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Basel lll: Market implications

While Basel lll is expected to reduce overall bank tier 1 capital requirements, its effects on trading
activity and market risk are more nuanced. The new rules will increase capital required for some
types of trades and securities.! But, capital will become less pro-cyclical.

¢ Requirements for large banks are expected to fall 5%. However, most of the reduction at the
largest banks (Category | and II) comes from changes to stress testing assumptions and updates
to the GSIB systemic risk scoring framework.2 Outside these changes, trading asset risk
weightings for Cat. | and Il banks increase sharply under the new rules.

o Within trading risk, the increase reflects two general changes to the treatment of banks’
market risk. Basel Il limits risk diversification benefits and applies stricter assumptions about non-
modellable risks.

o We expect these changes will increase capital requirements for less liquid securities, those
with more complex payouts, and those whose returns are difficult to model. But this may
have more of an effect on how banks trade these securities than their volume.

e We look for more activity to shift to clearing with some reduction in warehoused positions. Banks
may expand their efforts to model risk.

e The changes to the liquidity horizon in stress testing and the reduced reliance on VaR
modeling will likely reduce pro-cyclicality in bank capital levels. In turn, this should make
bank intermediation steadier during periods of financial market stress.

Basel Il

Last week the Federal Reserve and other bank regulators released a final Basel Ill bank capital
framework. Comments are due June 18. As the full document covers more than 1200 pages of regulatory
language we have focused on the portions we think are the most relevant to markets and trading.

The new framework follows earlier attempts to finalize bank capital rules that would have resulted in
significantly higher requirements. But these failed to be approved by all three of the principal regulators:

"In this report, our focus is the Basel Il proposal rather than the separate proposal (also released last week) to
revise the structure of the GSIB systemic risk framework.

2 Large banks are split into 5 categories based on their size. The largest (Cat. 1) are the eight (largest) GSIBs,
followed by Cat. Il banks that have more than $700bn in assets or more than $75bn in cross-jurisdictional activity.
Cat. lll banks have more than $250bn in assets or more than $75bn in either nonbank assets, (weighted) short-
term wholesale funding, or off balance sheet exposures. Cat. IV banks have assets of between $100bn and
$250bn. “Other firms” are those with assets between $50bn and $100bn.
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the Federal Reserve, FDIC, and the OCC. Regulators returned to the drawing board, and spent the last
three years re-working the capital rules. The new framework is meant to be simpler and intended to more
closely tie risk with required capital. Regulators estimate that capital requirements at the largest
banks — Cat. I-IV — will fall by about 5%.3 But the effects are considerably more nuanced.

First, the reduction is concentrated in two aspects of banks’ capital calculation. For Category | and
Il banks most of the capital reduction comes from changes to the GSIB surcharge and their stress testing
requirements. Changes to trading activity risk will instead increase their capital requirements. The
GSIB surcharge is the extra capital large banks hold to internalize the systemic cost that their failure might
create given their size and complexity. Among other changes, regulators are updating the weights in the
scoring framework to reflect the growth in the economy since 2015. Similarly, large banks are subject to
regular stress tests to ensure that they have enough capital to continue lending through a severe economic
or financial market crisis. The proposed Basel Il rules reduce the liquidity horizon (or time to liquidate
positions) during the global market shock used in the “severely adverse scenario” of these tests.

Second, the 5% reduction in capital requirements is measured across all banks. But banks have
different business models so the potential amount of freed up capital at the bank level will vary. As the
effects are activity-dependent, the reduction in required tier 1 capital will depend on the relative distribution
of an individual bank’s activities — and particularly on the volume and nature of their trading activities.
Across all banks, interest income on loans accounts for nearly 70% of the total (Figure 1). But interest
earned from securities holdings is about 15%. (The balance is made up of income on leases and
miscellaneous balances due from other banks).

For traditional bank lending, the Basel Ill changes will lower the risk weights applied to residential
mortgages and mortgage servicing revenue. It will also apply more favorable risk weights for investment
grade corporate borrowing. But some of this is offset by technical changes to the treatment of exposures
shorter than 1y. Basel Il effects on credit card lending are mixed and depend on the type of borrowing
and their repayment history.

Trading activity risk

Banks’ trading risk is made up of several components reflecting market, operational, and counterparty
risk. Operational risk reflects potential losses tied to failed internal processes, systems or people. Market
risk is easier to model than either credit or operational risk, particularly for commonly traded instruments
like Treasuries.

Bank regulators are making two general changes to the market risk component. They are limiting the
risk diversification assumptions applied to large bank portfolios. And they will apply stricter
standards for non-modellable risks. Non-modellable risk refers to assets whose returns are difficult to
model because they are either non-normally distributed, or there is little available data to gauge the
severity of shocks.

Regulators estimate that these two general changes will increase risk weighted assets at Cat. | and |l
banks by 20%. Adding the proposal’s changes to the CVA (credit valuation adjustment) and
operational risk treatment of trading activity would push their risk-weighted assets up 30%.*

3 See, “Board of Governors Staff Memo, Basel Ill proposal, GSIB surcharge proposal, and standardized approach
proposal’, March 19, 2026.
4 CVA and operational risk are included in the advanced approaches calculation but not the standardized one.

Under Basel llI's “expanded risk-based framework” both are included. CVA risk adjustment measures the potential
2
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Despite the sharp increase in their risk-weighted assets, changes to the GSIB score and modifications to
global stress testing described above reduce the effect on their required tier 1 capital. That said, Cat. |
and Il banks will need to hold more capital against their trading activity; regulators estimate the combined
effect will be a “moderate 9.2%".5

These changes will have a smaller effect on the trading activities of the non-Cat. | and Il banks.
Regulators estimate these banks’ risk-weighted assets would decline 39% because of increased
recognition of credit and equity hedges under the new framework. But, as some of these banks have large
volumes of over-the-counter (OTC) derivatives trading, this will add to their CVA risk calculation and
largely offset the decline in risk-weighted assets. Cumulatively across all these banks the risk-weighted
assets might increase by 0.9%. At the individual bank level, this is sensitive to the volume of OTC
derivatives trading.

Figure 1: Loan interest (% interest income) Figure 2: Equity-Treasury bond correlation (%)
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The Basel Il proposal makes other changes to trading activity capital calculations. It replaces VaR with
“expected shortfalls” when calculating potential losses to better reflect tail events — particularly for
securities that do not have normally distributed returns. The proposal would also replace the uniform 10d
liquidity period with tailored holding periods — of up to 120d — consistent with the possibility that it might
take some time to dispose of an asset or position. In addition, Basel takes a more conservative approach
to the recognition of trading portfolio diversification — for example, noting that the correlation between
stock and bond returns has shifted over time (Figure 2).

Implications

Overall, these changes increase capital requirements on trading activity for banks with more than
$100bn in assets. But we think the effect on trading will be uneven. Some activities are likely to require
more capital while trading in liquid instruments such as Treasuries, listed equities, and corporate bonds

loss to a derivatives position from a counterparty default.
5 See page 616.
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will be unchanged. Large banks may need more capital to trade and hold positions in less liquid
instruments or those that have complex payouts. Securities with little transaction or historical data or
whose returns are difficult to model will also require more capital.

Banks can respond by reducing their intermediation activity in these securities, and, for example, pushing
more of it toward smaller banks or non-bank intermediaries. Regulators note the potential for such a shift
but are unable to provide any estimates of its size or scope. Alternatively, the banks may charge their
counterparties more to trade and make markets in these issues. And banks may do nothing — large banks
often subsidize their less capital efficient businesses (like repo) to support other higher return activity.

That said, we wonder if the larger effect is a change in how banks execute and hedge risks on
these securities. We expect more activity will shift to central clearing as risk netting through a CCP gets
more favorable capital treatment under Basel Ill. Similarly, banks may reduce the number of positions
they hold in inventory and instead rely more heavily on matching buyers with sellers rather than
warehousing securities. Finally, banks may gather more transaction data with which to model risk to
reduce their holdings of non-modellable risk assets.

The Basel lll changes are likely to reduce the pro-cyclicality of bank capital. Reducing the reliance
on VaR modeling in calculating exposures means that capital is less likely to rise sharply during periods
of financial stress. The shortening of liquidity horizons in the global market shock under the stress testing
framework also reduces pro-cyclicality as banks are assumed to be able to reduce their positions more
quickly. Our sense is that stickier bank capital will increase the willingness of banks to make
markets and intermediate in periods of financial stress.
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Disclaimers

This document has been prepared by SMBC Group (including, collectively or individually, Sumitomo Mitsui Banking
Corporation (“SMBC”), SMBC Nikko Securities America, Inc., SMBC Nikko Securities Canada, Ltd., SMBC Capital Markets,
Inc., SMBC Leasing and Finance, Inc., and JRI America, Inc.) and is being furnished by SMBC Group solely for use by the
client(s) or potential client(s) to whom such materials are directly addressed and delivered. SMBC Nikko Securities America,
Inc. (*SMBC Nikko America”) is a U.S.-registered broker-dealer. SMBC Nikko Securities Canada, Ltd. (“SMBC Nikko
Canada”) is a U.S. and Canadian registered broker-dealer. SMBC Capital Markets, Inc. (“‘SMBC Capital Markets”) is a U.S.
swap dealer registered with the Commodity Futures Trading Commission (“CFTC”). SMBC Group deal team members may
be employees of any of the foregoing entities. In the U.S., capital markets and other investment banking activities for SMBC
Group are performed by a combination of SMBC Nikko America, SMBC Nikko Canada, and SMBC Capital Markets. Derivative
activities may be performed by SMBC Capital Markets or SMBC. Lending and other commercial banking activities are
performed by SMBC and its banking affiliates. SMBC operates in the U.S. through state-licensed branches, and
representative offices, and does not accept deposits from the general public. SMBC is not a member of the Federal Deposit
Insurance Corporation (“FDIC”) and is not an FDIC-insured institution. Deposits placed with SMBC are not insured by the
FDIC. FDIC deposit insurance coverage only protects against the failure of an FDIC-insured depository institution. Non-
deposit products are not insured by the FDIC; are not deposits; and may lose value, subject to certain limited exceptions.

This document is for informational purposes only and is not intended to be advice, a recommendation, an offer to sell or the
solicitation of an offer to buy any securities, enter into any transaction or adopt any hedging, trading or investment strategy,
or any commitment to underwrite, subscribe for or place any securities, is not an offer or commitment to provide any financing
or extension of credit or service, and does not contain any tax, accounting, or legal advice. Any transactions or strategies
discussed herein do not take into account the particular investment objectives, financial situations, or needs of any client, and
may not be suitable for all parties. This document is not a research report, and neither this document nor its author(s) is
subject to SMBC Group policies and procedures that apply to the globally branded research reports and research analysts of
SMBC Group and its affiliates or to legal requirements designed to promote the independence of investment research. This
document has been prepared for and is directed exclusively at Qualified Institutional Buyers, sophisticated institutional
investors, and other market professionals. It is not intended for distribution to or use by retail customers.

SMBC Group makes no representations to, and does not warrant, this document’s accuracy or completeness. In preparing
this document, SMBC Group has relied on information available from third parties, including public sources, and we have
assumed, without independent verification, the accuracy and completeness of such information. Any specific prices, indices
or measures, including ranges, listed in this document were determined at or around the time the document was prepared
and are subject to change without notice. SMBC Group expressly disclaims any liability for any results in connection with use
of the information set forth herein, including, without limitation, any use of the information in the preparation of financial
statements or accounting material. SMBC Group does not provide tax, accounting, or legal advice. Accordingly, any
discussion of tax matters contained herein (including any attachments) is not intended or written to be used in connection
with the promotion, marketing or recommendation by anyone for the purpose of avoiding any tax-related penalties. Prior to
participating in any transaction or strategy, you should consult your own independent legal, tax, accounting and other
professional advisors.

This document may contain forward-looking statements, which may include projections, forecasts, income estimates, yield or
return, future performance targets, or similar analysis. Any such forward-looking statements, prices, indices, or measures are
based upon certain assumptions. All forward-looking statements are based on the information available at the time the
document was prepared and SMBC Group is not obligated to provide an update. Any opinions, projections, pricelyield
information or estimates are subject to change without notice. Actual events may differ from those assumptions or available
information. There can be no assurance that any estimated returns or projections will be realized, that forward-looking
statements will materialize, or that actual results will not be materially different from those presented herein. Past performance
should not be taken as an indication or guarantee of future performance, and no representation or warranty, express or
implied, is made regarding future performance. The value, price, or income from transactions or strategies may fall as well as
rise. SMBC Group or an affiliate may have a position in any of the underlying instruments, assets, indices or rates mentioned
in this document, at any time.

This document is confidential and is the property of SMBC Group, subject to copyright. Any reproduction of this document, in
whole or in part, is prohibited, and you may not release this document to any person, except to your advisors and other
professionals to assist you in evaluating the document, provided that they are obligated, by law or agreement, to keep the
document confidential.
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