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Post-2008, Bank Management and Directors Have to Apply
New Standards of Capital Adequacy
The recession of 2008 and its lingering aftermath have had a profound impact on the entire U.S. banking system.
It has resulted in completely new definitions and applications of capital adequacy, and has given rise to new, still
evolving regulatory standards. This in turn has imposed new responsibilities for tracking and maintaining capital
sufficiency on bank management and directors. The determination of “Free CapitalTM” and its critical
importance is one concept which has not yet been fully recognized by the majority of the banking community.
This paper:
•
•
•
•

Discusses the evolution of these new standards;
Provides guidance as to their utilization and usefulness;
Explores the pitfalls of what should be the disregarded legacy of historical capital measuring
criteria but which is still in wide use;
Demonstrates the importance of applying vintage criteria for sound portfolio analysis in
determining Free Capital.

Post 2008, bankers have focused their efforts on the survival, recovery and repositioning of their institutions in
this drastically reshaped landscape. Their efforts have been greatly complicated as regulators, shocked by the
abject failure of historical capital adequacy systems, have struggled to redefine their guidelines in an effort to
deal with both existing conditions and to prevent future recessionary collapses.
In this inevitable struggle between regulators and banks, certain key and very important fundamental changes
have been ignored. These changes have a profound impact on all aspects of bank planning, management, capital
adequacy and, importantly, the enhancement of shareholder value.

The Redefinition of Capital Adequacy
Most if not all bankers are aware of the structure and mandates inherent to CCAR, CapPR, Dodd-Frank and the
latest Basel III propositions. In deciphering the maze of propositions one very key fundamental change has been
ignored by all parties. This change, if recognized and properly utilized, has a profound impact on bank strategic
planning and capital adequacy analyses.
The FFABC form of the 70s, Basel I and Basel II were all based on formulas derived directly from historical loan
performance ratios. CCAR, CapPR, Dodd-Frank and, indirectly, Basel III are all based on a two-year pro forma
forecast developed under a "Severely Adverse Scenario."
Unfortunately, practically all research analysts, rating agencies and many investment bankers have
fundamentally missed the implications of this change as is evidenced by their reports on banks and transactions
for banks.

Summary Implications of the New Capital Adequacy Guidelines
Prior to the recession of 2008, regulators reviewed bank capital adequacy requirements in the context of
historical financial statements. There was minimal focus on management strategic plans. The rapid growth in
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real estate lending was actually encouraged due to the perceived positive characteristics of "collateralized" and
highly “securitizable" instruments and their implied profitability. In the pre-recession world, regulators approved
current year-to-date capital adequacy levels based on a bank’s historical asset volume, distribution and
performance. Once approved, banks proceeded with their strategic plans with an understanding that future
performance and its impact on capital adequacy would be reviewed on a year-to-date basis. In a sense, capital
adequacy was an evaluation of the bank’s current status based on historical performance.
In the new post-recession world, capital adequacy has been redefined as summarized by the following points:
•
•
•
•

Clear recognition that the shrinking and changing world economy has rendered any extrapolation
of historical experience misleading and dangerous;
Shift in regulatory focus from analyzing year-to-date performance to evaluating present day bank
capital adequacy in the context of two-year pro forma forecasts;
Use and definition of a “Severely Adverse Scenario" to describe the two-year pro forma period;
Redefinition of present day minimum capital adequacy to levels sufficient to support predefined
regulatory leverage ratios at the end of the two-year “Severely Adverse Scenario."

This redefined capital adequacy methodology has been implemented through CCAR and CapPR, is planned
within the guidelines of Dodd-Frank, and is directly implied in the calculation of risk and liquidity ratios under
the proposed Basel III guidelines. Essentially, regulatory capital has become a dynamic and moving target that
constrains, supports, underlies, and is integral to all management strategic plans. This derived capital adequacy
establishes the boundaries within which bank strategic plans are created, evaluated, implemented and, most
importantly, permitted.
In working with our clients in the banking community, Invictus has developed the concept and calculation of the
key financial metric fundamental to the new regulatory philosophy – “FreeCapital™.”
This metric separates and yet incorporates the complex calculation of post-recession capital adequacy in a
bank’s strategic planning process. It enables management to generate, review and analyze strategic plans and
initiatives within the constraints of regulatory capital adequacy. It facilitates intra-bank communications and
directives, and provides senior management with an excellent means for communicating with investors and
directors. It also sets targets and guidelines for maximizing shareholder value and minimizing risk.
Asset purchases, mergers and acquisitions, stock buy backs, dividend policies, etc., must be reviewed subject to
this key metric. Mergers and acquisitions, without first establishing the inherent Free Capital (positive or
negative) of target banks, are highly irresponsible transactions for both buyers and sellers. Likewise, investor
evaluation of banks that are based on year-to-date financial performance, without considering the significant
implications of this key metric, will inevitably lead to erroneous investment decisions.

Definition of Free Capital
At its core, Free Capital for a bank is "the difference between the capital on its balance sheet today and its
regulatory minimum capital requirements calculated under a two-year pro forma “Severely Adverse Scenario."
The implications and analysis of Free Capital levels have a major bearing on any strategic planning activities:
•

•

Banks with negative Free Capital have inadequate capital adequacy under the new guidelines.
Management actions must be focused on raising new capital and/or reducing expenses and/or
deleveraging assets.
Banks with minimal levels of Free Capital have limited operating and strategic options.
Acquisitions are outside their purview, and simply would not meet regulatory approval. Their
ability to implement aggressive organic growth or undertake operating actions to meet
competitive pressures are limited by the direct impact of these actions short-term.
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•

Banks with Free Capital have considerable room to implement strategic and operating plans,
including acquisitions and aggressive organic growth. However, the very nature of excess Free
Capital can imply a potentially lower return on capital. As a result, these banks would be under
pressure to use their Free Capital effectively to maximize shareholder value. The analysis of
marginal return on Free Capital therefore becomes an important part of strategic planning.

As is evident from the present-day definition and calculation of capital adequacy, there are very few aspects of
strategic planning that are not directly influenced by a bank's level of Free Capital. In a highly competitive
environment characterized by shrinking margins and increased regulatory scrutiny, Free Capital is the
paramount ratio that needs to be calculated and recognized by senior management and directors of banks. It is
the key ratio for effective communications with regulators on an ongoing basis, and a very powerful metric to be
applied in helping weaker banks "buy time" with regulators or stronger banks in obtaining approval for capital
actions.
Properly employed, Free Capital has enormous return and shareholder value implications. The impact of this
metric on bank individual and competitive valuations is considerable. Yet the concept is ignored nearly
universally today by most market rating agencies and analysts.
Free Capital is directly derived from stress testing. Stress Testing is no longer a passive activity relegated to the
ERM department. Because stress testing now concerns itself with the pro-forma quantification of free capital
which impacts any and all pro-active efforts by the bank and the regulatory approvals required, it has been
elevated to the Executive and Board levels and is now a critical component of strategic planning. Banks (and
their acquirers and investors) that do not pay attention to this momentous shift do so at their own peril.

Steps for the Estimation of Free Capital
•

•
•

•
•

Step 1: Estimating Free Capital starts with the basic management business plan. Fundamentally,
most business plans are based on expected, likely economic scenarios with variations that take
into consideration minor economic changes and levels of implementation success.
Step 2: The basic management business plan is subjected to an economic environment consistent
with a “Severely Adverse Scenario.”
Step 3: The “Severely Adverse Scenario” is used to estimate the bank's capital position and
regulatory ratios at the projected end of the two-year stress horizon. These ratios are compared
to their regulatory minimum requirements. The CCAR program and its final conclusions regarding
the banks involved provide an excellent roadmap for this process.
Step 4: The shortfall or excess in pro forma ratios (derived in the Severely Adverse Scenario) is
used to calculate the capital required today to meet those minimum regulatory requirements.
Step 5: The difference between the bank’s actual capital and the levels of capital required to
meet the pro forma regulatory minimums is defined as the bank’s Free Capital.

Quantification of Stress Testing Scenarios to Estimate Free Capital
For the large CCAR, CapPR and most Dodd-Frank banks, Free Capital estimation is a more complex exercise,
consistent with their size and diversity. Conversely, it is extremely easy to calculate (given the considerations
discussed below) and extraordinarily powerful for most community banks that operate within limited
geographical footprints and where senior management is close to their lending and investment activities.
CCAR clearly laid out the economic characteristics for the current Severely Adverse Scenario. Unfortunately,
these scenarios were constructed by economists and are macro in nature. Furthermore, their effective use relies
heavily on statistical and macro relevance towards quantifying loan risk. In a sense, these scenarios are children
of the unfortunate investment banking approach to lending that assumes uniformity of structure and risk across
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a range of "securitizable loans”. This statistical relationship has some, but limited relevance in analyzing loan
portfolios that are large and regionally diverse. However, these assumptions and relationships collapse rapidly
when dealing with small, regional and customized financing structures typical for most community banks.
While the Fed has not defined how banks should interpret these scenarios, too many institutions depend on
their individual historical summary statistics to extrapolate loan risk and performance. Many prominent market
analysts and research firms have published extensive statistics, attempting to sell their interpretation and
calculation of the impact of these scenarios on different loan categories. These statistics are gobbled up and
spewed out by many larger banks.
The reality, as understood by most hands-on experienced bankers, is that factors such as loan vintage, loan
history, pricing and repayment structures are far more relevant and important in evaluating risk than attempting
a statistical correlation between economist-based macro stress factors, loan performance and risk.
In particular, vintage has more impact on a loan’s present and pro forma risk profile than any other single
variable. This is followed by the amortization schedule inherent to that particular instrument. Vintage defines
the loan’s structure as dictated by the then prevalent economic conditions. Any pro forma stress scenarios must
be measured and calculated against the relative change from the prevalent economic conditions for each loan
subgroup at the time of origination.
This relative change is highly significant. Any pro forma scenario reflects changes in economic factors. These
factors need be evaluated relative to their change from the original vintage dates of loans/loan groups and not
just from the present. Loan structures, pricing spreads, etc., are dictated by economic and competitive
conditions at the time of origination and are generally “locked in” at the date of origination. However, it is the
changes in the economic environment that renders these "locked in" factors susceptible to increased or reduced
credit risk. The fact is that any existing portfolio is comprised of layers of different loan vintages—each vintage
with differing underwriting characteristics reflecting the economic conditions at the time of origination.
Applying statistical economic rules to a current portfolio homogeneously and ignoring the vintage layers that
comprise it is inherently flawed and inaccurate.
For their part, amortization schedules define the magnitude of different vintages outstanding during the twoyear stress horizon, directly weighting their specific and relative impact on an evolving basis through the stress
horizon.
Regional differences in client behavior and local economic patterns also have a significant impact on the
behavior of these portfolios. Here again, national macro statistics start to lose their already limited relevance.

In summary:
•

•
•
•

•

Loans degrade when new economic conditions affect borrowers to an extent where financial
covenants and terms originally built into these loans fail to protect the lenders from the credit
deterioration of the borrower.
The magnitude of losses from loan failures in a prescribed pro forma scenario is directly tied to the
valuation of cited and un-cited collateral established at the point of origination.
The probability of failure, while tied to the severity of recessionary factors, is more a function of
the duration of the projected severe factors that act on that loan.
The structure of collateralized vs. un-collateralized instruments is substantially different, and is
reflected in the protective covenants built into loan structures. Competitive and market conditions
during origination substantially affect these structures.
While a recessive economy affects all industries and all geographic territories, the relative impact
on specific industries and geographical regions is different in both magnitude and duration.
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All of the above are tied to vintage and the prevailing conditions, economic and competitive, at the time of
origination. Attempting to fine-tune the individual impact of specific stress factors on a wide variety of loan
portfolios while ignoring the all important vintage and amortization of these portfolios practically guarantees
logical errors and erroneous results.
By employing its proprietary model on the publicly available data for each bank each fiscal quarter since the
beginning of the recession, Invictus has built a very large and robust database. It has focused on regional
variances and has adjusted its methodology based on real-world changes in financial and operating performance
through every quarter of the recession with a heavy focus on loan vintages, their unique structures and pricing
characteristics. The accuracy of our modelling and stress testing is verified by analyzing current quarterly results
on a bank by bank, region by region and national basis against our projections.
For practically every community bank client, we have found sufficient vintage and structural data to easily and
rapidly build portfolio models that can be used to calculate capital adequacy for these banks within any
prescribed economic scenario. This data is not necessarily compiled in any single location but different aspects
of it are spread amongst different record-keeping sources within practically all community banks. Missing
information is easily supplemented by our aforementioned extensive databases compiled on post-recession loan
performance.
The resulting financial models, built using the appropriate data and methodology, create very accurate pro
forma analyses of management strategic plans. They provide the ability to stress test these plans under any
prescribed scenario and automatically update management plans based on historical changes, redirected
management plans and newly prescribed Severely Adverse Case scenarios. Utilizing these techniques, bank
management has very powerful weapons not only in their own strategic planning but also in dealing with
regulators, investors, directors, acquirers or sellers and other vested parties. The very nature of these models is
heuristic, allowing management to fine-tune their results and simultaneously build powerful databases that are
consistent with the post-recession regulatory and economic conditions.
The shift in regulatory philosophy from using historic data to pro forma projections has important implications
for all bankers. Bankers need to calculate and actively manage their Free Capital. Stress testing their loan
portfolios absolutely must take into account loan vintages. The result, if all bankers undertake these actions,
will be a far more resilient banking sector – just as the regulators require – and one where individual banks can
achieve their fullest potential.

For further information or to schedule a presentation, please contact:
Charles Perry
Partner & Managing Director
(860) 306-4748
cperry@invictusgrp.com

George Callas
Partner & Managing Director
(718) 219-0441
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TM

“Free Capital ” is a trademark of Invictus Consulting Group LLC.
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