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Short-End Notes 
Basel III Supplementary Leverage and Short-Term Markets 
 

 Supplementary leverage ratio — The Federal Reserve announced that 8 large bank 
holding companies will have to comply with a 5% “supplementary leverage ratio” based 
on a ratio of capital / total assets with no risk-weighting scheme. 

 More balance sheet pressure for repo — Banks will either need to raise equity or 
reduce assets to comply with the new leverage ratio. We think banks are likely to 
reduce repo assets and consequently reduce repo liabilities. The reduction in 
investable repo may lead to a decrease in short-term rates. 

 More regulation to come — We note that Federal Reserve member comments 
continue to suggest a desire to do more to disincentivize repo matched book activity at 
banks. This could take the form of a special capital surcharge applied to short-term 
securities funding transactions. 
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The “supplementary leverage” ratio is likely to shift the perspective on bank balance sheets 
from return on risk-weighted assets to return on assets. In our view, this will lead to more 
balance sheet pressure on repo and short-term books, leading to lower rates for short-term 
investors, and higher cost of repo leverage. 

On July 2 the Federal Reserve adopted a final rule implementing Basel III capital 
adequacy ratios.1 It is being proposed that the 8 globally systemic important bank 
holding companies (G-SIBs) be subject to a 5% minimum “supplementary leverage 
ratio.”2 Rather than a tier-1 capital / risk-weighted asset ratio (tier-1 ratio), the 
supplementary leverage ratio would measure tier-1 capital / total assets without 
taking into consideration the relative risks inherent in the assets. Regulators 
envision the two ratios serving complementary functions: the tier-1 ratio is meant to 
discourage banks from keeping leverage low and buying risky assets, while the 
supplementary leverage ratio is meant to ensure that capital is adequate even if 
risk-weighting schemes do not appropriately reflect the relative riskiness of assets. 

In recent years, the tier-1 capital ratio has been seen as the binding constraint and 
G-SIBs have looked at their balance sheets from a return on risk-weighted assets 
perspective. Tier-1 ratios are now well in excess of the 6% that will be required 
under the recently adopted rule. On the other hand, Citi equity analysts estimate 
that most G-SIBs are either below or only slightly above the minimum 5% 
supplementary leverage ratio requirement. (Figure 1) Regulators have stated that 
G-SIBs would need $63 billion in additional capital to meet the 5% supplementary 
leverage ratio. Alternatively, if G-SIBs do not raise equity, they would need to reduce 
assets by around $1.3 trillion or 12% of total assets. While the new leverage ratio 
does not come into effect until 2018, banks will likely want to comply early. 

With the supplementary leverage ratio as a potentially binding constraint, we expect 
the focus at G-SIBs to move away from return on risk-weighted assets and toward 
return on assets. This is important for short-term markets as assets like Fed 
reserves, T-bills and reverse repo agreements carry low or no risk weight, but will 
be counted as assets under the supplementary leverage ratio measure. Since these 
assets typically offer low returns and can easily be sold or naturally allowed to run 
off, we think it is likely that banks will shrink their asset holdings in these areas.   

Figure 1. “Supplementary Leverage” ratio may pressure bank balance sheets  

G-SIBs Tier-1 Ratio Leverage 
Ratio 

Assets Cash + 
Deposits 
(Asset) 

Reverse 
Repo 

(Asset) 

Repo 
(Liability) 

Bank of America 12.3% 4.9% 2,174 113 221 248 

Bank of New York 13.6% 3.9% 356 83 7 9 

Citigroup 13.1% NA 1,882 174 270 222 

Goldman Sachs 14.4% 5.3% 959 104 159 155 

J.P. Morgan 11.6% 4.9% 2,389 303 218 248 

Morgan Stanley 13.9% 3.9% 801 74 140 119 

Wells Fargo 11.8% 6.8% 1,437 16 143 38 

State Street 18.0% 5.0% 218 44 9 12 

Avg or Total 13.6% 5.0% 10,216 911 1,167 1,051 
 

Source: Citi Research, Company filings, leverage ratios are estimates from Citi bank analyst Keith Horowitz 

                                                           
1 This rule was adopted by the other coordinating agencies, the OCC and FDIC on July 9. 
2 5% is the proposed ratio for bank holding companies, with insured depository institution subsidiaries 
separately required to meet a 6% ratio. Non G-SIB banks must comply with a 3% ratio. Regulatory 
capital ratios are typically stated as Capital / Assets (e.g. 5% implies 20x leverage). 
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Balance sheet pressure will not fall only on the asset side, as the reduction in 
assets will be met with a simultaneous decrease in liabilities. For example, a bank 
today might borrow $1 billion cash at 5bp from a money market mutual fund in the 
tri-party repo market and place the cash at the Fed to earn 25bp IOER. From a risk-
weighted assets perspective, the trade generates 20bp on low or no risk-weighted 
assets. However, from a supplementary leverage ratio perspective the trade 
negatively impacts leverage by the same amount as a $1 billion investment in a 
higher risk, higher yielding asset. Under the new leverage ratio, the 20bp return on 
the IOER arbitrage is unlikely to meet the bank’s hurdle rate, and we would expect 
banks to reduce both their holdings of Federal reserves and their repo liabilities. As 
the investable universe of repo available shrinks, we expect repo rates for cash 
investors, like money funds, to decline further from their already low levels. 

The example presents an interesting dilemma as the total supply of Federal 
reserves is, for the most part, set by the Fed and hence the banking system can not 
in aggregate reduce its holdings of reserves. Since we expect US banks to hold less 
reserves, the residual has to be made up by US offices of foreign banks which can 
earn IOER but are not subject to the US implementation of Basel III. Similar to when 
the FDIC imposed a fee on assets in 2011 we expect an increasingly large share of 
Fed reserves to build up on foreign bank balance sheets. (Figure 3) However, 
foreign banks typically cannot raise deposits in the US and we could see increased 
issuance of USD CP and repo borrowing from foreign banks. On the other hand, as 
Federal Reserve Governor Daniel Tarullo emphasized in his July 11 congressional 
testimony, the Fed has proposed requiring US operations of foreign banks to 
conform to US regulation and limit their reliance on short-term wholesale funding. 

While those investing in repo are likely to face lower rates under the supplementary 
leverage ratio, investors who source leverage in repo markets may see somewhat 
higher rates and a reduction in overall leverage available. While we expect balance 
sheet pressure to reduce dealer matched book activity, this should be moderated by 
the fact that netted repo agreements that are off-balance sheet are not counted in 
assets under the current proposal.3 

Figure 2. Repo rates may decline as banks reduce liabilities  Figure 3. US offices of foreign banks likely to hold more Fed reserves 
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3 The rule is somewhat noncommittal in leaving repo off-balance sheet stating “With regard to 
commenters requesting a modification of the proposed treatment for repo-style transactions, the 
agencies do not believe that the proposed modifications are warranted at this time because 
international discussions and quantitative analysis of the exposure measure for repo-style transactions 
are still ongoing.” 
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More capital for repo matched books? 

While the supplementary leverage ratio may indirectly dissuade banks from 
overreliance on short-term securities financing transactions (SFTs), several 
regulators continue to argue for more direct regulations of SFTs. In his July 11 
testimony Tarullo stated that “SFTs, particularly large matched books of SFTs, 
create sizable macroprudential risks, including vulnerabilities to runs and asset fire 
sales.” In previous comments and in his congressional testimony, Tarullo has 
advocated imposing a direct capital surcharge on SFTs. On May 2013 he stated that 
a “capital charge applied to SFTs might be a useful piece of a complementary set of 
macroprudential measures, though an indirect measure like a capital charge might 
have to be quite large to create adequate incentives to temper the use of short-term 
wholesale funding.” 

Tarullo’s is not the only proposal that has been floated for regulating SFTs. Federal 
Reserve Vice Chairman Janet Yellen has proposed, in addition to increased capital, 
applying consistent minimum haircuts across all lending collateralized by each asset 
class. Another recommendation from Federal Reserve Bank of New York President 
William Dudley is to create a liquidity fund for repo collateral that would potentially 
be capitalized by a surcharge on repo transactions. 

While it is too early to say exactly what form future regulation of repo markets will 
take, we expect that the Fed will propose further regulation to disincentivize banks 
from running large matched books.  
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Compensation of equity research analysts is determined by equity research management and Citigroup's senior management and is not linked to specific 
transactions or recommendations.   
The Product may have been distributed simultaneously, in multiple formats, to the Firm's worldwide institutional and retail customers.  The Product is not to 
be construed as providing investment services in any jurisdiction where the provision of such services would not be permitted.  
Subject to the nature and contents of the Product, the investments described therein are subject to fluctuations in price and/or value and investors may get 
back less than originally invested. Certain high-volatility investments can be subject to sudden and large falls in value that could equal or exceed the amount 
invested. Certain investments contained in the Product may have tax implications for private customers whereby levels and basis of taxation may be subject 
to change. If in doubt, investors should seek advice from a tax adviser.  The Product does not purport to identify the nature of the specific market or other 
risks associated with a particular transaction.  Advice in the Product is general and should not be construed as personal advice given it has been prepared 
without taking account of the objectives, financial situation or needs of any particular investor. Accordingly, investors should, before acting on the advice, 
consider the appropriateness of the advice, having regard to their objectives, financial situation and needs. Prior to acquiring any financial product, it is the 
client's responsibility to obtain the relevant offer document for the product and consider it before making a decision as to whether to purchase the product. 
With the exception of our product that is made available only to Qualified Institutional Buyers (QIBs) and other product that is made available through other 
distribution channels only to certain categories of clients to satisfy legal or regulatory requirements, Citi Research concurrently disseminates its research via 
proprietary and non-proprietary electronic distribution platforms. Periodically, individual Citi Research analysts may also opt to circulate research posted on 
such platforms to one or more clients by email. Such email distribution is discretionary and is done only after the research has been disseminated via the 
aforementioned distribution channels. Citi Research simultaneously distributes product that is limited to QIBs only through email distribution. 
The level and types of services provided by Citi Research analysts to clients may vary depending on various factors such as the client’s individual 
preferences as to the frequency and manner of receiving communications from analysts, the client’s risk profile and investment focus and perspective (e.g. 
market-wide, sector specific, long term, short-term etc.), the size and scope of the overall client relationship with Citi and legal and regulatory constraints. 
Citi Research product may source data from dataCentral. dataCentral is a Citi Research proprietary database, which includes Citi estimates, data from 
company reports and feeds from Reuters and Datastream. 

© 2013 Citigroup Global Markets Inc. Citi Research is a division of Citigroup Global Markets Inc. Citi and Citi with Arc Design are trademarks and service 
marks of Citigroup Inc. and its affiliates and are used and registered throughout the world. All rights reserved. Any unauthorized use, duplication, 
redistribution or disclosure of this report (the “Product”), including, but not limited to, redistribution of the Product by electronic mail, posting of the Product on 
a website or page, and/or providing to a third party a link to the Product, is prohibited by law and will result in prosecution. The information contained in the 
Product is intended solely for the recipient and may not be further distributed by the recipient to any third party. Where included in this report, MSCI sourced 
information is the exclusive property of Morgan Stanley Capital International Inc. (MSCI). Without prior written permission of MSCI, this information and any 



Short-End Notes 
12 July 2013 Citi Research
 

 8 

other MSCI intellectual property may not be reproduced, redisseminated or used to create any financial products, including any indices. This information is 
provided on an "as is" basis. The user assumes the entire risk of any use made of this information. MSCI, its affiliates and any third party involved in, or 
related to, computing or compiling the information hereby expressly disclaim all warranties of originality, accuracy, completeness, merchantability or fitness 
for a particular purpose with respect to any of this information. Without limiting any of the foregoing, in no event shall MSCI, any of its affiliates or any third 
party involved in, or related to, computing or compiling the information have any liability for any damages of any kind. MSCI, Morgan Stanley Capital 
International and the MSCI indexes are services marks of MSCI and its affiliates. The Firm accepts no liability whatsoever for the actions of third parties. The 
Product may provide the addresses of, or contain hyperlinks to, websites. Except to the extent to which the Product refers to website material of the Firm, 
the Firm has not reviewed the linked site. Equally, except to the extent to which the Product refers to website material of the Firm, the Firm takes no 
responsibility for, and makes no representations or warranties whatsoever as to, the data and information contained therein. Such address or hyperlink 
(including addresses or hyperlinks to website material of the Firm) is provided solely for your convenience and information and the content of the linked site 
does not in anyway form part of this document. Accessing such website or following such link through the Product or the website of the Firm shall be at your 
own risk and the Firm shall have no liability arising out of, or in connection with, any such referenced website. 
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