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Summary
The impact analysis on the Basel IV reforms of December 2017 shows a significant
increase in overall required capital of Italian banks. Due to the complexity of the new
requirements, a deeper understanding is needed on how this overall increase affects
the various components of a bank. Without this understanding, inappropriate allocation
of capital requirements will occur, resulting in obscuring bad lending, lower availability
of growth in low loss portfolios, mispricing of products and, therefore, increased cost to
customers.
This paper therefore analyses the impact of the post-crisis reforms on the various portfolios of a typical Italian bank. It aids
in understanding the drivers of the overall increase in required capital and sheds light on which components of the bank
will be affected most. This paper further gives guidance on first steps to take to start understanding the impact of the
reforms on required data, changes in processes, changes in modelling and the required governance, and how Italian banks
could commence implementation of these reforms.
The focus of this paper is on the changes in credit risk requirements and are from both a Standardised and (Advanced)
Internal Ratings Based (A-IRB) perspective.
The analysis shows that overall impact of the reforms on the standardised approach and its impacts on A-IRB banks via the
introduction of a capital floor for risk weighted assets (RWA) at (A)-IRB
banks.
In-depth analysis of the composition of the residential mortgage
portfolio and its responsiveness to the regulatory Loan-to-Value (LTV)
metric is needed. Other portfolios that require further attention are:
exposures to corporates (especially SME), project financing (as part of
specialised lending) and retail exposures to SME. For some of these
portfolios, the risk weights used in the standardised approach depend
on external rates, which require a due diligence process from the
bank.
Due to the capital floor, (A)-IRB banks will also have to get a deeper
understanding of the behaviour of their portfolios under the
standardised approach.
Analysing and understanding how the reforms will affect the various
portfolios of the bank and how these drive the significant increase in
required capital is of paramount importance to Italian banks to ensure
required capital is allocated appropriately to the various components
of the bank. Banks are therefore challenged to start collecting new
data as described in the requirements of the reforms.
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An introduction to the reforms
The Basel IV reforms were finalised by the Basel Committee on Banking Supervision
(BCBS) in December 2017 and aim to further strengthen the regulation, supervision and
practices of banks worldwide, with the purpose of enhancing financial stability.
The regulation is complex in that it introduces new risk drivers, new (sub) categories of portfolios and new processes to
banks. Understanding the impact these changes have on the various portfolios of the bank will drive appropriate allocation
of required capital to the various components of the bank.
The following picture summarises the most important changes from Basel IV for a bank:

Revision to Credit Risk
Standardised approach
(SA)

Fewer portfolios will be
eligible for the Internal
Rating-based approach
(IRB)

Greater use of floors for
IRB Parameters

More restrictions on
model approaches for
IRB portfolios

 Risk weights of
exposures secured by
real estate based on
loan-to-value
diversification

 A-IRB is withdrawn for
exposures to banks,
financial institutions,
large corporates and
equities

 Output floor based on
72.5% of standardised
risk weights

 Double default
approach is withdrawn

 Separate risk weights
for investment
property

 For high-volatility
commercial real
estate, slotting is used.
For all other
specialised lending
portfolios, slotting, FIRB and A-IRB can be
used

 Diversification based
on external ratings,
that requires
appropriate due
diligence process to
determine risk weight
 Minimal Credit
Conversion Factor
(CCF) of 10% for all
exposures

 Internal Model
Approach (IMA) for
CVA is withdrawn

 Probability of default
(PD) floor increases to
5bps from 3bps
 Unsecured loss given
default (LGD) floor of
25% for corporates;
50% for qualifying
residential real estate
exposure (QRRE)
exposures

 More granular insights
need to be given
regarding the
calculation of the riskweighted assets under
internally modelled
and standardised
approaches

 Secured LGD floors
imposed, varying by
collateral type
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An example: a typical Italian Bank
The impact of the reforms on various portfolios is calculated for both a standardised
bank as well as for an IRB bank using the asset side of the balance sheet of a typical
Italian bank1.
Banking Book of a typical Italian bank 2019 (Data derived from Transparency Exercise)
Total Asset 100 Millions of euros
Note
Composition of the typical banking book of an Italian bank:

100%

Central banks and central governments

26%

Institutions

7%

Corporates

37%

Corporates - Of Which: Specialized Lending

4%

Corporates - Of Which: SME

31%

1
2,7

Corporates SME - Of which: Secured by real estate (CRE)

17%

Corporates SME - Of which: Not secured by real estate (CRE)

83%

3,4

65%

5

Corporates - All other
Retail

29%

Retail - Secured on real estate property - Of Which: SME

8%

3,4

Retail - Secured on real estate property - Of Which: non-SME (Residential RE)

55%

5

Retail - Qualifying Revolving

1%

6

Retail: Other retail

35%
Table 1: Composition of the typical banking book of an Italian bank

Assumptions were made on the distribution of external ratings across different asset classes and other driver to address
new Standardized risk weights calculation.

1. Assuming only long term exposures portfolio composition
2. Assuming a composition of Project Finance exposures portfolio leading to an average risk weight of 100%
3. Assuming no regulatory retail SME and therefore risk of counterparty is equal unrated SME exposures with a risk weight of 85%
4. For these exposures it is assumed that the whole loan approach is applied
5. Assuming all exposures are unrated therefore risk of counterparty is equal to the unsecured exposure of unrated counterparty with a risk weight 100%
6. All exposures qualify as ‘regulatory’ retail and exposures are not ‘transactors’
7. Exposures are assumed unrated

1

The fictional bank balance sheet is based upon the individual balance sheets of the banks under analysis
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Impact on a standardised Bank
The reforms will decrease capital requirements for a typical Italian standardised bank2.
This decrease is mainly driven by lower capital consumption on Corporates and
Residential Real Estate portfolios.
The impact of the new regulation are significantly driven by the newly introduced Loan-to-Value (LTV) diversification for
exposures secured by real estate. Assigning the exposures to appropriate risk weights requires some new procedures for
banks and can only be performed if appropriate data on these exposures is collected. A proper understanding of the
sensitivity of the portfolio over time to the regulatory LTV metric will strengthen management’s decisions on these
exposures. To enable banks to perform this in-depth analysis, data needs to be collected on the property value at
origination, the various LTV buckets, the type of exposure (income driven or rental/sale driven) and the LTV movements
over time of these exposures. The reforms also require proper documentation on the exposure to allow for reduced risk
weights. For the other portfolios of interest, similar in depth analysis will be necessary. Exposures to corporates are
diversified using external ratings. Using these external ratings will require a due diligence process by the bank. A proper
analysis of the drivers that impact on required capital for these portfolios will allow banks to actively manage their credit
portfolio composition thus bringing to significant savings in global capital requirements.
Composition and Basel IV impacts on average italian banks portfolio (*)
Basel III
Risk
Risk
weighted
weight
assets

Basel IV
Risk
Risk
weighted
weight assets

Effect (+/-)

Central banks and central governments

10%

1.849

10%

1.849

Institutions

29%

1.465

21%

1.089

Corporates - Of Which: Specialized Lending

100%

1.069

100%

1.069

Corporates - Of Which: SME3

95%

7.489

85%

6.730

-10,1%

Corporates – Of which non SME

97%

16.346

90%

15.243

-6,8%

Retail - Secured on real estate property - Of Which: SME3

41%

700

36%

617

-11,9%

Retail - Secured on real estate property - Of Which:
non-SME (Residential Real Estate (RRE))3

43%

4.744

38%

4.209

-11,3%

Retail - Qualifying Revolving

75%

124

75%

124

81%

5.661

81%

5.661

-25,6%

Corporates

Retail

Retail: Other retail

3

Total

39.447

36.591

-7,24%

Table 2: Basel III versus Basel IV risk weights and risk weighted assets for the fictional bank

2
3
3

Given a balance sheet total of 100 billion and average capital ratio of 10,5%
Considering SME Supporting Factor
For the impact calculation for mortgages, we did not take into account the loan-splitting approach.
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Impact on an (A)-IRB Bank
The increase in risk-weighted assets is primarily driven by the newly-introduced output
floor. The output floor requires (A)-IRB banks to comprehend the drivers of required
capital using the standardised approach4. Furthermore, (A)-IRB banks need to consider
how to allocate the required capital due to the application of the floor to the various
components of the bank.
The output floor increases RWA to at least 72.5% of the total RWA, calculated using the standardised method. The
introduction of the floor brings a sharp increase in capital requirements of all relevant credit portfolios. The table below
shows that the introduction of the standardised output floor will increase required capital for a typical Italian (A)-IRB bank
by approximately 32%5. This is not considering the impacts of other requirements (e.g. adoption of F-IRB or specific PD and
LGD floors). In-depth analysis of these portfolios and the drivers of required capital are necessary to make sound
management decisions on investments in (A)-IRB modelling and mitigating measures. Reference is made to the previous
chapter for a detailed description of such an analysis for residential mortgages. Furthermore, (A)-IRB banks should consider
how the output floor is affecting the required capital allocation to the various components of the bank. In addition to the
output floor, Basel IV restricts banks from applying the A-IRB approach to certain portfolios such as institutions and large
corporates. For these portfolios it is still possible to use the Foundation IRB approach (F-IRB). When utilising this method,
only the probability of default (PD) is calculated by the bank itself; the parameters for other components in the risk weight
calculation are based on the supervisory estimates. Besides Basel IV impose new floors on PD and LGD parameters. Banks
need to investigate in depth the impacts of these new restrictions in order to better allocate required capital.
Composition and Basel IV impacts on average italian banks portfolio (*)

Risk
weight

Basel III
Risk weighted
assets
(pre floor)

Basel IV
Output
floor6

Effect

Central banks and central governments

4%

808

1.341

+65,9%

Institutions

35%

1.8057

790

-56,3%

Corporates - Of Which: Specialized Lending

48%

518

775

+49,6%

Corporates - Of Which: SME

48%

3.761

4.880

+29,8%

Corporates - All other

50%

8.487

11.051

+30,2%

Retail - Secured on real estate property - Of Which: SME

27%

465

447

-3,8%

Retail - Secured on real estate property - Of Which: non-SME
(Residential Real Estate)8
Retail - Qualifying Revolving

19%

2.110

3.052

+44,6%

9%

16

90

+480%

Retail: Other retail

31%

2.166

4.104

+89,5%

20.135

26.529

+31,75%

Corporates

Retail

Total

Table 3: The effect of the output floor on the portfolio of the fictional bank

4

5
6

Assuming that the impact on the A-IRB Bank's Risk Weights, calculated under Basel IV standards, is attributable solely to the Output Floor calculated on
the Risk Weighted Assets identified for the STD Bank
Given a balance sheet total of 100 billion and average capital ratio of 10,5%
The impact of the standardised floor is calculated for each product separately

5

7
8

For Instutions and Large Corporate AIRB approach is no more feasible therefore banks will need to use either FIRB or STD approach
For the impact calculation for mortgages, we did not take into account the loan-splitting approach

What can Italian banks do?
Focus on implementation challenges
Understanding the impact of the reforms on the various components of the bank is key to ensuring
appropriate allocation of required capital; however, implementation of the new requirements will be
challenging. New definitions of metrics like LTV have to be interpreted and data on these metrics needs
to be mapped and collected. Other metrics, like the use of external credit risk ratings, require a due
diligence process with appropriate governance. Portfolios might have to be redefined to meet newly
introduced subcategories of exposures and changes in flat rates like the conversion factor need to be
adjusted. Implementation of the floor for (A)-IRB banks also requires understanding at the appropriate
level of management of the drivers of required capital due to the standardised approach. It is
important for banks to start collecting data and perform analysis as soon as possible to allow for
appropriate understanding of the effects of the reforms.

Actively manage Loan-to-Value (LTV) for residential mortgages
Since the impact of the reforms for a typical Italian bank is mainly driven by residential mortgages
exposures, considering mitigating strategies on this portfolio will be of importance. Defining
appropriate property valuation policies at inception of a mortgage loan will improve LTV-dependent
calculations. Furthermore, banks should evaluate LTV movements over the lifetime of the loan of their
annuity and linear residential mortgage portfolio to balance the growth rate of the portfolio.
Stimulating repayments from clients with an interest-only mortgage might also be a valid riskmitigating strategy to adopt.

Balance sheet and portfolio management
In order to mitigate the effects of the reforms balance sheet management or portfolio management
will be necessary. A growing residential mortgage portfolio should be balanced with portfolios that
attract less required capital. Diversification of the retail mortgages portfolio as well as capital reducing
type of securitization of certain portfolios are possibilities to reduce the impact of the increased capital
requirements.

Reconsider investment in models
Given that Basel IV does not allow banks to use A-IRB models for exposures to institutions and large
corporates and taking into account the output floor, banks should evaluate investments in internal
models, consider the option to use F-IRB approach or a full standardised approach and consider
alignment with models used for other purposes like IFRS 9 and stress testing.

Consider impact on pricing
Since the reforms will increase required capital for banks, this comes at a cost. Banks should adjust
their pricing model to allow for the increase in cost to be included.
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