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Basel III: Watered down and this should cause concern.
By Christian Tegllund Blaabjerg, Chief Equity Strategist
The release of the revised Basel III proposal Monday night this week contains a lot of very important information that most seemingly did not notice. At first glance the document is all about rules that in general have become less strict than the December version of the document. Obviously this is very bullish for banks, especially banks in Australia and Japan, and they should short term rally on the back of this. However there are also issues that are less clear in the document, but none-the-less very interesting. Especially the grandfathering period of 8 years – this is hardly chosen on the basis of a random factor, but rather taking into consideration the massive balance sheet repair that currently takes place at most major banks. And with a new set of rules that is only marginally stricter than the Basel II accord this clearly points towards that central bankers are concerned – both for the overall economy and the state of the financial system.
Since last year, European nations like France and Germany have been lobbying for proposed Basel III regulations to be eased, and the BCBS responded by reducing the number of exclusions and establishing a sufficient transition period. The new consultative document is based on a review carried out from May of the results of a Quantitative Impact Study (QIS), and it will be serve as the draft to be discussed at the Governors and Heads of Supervision (GHOS) meeting in September.

In short the major changes are:

· Tier1 capital ratio – exclusion rules eased

Two items were removed from the list of mandatory exclusions from Tier 1 Capital ratio announced last December: Intangible assets (largely software in value terms) and net DTA’s.

Other items have now been partly reintroduced into the Tier 1 Capital Ratio after prior being removed: Deferred tax assets (net) and investments in the common equity of financial institutions to be permitted – however the limit is set for both at maximum 10% of the banks’ common equity component.
· Leverage ratio definition

The minimum leverage ratio (Tier 1 Capital/Assets) is 3%. After tracking leverage ratios for four years starting in January 2013, a final proposal will be announced by June 2017, with application of new rules expected to start in January 2018.

· Liquidity coverage ratio eased

Overall, requirements were eased. In the liquidity coverage ratio, run-off rate floors were lowered, while in the net stable funding ratio, the available stable funding factor was raised. The proposal also includes a response to the sovereign risk the market has been concerned about lately, including a 15% haircut on some sovereign bonds.

· Phase-in-period – about eight years.

Application of the new leverage and liquidity coverage ratio rules will begin in January 2018. The phase-in period for new capital adequacy ratio regulations was not made clear, but anticipates a reasonable phase-in period will be allowed.

Besides from the obvious, namely that financial institution will trade higher on the back of this easing – their earnings will simply have to be revised higher since they de facto will need to put less capital aside for reserves – the easing and the long phase-in period should cause concern.

The fact that the easing is rather significant compared to the original version of the document back from December should cause long term concern for the financial sector, especially in Europe and the US. Currently a balance-sheet repair is going on in these regions, but this process could be jump-started simply by assuming more risk on the books and given the very low interest rate regime this should be very tempting indeed. Short term this would obviously have a massive effect for the single institution both from an earnings perspective and a balance sheet repair perspective. Long term, however, this entails serious risk for another crisis in the financial sector driven by excessive risk taking and unlike the first crisis European and US governments are so indebted that they will have a very difficult time bailing everyone out.
The revised proposal states that new leverage and liquidity coverage ratio regulations will come into force in January 2018. This transition period (longer than the roughly six years allowed for Basel II) appears to have been

determined in light of 1) a lack of evidence for real recovery in the global economy and 2) current conditions in various countries. While the phase-in period for the new capital adequacy ratio regulations was not specified, we

anticipate a reasonable transition time will be afforded. This should, in our view, cause another type of concern namely that the financial sector is less solvent and is likely to remain in this state for years despite what the recently published stress test showed. If this assumption is right a further deceleration of the global recovery could put the financial sector in the US and Europe under severe pressure.
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