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BASEL III: Real Property Provisions 
 

he federal banking agencies, in their final 

rule implementing the Basel III capital 

standards, adopted provisions that both pleased 

and disappointed banks. The main thrust of the 

final rule is the adoption of minimum capital 

ratios: a common equity Tier 1 capital ratio of 

4.5% (new); a Tier 1 capital ratio of 6% 

(increased from the current 4%); a total capital 

ratio of 8% (unchanged); and Tier 1 leverage 

ratio of 4%. Banking organizations subject to the 

advanced approaches are subject to an additional 

leverage ratio of Tier 1 capital to total leverage 

exposure of 3%. In addition, the agencies adopted 

a “capital conservation buffer” for all banks of 

2.5% of total risk-weighted assets.  

 

This Bulletin summarizes the provisions of Basel 

III affecting real property loan exposures under 

the standardized approach. The standardized 

approach is intended to harmonize the calculation 

of risk-weighted assets across all banking 

organizations. Banks are required to calculate 

risk-weighted assets in accordance with the 

standardized approach beginning January 1, 2015.   

 

Residential Mortgages. The agencies had 

proposed to divide residential mortgage 

exposures into two categories: Category 1, which 

are traditional mortgages that do not include 

higher risk product features (the criteria for 

Category 1 mortgages were similar to qualified 

mortgages under the Dodd-Frank Act, but were 

not identical); and Category 2, which are all other 

mortgages. These exposures would have been 

assigned risk weights ranging from 35% to 200% 

under the proposal. The agencies received 

numerous comments, many expressing concerns 

that the proposal's compliance burdens could 

push smaller banks to cease making residential 

mortgage loans altogether. Also, the agencies 

acknowledged the numerous regulations on 

residential mortgage lending that are currently 

being promulgated and developed by the 

Consumer Financial Protection Bureau. 

 

In light of these and other considerations, the 

agencies declined to adopt the proposed 

residential mortgage exposure provisions under 

the standardized approach. The existing general 

risk-based capital rules will continue to apply, but 

with some changes. Exposures secured by a first 

lien on owner-occupied or rented one-to-four 

residential property that meet prudent 

underwriting standards (LTV ratio standards, no 

more than 90 days past due, not restructured or 

modified) will continue to be assigned a 50% risk 

weight. All other residential mortgage exposures 

are assigned a 100% risk weight. Under the 

general risk-based capital rules, a modified or 

restructured residential mortgage exposure may 

not be assigned the 50% risk-weight. But under 

the final rule, mortgages that are modified or 

restructured solely pursuant to the Home 

Affordable Mortgage Program (HAMP) are not 

considered restructured or modified, and thus are 

assigned the 50% risk weight. The agencies 

declined to broaden this provision to any other 

forms of modification. If a bank holds the first 

and subordinate lien(s) on a property and no other 

party holds an intervening lien, then the 

combined exposure is treated as a single loan 

secured by a first lien for purposes of determining 

the LTV ratio and assigning a risk weight.   

 

The final rule retains the existing 50% risk weight 

for pre-sold construction loans, defined as any 
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one-to-four family residential construction loan to 

a builder that meets the requirements of section 

618(a)(1) or (2) of the Resolution Trust 

Corporation Refinancing, Restructuring, and 

Improvement Act of 1991. Those requirements 

are, in summary, the loan is for the construction 

of a one-to-four residential property where an 

existing contract exists for its purchase. A 100% 

risk weight is assigned for these loans where the 

purchase contract is cancelled.   

 

Commercial Real Estate. As proposed, 

acquisition, development, and construction 

(ADC) loans (referred to as “high volatility 

commercial real estate or “HVCRE”) are 

assigned a 150% risk weight. The existing 

general risk-based capital rules use a 100% risk 

weight. HVCRE exposure is defined as credit that 

finances acquisition, development, or 

construction of real property unless the credit 

finances one-to-four residential property or the 

real property would qualify as an investment in 

community development or as a “qualified 

investment” under the agencies' CRA regulations. 

(It is not necessary for the bank to have an 

investment in the real property for the credit to 

qualify for the exemption). In the preamble to the 

final rule, the agencies clarified that when the 

ADC credit is converted to permanent financing, 

the permanent financing is not an HVCRE 

exposure. For example, a loan permanently 

financing owner-occupied commercial real estate 

is not an HVCRE exposure. ADC loans for the 

purchase or development of agricultural land are 

exempt (defined as land known to be used or 

usable for agricultural purposes such as crop and 

livestock production).   

 

Past-Due Exposures. A 150% risk weight is 

assigned for an exposure that is 90 days or more 

past due or is on nonaccrual, except for sovereign 

exposure and residential mortgage exposure. The 

risk weight is assigned to the portion of the 

exposure that is not guaranteed or unsecured. A 

different risk weight may be assigned to the 

guaranteed portion of a past due exposure as 

indicated in a guarantee or credit derivative.
1
 

Similarly, a different risk weight may be assigned 

to the collateralized portion.
2
 This added risk 

weighting to past due loans is a departure from 

the general risk-based capital rules. The agencies 

rejected the argument raised by commenters to 

the proposed rule that the heightened risks posed 

by past due loans are already reflected in the 

ALLL. The agencies noted that the ALLL is 

intended to cover estimated incurred losses rather 

than unexpected losses. 

 

The compliance date for banking organizations 

that are not subject to the advanced approaches 

rule is January 1, 2015. Advanced approaches 

banking organizations must begin complying on 

January 1, 2014. The transition period for the 

capital conservation and countercyclical capital 

buffers for all banking organizations will begin 

on January 1, 2016. 

 
Information contained in this CBA Legal Notes is not intended 

to constitute, and should not be received as, legal advice.  

Please consult with your counsel for more detailed information 

applicable to your institution. 
 
© This CBA Legal Notes is copyrighted by the California Bankers 
Association, and may not be reproduced or distributed without the 
prior written consent of CBA. 

                                                           
1
 The risk weight is based on that which applies 

under §___.36 of subpart D as long as the 

guarantee or credit derivative meets the 

requirements of that section. 
2
 See §___.37 of subpart D.  
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