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Jerry Paulson of Lockton Companies 
discusses the e�ects of Basel III 

on unfunded credit risk; the rules 
and techniques of using credit 

insurance as a quali�ed guarantee 
for transfer of bank risk.

Credit Risk Mitigation, 
Capital Relief & 

Insurance Guarantees
BY JERRY PAULSON
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It is impossible to attend an industry event 

without the mention of increased regulation 

imposed on banks. Regulatory capital con-

straints are a primary concern for financial 

institutions. Not only does this put pressure 

on raising more regulatory capital, it makes 

regulatory capital a more precious reserve. 

Most of the fanfare in the United States 

surrounds the Dodd-Frank Act of 2010; 

however, the genesis of current regulation 

begins in the little town of Basel, Switzer-

land, constructed by the Basel Committee 

on Banking Supervision (BCBS). For 30 years, 

the decisions made by the BCBS have been 

affecting the global banking system. Locally 

implemented and enforced by the Federal 

Reserve Board and Federal Reserve Bank, 

their effects have been considered relatively 

benign on our banking system, except per-

haps to those directly responsible for bank 

capital and compliance. 

Feeling the pain of the global financial 

crisis of 2008, the formation of Basel III as-

serted the Committee’s global might. Today 

those actions have profound impact affect-

ing the everyday business of banking.

The Basel Effect

Headquartered at the Bank for International 

Settlements, the BCBS was formed in 1974 

by the Group of Ten (G10) countries, aiming 

to improve financial stability and establish 

worldwide banking cooperation and super-

vision. Today, the Committee’s membership 

has grown to 45 members, including central 

banks and those with formal authority for 

supervising banking business ( www.bis.org/

bcbs/history.htm). Meeting throughout the 

year, the BCBS actively engages 

on relevant topics aiming to 

improve and preserve the global 

banking system. The culmi-

nation of this results in the 

ratification of an accord, local 

adoption and implementation 

by Committee members in their 

local jurisdiction over a phased 

period. To date, there have been 

three: 

Basel I, primarily taking place 

in the 1980s, created a weighted 

approach to measure both on- 

and-off balance sheet bank risk. 

Then a minimum 8% of capital 

than $10 billion in assets (chart 3).

The Basel III chart indicates the general 

framework, land marking completion check-

points, while identifying observation period 

and phased, gradual implementation. 

However, each country’s local jurisdiction 

(or in the United States the local regulator’s 

interpretation) makes its specific effects 

challenging to predict – more on that later. 

Regardless, all trends point to higher capital 

requirements encouraging banks to trans-

fer credit risk to other parties.

Credit Risk Mitigation

A minimum 8% capital requirement ex-

ists for banks, before buffers, on the Risk 

Weighted Average (RWA) for both on-and-

off balance sheet exposure. Credit Risk 

Mitigation (CRM) reduces the risk weight 

(RW) applied to the covered exposures or re-

duces the probability of default (PD) or loss 

to risk-weight-

ed assets 

(RWA) ratio 

was agreed. A 

method, was 

developed 

in the 1990s 

whereby an in-

ternal ratings-

based model, following strict quantitative 

and qualitative standards, was permitted to 

measure RWAs.B (chart 1)

Basel II, incubated in the late 1990s and 

born into full existence in 2004, revised 

the Basel framework into three pillars: 

Minimum Capital Requirements, Supervi-

sory and Market Discipline (chart 2). Low 

quality capital, excessive leverage, 

insufficient liquidity, contagion 

and deficient disclosures were 

specifically called out. The new 

rules endeavored to improve the 

way capital requirements reflect 

the underlying risk and encour-

age constant improvement in risk 

control.

Basel III, a direct response to the 2008 

global financial crisis, began its imple-

mentation in 2013 and continues through 

2019. Stricter quality of capital, leverage 

ratios and liquidity standards were issued, 

especially for those classified as Systemati-

cally Important Banks (SIBs). There was also 

substantial scrutiny for off- balance sheet 

vehicles, securitization and derivatives. 

Non-payment insurance was introduced 

as a qualified risk mitigation methodology. 

These new rules apply to all banks greater 
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THREE PILLARS OF THE BASEL FRAMEWORK

Phases 2011 2012 2013 2014 2015 2016 2017 2018 2019

Leverage Ratio

Common Equity

Conservation 
Buffer

Deductions from 
Common Equity 
Tier 1

Tier 1 Capital

Phase-out of  
capital Instruments

Liquidity Coverage 
Ratio

Net Stable Funding 
Ratio

Supervisory monitoring DisclosureParallel run

Observation period

Observation period Introduce minimum

Introduce minimum standards

Beginning 2013 for 10 years

4.5% 5.5% 6.0%

20% 40% 60% 80% 100%

0.625% 1.25% 1.875% 2.5%

3.5% 4.0% 4.5%

Migration to Pillar I
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CRM, Insurance and Capital Relief

Credit Risk Mitigation can be a potent tool 

to reduce bank capital requirements only if 

precise conditions are met. The Basel text 

does not refer to insurance policies as eli-

gible for CRM; however, banking regulators 

in Europe and the United States have ac-

cepted credit insurance policies so long as 

they replicate the substance of guarantees. 

The benefi t of an insurance guarantee 

varies depending on how each book within 

a bank is accounted. For a standardized 

book, a bank may apply a risk weight 

substitution benefi t whereby the corporate 

counterparty risk assumes the rating of 

the insurance guarantor, thus dramatically 

reducing the bank’s risk weighted asset 

(RWA) exposure.

In chart 5 below, an example of a single 

risk exposure may apply to a counterparty 

credit risk in a trading book or a large un-

derlying approaching the bank’s maximum 

exposure limit. There is signifi cant risk 

transfer effect on the individual risk.

For bank books utilizing the internal rat-

ings-based approach, they may apply only 

a probability of default, loss given default 

or double default benefi t to the bank’s risk 

weighted assets. These have a lessor impact 

than risk weight substitution. 

One notable advantage of the IRB ap-

proach is the ability to apply an LGD benefi t 

to the book when the bank’s borrower 

purchases credit insurance and names the 

bank as loss payee. One U.S. global bank has 

successfully applied a 20% increase to their 

LGD benefi t in this scenario.

CRM and Securitization

Securitization is the pooling of contractual 

credit risk and making payments to third-

party investors based on the performance 

of the pool with the subordinated tranches 

absorbing the losses during the transaction 

life (chart 6). 

Securitization can benefi t from CRM in 

two scenarios. One is where CRM applies to 

a “traditional” existing liquidity facility or 

an interest rate swap that a bank provides 

to an SPV. The other is when CRM applies 

to a tranche of the credit risk and creates a 

“synthetic” securitization (chart 7).

Securitization requires all the elements 

of CRM plus the guarantor must have 

no less than A- external credit rating (or 

internal equivalent) at the onset of the 

transaction and maintain at least a BBB+ 

throughout. The CRM effect is risk weight 

substitution applied to the covered portion, 

adjusted for any differences in maturity 

versus exposure term. 

The Basel framework emphasizes the 

most important element is “signifi cant 

credit risk transfer” from the bank to third 

parties. In general, the bank must retain less 

than half of the mezzanine tranche and less 

than 20% of any tranche having a 1250% risk 

weight. 

Today’s View and Practical Application 

The implementation of a CRM insurance 

guarantee for capital relief is new to the 

United States, but early indications point to 

a favorable regulatory view because insur-

ance products are highly regulated com-

pared to their credit derivative alternative. 

There is a growing implementation of 

credit insurance for single debtor risks, sup-

ply chain fi nance and receivable portfolios 

within trade fi nance. It is viewed as a credit 

given default (LGD) used to calculate the 

RWA (chart 4). There are two types of CRM, 

funded and unfunded. Funded CRM takes 

the form of fi nancial collateral, other collat-

eral and netting arrangements. Unfunded 

CRM may be guarantees, credit derivatives 

or insurance. Each must be enforceable in 

all relevant jurisdictions evidenced by a 

legal opinion, internal or external. Protec-

tion must be provided by an eligible rated 

provider, inclusive of a corporate obligor, 

and written as an eligible agreement in the 

form of a guarantee or credit derivative. 

Guarantees and credit derivatives 

must be direct to the risk, incontrovertible 

(clearly defi ned) and have no clause outside 

the bank’s control. Therefore, they must 

be unconditional (non-cancellable) and 

irrevocable (unambiguous, no ability to 

reduce obligation). Unlike credit derivatives, 

guarantees further require the right to di-

rectly pursue the guarantor for moneys due, 

without having to fi rst pursue the obligor. 
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Capital requirements drop from $64k to $24k. 

The data shown in this diagram is only an example.
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enhancement to mitigate concentration 

risk, lend on troubled industry portfolios 

and even shore up a borrower’s shaky 

internal credit management. Interestingly, 

banks have successfully introduced the 

value of credit insurance to their regulator, 

leveraging the credit knowledge of insur-

ance limit underwriters such as Atradius, 

Coface and Euler Hermes to bolster “know 

your customer” (KYC) practices.

Practically speaking, most U.S. banks do 

not have a strategy to implement insurance 

guarantees to secure capital relief across 

their entire book. One exception is securi-

tization, particularly synthetic. For those 

who have dipped their toe, it’s important 

to note that it is the responsibility of the 

bank to defend, with a legal opinion, the ap-

propriate benefit they elect to apply to their 

book if a regulator inquires. Caution, this 

doesn’t mean that every bank’s application 

of benefit is automatically accepted by the 

regulator. 

Anecdotally, in 2015, one global bank 

was not challenged by their regulator 

when they applied substitution to their 

trading book and, additionally, LGD ben-

efits to their trade finance book primarily 

comprised of trade receivables where 

credit insurance was implemented. In 

2016, a competitor global bank appro-

priately applied an LGD benefit and the 

regulator disallowed its application due 

to “greater priorities the bank needed to 

address” during their annual Comprehen-

sive Capital Analysis and Review (CCAR), 

commonly known as “stress tests.” 

Challenges and a Look Ahead

It’s important to remember what a Basel 

compliant credit insurance guarantee is, 

and isn’t. As a credit risk mitigation tool, it 

doesn’t cover commercial disputes or fraud. 

Protection against insolvency, slow pay, 

political risks and now capital relief are its 

cornerstones.

One of the biggest challenges is securing 

sufficient insurance capacity on transac-

tions for which a bank wants to employ an 

insurance guarantee. Often it is difficult for 

one well-rated insurer to provide the neces-

sary capacity for single exposure or port-

folio of exposures which leads to greater 

frequency of insurance syndications. Excess 

of loss (XoL) underwriters such as AIG, Allied 

World, Beazley, Chubb and Tokio Marine 

HCC tend to have greater appetite for large 

limit approvals and syndicate well with 

one another. Further, most underwriters 

are reluctant to modify policy wording for 

Basel compliance without prodding from a 

knowledgeable and persistent source. For 

both capacity and Basel compliant policy 

wording needs, it’s important to access the 

London Lloyds markets to achieve bank 

objectives. A skilled credit insurance broker 

can help navigate through these challenges.

From the insurance guarantor perspec-

tive, the insurer seeks greater disclosure 

from banks to aid in the underwriting 

process. The sharing of financial statements, 

credit memorandums and overall spirit of 

cooperation makes for a mutually beneficial 

partnership. 

Basel regulation has had a profound im-

pact on the United States and global bank-

ing system. It’s not going away and now is 

the time to educate oneself on how best 

to ensure compliance without sacrificing 

achievement of commercial budgets. When 

considering methods of risk distribution, 

perhaps a bank-owned Basel compliant 

insurance guarantee is in your future? TSL

Jerry Paulson is senior vice president, Trade 

Credit and Political Risk, Lockton Companies. 

More than 6,000 professionals at Lockton 

provide 50,000 clients around the world with 

insurance, benefits, surety and risk management 

services that improve their businesses. Lockton 

has grown to become the largest privately held 

insurance broker in the world and 9th larg-

est overall. jerry.paulson@lockton.com +1 

312.669.6734
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Insurance reduces the capital held by the Bank by up to 96%.
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Insurance Rate  
Swap
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($m)
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Capital

$1,000 130% $1,300 $104

TOTAL $1,300 $104

Assets 
($m)

Risk 
Weighting

RWA ($m) Capital 
($m)

$50 1250% $625 $50

$100 30% $30 $2.4

$850 7% $59.5 $4.76

TOTAL $714.5 $57.16

Reduction of the average Risk Weight of the pool from 130% to 72% with a  
reduction in capital of 45%.
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