One way to measure a bank’s safety
— an explanation of Tier 1 Capital Ratios

History

In the financial crisis, many highly geared banks with a lot of “non-equity” in their capital structures were left looking
very weak because losses quickly ate into their relatively thin equity cushions.

For that reason, investors have increasingly been interested in how strong the banks are.

The Common Equity Tier | (CET1) capital ratios are most often used as a quick reference to gauge a bank’s capital
strength and also to compare them side-by-side.

What is it? Tier 1 capital is the “best” form of bank capital - the money that the bank has in its coffers to support all
the risks it takes on lending, trading and so on. For example, mortgages are seen as relatively safe, so a bank
whose balance sheet is made up largely of mortgages can hold less capital than one with lots of unsecured personal
loans.

How are the ratios calculated?

A bank’s capital is measured against its risk-weighted assets. The average bank today probably has a tier one ratio
of 9 or 10 per cent, compared with a 4 per cent minimum which was set under the Third Basel Accord after the 2008
crash. Whilst the Accord is a voluntary arrangement, its acceptance by the global banking community makes this an
effective measure of stability and strength. But the framework has not remained static, having been expanded on a
number of occasions since its inception. The target now set is for a Tier 1 ratio of 7% by 2019.

How does that change things if most banks already exceed that new target?

The elements of the calculation method are being toughened, with some previously accepted forms of top-notch
capital, such as deferred tax assets, being phased out. The commitment to meeting this new target demonstrates
that banks are working towards a position where the events of 2008 should not recur, and investor confidence is fully
restored.

Of course for those of us with investments supported by these banks this is nothing but good news. To find out how
the Issuers we work with are faring in this respect, please go to the ‘News’ section of our website and read our latest
Counterparty CDS and Rating report.
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