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What is ‘Basel 111 endgame’ and why
are U.S. banks worked up about it?

The rules, applying to banks with over $100 bn in assets, would overhaul the way the biggest banks manage their capital, with knock-on implications

for lending. trading activities; banks say additional capital is unnecessary and will hurt the economy and have aggressively lobbied against the project

EXPLAINER

Reuters

he U.S. Federal Re-
I serve said last
month it will make

significant changes to a
sweeping proposal for
stricter bank capital re-
quirements known as the
“Basel III endgame” in a
win for Wall Street banks
that have waged an unpre-
cedented campaign to wa-
ter down the rule. What is
Basel and why is it so
contentious?

The rules, which would
apply to banks with over
$100 billion in assets,
would overhaul the way
the biggest banks manage
their capital, with knock-
on implications for lending
and trading activities.

Banks say additional
capital is unnecessary and
will hurt the economy, and
have aggressively lobbied
against the project.

‘Basel III endgame’
The Basel Committee on
Banking Supervision is a
panel convened by the
Bank for International Set-
tlements (BIS) in Basel,
Switzerland, which aims to
ensure regulators globally
apply similar minimum
capital standards so that
banks can survive loan
losses during tough times.
The committee’s “Basel
111" standard was agreed af-
ter the 2007-09 global fi-
nancial crisis. It includes

Sweeping overhaul: The U.S. proposal would overhaul how banks gauge their risk. REUTERS

numerous capital, leverage
and liquidity require-
ments. Regulators across
the world have worked for
years to implement many
of those standards, and the
so-called “endgame,”
agreed in 2017, is the final
iteration. The “endgame”
proposal, unveiled in July,
refines Basel's approach to
setting capital based on the
riskiness of  banks’
activities.

The U.S. proposal would
overhaul how banks gauge
their risk, and in turn, how
much capital they should
set aside as a cushion
against potential losses.
The main areas of focus are
credit risk, market risk and
operational risk.

On credit risk, regula-
tors are seeking to end
banks’ ability to use their
own internal risk models

when determining how
much capital should be
held against lending activi-
ties, like mortgages or cor-
porate loans.

Federal Reserve Vice
Chair for Supervision Mi-
chael Barr said those inter-
nal models can often un-
derestimate risk, as banks
are incentivised to keep
their capital costs low. In-
stead, regulators would
prefer uniform modelling
standards across large
banks. Similarly, the pro-
posal would establish new
requirements for how
banks gauge the risk posed
by swings in the markets
and potential losses from
trading. Regulators say
these market risks are cur-
rently being understated.

When assessing these
risks, banks will be permit-
ted to continue using inter-

nal models approved by
regulators, although Mr.
Barr has said standardised
models may be required
for particularly complex
risks. Banks will also have
to model trading risks at
the level of the individual
trading desk, as opposed
to at an aggregate level.

All told, the changes
would result in higher cap-
ital needs for banks with
large trading operations.

Gauging  operational
risk is a key new area of the
Basel Endgame. This refers
to the potential losses
banks could face from un-
expected sources, such as
failed internal policies,
management mistakes, liti-
gation costs or external
events. Similar to credit
risk, regulators are looking
to replace existing internal
models with a standar-

dised approach, which
would take into account a
bank’s various activities
and historical operational
losses when calculating
capital levels.

Banks warned this ap-
proach could lead to signif-
icantly higher costs for
some banks that rely heavi-
ly on non-interest fee in-
come, such as credit card
and investment banking
fees. These fees are includ-
ed in a formula used to
help calculate operational
risk, and banks warn it
could lead to dispropor-
tionately higher capital re-
quirements for some firms
if not capped.

‘Well capitalised”
While the rules have been
years in the making, banks
had hoped U.S. regulators
would offer relief elsewh-
ere by making tweaks to
existing capital require-
ments to help offset the
new hikes. They argue
banks are well-capitalised,
having withstood the CO-
VID-19 pandemic and regu-
larly clearing the Fed’s an-
nual stress tests, and any
capital hikes are unjusti-
fied. Banks have also com-
plained that regulators
have not provided suffi-
cient data to justify the
new increases, and have
even threatened to sue.
Mr. Barr said that most
banks already have enough
capital to meet the require-
ments, and those that need
to raise funds could do so
by retaining earnings for

less than two years while
still paying dividends. And
regulators have also point-
ed to the failure of three
lenders in 2023 as evidence
they need to be vigilant.

Following months of
criticism and pressure
from the industry, U.S. reg-
ulators are expected to
meaningfully reduce the
impact of the proposal in a
broad rewrite. Reuters re-
ported in March the agen-
cies are expected to signifi-
cantly lower the overall
capital impact of the new
rules. Fed Chair Jerome Po-
well confirmed that trajec-
tory when he told Congress
last month he expects
“broad, material” changes
to the plan.

The Fed and other regu-
lators are currently digest-
ing hundreds of public
comments submitted on
the proposal, most of
which have been critical.
Regulators are also expect-
ed to conduct additional
data analysis around the
proposal.

No timeline has been set
for completing the rule-
writing project, and an
open question is whether
regulators opt to re-pro-
pose the rule following the
rewrite. Such a step could
ease industry complaints
by giving them a chance to
offer more feedback, but
would significantly delay
the effort and potentially
imperil it, as regulatory lea-
dership could change fol-
lowing the November pre-
sidential election.
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