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Ladies and Gentlemen:
We understand the Basel Committee on Banking Supervision (“Basel Committee” or “the Committee”) is
currently preparing for resolution of its ongoing work on the Basel III package of reforms. With that in
mind, BAFT felt it appropriate to share some additional analysis conducted since our previous comments
on the sum of the Committee proposals and its impacts on trade finance specifically.
BAFT is an international financial services trade association whose membership includes a broad range
of financial institutions throughout the global community. As a worldwide forum for analysis, discussion,
and advocacy in international financial services, BAFT member banks provide leadership to build
consensus in preserving the safe and efficient conduct of the financial system worldwide.
As BAFT represents the transaction banking segment of financial institutions globally - including the trade
finance and cash management business lines - we are particularly concerned about the impact that new
regulatory initiatives could have on the provision of these crucial financing and payment services that
support real economic commerce. To that end, BAFT’s comments are primarily focused on issues for
these particular sectors of the banking industry.

I.

Introduction

As the Committee is aware, BAFT has offered comment letters in regards to two of the Committee’s
consultations over the past year: Revisions to the Standardized Approach for credit risk and Reducing
variation in credit risk-weighted assets – constraints on the use of internal model approaches,
respectively. The latter submission was offered in partnership with the International Chamber of
Commerce (“ICC”). Both documents attempt to detail the uniquely low risk nature of trade finance, offer
evidence as to why we believe the individual consultations as proposed do not properly reflect
appropriate treatment of the asset class, will damage the trade finance line of business and global trade
more widely, and, in the cases where we disagree, offer alternatives to the Committee’s proposals as
appropriate.
You may refer to our earlier letters that detail in depth, and with backing from the ICC Trade Register
among other sources, evidence as to the low risk nature of trade finance, and in particular, its low risk
relative to other forms of corporate and bank lending products. The ICC Trade Register illustrates the
quality of the trade finance business as an asset class, doing so on the basis of industry data as well as
expert analysis and qualitative observations. Additionally, we would refer to those earlier letters our
suggestions for evidence-based modifications to some of the Committee’s proposals. In our view these
modified proposals can meet the stated policy goals of the Committee without unduly harming trade
finance. As stated prior, and worth reiterating today, we understand and are sympathetic to the
Committee’s concerns regarding the accuracy of models that are based on portfolios with low default as a
primary characteristic. It is why leading banks and industry groups have spent significant time and
resources on data pooling efforts, such as the ICC Trade Register and other sources.
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That said, we believe it crucial to again demonstrate the significant danger to trade finance, which
provides vital support for global trade and economic growth, if the proposals remain unchanged. The
models included in this letter reflect the basis for industry concern regarding the proposals has revolved
around the overall increases in capital that may result from the proposals, and the difficulty that the
variety and sheer number of proposals present to institutions as they weigh impacts. In this letter we
demonstrate the tangible price and capital impacts on specific lines of business and more importantly, on
specific client segments. Companies such as those who build and improve major infrastructure in
countries (developed and emerging) across the world, as well small and medium size enterprises that
provide lifeblood for the global economy, will be most severely impacted. We applaud the Committee’s
repeated statement that this is “not an exercise in increasing regulatory capital requirements” 1, but the
effect of these proposals may result in just the opposite.
As you’ll see below, for trade finance, our models show that capital requirements will increase by
around 36%, and pricing will need to increase an estimated 60%-100% depending on the product.
We believe that the Basel III reforms have been implemented at an uneven pace, thus the full impacts
remain to be seen. What we do know from the available data, however, should give pause to increasing
greater burdens when it comes to both capital and pricing. The most recent evidence of this comes from
a report issued by Oliver Wyman2 in August 2016. This paper was sourced from over 100 academic
papers, more than 100 letters or studies by the industry, and nearly 200 references and research papers
from official sources. This new analysis reinforces our arguments that the totality of reforms results in
significantly higher capital increases, higher prices, and diminished lending. Specifically, the report
showed the following:


There will be a significant impact on bank lending with much higher costs for the end users of
financial services, primarily households and businesses that borrow or invest.



Median estimates of potential increases in credit spreads of 60 to 84 basis points, depending on
the region



Loan volumes on bank balance sheets are estimated to decline as well, with an average decline
across the studies of 2.6% for a 1 percentage point increase in required capital ratios.

This letter is intended to bring those impacts to greater light. Some of the data and arguments we include
have been offered in our previous letters. However, we felt it necessary, as the Committee makes its final
considerations, to include some of the recent analysis that demonstrates the modeled impact of the
proposals.

II.

Proposed Model Changes

As articulated in our earlier letters, we believe the Committee’s proposed modeling changes to move to
the Standardized approach is misguided. We would note a number of problems, including:

1

Coen, William. Speech at the panel discussion at the 2016 Annual Membership Meeting of the Institute of
International Finance, Washington DC, 7 October 2016. <http://www.bis.org/speeches/sp161007.htm>
2

Oliver Wyman. “Interaction, Coherence, and Overall Calibration of the Post Crisis Basel Reforms.” 9 August 2016.
< http://www.oliverwyman.com/content/dam/oliver-wyman/global/en/2016/aug/post-crisis-basel-reforms.pdf>
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The changes lumps risk weights into a few external rating categories, resulting in a lack of
differentiated risk between obligors. This would run contrary to one of the stated objectives of the
Basel Committee, namely, that of promoting a more risk sensitive approach within banks.



The proposals will increase capital requirements for unrated banks and subsidiaries of banks with
no external ratings in jurisdictions which allow external ratings and all banks in jurisdictions that
do not allow external ratings. Further, as the number of unrated banks is concentrated in
emerging markets, credit capacity is likely to diminish and become more expensive for emerging
market banks.



The use of floors in general will give limited recognition to collateral and tenor, resulting in
adverse unintended impacts on trade finance despite the well-documented short term nature of
exposures in trade finance, and the very effective collateralization and risk mitigation options
available and in common use in export finance. The outcome of the proposed approach will
clearly be to raise capital requirements for trade exposures. It is because of these principle
differences in the models that we foresee severe negative impacts on both capital and pricing for
these instruments.

III.

Impacts on Price

As detailed in our response to the consultation, Reducing variation in credit risk-weighted assets –
constraints on the use of internal model approaches, the move away from the IRB approach will likely
result in higher capital consumption, and thus higher prices for customers. These customers include
corporates, SMEs, and financial institutions in global correspondent networks.
We model the potential impact on pricing for a suite of Trade Finance products, below. The following
scenarios are reflective of current market practice and pricing. As you’ll see, the models demonstrate
that banks seeking to maintain comparable returns will face pressure to increase margin income
by 60 to 100%. While banks may have a choice not to pass on this increase, it’s highly unlikely. Since
the move away from the IRB approach will be across a broad spectrum of banks who currently use these
internal models, it will directly impact the competitive landscape in trade finance.
However, even in the event where financial institutions choose to absorb a portion of the increase, the
market impact may remain significant. As evidenced below, a US$500,000 import letter of credit, which
might cost US$1,300 under current circumstance, could become as expensive as US$2,400 under the
proposed revised requirements. These key changes to proposed requirements include:




The proposed move from the IRB approach to the Standardized approach, whereby externally
rated risk weights of 20%/50%/100%/150% would apply.
Where external ratings are not recognized, an application of 50%/100%/150% risk weights.
And, for exposures less than 90 days, an application of a 20% risk weight.
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We would again call your attention to the significant increase in margin income that will be required to
achieve the same RoRWA and RoE.
We further illustrate impact on pricing by comparing capital consumption under the current IRB approach
with the capital consumed under the standardized approach for a receivable finance/supply chain loan
and an overdraft for an ‘A’ rated obligor.
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As you can see, there are significant increases in the requirements for capital. Under the IRB approach
the overdraft is priced higher to reflect the higher risk in the product compared to the structured receivable
finance transaction. A move to the standardized approach will remove this incentive and favour the
overdraft as it will be more profitable than a receivable finance transaction.
We believe the proposed solution of using the Standardized models will result in a less risk sensitive
approach. This is become the risk weights are lumped into a few external rating categories. This will
increase capital requirements for unrated banks and subsidiaries of banks with no external ratings in
jurisdictions which allow external ratings and all banks in jurisdictions that do not allow external ratings.
This will have particularly acute impact in emerging markets. As the Committee is aware, the number of
unrated banks is concentrated in emerging markets. Thus, credit availability will diminish and in emerging
markets – who need affordable financing the most - costs will increase.
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IV.

Impacts on Capital

The proposed move away from the IRB approach will result in an increase in capital requirements. We
evidence this below by constructing a hypothetical portfolio of bank related trade finance exposures on
the IRB advanced approach, and assessing the capital requirements impact on the standardized
approach. As detailed earlier in this letter, the higher capital requirements will likely translate into higher
prices for customers. Specifically, this increase in capital is derived from the reduced risk sensitivity of
the modeling, which is driven by moving away from IRB models to blunt external risk weights. We believe
this results in an overstatement of risk and a subsequent increase in capital requirements. You’ll note that
triple digit percentage increases are expected on the lowest risk (AAA to A-) exposures.

We have also simulated the impact of moving segments of the corporate portfolio from the Advanced IRB
approach to the Foundation IRB approach by constructing a hypothetical portfolio of trade finance
exposures. This model indicates that capital increases by approximately 36%. We would strongly
argue, that this would be at odds with the Committee’s prior statements to keep capital increases within
reasonable limits.
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V.

Conclusion:

There has been significant work and commitments from both regulators and financial institutions alike to
strengthen the capital base and resilience of the industry over the last 8 years. While in a much better
overall position, bank balance sheets are constrained, there is competition across the industry for limited
bank capital, and real strategic decisions are being made within institutions about the allocation of that
capital and sustainability of certain businesses. The required capital increases that would result from the
Committee’s current proposals will potentially decimate the trade finance business, and in particular, in
emerging markets where trade finance is needed the most.
As we’ve detailed before, trade finance, is a long standing, low risk, stable source of financing supporting
real economic growth. The advantage this business brings is that is has a low risk and comparative
capital cost. If the latter characteristic is distorted by significantly higher capital requirements then it will
weaken the attractiveness of that business compared to other more profitable lines, and will likely cause
banks to discontinue offering trade financing.
The sum of the proposals in their current form and the move away from the IRB approach specifically, will
distort decision making and behavior at the business level and give a result that is actually counter to the
objectives of policymakers and regulators: to drive and promote a sound, sustainable, robust, and tradedriven international system.
We urge the Committee to review these findings and to carefully consider the modifications to the
proposals we offer in our previous letters. We look forward to further dialogue on these important issues
going forward. For further information, please contact John Collins, Vice President, International Policy at
jcollins@baft.org or +1-202-663-5514.

Very truly yours,

Tod R. Burwell
President and Chief Executive Officer
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