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Basel III capital rules finalized by Federal Reserve 
But much more to come for the big banks 

 

Overview 

On July 2nd, the Board of Governors of the Federal Reserve System (“Board”) voted in favor of what 
had been billed as the most significant revision to regulatory capital for banking organizations in 
years. The resulting final capital rule implementing Basel III (“Rule”) totals some 970 pages with its 
preamble.  

Yet nearly nine months after the Rule’s comment period closed and 2,600 comment letters later, 
there remain a number of significant questions still to be answered for the largest organizations. 
These institutions, at the center of the “too big to fail” debate, are seeing the bar continue to rise 
beyond the Rule, as Governor Dan Tarullo’s opening remarks at the July 2nd meeting highlighted 
additional capital regulations to come over the next six months.  

It appears that the lobbying on behalf of community and regional banks had some success given the 
outcomes for those firms including: an additional year for implementation, maintenance of the 
current capital approach for risk weighting residential mortgages, the elimination of phase-out 
provisions for certain capital instruments (e.g., trust preferred securities), and the one time 
opportunity to opt out of Accumulated Other Comprehensive Income.  

In handicapping the results of the Rule, the following conclusions are evident: 

• The community banks won some significant concessions  

• The midsize banks appear to have benefitted from the deference to the community banks and 
were spared the more exacting requirements applied to the largest firms 

• The larger banks made little headway in softening the proposal and, in fact, face additional 
requirements, as discussed below 

• The insurance industry, including those proposed to be designated by the Financial Stability 
Oversight Council as systemically important, appears to have been spared for the moment as the 
Board continues to review the applicability of existing capital regimes  
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The industry now awaits the passage of a final rule by the 
Office of the Comptroller of the Currency and, moreover, 
the FDIC whose board will meet on July 9th to approve 
an interim final rule implementing Basel III regulatory 
capital and a Notice of Proposed Rulemaking (“NPR”) 
for an additional supplementary leverage requirement 
for the largest banks. The latter is significant to the 
larger supervised firms as the FDIC has been the most 
vocal agency on a supplemental leverage ratio.  

In this Financial Services Regulatory Brief, we 
highlight the significant changes to the Rule from its 
original proposal, and for the large banks place the Rule 
into the wider context of capital regulation yet to come.  

The long road to the Rule only gets 
longer for big banks 

After describing the Rule as a “milestone in reform,” 
Governor Tarullo noted at the July 2nd meeting that for 
the “vast majority of banks” the Rule will mark the end of 
major capital reforms. However, for the eight US firms 
designated as Globally Systemically Important Banks 
(“G-SIBs”), Governor Tarullo noted that four capital 
initiatives are still in the offing in the US, and could 
apply more broadly. Additionally, he noted that there are 
still efforts ongoing in Basel to develop standardized 
capital requirements for market risk to backstop the 
Market Risk Amendment. The US initiatives are: 

• First, the Board is close to completing an NPR that 
will establish a supplemental leverage ratio for these 
institutions above the Basel III required minimum. 
Governor Tarullo indicated he believes that the 
Basel III measures in this area have been set too low 
to be an effective counterpart to the other agreed-
upon risk measures. The FDIC, also on July 2nd, 
released the Agenda for its upcoming Board 
meeting on July 9th, which in addition to 
considering an “interim” final capital rule 
implementing Basel III will also consider 
“Enhanced Supplementary Leverage Ratio 
Standards for Certain Bank Holding Companies and 
the Insured Depository Institutions They Control.” 

• Second, the FRB within the next few months, plans 
to issue another NPR concerning the amount of 
equity and long-term bail-in debt these eight firms 
should maintain to facilitate an orderly resolution. 

• Third, after the Basel Committee on Banking 
Supervision (“BCBS”) completes it methodological 
work on capital surcharges for G-SIBs, the FRB will 
follow with another NPR for the eight US G-SIBs in 
late 2013. 

• Finally, an Advance Notice of Proposed Rulemaking 
will be published in the fall to consider possible 
approaches to calculating additional capital 
requirements for firms which rely considerably on 
wholesale funding.  

Governor Tarullo indicated that this comprehensive 
regime would conform to Congress’s mandate to apply to 
large US banking organizations more exacting regulatory 
and supervisory requirements that become progressively 
stricter as the systemic importance of the firm increases. 
Size and systemic importance thus translate into more 
and more of a “regulatory millstone.” (See the 
Appendix below for a timeline of these events). 

Highlights of changes and impacts 

Definitions of capital 

As expected, there were considerable comments 
submitted regarding the level of conservatism embedded 
in the proposed rule from all segments of the banking 
industry. However, the community banking sector and 
firms that are not subject to the Advanced Approaches 
scored the most wins. Advanced Approaches firms 
received far fewer concessions from the proposed rule 
and any successes were mostly transition type 
arrangements.  

The effective date of the rule for non-Advanced 
Approaches firms was pushed to January 1, 2015, 
providing an additional year for compliance. Advanced 
Approaches firms will be required to start the transition 
period towards the revised capital minimums, 
definitions of capital and deductions, and adjustments to 
capital on January 1, 2014.  

Implication for firms in “parallel run” 

Advanced Approaches firms are required to calculate 
capital under the new capital rules as of January 2014, 
subject to transitional arrangements. For those firms that 
are in parallel run, during the period between January 1, 
2014 and December 31, 2014, these firms will also be 
required to calculate capital under the current regime 
(Basel II) in lieu of the Standardized Approach. Thereafter, 
these banking organizations will calculate their regulatory 
capital and associated buffers employing the advanced and 
the standardized approaches under the Rule. 

Minimum capital requirements 

Minimum capital requirements remain unchanged with 
thresholds defined as follows: Common Equity Tier 1 
ratio of 4.5%; Tier 1 Capital ratio of 6%; Total Capital 
ratio of 8%; and US Leverage ratio of 4%. For Advanced 
Approaches firms, an additional Basel III Leverage ratio 
of 3% would also be applicable under the Rule. 
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The below figures provide additional details on the transitional arrangements related to minimum capital ratios.  

Transitional arrangements (shading indicates transition periods) 

 
Jan 1, 2014* Jan 1, 2015 Jan 1, 2016 Jan 1, 2017 Jan 1, 2018 Jan 1, 2019 

Minimum CET1 Ratio 4.0% 4.5% 4.5% 4.5% 4.5% 4.5% 

Capital Conservation Buffer  
  

0.625% 1.25% 1.875% 2.5% 

Minimum CET1 ratio + conservation buffer  4.0% 4.5% 5.125% 5.75% 6.375% 7.0% 

Minimum Tier 1 Capital + conservation buffer 5.5% 6.0% 6.625% 7.25% 7.875% 8.5% 

Minimum Total Capital + conservation buffer  8.0% 8.0% 8.625% 9.25% 9.875% 10.5% 

Minimum Supplementary Leverage Ratio  
 

Disclosure starts Jan 1, 2015 and  

compliance date is Jan 1, 2018 
3.0% 3.0% 

Minimum Tier1 Leverage Ratio 4.o% 4.o% 4.o% 4.o% 4.o% 4.o% 

Phase-in of deductions from CET1 (including amounts 
exceeding the limit for DTAs, MSRs and financials)  

20% 40% 60% 80% 100% 100% 

*Only applicable to Advanced Approaches firms as the Rule becomes effective for all other firms starting January 1, 2015. 

 
Importantly, based on our understanding of the capital 
negotiations between US regulators, a supplementary 
leverage ratio of at least 6% is expect for the largest 
banks, as the FDIC may vote on during its July 9th 
meeting.  

The capital conservation buffer of 2.5 % of risk-weighted 
assets remains applicable to all banks. However for 
Advanced Approaches firms which have exited parallel 
run, the conservation buffer will be driven by the lower 
of the Standardized and Advanced Approaches’ risk-
based capital ratios, which represents a more 
conservative approach than the original proposal.  

Revisions to the definition of capital 

Consistent with the Dodd-Frank Act, non-qualifying Tier 
1 Capital instruments such as trust preferred securities 
and cumulative preferred securities are required to be 
phased out by 2016. However, the final rule provides a 
carve out for banking organization with less than $15 
billion in total assets. These firms will be permitted to 
consider such instruments as part of Tier 1 Capital 
subject to current limitations. 

Capital deductions 

Despite considerable commentary, mostly from larger, 
more complex banks requesting more lenient aggregate 
limits on deductions, the Rule as it pertains to the 
limitations was unchanged. However, the Rule allows for 
a more extensive transition period particularly for 
deferred tax assets, gains on sale of securitizations, 
defined pension fund assets, and expected credit losses 
that exceed eligible credit reserves.  

Accumulated Other Comprehensive Income (“AOCI”) 

The requirement of unrealized gains and losses in AOCI 
(with the exception of unrealized gains and losses on 
cash flows hedges associated with assets that are not fair 
valued) to be included in the calculation of Common 
Equity Tier 1 will only be mandatory for Advanced 
Approaches banks. The final rule permits all other banks 
a one time opportunity to opt out of this treatment and 
retain the treatment detailed in current capital rules. 

Standardized approach 

The agencies received extensive comments on the 
Standardized Approach and, in some instances, heeded 
that commentary. Overall, it appears community banks 
have succeeded in eliminating or delaying many of the 
more onerous approaches (e.g., for residential 
mortgages) while Advanced Approaches institutions 
were unsuccessful in having additional alternatives 
introduced (e.g., for IMM or VaR for OTC derivatives, 
repo-style transactions, and eligible margin loans). The 
following provides an overview of the major changes 
from the proposed rule or highlights areas where the 
agencies have indicated future change is possible. 

Sovereign exposures 

As the Organization for Economic Cooperation and 
Development (“OECD”) made a decision to cease rating 
certain high-income jurisdictions, the proposed use of 
country risk classifications (“CRC”) as the basis for 
assigning risk weight is no longer feasible. As a result, 
the risk weights for these sovereigns, foreign banks, or 
Public Service Entities (such as a states or 
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municipalities) without a CRC rating have been changed. 
A risk weight of zero will be applied to member OECD 
countries without a CRC rating while non-member 
countries without a CRC rating will receive a risk weight 
of 100%.  

Residential mortgages 

Perhaps the most significant victory for the industry is 
the elimination of changes to the proposed risk weights 
for residential mortgages based upon Category 1 and 
Category 2 mortgage definitions and Loan to Value 
ranges. Instead, the risk weights for residential 
mortgages under the general risk-based capital rules will 
remain intact, assigning a risk weight of either 50% (for 
most first-lien exposures) or 100% for other residential 
mortgage exposures. While the Rule eliminates what 
many viewed as an extremely burdensome set of 
requirements, the agencies explicitly stated they will 
continue to evaluate structural, market and other 
regulatory changes underway in the residential mortgage 
market and the impact on products and their attendant 
risk profile. 

High Volatility Commercial Real Estate (“HVCRE”) 

The agencies responded to concerns raised by the 
industry by limiting the scope of HVCRE through a 
modification of the definition of Acquisition, 
Development and Construction (“ADC”) loans. The 
definition has been revised to exclude loans to facilitate 
certain community development projects as well as loans 
secured by agricultural land. Additionally, the agencies 
clarified that a loan permanently financing owner-
occupied commercial real estate is not an HVCRE 
exposure. 

Cleared transactions 

The Rule introduced capital requirements for cleared 
transactions with central counterparties (“CCPs”) and for 
default fund contributions to CCPs by clearing member 
banking organizations, more or less as proposed. The 
agencies expect to modify the final rule to incorporate 
the BCBS improvements to the CCP capital framework 
and the Current Exposure Method (“CEM”) through the 
ongoing regular rulemaking process. Additionally, the 
Rule stipulates that banking organizations apply a 20% 
credit conversion factor to all short-term commitments 
of one year or less that are not unconditionally 
cancellable, as initially proposed. 

OTC derivatives 

The Rule generally adopts the proposed treatment for 
OTC derivatives without change. Alternative Basel II or 
Basel III methodologies are not included. The agencies 
expect to consider whether it would be necessary to 

propose any changes to the CEM once BCBS discussions 
on this topic are complete. Where the banking 
organization is acting as a clearing member for its client 
or guaranteeing their performance, in recognition of the 
shorter close out periods for cleared transactions, the 
final rule permits a banking organization to apply a 
scaling factor to recognize the shorter holding period.  

Off-balance sheet 

To address confusion about what qualifies as a credit-
enhancing representation and warranty, the Rule retains 
the current 120-day safe harbor period. Additionally, the 
Rule stipulates that banking organizations apply a 20 
percent credit conversion factor to all short-term 
commitments of one year or less that are not 
unconditionally cancelable, as initially proposed. 

Credit risk mitigation 

The rules related to credit risk mitigation are more or 
less the same as proposed. In the final rule, the agencies 
have revised downward the standard supervisory market 
price volatility haircuts for financial collateral issued by 
non-sovereigns.  

Securitizations 

The Rule finalized the definition of traditional 
securitization largely as proposed, with some minor 
revisions. It modifies the Simplified Supervisory 
Formula Approach (“SSFA”) to recognize common 
deferral features associated with student and consumer 
loans unrelated to credit risk. Additionally, the Rule 
revised delinquency parameters to increase the risk 
sensitivity of the approach. Lastly, in consideration of 
potential burdens, firms that are not subject to the 
market risk rule may also choose to use the gross-up 
approach for securitization exposures.  

Equity 

To improve risk sensitivity, the Rule generally follows 
the same approach to equity exposures as the proposal, 
while providing clarification on investments in a 
separate account. 

Disclosure 

The draft final rule includes qualitative and quantitative 
disclosure requirements for top tier banking 
organizations with $50 billion or more in total 
consolidated assets that are not subject to the Advanced 
Approaches.  
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Market risk amendment 

As expected, the Rule integrated the market risk capital 
requirements into the general capital framework and 
expanded the application to certain savings and loan 
holding companies and thrifts. The addition of separate 
definitions for financial institutions helps clarify the 
scope of the rule and reduces some operational issues, 
particularly with respect to the treatment of equity 
interests and positions in funds. Most internationally 
active institutions and those holding positions in 
securitizations may find some operational benefit and a 
slight improvement relative to the guidance of the 
proposed rule and the current market risk rule.  

The Market Risk NPR that was part of the Rule attempts 
to reconcile the current market risk rule to the 
requirements of the general capital framework by 
revising specific risk weights for sovereign exposures, 
non-publicly traded mutual funds, and certain student 
loans that are securitized and traded under the SSFA. 
The NPR also aligns the timing of regulatory mandated 
disclosures with public financial disclosures, or the 
equivalent.  

 

 

 

 

  



 

FS regulatory brief—PwC 

Appendix – Timeline of Basel III effective dates and other systemic risk 
proposals 

 

 

 

  

2013 2014 2015

J A S O N D J F M A M J J A S O N D J F M

Q3 2013
Leverage ratio NPR

January 1, 2014
Basel III effective  for 
Advanced Approaches 
institutions

Q4 2013
SIFI surcharge NPR

Equity and LT debt 
requirements for 
orderly resolution 
NPR

Q1 2014
Short-term wholesale 
funding limits NPR

January 1, 2015
Basel III effective  for 
Standardized 
Approach institutions
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Additional information 

 
 
For additional information about PwC’s Financial Services 
Regulatory Practice and how we can help you,  
please contact:  

Dan Ryan  
Financial Services Regulatory Practice Chairman 
646 471 8488  
daniel.ryan@us.pwc.com 

Alison Gilmore 
646 471 0588 
alison.gilmore@us.pwc.com 

Contributors: Charles Andrews, Kevin Clarke,  
Alejandro Johnston, Bruce Oliver, Coryann Stefansson,  
Dan Weiss, and Gary Welsh. 

To learn more about financial services regulation from 
your iPad or iPhone, click here to download PwC’s new 
Regulatory Navigator App from the Apple App Store. 

Follow us on Twitter @PwC_US_FinSrvcs 

https://twitter.com/PwC_US_FinSrvcs
https://itunes.apple.com/us/app/pwcs-regulatory-navigator/id559500180?mt=8&ign-mpt=uo%3D2
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