set minimum requirements and 

buffers for GSIBs; however, there are several deviations. One major deviation is that the U.S. requires each GSIB to 

calculate its GSIB surcharge through two methods: (1) the method agreed upon by the Basel Committee, known as 

“Method 1” in the United States, and (2) a U.S.-specific method, referred to as “Method 2”. The latter method 

1 The global systemically important banks are subject to 12 separate capital requirements: six risk-based capital requirements, two leverage-
based requirements and four requirements for total loss-absorbing capacity. 

https://bpi.com/basel-primer-series-introduction/
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leads to higher GSIB surcharges, since it replaces the substitutability indicator of Method 1 with a measure of 

weighted short-term wholesale funding. This results in a higher calculation compared with Method 1. As a result, 

GSIB capital surcharges in the United States are nearly double the amount they would be if the Basel standard 

were followed purely. 

THE STANDARDIZED APPROACH STACK 

All firms with at least $100 billion in total assets—that is, firms in the U.S. regulatory tailoring Categories I through 

IV—must comply with a separate set of minimum and buffer requirements measured against their standardized 

approach RWA. For banks in Categories I and II, this set of minimum requirements and buffers is in addition to the 

advanced approaches stack we described. So for these firms, they must meet both sets of requirements and are 

effectively bound by the more stringent of the two. 

Crucially, in addition to using a different methodology to calculate RWA, the standardized approach stack also uses 

somewhat different minimum requirements and buffers. Although the minimum ratio of 4.5 percent and the GSIB 

surcharge buffer (where applicable) do not vary, the standardized approach stack takes a very different approach 

to the CCB. Instead of simply applying the Basel framework’s static 2.5-percent CCB buffer, the standardized 

approach stack replaces it with the stress capital buffer (SCB), which can fluctuate annually based on the Fed’s 

stress test results and is floored at the 2.5-percent CCB requirement. Currently, the weighted-average SCB of 

Category I and II firms is 4 percent, or 1.5 pp above the Basel’s CCB requirement.  

In addition, for firms with less than $250 billion in total assets and less than $75 billion in nonbank assets, 

wholesale short-term funding, and off-balance-sheet exposures (i.e., Category IV firms), the standardized approach 

stack does not include the CCyB. 

The Current Two-Stack Structure of Capital Requirements 

The resulting two “stacks” of CET1 capital requirements applicable to Category I and II banks are illustrated in this 

exhibit. 
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As of the third quarter of 2022, Category I and II banks face CET1 capital requirements of $819 billion under the 

standardized approach, 20 percent higher than the advanced approaches.2 Moreover, none of those banks are 

bound by CET1 capital requirements under the advanced approaches, since the standardized approach results in 

higher requirements for each firm. This is mainly due to the use of a variable SCB in the standardized approach in 

place of the static 2.5-percent CCB. 

Reconciling the Basel Finalization Package with a Two-Stack Framework: Options for 
U.S. Implementation  

As noted in our introductory post, the Basel Finalization revisions significantly limit the use of firms’ internal 

models, the key element of the advanced approaches, and they increase the risk sensitivity of the standardized 

approach. The Basel Committee also announced, for the very first time, that each jurisdiction would be deemed 

“compliant” with the Basel capital framework if they adopt a framework that required their internationally active 

banks to meet the Basel framework’s minimum and buffer requirement, based on the Basel framework’s 

standardized approaches alone. This aspect of the Basel Finalization package, widely understood to be included at 

the request of U.S. regulators, suggests that U.S. regulators may consider the option of eliminating the advanced 

approaches stack altogether. As a result, it is an open question as to whether U.S. regulators will retain the two-

stack approach. If so, it is also unclear whether and how they will modify each stack in terms of how RWA is 

calculated and what minimum and buffer requirements are affected. 

Although U.S. regulators might resolve these questions in various ways, we next describe two potential 

approaches.  

Option 1: Adopt a One-Stack Approach by Eliminating Advanced Approaches and Replacing the U.S. 

Standardized Approach with the Revised Basel Standardized Approaches  

One option would be to eliminate the advanced approaches stack altogether and modify the standardized 

approach stack to reflect the Basel Finalization package’s full set of standardized approaches for purposes of 

assessing the capital levels of firms under the U.S. stack. The Option 1 exhibit assumes the Basel Finalization 

revisions would result in a 15-percent increase in risk-weighted assets and is set mainly for illustrative purposes.3 

2 The analysis uses the stress capital buffers based on the 2022 stress test results and GSIB surcharges effective as of January 1, 2023.  
3 This estimate is based on an average estimate from Vice Chair of Supervision Randal Quarles on the largest banks (up to 20 percent), and the 
effect of the implementation of the Basel 3.1 package on U.K. banks by the PRA (13 percent).  
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This approach has the advantage of simplicity, at least with respect to the requirements for Category I and II firms. 

These firms would comply with a single stack of capital requirements and calculate RWAs using the Basel 

Finalization package’s standardized approach. In addition, this approach would be clearly compliant with the Basel 

framework, which now expressly permits it. 

However, the single-stack approach would also entail a highly significant increase in capital requirements due to 

the inclusion of operational risk and credit valuation adjustment (CVA) risk in RWA, without the offset of the 72.5-

percent output floor afforded in the Basel Finalization package.4 This increase, combined with a higher GSIB 

surcharge under Method 2 and a higher SCB relative to Basel’s 2.5-percent CCB, will further raise capital 

requirements for U.S. banks, which are already elevated. And, as noted in a previous post, further increases in 

capital requirements will result in economic costs that are expected to outweigh the benefits. 

Another complication is that some of the shortcomings of Basel III are already addressed in the U.S. capital 

framework through the stress tests. Implementing the Basel Finalization changes without a corresponding 

recalibration of the assumptions in the Federal Reserve’s stress tests would result in a significant overcapitalization 

for market risk and operational risk. For example, the FRTB improves the current market risk framework that it 

replaces by better capturing tail risk. However, the global market shock in the Federal Reserve’s stress tests 

effectively does the same thing. So, this approach would also require adjustments to the stress test assumptions 

for avoiding overcapitalization of these risks.5 

4 The output floor requires firms to calculate their RWAs under both the advanced approaches and the standardized approach. It puts a floor of 
72.5 percent of the standardized requirement for the capital requirements determined under the advanced approaches. 
5 For example, BPI has previously discussed how FRTB implementation could require firms to overcapitalize for market risk. On the 
Overcapitalization for Market Risk Under the U.S. Regulatory Framework (April 21, 2022), available at https://bpi.com/on-the-
overcapitalization-for-market-risk-under-the-u-s-regulatory-framework/.  

https://bpi.com/as-u-s-regulators-implement-the-2017-basel-accord-its-time-for-a-reality-based-assessment-of-current-capital-levels/
https://bpi.com/on-the-overcapitalization-for-market-risk-under-the-u-s-regulatory-framework/
https://bpi.com/on-the-overcapitalization-for-market-risk-under-the-u-s-regulatory-framework/
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The single-stack approach could also affect the modeling of RWA in the stress tests. For example, given the higher 

risk sensitivity of Basel’s standardized approach, we could see significant increases in RWA over the projection 

horizon, due to the increased riskiness of loans to corporates and mortgages under stressed conditions. 

Finally, the single-stack approach could present challenges with respect to compliance with the Collins 

Amendment, which is discussed in more detail below. 

Option 2: Retain a Two-Stack Approach by Replacing the Advanced Approaches Stack with a New Stack Based on 

the Full Set of Basel III Standardized Approaches 

A second option would be to retain a two-stack approach, but to replace the advanced approaches stack with an 

alternative stack based on the full set of standardized approaches including in the Basel Finalization package. The 

current “U.S.” standardized stack would remain as is.6 This approach would be most similar to the existing 

framework, because it would maintain two stacks and only apply the SCB to the U.S. standardized approach stack. 

From a regulatory perspective, this approach offers several potential advantages. First, it would avoid an increase 

in capital requirements that results from the first approach for most large firms. This is because the SCB, which 

may be higher than the static 2.5-percent CCB, and the GSIB surcharge under Method 2 would only be applied in 

the context of the U.S. standardized stack.7 Even with the addition of the operational risk and CVA risk capital 

charges to the Basel standardized stack, most firms would nonetheless remain bound by the U.S. standardized 

stack instead. Second, the U.S. would avoid an increase in capital requirements and still maintain a 100-percent 

output floor in the Basel Finalization stack.  

6 The U.S. regulators would likely require banks to replace the current Basel 2.5 approach for market risk under the current U.S. standardized 
approach with FRTB, to reduce the burden in maintaining two separate approaches for the measurement of RWA for market risk. 
7 The Basel Committee’s Method 1 GSIB surcharge is about half of the capital surcharge under the U.S.’s Method 2 GSIB surcharge. 
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In addition, the U.S. SCB framework would remain untouched. Therefore, it would foster continuity in stress 

testing practices and promote consistency across U.S. firms’ requirements, since the Federal Reserve could 

continue to subject all Category I–IV firms to the same supervisory stress tests and use the same models to project 

capital levels under stress. Option 2 would still require an adjustment to the global market shock in the stress tests, 

to avoid double-counting for market risk in the capital requirements. U.S. regulators would also apply the FRTB to 

the current U.S. standardized approach, which would be subject to stress testing.  

Finally, implementation of the Basel Finalization package would not disrupt firms not already subject to a two-

stack approach (i.e., Category III and IV firms, as well as all smaller banks). It would not require the introduction of 

new elements of the Basel standardized approaches into “their” stack, thereby minimizing compliance costs 

associated with implementing the revised Basel requirements.  

However, maintaining two separate capital stacks would pose important challenges as well. As we noted, RWAs 

calculated using the full set of revised Basel standardized approaches are likely to be higher than RWAs calculated 

using the current advanced approaches, due primarily to the introduction of the operational risk and CVA charges. 

So, although the advanced approaches stack only rarely binds Category I and II firms today, this approach would 

increase the likelihood that the new stack, calculated using the full set of revised Basel standardized approaches, 

would in fact bind firms. The capital requirements of those firms would therefore increase—particularly those with 

a SCB close to Basel’s 2.5-percent CCB and similar Method 1 and 2 capital surcharges. 

The Scope of the Basel Finalization Package 

For the largest U.S. banks (those in Categories I and II, per the U.S. regulatory tailoring categories), the key 

question regarding Basel Finalization is how it will apply. For slightly smaller banks, primarily those with at least 

$250 billion in assets (Category III), the key question is whether it will apply. 

By its terms, the Basel framework applies “on a consolidated basis to internationally active banks.” However, 

current U.S. capital rules are not based on any such standard. Rather, these rules gradate the scope and scale of 

capital requirements that apply, based on a complex tailoring framework mandated by Congress and implemented 

by U.S. regulators in recent years. Currently, only GSIBs and firms with $700 billion or more in total assets or $75 

billion or more of cross-jurisdictional activity (Category I and II firms) are subject to an advanced approaches stack 

of capital requirements. (This is discussed in greater detail in our previous post, which is based on Basel’s 

Advanced Internal Ratings-Based Approach.) 

Firms outside Categories I and II are subject only to a standardized stack of minimum and buffer requirements 

based on RWA calculated under the current U.S. standardized approach. However, as we noted, the current U.S. 

standardized approach does not include separate RWAs for operational risk or CVA risk, two key elements of the 

Basel Finalization package’s revised standardized approaches. Although it seems likely these standardized capital 

charges will apply to Category I and II firms as part of whatever Basel Finalization implementation U.S. regulators 

pursue, it remains quite unclear whether U.S. regulators will also incorporate them into the capital requirements 

that apply to other firms (e.g., those in Categories III and IV).  

It is worth noting that the introduction of standardized capital charges for operational risk and CVA are by no 

means the only changes that the Basel Finalization package made to standardized risk-weighting. As we describe in 

our first post, other elements of that package introduce substantially more risk sensitivity in the standardized risk-

weighting of certain assets (e.g., certain commercial loans). Another crucial question for U.S. implementation then 

is whether U.S. regulators will incorporate these changes that increase the risk sensitivity of the standardized 

approach to credit risk into the capital framework that applies to Category III or IV banks (or other smaller banks), 

either apart from or in addition to any changes they might make in operational risk or CVA charges. 

https://bpi.com/basel-primer-series-introduction/
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Applying Basel Finalization Revisions Only to Categories I and II 

One approach would be for regulators to apply the Basel Finalization revisions only to firms in Categories I and II, 

as we discussed. Regardless of the structure chosen, however, the key implication for all other firms outside these 

categories would be the continued calculation of their RWAs using the current U.S. standardized approach, with no 

explicit operational risk and CVA charges.  

Narrowly scoping application in this way would require the fewest firms to revise their capital planning and 

compliance processes, while maintaining U.S. compliance with the Basel framework. However, it would mean that 

the capital standards applicable to unaffected banks would not reflect those aspects of the Basel Finalization 

package that improve the risk sensitivity of certain standardized risk weights. It is also possible that such a narrow 

approach to implementation might perpetuate and/or exacerbate differences in the capital charges faced by U.S. 

banks of different sizes for the same activities or businesses. 

In addition, as detailed in our prior post, the Collins Amendment places a floor on capital requirements equal to (1) 

the minimum requirements generally applicable to insured depository institutions under the agencies’ prompt 

corrective action regulations (i.e., the U.S. standardized approach stack of minimum requirements); and (2) those 

that applied to insured depository institutions as of July 2010. Should the Basel Finalization package result in a 

single stack of requirements, there would no longer be a simple, ongoing method for demonstrating compliance 

with the Collins Amendment. Given the inherently greater stringency of the revised Basel III standardized 

approaches for these firms, U.S. regulators might decide that a one-time assessment of compliance at the time of 

transition would suffice. There would certainly be substantial justification for doing so. This concern would be 

alleviated through the dual stack structure we described. 

Expanding Application of Basel Finalization Revisions to Category III and IV Firms 

Alternatively, U.S. regulators could effectively extend implementation of Basel Finalization to a broader set of 

banks by incorporating some or all of the revisions included in that package into the standardized stack that 

applies to them. This would further unify the capital standards applicable to a broader range of U.S. banks. But, as 

we noted, it could both carry high implementation costs and significantly increase the capital requirements 

applicable to some of the relevant banks. 

Whether and to what extent any expanded application of the Basel Finalization package would do so will depend 

on precisely which Basel Finalization revisions were introduced. Some are likely to increase capital requirements 

(e.g., the introduction of a standardized capital charge of operational risk), while others are likely to decrease 

those requirements (e.g., greater risk sensitivity in corporate risk weights). Again, several permutations are 

possible in resolving such questions. Each involves different tradeoffs in terms of overall impact on capital 

requirements, risk sensitivity of the framework, compliance burdens and variation/consistency in requirements 

among different bank cohorts.  

Compliance with the Collins Amendment would also be a significant consideration if the scope of application is 

expanded to include Category III and IV firms. If smaller firms must also comply with the Basel Finalization 

package’s full set of standardized approaches, the more lending-focused firms could see a decrease in capital 

requirements. This would occur primarily because the anticipated reduction in credit risk RWA would partially 

offset the inclusion of an operational risk charge. As a result, if the scope of application includes Categories III and 

IV firms and contains only a single stack of requirements, it could raise questions about compliance with the Collins 

Amendment for traditional lending banks in Categories III and IV.  
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Conclusion 

The choice of exactly how (and where) to implement the Basel Finalization revisions within the overall structure of 

the U.S. capital framework will have significant secondary effects for other outstanding questions relating to 

implementation. These include scope of application, interplay with other elements of the U.S. capital framework 

and implementation of Basel framework elements other than the Basel III endgame revisions. All these follow-on 

decisions could significantly affect the overall capital requirements U.S. firms would face. 

__________ 

Disclaimer: The views expressed do not necessarily reflect those of the Bank Policy Institute’s member banks, and are not intended to be, and 

should not be construed as, legal advice of any kind. 
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BASEL PRIMER SERIES: WAYS TO MITIGATE 

POTENTIAL UNNECESSARY CAPITAL 

REQUIREMENT INCREASES 

This is the third post in a series preparing readers to evaluate a proposal by U.S. regulators to implement the Basel 

Finalization agreement, expected in the first half of 2023. We focus here on potential modifications to the Basel 

package or other elements of the U.S. capital framework to improve the risk sensitivity and reduce the 

procyclicality of the capital framework in order to prevent banks from needing to restrict lending activity during an 

economic downturn. The first post in this series discussed the background and principles of the Basel framework 

and its development, leading to the 2017 revisions. The second covered potential options for the structure and 

scope of U.S. implementation. 

Capital requirements in the United States have risen significantly since the global financial crisis in 2007-09 – first, 

from the introduction of post-crisis reforms both in terms of higher quality of capital and increases in capital 

requirements and risk-weighted assets. More recently, capital requirements for large banks have increased further 

due to increased Global Systemically Important Banks (GSIB) surcharges on the largest banks resulting mainly from 

economic growth and inflation. Furthermore, the expansion of banks’ balance sheets caused by the exceptional 

monetary and fiscal measures taken to mitigate the economic impact of the COVID-19 pandemic has added 

pressure to leverage ratios and contributed to the increase in banks’ stress capital buffers.1 

In his departing remarks in December 2021, former Federal Reserve Board Vice Chair for Supervision Randy 

Quarles indicated that U.S. implementation of Basel Finalization revisions could increase capital requirements by as 

much as 20 percent for the largest U.S. firms, while also noting the overall level of capital in the banking system is 

“more than ample”. Much of the increase would derive from incorporating “operational risk” into the standardized 

approach for calculating risk-weighted assets, as discussed in greater detail in a prior post. The U.S. capital 

framework has not previously included this type of risk in its standardized approach for calculating risk-weighted 

assets. The standardized approach for operational risk also imposes higher capital charges for banks that rely more 

heavily on noninterest income relative to net interest income (e.g., banks with proportionally higher capital 

markets activities).  

Another component of the Basel Finalization package that would significantly affect bank capital requirements is 

the “Fundamental Review of the Trading Book” (FRTB), an international standard finalized in 2019, which 

fundamentally alters the minimum capital requirements for market risk, specifically those that apply to banks’ 

trading activities. These FRTB changes are expected to have a significant impact on banks’ minimum capital 

requirements for market risk, as well as on their risk management and infrastructure.2 Compared with the existing 

market risk standard, FRTB is designed to capture tail risk more effectively in stressed conditions, placing stricter 

restrictions on the use of banks’ own internal models for measuring market risk than the current rules. However, 

U.S. regulators have already adopted a separate capital charge explicitly designed to capture tail risk via the global 

market shock (GMS) in the Dodd-Frank Act Stress Tests (DFAST).  

1 BPI has previously shown the effect of balance sheet growth on stress test projections. DFAST 2022: Volatility, Capital Increases, and the 
Implications for the U.S Economy (June 27, 2022), available at https://bpi.com/dfast-2022-volatility-capital-increases-and-the-implications-for-
the-u-s-economy/. 
2 According to a recent report by the Basel Committee, market risk RWA would increase up to 90 percent under the FRTB relative to current 
market risk requirements. 
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The adoption of FRTB and other elements of the Basel Finalization package will significantly affect U.S. capital 

markets. Past changes, such as the introduction of the GSIB surcharge and the inclusion of the GMS in stress tests, 

have already incentivized banks to lower their inventory levels for market making activities, hindering their ability 

to serve customers. Unlike other jurisdictions, the U.S. relies heavily on capital markets for corporate and 

household funding (70% vs 30% from bank loans), making it crucial for regulators to avoid overregulation and allow 

banks to maintain efficient market making and intermediation. 

A key factor in determining the overall level of capital requirements in the U.S. will now be whether and how U.S. 

regulators balance any increases in capital requirements resulting from the implementation of Basel Finalization 

and FRTB changes by adjusting other elements of the U.S. capital framework, such as the GSIB surcharge 

methodology, stress testing practices or other capital requirements. This will be important in ensuring that the U.S. 

capital framework remains robust and effective in protecting the financial system.3 

In various ways, U.S. regulators could use the discretion allowed within the Basel standard to implement the Basel 

Finalization package in a way that reflects the existing U.S. standards and national market structure, and adjust 

other elements of the U.S. capital framework. These changes could offset unnecessary increases in capital 

requirements without compromising the risk sensitivity of the U.S. regime or the stability of the financial system. 

Specifically, we have focused on six important options that would have a meaningful effect on bank capital 

requirements. Of course, other potential changes could be made beyond the six discussed here, particularly when 

it comes to changes to risk-weighted assets.   

Possible Adjustments to Risk-Weighted Assets 

1. Credit Risk: Remove the Securities Listing Requirement for Corporate Exposures

Under the Basel Finalization’s standardized approach to credit risk, in jurisdictions such as the United States where 

external credit ratings cannot be used for regulatory capital purposes, a corporate entity qualifies for the lower 

investment grade risk weight of 65 percent (as opposed to 100 percent for non-investment grade entities) if the 

entity (or its parent company) has securities outstanding on a recognized securities exchange. In the United States, 

this requirement would mean that, to qualify as investment grade, a company would be subject to a host of SEC-

related regulatory and disclosure requirements applicable to public companies. 

In addition, listing standards often include factors unrelated to credit quality (such as governance requirements 

intended to protect investors). In practice, few firms that borrow from U.S. banks would meet the securities listing 

requirement, regardless of their creditworthiness. Generally, only the largest firms meet this standard.4 Because 

this requirement would not be indicative of the level of credit risk associated with an exposure, U.S. regulators 

may consider removing it to avoid unnecessarily increasing borrowing costs for many highly creditworthy 

corporate borrowers (and essentially all small business borrowers).  

2. Operational Risk: Set the Internal Loss Multiplier to 1 and Adjust the Services Component

To the extent the United States implements the Basel standardized approach for operational risk (SA-OPE), to limit 

the amount it increases U.S. firms’ capital requirements, U.S. regulators could take advantage of the Basel 

3 For example, BPI has previously discussed how FRTB implementation could require firms to overcapitalize for market risk. On the 
Overcapitalization for Market Risk Under the U.S. Regulatory Framework (April 21, 2022), available at https://bpi.com/on-the-
overcapitalization-for-market-risk-under-the-u-s-regulatory-framework/.  
4 A 2021 study using Federal Reserve data shows that banks subject to the stress tests lend to 155,589 unique U.S. corporations, of which 
153,000 are private. Therefore, the large majority of U.S. corporations do not meet the securities listing requirement. See Caglio, Cecilia; 
Mathew Darst; and Sebnem Kalemli-Ozcan; “Risk-Taking and Monetary Policy Transmission: Evidence from Loans to SMEs and Large Firms,” 
National Bureau of Economic Research, WP #28685 (April 2021), available at https://conference.nber.org/conf_papers/f159755.pdf#page=14.  
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Finalization standard’s option not to increase the otherwise-applicable operational risk charge due to historical 

losses by setting the Internal Loss Multiplier (ILM) component of the OPE to 1.5 In addition, past BPI analysis has 

shown that the OPE’s calculation of operational risk overstates operational risk losses (particularly for banks with 

proportionately higher fee revenue and expenses) and therefore leads to inflated operational risk capital charges. 

To avoid such an overstatement, U.S. regulators could adjust the OPE by placing a cap on the amount that 

historical income generated from services (which includes fee revenue) could increase the overall operational risk 

charge. 

3. Credit Risk: Remove the Minimum Haircut Floors for Securities Financing Transactions (SFTs)

The Basel Finalization revisions establish minimum economic haircuts applied to collateral for SFTs with non-bank 

counterparties (e.g., pension funds, mutual funds, etc.). The purpose of these haircuts is effectively to reduce bank 

financing of non-bank counterparties. If an SFT is collateralized below a minimum economic haircut, the entire 

transaction must be treated as an unsecured loan with no recognition of collateral. Several jurisdictions that have 

already released proposals implementing the Basel Finalization package have not included the minimum haircut 

floors for SFTs. U.S. regulators should follow suit since the minimum haircut floors, as designed, would unduly 

impact transactions with end-users. For example, reverse repurchase agreements are not financing transactions 

but would typically fall below the floor, thereby making these transactions with non-bank counterparties 

completely uneconomical.   

Possible Adjustments to Capital Buffers 

4. Address Double-Counting of Market Risk and Operational Risk in the Basel Finalization Package and the

Supervisory Stress Tests6

Banks are currently required to hold additional capital via the stress capital buffer to cover risks that are less well 

measured under the current standardized approach for risk-weighted assets. With the Basel Finalization revisions 

set to enhance the measurement of operational and market risks, adjustments to the stress capital buffer are 

necessary to prevent double counting these risks.  

The implementation of FRTB in the U.S. faces specific challenges, as the existing capital framework already includes 

a capital charge for market tail risk through the GMS component of DFAST. In fact, losses resulting from GMS often 

comprise a significant portion of banks' required SCBs for those banks subject to the GMS. Since both GMS and 

FRTB aim to capture tail risk, implementing FRTB without adjusting either the FRTB standard or the GMS would 

require banks to overcapitalize for this risk. Our previous blog post delves into this issue and presents potential 

solutions. 

In addition, the supervisory stress tests already incorporate a component related to a bank's ability to withstand 

operational risk losses. As a result, if the SA-OPE is incorporated into the risk-weighted assets used to evaluate 

compliance with the SCB, there could be a resulting double count of capital required for operational risk. To 

5 The Basel III endgame standard allows, but does not require, national regulators to increase a firm’s RWA for operational risk by multiplying 
the RWA amount by a scaling factor (the ILM) that depends on each bank’s average historical losses over the previous 10 years. Banks with 
higher historical losses over this period would therefore face higher operational risk RWAs, even if the firm had discontinued businesses that 
contributed to the losses, improved its operational risk management systems and processes, or otherwise reduced its operational risk 
exposure.  
6 The scope of overlap is not limited to market and operational risk. For example, securitizations could take a capital charge across stress testing 
and the RWA frameworks that is greater than its max loss, suggesting that there is overlap (or a double counting of risks) between the two 
frameworks.  
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resolve this, the Federal Reserve could also adjust the SA-OPE as discussed above, or re-evaluate the operational 

risk components in its supervisory stress tests for firms subject to the new operational risk framework. 

5. Modify the U.S.-Specific GSIB Methodology

As noted in our introductory post, the United States requires each Global Systemically Important Bank (GSIB) to 

calculate the amount of its GSIB surcharge capital buffer requirement as the larger of the internationally agreed 

method (called “Method 1” in the United States) and a U.S.-specific method (“Method 2”), which generally results 

in higher GSIB surcharges. As a result, the binding capital requirements applicable to U.S. GSIBs are already higher 

than what they would be under an unmodified implementation of the Basel standards. Currently, the average GSIB 

capital surcharge under the United States’ Method 2 is 2.7 percent, 1 percentage point higher than the average 

surcharge calculated under Method 1. 

Aside from eliminating Method 2 altogether, U.S. regulators have several ways to adjust Method 2 scores to align 

U.S. GSIB surcharges more closely with those of non-U.S. GSIBs. Such adjustments could partially offset any 

increase in overall capital requirements brought about by the Basel Finalization package. These changes would 

have the added benefit of removing one of the structural disadvantages for U.S. GSIBs compared with their 

international counterparts. Possibilities include adjusting, and thereafter indexing, the methodology to account for 

economic growth and inflation; narrowing the GSIB surcharge bands; and resetting the weight of Method 2’s short-

term wholesale funding component back to 20 percent. For instance, the Federal Reserve, in its publication of the 

final rule for the GSIB surcharge, stated that it would "periodically reevaluate the framework to prevent factors 

unrelated to systemic risk from affecting a bank holding company's systemic indicator scores." However, no such 

reevaluation has yet taken place. 

6. Address the Effects of Reserve Balances and U.S. Treasuries on Risk-Based Requirements

As we discussed in a previous post, although reserve balances are an asset with a zero risk weight, because of the 

way that buffer requirements are calculated, increases in bank size from risk-free assets (including reserves) still 

affect risk-based requirements for two primary reasons. First, they increase the size and short-term wholesale 

funding components of the GSIB surcharge score, and therefore increase GSIB surcharges. Second, they are an 

important determinant of expenses and operational risk losses in the supervisory stress tests, and therefore 

increase firms’ SCBs. Therefore, excluding cash balances and U.S. Treasuries from balance sheet assets to 

normalize the subcomponents of noninterest expense and other PPNR subcomponents currently normalized by 

total assets would largely remove QE’s effect on PPNR projections in the stress tests.  

__________ 

Disclaimer: The views expressed do not necessarily reflect those of the Bank Policy Institute’s member banks, and are not intended to be, and 

should not be construed as, legal advice of any kind. 
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