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ONE RULE, TWO RESULTS

By Kevin Hawken, Carol Hitselbergerand Jason Kravitt

The revised securitisation framework will
affect EUand US banks differently and may be
impacted by the qualifying securitisation
concept.

On December 11,the Basel Committee on
Banking Supervision (BCBS) published new
international model rules for banks’
calculation of credit risk capital requirements
for exposures to securitisation transactions
(Revised Framework). Its publication follows
more than two years of work by the BCBS staff
and two rounds of public consultation,and
representsanimportantadditionto
securitisation’s new regulatory environment.

Onthe same day,ajoint task force on
securitisation markets led by the BCBS and
International Organisation of Securities
Commissioners (losco) publisheda
consultative document on ‘Criteriafor
identifyingsimple, transparentand
comparable securitisations’ (STC-CD).
Thoughthe STC-CD does not propose
regulatory changes, Europeanauthorities
have already adopted -and are considering
further—-measuresto provide relatively
favourable regulatory treatment for
securitisations meeting specified criteria. This
developing concept of qualifying
securitisation may result infurther changes to
the Revised Framework or affect its
implementation by member countries.

The bank capital frameworksin effectinthe
USand EU differinsomeimportant ways, as
dotheirsecuritisation markets. Asaresult, US
and EU banks will see different results from
implementing the Revised Framework. They

andtheirregulatorsarealso likely to have
some different views onthe qualifying
securitisation conceptasit may be applied to
bank capital requirements.

The Revised Framework will replace the
prevailing securitisation bank capital rules set
outintheamended Baselll framework. It must
beimplemented by BCBS member countries
by the beginning of 2018.

An element of note is the simplified hierarchy
of approaches. Under this system, to

determine the credit risk capital requirement
forasecuritisation position,abank willapply:

e aninternal ratings-based approach (IRBA)
usingasupervisory formulato calculate
required capital based onthe capital
requirement determined under the Basel
[linternal ratings-based approach (IRB)
forthe underlyingexposuresand other
attributes of the securitisation position
andthose exposures;

e wherepermitted,an external ratings-based
approach (ERBA) which specifies risk
weights based on qualifying credit rating
agency ratingsand other variables. For
anunrated exposure to asset-backed
commercial paper conduit, the internal
assessmentsapproach (IAA) fromthe IRB
applies;or

e astandardisedapproach (SEC-SA), which
determines risk weights usingaless
complicated formulabased on the capital
charge determined under the Basel Il stan-
dardised approach (SA) for the underlying
exposuresand other variables.
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If the bank cannot apply any of these approaches, then
generally it mustassigna1250% risk weight to the position.

The minimum risk weight willbe 15%. Under both the IRBAand
the ERBA, securitisation positions with longer maturities (from
oneyear to five years) will have higher capital requirements.
Tranche maturity will be based on mandatory contractual cash
flows of the securitisation tranche rather than contractual or
expected cash flows of the underlying assets.

Capital requirements underthe Revised Framework for
relatively high quality securitisation tranches (and especially
those not having short contractual maturities) are expected to
generally be substantially higher than under the Basel I IRB.

Qualifying securitisation criteria

The BCBS/losco task force was established in May 2014 with a
mandate to review the global securitisation markets and
suggestimprovements. The STC-CD sets out 14 principles
(some with several sub-parts) of ‘simple, transparent and
comparable’ securitisations that ‘could contribute to building
sustainable securitisation markets.’ It does not propose any
changestoregulations, but notes that the BCBS’s introduction
tothe Revised Framework refers to the STC-CD and states that
in 2015 it will ‘will consider how to incorporate such criteriainto
the securitisation capital framework.’

Inthe EU, the European Banking Authority has just completeda
consultation on criteriafor ‘simple, standard and transparent’
securitisation which, it suggests, may be given more favourable
treatment underthe EU’s version of bank capital rules. The
European Commission has already adopted regulations that
set out criteriafor securitisations to be given favourable
treatment for the purposes of insurance and reinsurance
companies’ capital requirements (Solvency I),and for the EU’s
version of the Basel Il liquidity coverage ratio.

Many questions remain about the formulationand application
of these qualifying securitisation criteria,and how compliance
with them will be determined. It appears likely, however, that

some version of this concept will be built into the EU bank
capital framework, and that it will be considered foradoptionin
theinternational frameworkandin US rules, thoughiits
prospectsthere are uncertain.

US-EU divergence

The mostimportant difference between the USand EU
versions of the Basel I capital framework s that US banks
cannot use external credit ratings to determine capital
requirements. Accordingly, US banks will not be able to use the
ERBA or IAA. This causes concern because the SEC-SAis much
less risk-sensitive. On the other hand, US banks have wider
latitude to apply the IRBA, so they may be able to apply the IRBA
more often than EU banks could when actingasinvestors.

The US securitisation market has always been much wider and
deeperthanthe EU’s,and whileit has largely recovered since
the financial crisis (except for non-agency residential
mortgage-backed securities), the EU market continues to
struggle. For banks as well as regulatory authorities in the US,
favourable treatment for qualifying securitisations could
provide some benefit, butits adoption could also risk
disruptingamarket thatis already recovering well. Inthe EU,
however, itsimplementationis seenas necessary to help the
market recover and bringin new investors,and inturnto help
revitalise the wider economy. EU banks, investors and
regulators therefore embrace the concept with more
enthusiasmand see itasimportant notjust for capitaland
liquidity ratios, but for other regulatory purposes.

The financial industry and regulatory communities will devote
much effort to definingand applying qualifying securitisation
toimprove regulation, without raising barriers and distorting
competition between different markets.
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