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Basel III and its impact on
BEE transactions

Typical funding options
for BEE transactions

In December 2010, the Basel Committee on Banking Supervision (“the Committee”) published its report
“Basel III: A Global Regulatory Framework for More Resilient Banks and Banking Systems.” Essentially, this report
was the Committee’s response to the global financial crisis and the shortfalls of its predecessor, Basel II. The
formulation of these reforms is commonly referred to as Basel III and is aimed at improving the regulation of
banks’ capital and liquidity regimes.

There are various methods of funding BEE transactions. We have provided an indication of some of the most
commonly used methods below. Historically, BEE transactions were funded via third party funding during the
first wave of the BEE cycle. This was mainly because banks had excess liquidity and there was a plethora of tax
schemes which provided an advantage to the company executing the transaction.

Basel III is expected to be implemented worldwide in a phased approach from 2013 to 2019. In addition, the
South African Reserve Bank (“SARB”), requires additional capital requirements above those already prescribed
by Basel. These changes will result in banks being required to increase the quality and quantity of capital
held, particularly common equity capital, increasing their holding of liquid assets as well as lengthening their
funding requirements for longer term asset bases. The main challenges to South African banks remain achieving
compliance with the liquidity and funding requirements (both in terms of holdings of liquid assets and extending
funding tenor).
The implementation of Basel III impacts the banks’ cost of funding and consequently the rate at which banks are
prepared to lend. Further, it may also reduce lending by banks to more risky asset classes, as capital held may be
used to pursue more profitable, less risky transactions that do not attract a relatively high risk weighting in terms
of the Basel III rules.
The change in the lending environment has a particular impact on special purpose vehicles (“SPVs”) and other
similar structures, commonly used in Black Economic Empowerment (“BEE”) transactions. This paper addresses
the implications for bank funding of BEE structures from the perspective of the BEE party. It analyses common
structures used in these transactions and how Basel III will likely impact these types of funding in the future. It is
worth noting that the full extent of Basel III implementation has yet to be articulated in South Africa. In particular the
SARB’s Banking Supervision Department (“BSD”) has yet to pronounce on all areas of its national discretion, although
in the past the BSD has always imposed an additional capital buffer.

The second wave of BEE transactions resulted in a shift in trend where companies internally funded the
transaction for a variety of reasons. These included achieving better control and management over the strategic
direction of the company due to there being less accountability to external parties. The second wave also
coincided with the emergence of financially stronger black business groupings which could fund the transactions
from their own balance sheets as they were able to reinvest proceeds from earlier investments. Equity funding of
these transactions is now more common than before.
Below we analyse the common types of BEE funding and their implications:
Funding

Structure

Speed

Price

Flexibility

Basel III impact

Equity

• Funding is provided by the BEE
party, utilising their existing cash
reserves

• Ability to execute the
transaction speedily

• Likely to execute the
transaction at a significant
discount

• Moderately flexible in terms of how
the transaction can be structured
• Likely to insist on executive board
representation and special rights in
terms of super minority protection

• Since there is no external funding raised,
Basel III does not have an impact
• If the BEE party were to require additional
financing from banks, the cost of this funding
would increase as a result of Basel III

Third party
funding

• Funding provided by financial
institutions including banks and
development finance institutions,
private equity firms or a venture
capitalist
• Funding is ring-fenced in an SPV
and debt-repayments linked to
dividend pay-out over a period

• Delays due to third party
funder’s internal due
diligence processes

• Likely to execute the
transaction at a discount to
ensure the third party fund
achieves its returns and
security covenants

• Third party funders likely to exert own
transaction structure to meet their
funding needs
• Third party funders generally have a
long list of check points which must
be satisfied prior to the approval of
the transaction

• As a result of the funding and liquidity
requirements of Basel III, the cost of funding
will likely increase. (This is discussed in detail
below)

Notional
vendor
financing

• Funding is provided in-house by
the company from excess cash
(share buy-back and issuing same
shares to BEE party)
• Issue of new shares against a
notional loan (no cash flow, only
book entries)
• Debt-repayments linked to
dividend pay-out over a period

• Ability to execute the
transaction speedily.
• All approvals are
in-house. Management
driven by operational
requirements and thus
can motivate to the
shareholders

• Dependant on nature of
company support, but usually
at a discount

• High flexibility in terms of how the
transaction can be structured to meet
various strategic objectives of the
business
• Suitable for a changing interest rate
and low profitability environment as
the company can revise the funding
terms to ensure financial sustainability
of the BEE transaction/structure

• Since there is no actual exchange of cash nor
additional funding required, Basel III does not
have an impact on this type of funding

Financial institutions typically put in place third party funding structures containing covenants which need to
be satisfied during the lock-in period. This resulted in a major shift from third party funding towards a mix of
vendor funding and equity contribution from the BEE partner. This approach reduced the burden on both the
company executing the transaction and the BEE partner and consequently focused both parties on growing the
business. The other contributing factor to this shift in approach was the financial crisis which negatively affected
liquidity and inadvertently forced financial institutions to safeguard capital to ride out the crisis as well as meet the
regulatory requirements such as Basel III.
In transactions where a combination of third party and notional vendor funding is used, the higher cost of third
party funding will result in a lower proportion of dividends being used to repay the outstanding notional vendor
funding. The BEE shareholder is therefore likely to receive a lower payoff at the conclusion of the transactions,
all else being equal, as the higher notional vendor funding balance will be offset against the market value of the
shares.
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Basel III and its impact on third
party funding of BEE
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As discussed previously, Basel III is only applicable to banks. Thus, it only has an indirect impact on SPVs when
third party funding is obtained from banks. Basel III rules are based upon the three pillars of Basel. These have
been graphically presented below.
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Basel:
Capital Accord

Core Tier 1 Capital
• Ordinary shares
• Retained earnings

Pillar 1
Capital Requirements
(rules based)
• A quantitative assessment of the
bank’s minimum capital requirements
taking into account:
o Credit risk

o Operational risk
o Market risk

o Minimum capital ratios

o Minimum liquidity risk ratios*
o Minimum leverage ratios*
o Regulatory reporting

*additional requirements of Basel III.

•

Details consistent review
processes, encouraging
intervention for declining capital
adequacy.

•

Regulators expected to differentiate
capital “add ons” based on quality
of risk and capital management.

•

Assessment of all other major risks
not covered by Pillar 1.

•

Performance of the Internal Capital
Adequacy Assessment Process
(ICAAP) by banks.

•

An independent assessment of the
ICAAP by the regulator known as
the Supervisory Review and
Evaluation Process (SREP).

• Available for sale and
revaluation reserves

Pillar 3
Market Discipline
(public disclosure)

Pillar 2
Supervisory Review
(subjective)
•

Covers required and recommended
disclosure so capital markets can
gauge risk level of bank portfolios.

•

Increased disclosure of risk
measurement and management
practices, capital structure and
capital adequacy.

Non-Core Tier 1 Capital

Tier 2 Capital

Ineligible

• Debt instruments which are
subordinated and
convertible to equity on a
trigger event

• Innovative hybrids (subject
to phase out)

• Non redeemable and non
cumulative preference
shares
• Surplus Core Tier 1 capital
of non-wholly owned
banking subsidiaries

• Such Instruments need to
maintain their ability to
absorb losses

• Previous Tier 3 Capital (as
per Basel II)
• Gains and losses arising on
own credit risk

Leverage ratio
Excessive leverage was considered to be an important factor as to why banks failed during the financial crisis.
As a result, Basel III introduced the leverage ratio to limit such leverage. Once implemented, this ratio will ensure
that banks leverage does not exceed 33.33* times its capital. This ratio is defined as:
Capital (Tier 1 only)

= 3% or 33.33* times its capital

Total value of assets
8.00 cm
3.15 Inches

The amendments to the Pillars under Basel III shall increase the banks cost of funding. While Pillars two and three
deal more with the administrative requirements, Pillar one primarily deals with the increased capital and liquidity
requirements. Pillar one is considered to be the main reason for the potential increase in borrowing costs. The
Pillar one ratios driving these costs are defined below:
Minimum capital ratio
This ratio defines the minimum capital required to be held by a bank. The objective of this ratio is to ensure that
banks retain enough capital to absorb losses incurred during periods of stress. The eligibility of capital included
has been graphically depicted below. Banks providing BEE funding in South Africa calculate the value of risk
weighted assets using an internal ratings based approach which attempts to recognise the individual risk profile of
the bank’s assets. This ratio is defined as:

White markers indicate position
of Deloitte Drawing Guides

* 33.33 times is the Basel III international proposed ratio. The proposed amended South African Regulations issued for comment in
March 2012 have set this ratio at 25 times.

Liquidity Coverage Ratio (LCR)
During the financial crisis, it was evident that liquidity and funding issues proved to be challenging during
11.70 cm à
periods of stress. Thus, while improving on capital requirements, Basel III has also introduced revised liquidity 4.61 inches à
requirements requiring banks to demonstrate adequate liquidity in the short term. The LCR is defined as follows:
High quality liquid assets

≥100%

Estimated net cash outflows during 30 day period
Net Stable Funding Ratio (NSFR)

Capital (Tier 1 & Tier 2)

= Minimum capital ratio*

Risk Weighted Assets (RWA)
* A minimum capital ratio ranging from 8% to 13% shall be phased in from 2013 to 2019 (including the capital conservation buffer as
well as an invoked counter-cyclical buffer both between 0% and 2.5%). Further, SARB requires an increased minimum capital ratio of
1.5% in respect of a systemic risk add-on plus a bank specific add-on (commonly 0.25%).

In an effort to improve the liquidity of banks, the NSFR was introduced. The intention of this ratio is to require
banks to have stable funding over the longer term (at least one year) to support longer term assets. The NSFR is
defined as follows:
Available amount of stable funding

≥100%

Required amount of stable funding
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The estimated impact of the Basel III – Pillar one changes are considered below:
Requirements Objective

Description of Changes

Implications for the Banks

Improved quality of
capital

• Banks will be required to hold a higher percentage of
common equity (ordinary shares) and retained earnings
i.e. Core Tier 1 capital.
• Regulatory adjustments shall be made to ensure that
common equity is not artificially inflated e.g. goodwill,
deferred tax assets, minority interest surplus capital,
holdings in other financial entities.
• In order for an instrument to qualify as eligible Tier
1 or 2 capital in future, it must include a clause that
requires it to be written off or converted to common
equity on the occurrence of a trigger event.

Impact: Minimum capital ratio
• The increased requirement to hold Core Tier 1 capital will result
in a number of banks raising significant amounts of capital,
along with the retention of profits and reduced dividends.
• Capital investors shall require higher returns as a result of:
-- Increased demand for capital by banks, with limited supply.
-- Reduced earnings distributions to investors as a result
of additional capital buffers (earning distributions are
restricted until certain levels of capital are attained).
• Highly subordinated / convertible debt instruments with
trigger event clauses will make debt more expensive where an
expectation of a possible future bail out is priced into the cost
of funding.
• The increased quality of capital requirements, results in an
increase in the cost of funding to the bank as this is typically
more expensive.
• Banks may find it difficult to raise the required capital as a
result of the limited supply of such capital.

• If banks are unable to meet the new requirements of Basel III, a reduction in the bank’s capital base will occur, reducing its ability to lend. As
sources of liquidity dry up, the cost of lending will increase as the demand outweighs the supply.
• As sources of capital dry up, capital allocations to banks will attract higher expectations of return, increasing the cost of capital, resulting in a more
expensive cost of lending.

Increased quantity
of capital

• Minimum Core Tier 1:
-- Increased from 2% to 4.5%.
-- Plus capital conservation buffer of 2.5%
-- To be phased in from 2013 to 2019.
• Minimum Tier 1 capital increased from 4% to 6%
• Minimum total capital (Tier 1 & Tier 2) increases from
8%* to 10.5% (including conservation buffer).
• Counter-cyclical capital buffer is being developed.
This will be invoked by the regulator and will require
additional Core Tier 1 capital to be held.

Impact: Minimum capital ratio
• By 2019, banks will be required to hold nearly four times more
Core Tier 1 capital. The implications of increased quality of
capital have been discussed above.
• In principle, banks will be able to draw on the capital
conservation buffer in times of stress. However, it is considered
unlikely given the associated constraints on their earnings
distributions.
• The increased quantity of capital held shall increase the
banks cost of lending. An additional add-on is also likely for
systemically important banks.

• The increased capital holding requirements shall increase the lending costs of the banks. In order to maintain suitable profit margins, banks will
need to increase their lending rate, making third party funding more costly.

Impact: Minimum capital ratio
• During the financial crisis Basel II was criticised for not
adequately capturing all the risk associated with the bank’s
assets. Such examples include off balance sheet risk, derivative
exposures and other aspects of the bank’s trading books.
• Basel III puts in place a series of additional capital charges for
different risks. The overall effect results in a larger value of risk
weighted assets being used as the denominator in determining
the minimum capital ratio.

• In assigning a risk weighting to BEE SPVs, the following points are considered:
-- Non-established SPVs often do not have adequate resources to pledge as collateral.
-- Capital and interest payments are typically linked to the dividends declared on the underlying shares, and are thus uncertain.
-- SPVs are generally not rated by rating agencies.
-- Generally the only assets held by the SPV are the underlying shares. Capital and interest payments are indirectly dependent on the performance
of the underlying company in which the shares are held. Should default occur as a result of the under performance of the company, the SPVs
assets will also decline in value. As a result, the bank would not be able to recover the full balance outstanding.
-- There is no quoted market in which the exposure to the SPVs credit risk can adequately be hedged.
• Taking the above into consideration, such assets (loans to SPVs) would require a high risk weighting in instances where cash flows are uncertain,
thus increasing the amount of capital to be held by the bank. This would make such credit costly to provide.
• Together with other factors increasing the capital holding requirements, banks will utilise their capital towards less risky transactions in an effort to
reduce funding costs and maintain an acceptable return on equity. Historically, funding has been given to BEE SPVs at a discount. Given the change
in the regulatory environment, this may no longer be the case.

Implications for the SPV

*SARB requires an increased minimum capital ratio of 1.5% in
respect of a systemic risk add-on plus a bank specific add-on
(commonly 0.25%).

Changes to risk
coverage and
weightings (RWA)
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• In determining risk weighted assets, banks commonly
apply their own internal ratings based approach, such
that “safer” assets are discounted, and thus backed by
less capital.
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Requirements Objective
Reduced leverage

Description of Changes
• The leverage ratio shall not be less than 3%* i.e. the
banks total assets (including both on and off-balance
sheet assets) should not be more than 33.33 times the
bank’s capital.
• This ratio shall be monitored by regulators from 2013
and becomes effective from 2018.
• This ratio takes into account the gross value of the
asset, not taking into account any collateral or risk
weighting.

Implications for the Banks

Implications for the SPV

Impact: Leverage ratio
• The introduction of the leverage ratio may lead to reduced
lending in order to be compliant. This ratio also provides an
incentive to strengthen the bank’s capital base.

• The reduction in the banks’ willingness to lend may result in banks only lending where there is sufficient profit to justify such lending. As a result,
banks may be reluctant to provide discounted lending.

* 3% is the Basel III international proposed ratio. The proposed
amended South African Regulations issued for comment in
March 2012 have set this ratio at 4%.
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Improved liquidity –
Short term

• The introduction of the liquidity coverage ratio requires
banks to have sufficient “high quality liquid assets”
to enable the bank to meet its anticipated net cash
outflows over a 30 day period.
• High quality liquid assets include cash, central bank
reserves, government bonds, and some highly rated
corporate bonds.
• Net cash outflows should take into account undrawn
committed facilities e.g. overdraft facilities etc. An
undrawn facility made to a non-financial corporate
borrower will require a 10% liquidity cover, but a
100% cover if made to a SPV.

Impact: Liquidity coverage ratio
• The introduction of the LCR will create a banking system that is
more resilient in a stressed economy.
• Banks will be required to match liquid assets with their
expected outflows. This may change their strategy, leading to
a greater demand for longer term instruments. Longer term
instruments will result in increased costs for banks.
• Banks would be required to have more high quality liquid
assets on hand to meet their expected outflows. The increased
liquidity of assets held will constitute lower returns to the bank.

• The increased cost to banks, together with lower returns on liquid assets results in a reduced overall return for the bank. Lower returns may require
banks to seek higher yielding margins in lending transactions in an effort to maintain an acceptable return on equity.
• Operational funding and overdraft facilities to SPVs may be reduced given the liquidity cover required.

Improved liquidity –
Medium term

• The introduction of the net stable funding ratio
compares a bank’s available funding to that of the
funding needs resulting from the assets held.
• Stable funding is derived by multiplying the bank’s
equity and liabilities (available stable funding) and
assets (required stable funding) by the prescribed
weighting factor. These factors represent the
proportion of the balance today that is expected to
be available / incurred in a year’s time. These factors
differentiate between the remaining maturities of the
instruments.

Impact: Net stable funding ratio
• Banks will be required to match their funding with their
outflows. This may change their funding strategy, leading to a
greater demand for longer term funding. Longer term funding
will result in an increased cost of funding for banks.

• The increased cost of funding for banks will result in reduced overall returns for the bank. Lower returns will require banks to seek higher yielding
margins in lending transactions in an effort to maintain an acceptable return on equity.
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In summary

With Basel III being implemented in a phased approach, the full impact on the cost of borrowing will not be known
for some time. However, it is reasonable to conclude that the cost of borrowing will increase as a result of the
increased capital holding requirements, lower leverage ratios and higher liquidity requirements. An indication of
the increase in the expected cost of funding shall slowly emerge as banks conduct their parallel runs in respect of
the amended South African Regulations. The extent of this increased cost of funding is likely to have long standing
implications for BEE transactions.
Whilst we believe this impact is likely to result in changes to banks’ operating models and the manner in which they
fund BEE transactions, we do not believe this will result in a total drying up of access to this type of funding. From
the perspective of the BEE parties, we foresee a continued drive away from third party funding as this becomes more
expensive and previous BEE SPVs become more self-sufficient.
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We also predict an emergence of BEE funders outside of the banking sphere as these institutions are not required
to be compliant with banking regulations. In South Africa this sector is already occupied to some extent by
development finance institutions and other specialist financing houses. Hopefully this trend will result in more
competitive SPV funding being made available to BEE parties.
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