
Castlelake believes the confluence of continued capital regulation, adoption of new accounting standards, and poor bank risk taking 
during COVID-19 has created a perfect storm whereby banks are required to hold more equity to service loans under Basel III, the 
loans they are writing are less profitable due to CECL and their liquidity is meaningfully hampered as a result of AOCI losses. This has 
created a large, durable opportunity set in which Castlelake is well positioned to execute. 
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Basel III Endgame
Under Basel III, banks must retain more equity and reserves, known 
as Tier 1 capital, to create a buffer for performance volatility. 
Estimates suggest that the largest banks will need to increase their 
capital reserves by up to 20% in aggregate to meet Basel III 
requirements3, but the effects may be more pronounced in 
specific asset classes, like asset-based lending. 

Basel III Endgame is set to take effect on July 1, 2025 with a 3-year 
phase-in period. We believe these latest changes will make 
asset-based lending particularly unattractive to banks because of 
absolute minimum capital requirement levels.  Historically, banks 
were attracted to lending in asset classes with low 
loss-given-defaults because they could hold relatively small 
amounts of capital based on internal models.  Absolute minimum 
capital requirements remove this advantage. 

The capital reserve requirements under Basel III are also expected 
to make traditional asset-based lending increasingly inefficient for 
banks. The increase in regulatory capital means banks will have 
fewer funds available to write loans and greater equity attribution 
requirements for the loans they do write. In addition to decreasing 
supply, this is also expected to increase margin requirements and 
to tighten lending standards – likely resulting in a significant gap in 
the capital structure where private capital is needed.

Current Expected Credit Losses (“CECL”)
In response to the 2008 financial crisis, the Financial Accounting 
Standards Board wanted banks to recognize credit losses in a 
more timely manner and introduced the Current Expected Credit 
Losses (“CECL”) standard in 2016. CECL took effect in 2020 for most 
categories of SEC filers and 2023 for private entities.

Prior to implementation, lenders were not required to record a loan 
or lease impairment until an actual loss was deemed likely. CECL 
requires that banks reserve for potential loan and lease losses on 
day 1, which creates an immediate income statement loss. 

When CECL was implemented in 2020, the allowance for loan and 
lease losses on bank balance sheets skyrocketed from ~$110B to 
~$220B4. CECL has a particularly negative impact on lending in 
asset classes where there are relatively high expected losses over 
the life of a loan portfolio because a lender needs to take all losses 
up front as opposed to previously being allowed to amortize those 
losses over the life of the loan book.  Consumer and small business 
loans are examples of historically cash-profitable loans that are 
severely impacted by this change.

CECL provisions have resulted in reserving for higher overall loan 
and lease losses, which ultimately increases the amount of equity 
required to service a loan. As a result, the overall profitability of 
banks is suffering, making it more challenging for them to support 
certain historical lending markets and decreasing overall supply of 
financing.

Accumulated Other Comprehensive Income (“AOCI”)
Accumulated Other Comprehensive Income represents unrealized 
gains and losses that are netted below retained earnings and 
reported in balance sheet equity. 

AOCI is the difference between market and book value for securities. 
AOCI decreases (increases) as the market value of securities 
decreases (increases). AOCI is intended to increase reporting 
transparency and highlight future potential changes to net income. 

During the COVID-19 pandemic, banks experienced a rapid increase 
in deposits, which were then used to purchase large quantities of 
fixed rate loans in a low-rate environment. As rates began to rise in 
2022, banks accumulated more than $350B in AOCI losses5. 

If banks need to sell securities associated with AOCI losses for 
liquidity, they would erode net income and Tier 1 capital. As such, 
banks have generally been forced to hold these loans, limiting their 
capacity and capital for new lending activities.

The implementation of Basel III globally, adoption of new loan loss accounting standards, and material unrealized losses on bank balance 
sheets have resulted in material bank retrenchment in asset-based lending markets. Castlelake estimates there is a $7T investable global 
asset-based market opportunity1 set, of which only 4 – 5% is currently penetrated by private capital2.

1    Represents the aggregate size of the markets in which Castlelake seeks to invest in both hard and financial assets. Various sources including, but not limited to: Federal Reserve Z.1 Financial Accounts of the United 
   States Q3 2023, FRB NY Quarterly Report on Household Debt and Credit November 2023, SIFMA statistics Q3 2023, Secured Finance Foundation 2023 Secured Finance Market Sizing and Impact Study, 2022 Equipment 
   Leasing & Finance Industry Horizon Report, CFPB Fact Sheet March 30 2023, Preqin Private Debt 2022 data, S&P Global Credit Trends Report October 2, 2023, and Interval Fund Tracker Most Recent Quarter Data 2023.
2  Olivery Wyman, “Private Credit’s Next Act”, April 2024.
3  Federal Deposit Insurance Corporation. "Memo: Regulatory Capital Rule: Amendments Applicable to Banking Organizations subject to Category I, II, III or IV standards, and to Banking Organizations with Significant 
   Trading Activity." Page 19.
4  FRED (St. Louis Federal Reserve Economic Data), “Allowance for Loan and Lease Losses, All Commercial Banks”. Represents all United States Commercial Banks. Seasonally adjusted. AS of September 2024.
5  FRED (St. Louis Federal Reserve Economic Data), “Cumulative Other Comprehensive Income”. Represents all FDIC-insured institutions. Not seasonally adjusted. As of January 2024.

https://www.fdic.gov/sites/default/files/2024-03/2023-07-27-notice-dis-a-mem.pdf
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Disclosures

Copyright© Castlelake, L.P. 2024.  All information, content, forms, photographs, and graphics herein (collectively “Content”) is owned by Castlelake. The Content is protected by U.S. and 
foreign copyright common law rights and statutes. Users are prohibited from modifying, copying, distributing, transmitting, displaying, publishing, selling, licensing, creating derivative 
works, or using any Content for commercial or public purposes, without the prior written permission of Castlelake.

Except where otherwise indicated, the Content is based on Castlelake’s views and beliefs as they existed in December 2024, or as of such earlier date as otherwise specified, and not as 
of any future date, and will not be updated.  The Content is subject to material change, completion, or material amendment from time to time without notice and Castlelake is not under 
any obligation to keep you advised of such changes. None of Castlelake, nor any of its subsidiaries, employees, advisors, affiliates, agents, or representatives (“Castlelake Persons”) 
expects to update or otherwise revise the Content. However, to the extent made available, Content will be deemed to be automatically superseded and replaced by information 
provided in the future. No representation or warranty, express or implied, is or will be made, and no responsibility or liability is or will be accepted, by any Castlelake Person as to, or in 
relation to, the accuracy or the completeness of this Content. 

Certain statements contained herein that are not historical facts (collectively, “forward looking statements”) (i) are based on current expectations, estimates, projections, forecasts, 
opinions and/or beliefs, (ii) are inherently aspirational, and (iii) involve known and unknown risks, uncertainties, and other factors, including factors that cannot be controlled by any 
Castlelake Person. Forward-looking statements are based upon certain assumptions, some of which may not be stated, and are necessarily speculative in nature. Actual events or 
results or the actual performance of any markets, investment products or investment opportunities described herein may differ materially from those reflected or contemplated in such 
forward-looking statements.

Certain Content has been obtained from third party sources, which Castlelake believes to be reliable for the purposes used herein. However, Castlelake assumes no responsibility for 
the accuracy or completeness of such Content. 

Castlelake is not utilizing this Content to provide investment or other advice, and no information or material at the website is to be deemed a recommendation to buy or sell any 
securities or is to be relied upon for the purpose of making or communicating investment or other decisions. This Content is not intended to be construed as investment, legal, 
accounting or tax advice. You should consult your own advisors for any such advice. 

This Content is provided for information purposes only and does not constitute an offer to sell or a solicitation of an offer to buy any security, investment product, or service. Offers to sell, 
and solicitations of offers to buy, the securities issued by any account, fund or vehicle managed by Castlelake (a “Castlelake Fund”) will be made exclusively by the offering materials 
relating to such securities. The securities issued by any Castlelake Fund have not been approved or disapproved by the securities regulatory authority of any state or by the U.S. Securities 
and Exchange Commission (the “SEC”), or by any regulator outside the United States. Any representation to the contrary is unlawful. No securities of any Castlelake Fund will be, nor have 
been, registered under the U.S. Securities Act of 1933, as amended, the securities laws of any state of the United States or the securities laws of any other jurisdiction, nor is such 
registration contemplated. No sale of Castlelake Fund interests will be made in any jurisdiction in which the offer, solicitation, or sale is not authorized or to any person to whom it is 
unlawful to make the offer, solicitation or sale. No Castlelake Fund will be registered as an investment company under the U.S. Investment Company Act of 1940, as amended, and 
consequently the investors therein will not be afforded the protections thereof. Potential investors are required to inform themselves of, and to observe, any legal restrictions on their 
involvement in the offering. Further, this Content has not been approved by the SEC, the Financial Industry Regulatory Authority, the Commodity Futures Trading Commission or any other 
regulatory authority or securities commission in the United States or elsewhere. Registration with the SEC does not imply any certain level of skill or training. Castlelake makes no 
representations that transactions, products or services discussed herein are available or appropriate for sale or use in all jurisdictions or by all investors. Those who access the Content 
do so at their own initiative and are responsible for compliance with local laws or regulations. 

Any statements herein represent Castlelake's generic market views, and Castlelake is not providing advice with respect to any financial products or investment opportunities. No 
representation or warranty, express or implied, is given by or on behalf of any Castlelake Person as to the accuracy, fairness, correctness or completeness of the Content or opinions 
contained in this material and no liability whatsoever (in negligence or otherwise) is accepted by the any Castlelake Person for any loss howsoever arising, directly or indirectly, from 
any use of this material or its contents, or otherwise arising in connection therewith.


