The increasingly onerous impact of the Collins Amendment is catalysing

US banks to consider capital relief trades. Simon Boughey investigates.
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banks — Bank of America, Citi, JPMorgan and
Wells Fargo — the average differential between
the calculation of RWAs according to the
standardised methodology and by the advanced
approach is now 4%. Clearly, 4% of trillions of
dollars is alot of money, with profound implica-
tions for capital requirements.

“In 2015, RWAs as calculated by IRB models,
were higher by a total of US$160bn, so there has
been a significant shift,” explains Terry Lanson,
anmd at Seer Capital. By the end 0f 2019, RWAs
calculated under the standardised approach
exceeded those calculated under the IRB
approach by an aggregate of US$210bn across
those four banks.

Consequently, there is added and grow-
ing incentive to reduce RWAs through the use
of capital relief trades, bringing them more in
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It is worth noting in this regard that the US
application of the standardised approach is also
more onerous than the European version. For
example, allloans secured by consumer debt —
whether they are credit card loans, auto loans or
personal finance loans — are given a 100% risk
weighting, irrespective of the credit of the bor-
rower. Equally, all first lien residential mortgages
receive a 50% weighting irrespective of type, while
all corporate loans receive a 100% weighting.

“Basel 3 does allow loans to be treated
somewhat differently under the standardised
approach, but in the US all corporate loans
are 100% risk weighted, notwithstanding the
fact that some loans might be highly rated and
may have a much different risk profile. The IRB
approach assigns some corporate loans risk
weighting of 20% or lower if they have low default

“IN 2015, RWAS AS CALCULATED BY
IRB MODELS, WERE HIGHER BY A
TOTAL OF US$160BN, SO THERE HAS
BEEN A SIGNIFICANT SHIFT?

line with valuation according to the standard-
ised approach. Moreover, as the standardised
approach has become the binding constraint,
there is added incentive to take higher qual-
ity assets off the balance sheet as standardised
calculation is something of a blunt instrument
and does not differentiate between differing
asset qualities.

Figure 1: Evolution of the balance sheet

probability, low loss given default and short
tenor,” says Lanson.

So banks are incentivised to construct pools
composed of higher quality assets as they receive
exactly the same degree of capital reliefas if the
pools contained lower quality assets, with the
added advantage that they are an easier sell to
investors at a more aggressive price.
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Terry Lanson, Seer Capital

This phenomenon has been demonstrated in
the relatively few syndicated transactions seen in
the US over the last year or so. JPMorgan issued
several trades referencing its corporate loan book,
while Goldman Sachs issued its Absolute trade in
September last year.

“What we saw in the JPMorgan and Goldman
Sachs trades were super high quality loan portfo-
lios, so absolutely not the type of portfolios that
European banks would have hedged. There is no
benefit to doing lower quality loans as, under the
standardised approach, all loans are treated the
same,” explains Olivier Renault, global co-head of
FIG solutions at Citiin London.

Tranche thickness was another giveaway that
these trades seen in the US were designed to
reduce RWAs as calculated by the standardised
approach. For CRTs to achieve the required
reduction of RWAs as calculated by the stand-
ardised approach, the simplified supervisory
framework approach (SSFA) must be used and
this requires thicker tranches.

Hedging IRB assets, however, generally
means the use of the supervisory framework
approach (SFA), which delivers the same capital
relief on thinner tranches. So the JPMorgan deals
incorporated tranches in the region of 0%-12%
or 0%-13%, whereas in Europe — where IRB
modelling is common and there is no Collins
floor — tranches are more generally in the region
of 09%-7% or 0%-8%.

Lawyers agree that the tide is turning in the
US and the increasing disparity between RWAs
calculated by IRB models and by the standardised
approach is one of the influences bearing down
upon issuers and potential issuers. “I'm hearing
banks are more interested in this, which suggests
they want to reduce capital associated with higher
quality assets. If the standardised approach s
the binding constraint, then by definition you're
holding too much capital against higher quality
assets because the standardised approach does not
differentiate based on credit quality of exposures,”
says Carol Hitselberger, a partner at Mayer Brown.

There are other reasons for doing CRT trades,
aside from regulatory capital relief. Citi is the pio-
neer of this market and it says that the risk reliefis
every bit as important as regulatory capital relief.
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Citi has a very large emerging markets lending
book. Only HSBC rivals it in terms of global foot-

fact that JPMorgan and Goldman are doing it
makes a difference,” says Lanson.

print. And it has been using CRT since 2007 to

reduce counterparty exposure, a significant num-

ber of which are not investment grade names.
The bank completes perhaps five or six trades

ayear, all of which are either bilateral transactions

or with a couple of investors. They are not syn-
dicated or broadly distributed and largely occur
below the radar screen.

The advantage of this approach is that Citi
does not have to divulge details about its lending
book, its loan history and how it originates loans,
all of which is sensitive information but all of
which would have to come to light ifit did capital
markets trades. Moreover, amending the pay-
ment terms or maturity of a transaction is consid-
erably easier if dealing with only one investor.

Carol Hitselberger, Mayer Brown

While not every US bank possesses the sort
of diverse loan book Citi does, the use of CRT
mechanisms to reduce economic risk is clearly
germane. It provides a template for others to follow.

“THE GOLDMAN SACHS AND
JPMORGAN DEALS SHOW THE
REGULATORY FRAMEWORK IS IN
PLACE. THE REGULATORS GAVE
THEIR STAMP OF APPROVAL AND
OTHER BANKS WILL BE LOOKING”?

The bank agrees that the economic capital
benefits are asimportant as the regulatory capital
relief benefits. “Citi likes doing these deals for
economic capital reasons as well. It's absolutely
essential we can look our regulator in the eye
and say, 'We're not arbing this. This is real risk
transfer; we are doing this to free up capacity to
do more lending and an important side benefit is
RWA relief’” says Renault.
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The fact that the major names in the banking
world, like JPMorgan and Goldman Sachs, have
initiated CRT transactions in the last year or so
is also expected to allay some of the apprehen-
sions and misgiving smaller banks might have felt
about taking to the waters. “The Goldman Sachs
and JPMorgan deals show the regulatory frame-
work is in place. The regulators gave their stamp

of approval and other banks will be looking. The

Hitselberger agrees that there has been a sea
change in the last 12 months. “JPMorgan is doing
high-profile deals; other banks are doing bilateral
non-capital markets deals. So I think there is
more appetite out there.”

She continues: “We're getting calls about it
literally every day. We've got investors talking
to us as well. Everybody is pitching it to each
other.”

Ironically, the disparity between IRB models
and the standardised approach shifted once more
last year as volatility shot up and banks down-
graded alarge portion of theirloan books as a
result of the Covid-19 market dislocation. One
major US commercial bank reports that in 2020
it was constrained by its advanced model for the
first time since 2017.

But this is not expected to be a longstanding
development; rather a temporary phenomenon
as aresult of exceptional circumstances. In 2021,
the top US banks are expected to be constrained
by the Collins floor once more as IRB RWAs
plummet.

So, the impetus for the top US banks to make
more use of CRT is maintained. Renault points
out that the market is already changing,

“Last year, there were 40 transactions in total,
and 16% of these were US. Normally it’s about
5%. Seeing the top two or three banks do deals
like this might make the next tier much more
comfortable,” he says.

The advantages of doing CRT transactions
from an RWA perspective and from an economic
capital relief perspective now seem unarguable. H

SCI's CRT Premium Content offers regular in-depth
analysis of trends and developments across the
capital relief trades market, in addition to our usual
news output. To upgrade your subscription to access
all CRT premium content for a year, or for further
information, email jm@structuredcreditinvestor.com
(new customers) or ta@structuredcreditinvestor.com
(existing subscribers).
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