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BASEL II: CAPITAL CHANGES IN
THE U.S. BANKING SYSTEM AND
THE RESULTS OF THE IMPACT STUDY

Wednesday, May 11, 2005

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT,
JOINT WITH THE
SUBCOMMITTEE ON DOMESTIC AND INTERNATIONAL
MONETARY PoLIiCY, TRADE, AND TECHNOLOGY
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to call, at 10:04 a.m., in Room
2120, Rayburn House Office Building, Hon. Spencer Bachus [chair-
man of the subcommittee] presiding.

Present: Bachus, Oxley, Leach, Pryce, Gillmor, Biggert, Kennedy,
Feeney, Hensarling, Pearce, Neugebauer, Price, McHenry, Frank,
Maloney, Lee, Moore of Kansas, Ford, Baca, Matheson, Green, and
Wasserman Schultz.

Mr. BacHUS. [Presiding.] Today, the Subcommittees on Financial
Institutions and Consumer Credit and Domestic and International
Monetary Policy are meeting to examine the proposed Basel II cap-
ital accord and its potential effects on the domestic and inter-
national banking systems, as well as on the recently completed
fourth Qualitative Impact Study, QIS-4.

I expect that Chairman Pryce will be here in about 20 minutes.
She will submit a statement for the record. I appreciate her partici-
pation in this hearing.

Today’s hearing is the fourth one that the Financial Services
Committee has held on Basel II proposals since the 106th Con-
gress. Prior hearings have highlighted disagreements among the
Federal financial regulators, as well as substantive problems.

During the last Congress in response to concerns about the Basel
process, I, along with Congresswoman Maloney, Chairman Oxley,
and Ranking Member Frank, introduced H.R. 2043, the United
States Financial Policy Committee for Fair Capital Standards Act.
The legislation, which passed out of the committee I serve as chair-
man by unanimous vote, mandated that the Federal banking regu-
lators develop a unified U.S. position among the agencies prior to
entering into negotiations in the Basel committee.

In March, Congressman Maloney and I introduced the same leg-
islation, H.R. 1226, with 36 cosponsors. Let me start by applauding
the bank regulators for delaying the notice for proposed rulemaking

o))



2

to implement Basel II in response to the results of QIS-4. I have
been concerned that the regulators have been overly committed to
an arbitrary timeline and have been making decisions that fit into
their schedule without fully understanding the consequences.

Many banks that may choose to adopt voluntarily Basel II have
expressed concerns about being forced to make significant invest-
ments without having the full knowledge of the impact Basel II
may have on their operations. As I said before, I am encouraged
that the regulators have recognized some of these problems with
Basel II and hope that common sense will continue to prevail, even
if it means delaying the implementation of Basel II beyond the
January 1, 2008 deadline.

The goal of Basel II is to develop a more flexible and forward-
looking capital adequacy framework that better reflects the risk
facing banks and encourages them to make ongoing improvements
to their risk assessment capabilities. Over the past 6 years, the
United States Federal banking regulators have engaged in negotia-
tions with their foreign counterparts on possible improvements to
the standards that govern the capital that depository institutions
must hold against their assets.

The Federal Reserve, the Office of the Comptroller of the Cur-
rency, the Federal Deposit Insurance Corporation, and the Office of
Thrift Supervision participated in those negotiations on behalf of
the U.S. Their representatives will be testifying on our first panel.
It is expected that when ultimately implemented, Basel II will
apply mainly to the largest, most internationally active banks and
others that voluntarily adopt it. The remaining institutions in the
United States will continue to operate under the original Basel ac-
cord, or Basel I.

A growing international consensus has developed that Basel I is
outdated and represents a one-size-fits-all approach to regulation,
causing some banks to hold too much capital and thus diverting
capital from productive lending activities. Additionally, the Basel
accord has been criticized for worsening credit crunches, creating
incentives for banks to undertake destabilizing short-term lending
in emerging markets, for not taking into consideration risk mitiga-
tion, creating incentives for banks to securitize expensive assets,
and for not addressing credit risk transfers through derivatives.

I applaud the intent and objectives of the Basel II agreement to
ensure solvency of our banking institutions and protect against
substantial losses by creating a more risk-sensitive regulatory cap-
ital framework and to create international standards to manage
risk better by aligning regulatory capital to economic risk.

Nonetheless, I and other committee members have concerns re-
garding Basel II for several grounds.

First, we believe it is unnecessarily complex and costly, with in-
flexible formulas replacing current rules and supervisory examina-
tions. You can see from the formula that we have displayed that
it highlights some of that complexity.

Neither the U.S. regulators nor the Basel II committee members
nor the banks can estimate the cost of implementing the Basel II
due to costs associated with scaling for different size banks and dif-
ficulties in assessing which costs would already have been under-
taken by the banks in the ordinary course of business.
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No U.S. banking regulator nor any member of the Basel com-
mittee has indicated whether sufficient resources exist to imple-
ment Basel II. The documents and charts in front of you, as I say,
illustrate this point. There are 187 publicly available documents re-
lated to Basel II weighing 127 pounds. While some ideas included
in these documents have evolved, the amount of paper dem-
onstrates the complexity and micromanagement that Basel II rep-
resents.

In addition, the chart with all the letters and numbers is the
Basel II formula itself. I have no doubt that there are very few peo-
ple who understand this formula or its implications. It looks like
a formula for micromanaging the banking business, rather than
one designed to align regulatory and economic capital assessments.
In addition, I believe that the current draft would create an uneven
playing field, one that unfairly penalizes many banks in the coun-
try, particularly our regional banks.

Many believe that Basel II banks will have a significant competi-
tive advantage because they will need to hold less regulatory cap-
ital for certain asset classes, for example credit cards, corporate
lending, and mortgages, and because mortgage participants will
perceive Basel II banks to be better managed than Basel I banks.
I am also concerned that bank consolidation could be accelerated
solely because of the regulatory capital benefits associated with
Basel II implementation.

The uneven playing field would carry over across borders, since
the proposal expressly contemplates over 50 opportunities for local
regulators to tinker with this formula. What is more, the Basel
committee itself has not yet figured out how regulators will com-
municate and work together with each other to set meaningful reg-
ulatory capital requirements for globally active banks that have op-
erations in multiple countries. How one could end up with an inter-
national common standard in this situation is difficult to perceive.

Another concern that we have with the proposal is the treatment
of operational risk. It is my belief that a supervisory assessment
by the regulator, as opposed to a regulatory capital cover, is the
better approach to limiting a bank’s operational risk.

It is my understanding that the databases are insufficiently ro-
bust for banks to provide meaningful input into the QIS process.
If so, how can we implement these requirements without knowing
how they will impact real banks and real portfolios? How can the
regulators have confidence that the systems will be in place by the
supposed implementation date? What if the data at that stage gen-
erates unexpected answers as they do now, as the credit risk num-
bers have done for QIS-4? What do we do then?

At today’s hearings we will hear from a distinguished panel of
regulators, including Federal Reserve Governor Susan Bies, Acting
Comptroller of the Currency Julie Williams, FDIC Director Tom J.
Curry, and Acting Office of Thrift Supervision Director Richard
Riccobono, as well as a panel of private sector witnesses. I look for-
ward to hearing from today’s witnesses, and thank them for taking
time from their busy schedules to join us.

I am now pleased to recognize the Ranking Member. Actually, in
his absence, I am going to recognize the gentlelady from New York,
Ms. Maloney.
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[The prepared statement of Hon. Spencer Bachus can be found
on page 48 in the appendix.]

Mrs. MALONEY. Thank you, Mr. Chairman.

I thank all our witnesses and everyone who is here that is con-
cerned about this issue. This is the fourth hearing that we have
called. This is very much of a bipartisan concern. We have had sev-
eral that have focused on it.

The first Basel Capital Accord established minimum standards
for banks that operate internationally. Basel II is an attempt to up-
date this accord by allowing financial institutions to hold capital in
a balance more reflective of risk and changing market conditions.
From the beginning of the negotiations, I have been concerned, as
many of my colleagues have been, that the U.S. regulators need to
address these negotiations from a consistent and coordinated view-
point and to start from the premise that the new standards do not
put American financial institutions or any segment of them at a
competitive disadvantage.

In the last Congress, we legislated. We held hearings that really
called upon U.S. regulators to develop a uniform position before ne-
gotiating in the Basel committee. Once implemented, the final cap-
ital accord will have profound consequences for the banking indus-
try, our constituents, and the economy of our country. We must
take the time and the focus to get this right.

The results of the QIS-4 study I find very disturbing. It shows
that some banks adopting the proposed Basel II standards will be
able to reduce their regulatory capital considerably and, thus, gain
a competitive advantage with other domestic banks that may not
be in Basel. More disturbingly, the amount by which a bank might
be able to reduce its regulatory capital varied widely among banks
that appeared to be very similar, to have similar portfolios, and
should, in theory, be treated equally under the new standards.

These results do not support, and indeed actually cut against,
the reassurances we have consistently received from the regulators
that the new standards have been designed to treat like-risk alike
and establish an international level playing field. I am concerned
that they also suggest that the complexity of the new standards
makes them more prone to widely differing interpretation and re-
sults.

The stacks of paper that have been put there by the majority
staff, that is the proposal for Basel II. It is very long, and over here
is the formula. If you look at the number of variables in this for-
mula on this chart, each of them represents an opportunity for a
regulator to tweak the definition of that variable so to put a home
bank at an advantage. This, at least, is a formula for confusion.

I am very concerned. I know that our regulators are going to be
very tough on American institutions. I am not so convinced that
foreign regulators are, in very small countries and in other coun-
tries. I am afraid that that might put us at a disadvantage. If the
regulators themselves do not understand the reason for the dif-
ferences that came out in the QIS-4 study, then how can they hope
to effectively monitor and supervise compliance? I have not seen
any explanation that explains why so many like banks with like
portfolios came up with different conclusions.
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Former Comptroller Jerry Hawke was highly critical of what he
termed “the monumental prescriptiveness” of the Basel II stand-
ard. Unfortunately, these widely disparate results demonstrate
that his concerns, which I share, appear to have a basis in fact. I
hope that we will have this clarified by the witnesses.

I would like to say that why don’t we just have a simpler rule,
just Basel I plus something that applies uniformly, that would
move more banks, and the United States would be able to comply
with it? I am very concerned about this highly confusing formula
that has many opportunities to be tweaked and interpreted in var-
ious ways by various regulators in other countries.

So I thank you for all of your hard work, and I look forward to
your testimony.

I yield back.

Mr. BAcHUS. Thank you.

At this time, I would recognize the ranking member of the full
committee, Mr. Frank.

Mr. FRANK. Thank you, Mr. Chairman. I appreciate the diligence
with which you have been pursuing this.

I have some questions about the technical aspects of the formula,
but I will defer those and submit them in writing in deference to
the recorder.

The concern I do have, though, is touched on by the comptroller’s
testimony and the FDIC’s testimony. I have not had a chance to
read the OTS testimony yet. But in particular in the testimony in
the FDIC, it is especially the concern for the competitive effects. I
appreciate Mr. Curry’s very straightforward statements that if you
go ahead with Basel II and do nothing else, you put smaller banks
at a disadvantage.

Now we already have a problem. We are in a controversy now
over deposit insurance. This House passed a bill that would in-
crease deposit insurance not by a huge amount, $30,000. The likeli-
hood is that that will not survive in the Senate. I supported it, but
it may not survive. That, smaller banks argue, is something of a
disadvantage for them. It is a perceptual disadvantage from people
who have large deposits to make and think the bigger the bank,
the less likely it is to fail, or be allowed to fail; therefore they go
toward the bigger banks.

We are, I think, this is not an abstract consideration. Big banks
are fine, but big banks to the exclusion of little banks are not so
fine. I want to give a little bit of experience here. A few years ago,
Mr. Curry would remember, he was there at the time, Fleet and
Bank Boston merged. There were at the time a number of overlap-
ping branches. The question was, what do you do with the overlap-
ping branches?

There was a proposal from the antitrust regulators, both State
and Federal, that they be packaged together and sold to one large
outside bank because that would be more competition for Fleet and
Bank Boston. It seems somewhat nostalgic to talk about a large
New England bank, doesn’t it? But that is where we then were, but
that is relevant to the pace at which consolidation is moving and
underlies these concerns.

Overwhelmingly, my colleagues in Congress and I heard not from
banks, but from borrowers, small borrowers, local Chambers of
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Commerce, retailers, homebuilders, people who were in the local
markets: Please do not do that; we do not want to have to deal
with the very large banks; we want to deal with local banks.

We argued for a divestiture of at least some of those overlapping
branches to community banks. We were successful in getting I
think about 12 or 15 percent, but not enough. I remember, frankly,
the Boston Globe was critical. They said we were shilling for Fleet
by preventing a big competitor. A year later, they had an article
saying, well, it turns out that there is greater consumer satisfac-
tion with the smaller banks. Big banks have their role and so do
smaller banks.

Public policy and the economy and the economies of scale and all
these other factors are tending to drive us toward consolidation. In
Massachusetts, as former Commissioner Curry knows, the relevant
analogous committee to us is called the Committee on Banks and
Banking. Someone said, are you ever going to change the name
back here to the Committee on Banks? I said no. By that time, we
will call it the Committee on the Bank because there will be one
in the whole country at the way we are going.

It is not in our interest to accelerate that trend. We have very
strong, very explicit testimony from the regulators, particularly
those of the smaller banks. The Federal Reserve deals with the
bank holding companies, but the FDIC, particularly the smaller
banks, and the Comptroller, both of them argue that there is a neg-
ative competitive effect. I must tell you, I cannot see any argument
for going ahead with adopting a policy that will increase the pres-
sure on smaller banks and increase the competitive advantage that
goes to larger banks, with no comparable consumer advantage in
this case, by itself.

I know people have said, well, after we do this, then we can do
that. Well, that could come before this as well. So I think a heavy
burden of proof goes on those who tell us that.

The final thing I would say is this, Mr. Chairman. I note, and
Governor Bies, who has been very cooperative and has met with us,
and I appreciate the Federal Reserve’s willingness to talk with us
about this, but maybe it was one of the others; maybe it was Ms.
Williams who said: Remember, once we go through with Basel II,
we still have to adopt it, the bank regulators.

But I will ask, I may not be able to stick around, but I would
hope you would answer, “Yes, but with what freedom?” If we are
a signatory to Basel II, are we free to disregard it? I mean, it is
true that it does not automatically go into effect, you tell me, but
it does seem to me that we would be under serious constraints. The
likelihood that we could as we adopted it ignore some of the major
factors is a problem.

So this conceded competitive disadvantage for smaller banks is
a greater obstacle, it seems to me, than any of the advantages. At
the very least, it rates a very strong argument that the timing is
out of whack and that there is no reason why we should not be able
to at least proceed simultaneously. That is, I will take a lot of con-
vincing that we should decrease capital requirements for the larger
banks before we do the other.

One last point, if I could, Mr. Chairman. I would just note that
there has been some concern expressed in other quarters on a mat-
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ter we are going to be dealing with, the Fannie Mae and Freddie
Mac, on the danger of them holding mortgages in their own port-
folio, rather than securitizing it, on the grounds that this will add
to credit risk. I was very pleased when we wrote Governor Bies on
this subject because it has something to do with Basel and other
things. Here is what she said: “Adopting institutions are likely to
hold more mortgages on their balance sheets after Basel I1.”

This is about Basel II, but it seems to me it has some relevance
here. “Since most of the likely increased holdings would come from
those that are now being securitized, these additional mortgages
would generally be of high quality, as are most residential mort-
gages that are currently securitized. That is while mortgage port-
folios of adopting institutions may be larger and we would not ex-
pect a significant increase in the credit risk of bank mortgage port-
folios.”

In other words, when you are talking about mortgages which are
already of sufficient quality to be securitized, whether they are
held on the balance sheet of the institution or securitized does not
affect credit risk. I guess I will need to be persuaded by the Federal
Reserve why what is sauce for the Basel goose is not sauce for the
GSE gander.

Thank you, Mr. Chairman.

Mr. BACHUS. Thank you.

OIl now recognize the chairman of the full committee, Chairman
xley.

Mr. OXLEY. Thank you, Mr. Chairman.

I first want to associate myself with the excellent remarks of the
ranking member from Massachusetts. I want to thank you and
Chairwoman Pryce for calling today’s hearing on the proposed
changes to the Basel accord. You have been a real leader on the
issue of Basel II reform, and it is most appreciated.

Significant changes to the proposal have been made in response
to your concerns additionally by bringing attention to this process.
The committee has seen increased cooperation among U.S. regu-
lators who are developing Basel II. Basel II is critically important
to every bank in the United States and the rest of the world, and
it will determine how much regulatory capital must be held to
cover risk in bank portfolios, domestically and globally.

Capital standards also influence market perceptions of a bank’s
strength, which directly impacts ratings decisions. I do not think
you will find much argument that the Basel accord is outdated and
needs revision. This developed in the late 1980s before liquid mar-
kets for credit had been developed and before the derivatives and
securitization markets had taken off. These developments have
made the Basel accord obsolete and prone to abuse.

The most recent impact study conducted by the U.S. regulators,
QIS-4, shows major swings in how much regulatory capital banks
using this new framework might need to hold. Participants esti-
mated decreases of as much as 40 percent. Others estimated in-
creases of as much as 60 percent from the current standard. Even
though no bank came close to breaching the leverage ratio, these
kinds of results are unacceptable. No one knows why these results
came out the way they did. In other words, no one in the regulatory
community seems to know how the new framework will affect retail
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credit markets in the United States, particularly credit cards and
mortgages.

These market sectors are the backbone of our economy and per-
mit the United States to serve as the sole engine of economic
growth among developed economies in the world. I believe it would
be irresponsible to proceed quickly under these circumstances, and
the regulators were wise to pause before finalizing Basel II. It
would be helpful to know how the regulators are progressing with
all the various data problems and when we will have a greater un-
derstanding of the QIS data.

I would encourage the U.S. regulators to allow time for all the
data to be understood before making any international commit-
ments regarding final text and implementation. Regulators also
should be discussing how they will cooperate in order to implement
the new framework.

Significant changes in Basel II may be needed here and abroad
before a final proposal is ready. In the meantime, I believe that
U.S. regulators should continue working on updating the Basel ac-
cord so that banks in the United States can benefit from the
changes in the obsolete framework while regulators try to put to-
gether a functional Basel II proposal. It seems that this would be
the most equitable way to make improvements to the capital stand-
ards.

I am interested in hearing what the witnesses think about this.
We welcome the distinguished panel of experts and regulators who
have worked tirelessly to implement and to in some cases correct
some of the problems that were heretofore mentioned.

I thank the Chair, and I yield back.

[The prepared statement of Hon. Michael G. Oxley can be found
on page 46 in the appendix.]

Mr. BAcHUS. I thank the chairman.

Are there any other members who wish to make opening state-
ments?

Mr. GILLMOR. Mr. Chairman?

Mr. BAcHUS. Mr. Gillmor?

Mr. GILLMOR. Mr. Chairman, I want to take the opportunity to
introduce a constituent of mine who will be on the second panel,
Bill Small from the Fifth District of Ohio. Bill is the President and
the CEO of First Financial, which is based in Defiance, Ohio.
Today, he is testifying on behalf of America’s Community Bankers,
an organization on which he serves as a board member and also
on several committees.

Bill Small has also recently served as the President of the Fed-
eral Reserve’s Thrift Institutions Advisory Council, and he contrib-
utes significantly to our community, working with Defiance Col-
lege, Defiance YMCA, the Rotary Club, and others. I appreciate his
service to the district, and I am sure that his comments today will
be very helpful to this committee in its deliberations.

Thank you, Mr. Chairman, and I yield back.

Mr. BacHus. Thank you, Mr. Gillmor.

Hearing no other members that wish to make opening state-
ments, at this time I will introduce the first panel. I am going to
go from my left.
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Our first panelist is the Honorable Susan Schmidt Bies, Gov-
ernor of the U.S. Federal Reserve Board of Governors. I want to
personally say that since your appointment to head up this at the
Fed, that I think our relationship, at least our communications, has
improved, so I commend you for that.

Mr. Richard M. Riccobono is Acting Director of the Office of
Thrift Supervision.

Ms. Julie Williams is Acting Director of the Office of the Comp-
troller of the Currency.

And the Honorable Thomas J. Curry is Director of the Federal
Deposit Insurance Corporation. I want to commend OTS, the OCC,
and the FDIC for your concerns that you have expressed as to the
affect that these proposals will have on your member institutions.
I very much appreciate the focus you have given this. I think you
have been a large reason why we have not rushed into this head-
long and made some great errors. So I commend you.

At this time, I recognize Governor Bies. We will start with you
for your opening statements. The opening statements, although we
say 5 minutes, one or two have mentioned that your opening state-
ment may be 6 or 6 1/2 minutes. We are not going to strictly en-
force that 5-minute rule.

STATEMENT OF HON. SUSAN SCHMIDT BIES, GOVERNOR, U.S.
FEDERAL RESERVE BOARD OF GOVERNORS

Ms. BIES. Thank you, Mr. Chairman. Good morning Chairman
Bachus and Chairman Pryce and members of the Subcommittees.

It is my pleasure to join my colleagues here today to discuss the
current status of Basel II in this country. My comments are going
to be brief, and I ask that my full statement be placed in the
record.

The agencies’ joint decision to delay the scheduled mid-year re-
lease of the notice of proposed rulemaking for Basel II was prudent
and necessary. Our most recent study of the potential quantitative
impact of the proposal, QIS-4, suggested much larger than desir-
able reductions in capital and a surprisingly wide dispersion in the
estimates of the risk parameters that are used to determine regu-
latory capital under the proposal. As responsible regulators, we be-
lieve it is appropriate to improve our understanding of these re-
sults and to consider what changes might be needed to our pro-
posal before we move forward on the NPR.

However, delaying the NPR and related documents creates a di-
lemma. Without them, core and potential opt-in banks do not have
the blueprints to complete the databases and systems for the regu-
lators to fully assess how banks would operate under Basel II. With
limited databases and systems, banks provided us in QIS-4 their
best estimates. We need to learn what we can from reviewing their
responses, but there are limits to what we can learn as we do this
review.

Consequently, we should, as soon as feasible, continue with the
development of the NPR and related supervisory guidance. These
documents are essential to the ultimate provision to us of the cred-
ible inputs we need to evaluate the effects of Basel II. We hope
thereafter that we can stay as close as possible to the 2008 start
date for the so-called transition run. The ability of banks to do so
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is one of the questions we propose to ask in the NPR. If evolving
developments require we delay this schedule, we will of course do
so and announce it as soon as the decision is made.

As described in some detail in my statement, the implementation
process that has been proposed would have banks providing us
credible inputs based on real databases and systems over at least
a 3-year period. We know banks’ evolution in these processes is
proceeding very quickly. A lot can be accomplished in this time-
frame.

For individual banks, implementation can only occur as soon as
supervisors are satisfied with each bank’s systems and processes.
If a bank does not meet these standards, they will not be allowed
to go into Basel II. The delay in the NPR and this implementation
schedule are fully consistent with the policy the agencies have fol-
lowed throughout the development of Basel II. We have made
many changes that incorporate comments that we have received
and tried to base our decisions based on the best evidence available
at the time. We have announced that we would not move to final
implementation until we are confident that Basel II was consistent
with a safe and sound U.S. banking system.

Basel II is an important supervisory advance. The current frame-
work is being arbitraged aggressively and provides us with less and
less reliable measures on which to base a regulatory capital re-
quirement for our largest and most complex banking organizations.
Our banking system and financial markets are strong and safe
now, but they were not always so in the past two decades. We need
now to take the steps to ensure that the current safety and
strength is extended for our large global banking organizations.

Members of the subcommittee, the FDIC has underlined the im-
portance of supplementing the risk-based capital requirement of
Basel II with a minimum leverage ratio and prompt corrective ac-
tion as part of a prudent supervisory regime. I want to be quite
clear that the Federal Reserve concurs in the FDIC’s view. We
need for reasons I have described the risk measurement and risk
management infrastructure and risk sensitivity of Basel II, but ex-
perience suggests that we also need the supplementary assurance
of a minimum equity to asset base for entities that face the moral
hazard of the safety net.

All of us are aware of the concern of thousands of banking orga-
nizations that will not be subject to Basel II that they will be
placed at a competitive disadvantage. The results of QIS-4 have
only heightened these concerns. The Federal Reserve’s research
published in our competitive studies has identified competitive im-
pacts in the small business and residential mortgage markets. The
agencies are as a result developing simple modifications to the cur-
rent rules that will make them more risk sensitive to address these
competitive concerns.

We hope to publish a proposal to amend Basel I for those banks
that will not be in Basel II at the same time that the Basel II NPR
is released. In this way, the public can review both proposals, com-
pare them, and give us comments on each, particularly around the
competitive impacts. Let me make clear that these modifications
would in no way make such revised current rules substitutes for
the needed reforms for the sophisticated financial products and
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services provided by our large complex internationally active orga-
nizations.

I will be pleased to answer any questions. Thank you.

[The prepared statement of Hon. Susan Schmidt Bies can be
found on page 52 in the appendix.]

Mr. BAcHUS. Thank you.

Now, Director Riccobono.

STATEMENT OF RICHARD M. RICCOBONO, ACTING DIRECTOR,
OFFICE OF THRIFT SUPERVISION

Mr. RiccoBONO. Good morning, Chairman Bachus, Chairman
Pryce, Chairman Oxley, and Ranking Member Maloney. I want to
first thank you for holding this hearing on Basel II and for your
continued interest in this issue. I would ask Chairman Bachus if
I could submit my written testimony into the record.

I particularly want to thank you, Chairman Bachus, for your leg-
islative efforts in H.R. 1226. We fully support it, including the pro-
vision you have in there regarding OTS’s representation on the
Basel committee. It is important that OTS’s international role be
formalized for numerous reasons, not the least of which is the po-
tential impact of Basel II on the institutions and holding companies
we regulate.

OTS is experienced in regulating institutions that specialize in
residential mortgage-related lending, now representing almost 40
percent of the assets of the entire U.S. banking system. It provides
us with a unique supervisory perspective. In addition, our experi-
ence regulated diverse holding company structures recently recog-
nized by the European Commission when it quoted OTS equivalent
under the EU’s financial conglomerates directive as another impor-
tant reason for OTS’s representation on the committee. Although
we are more than 2 years from its projected implementation, now
is a good time to update you on our progress and the issues that
U.S. institutions may face under Basel II.

We very much support Basel II and are committed to imple-
menting a prudent and sensible framework for it in the U.S., but
there is much to be done before we are ready to implement it.
While Basel II provides an opportunity for our largest U.S. institu-
tions to move to a more logical risk-based capital framework, it is
equally important to identify ways to improve the risk sensitivity
of Basel I for the thousands of institutions that will remain subject
to it. These objectives are not mutually exclusive, but rather mutu-
ally dependent in order to prevent potential competitive inequal-
ities between Basel IT adopters and non-adopters.

Risk-sensitive capital requirements are as important for commu-
nity banks as they are for large internationally active institutions.
Achieving greater risk sensitivity for one part of the banking sys-
tem and not the whole will create competitive distortions. While
global regulatory convergence of capital standards is extremely im-
portant, we must not ignore its effects and potential impact on
U.S.-based institutions that are not operating internationally.

OTS is pleased that an initiative we advocated for years, the so-
called “Basel I rewrite,” has ripened into a commitment by all the
Federal banking agencies to modify Basel I for U.S. institutions not
adopting Basel II. The goal of this initiative is to achieve greater
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risk sensitivity without undue complexity. This can be accom-
plished by applying more accurate risk weights for a wider range
of asset buckets and by applying commonly understood criteria for
assessing the relative risk of various loan types. We strongly sup-
port amending Basel I in conjunction with Basel II, but sooner if
Basel II timeframes are pushed back.

On the issue of timing, the results of QIS-4 suggest that Basel
II is very much a work in progress in the U.S. It is appropriate at
this juncture to ask whether we may be moving too quickly, and
if so to reassess and determine how to adjust existing timeframes.
Although implementing a more risk-sensitive capital framework is
an important objective, we must do so mindful of an equally impor-
tant objective of doing no harm to our existing banking system.

Given what we have learned so far from QIS-4, prudential super-
vision suggests that a longer implementation period may be needed
to gain the necessary data and confidence we require before imple-
menting such a major change to our capital framework. We believe
as a matter of good public policy that the Basel II timeframes
should be viewed as guidelines, not hard targets.

QIS-4 also did not capture the impact of interest rate risk largely
because Basel II treats interest rate risk differently than other
risks. As noted earlier, the banking and thrift industries currently
have almost 40 percent of their assets in residential mortgages and
mortgage-related assets. Interest rate risk, especially important for
mortgage products, must be addressed uniformly with guidance
from the Federal banking agencies on how to measure and manage
this risk.

Any discussion of Basel II is incomplete without a discussion of
the interrelationship between leveraged and risk-based require-
ments. Unfortunately, the issue has spawned a substantial amount
of dialogue about whether there should be a leverage requirement
at all. OTS does not advocate eliminating a leverage requirement.
I am going to say that again. OTS does not advocate eliminating
a leverage requirement.

However, the current one-size-fits-all approach to a leverage ratio
runs at cross-purposes with Basel II. Leverage treats all assets on
the balance sheet identically. It provides too little incentive to man-
age risk for both very low and very high credit-risk institutions,
and off-balance sheet activity is untouched by existing leverage re-
quirements. Moreover, a capital framework with a risk-insensitive
leverage ratio may have the unintended consequence of perversely
motivating low credit-risk lenders to pursue riskier lending.

Likewise, layering in a variety of permanent countermeasures
such as arbitrary floors and multipliers into Basel II to offset cap-
ital reductions in low credit-risk portfolios undermines the over-
arching goal of creating a more risk-sensitive framework. It is crit-
ical that we address the leverage requirement and the Basel II
floors as a complete seamless and integrated time framework.

We will continue to work with you, the other Federal banking
agencies, and our colleagues in the international community to en-
sure that we do not sacrifice safety and soundness for the sake of
delivering a timely, but potentially flawed capital framework.

I will be happy to answer any questions that the committees may
have. Thank you.
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[The prepared statement of Richard M. Riccobono can be found
on page 147 in the appendix.]

Mr. BACHUS. Thank you.

Acting Director Williams?

We appreciate your testimony, Acting Director Riccobono.

STATEMENT OF JULIE WILLIAMS, ACTING DIRECTOR, OFFICE
OF THE COMPTROLLER OF THE CURRENCY

Ms. WiLLiAMS. Chairman Bachus, Chairwoman Pryce, Congress-
woman Maloney, members of the Subcommittees, thank you for in-
viting the Office of the Comptroller of the Currency to participate
in this very timely hearing.

In my remarks this morning, I will highlight three areas: first,
where we stand on implementation of the Basel II framework in
light of the recent results of the fourth quantitative impact study,
QIS-4; second, our commitment to contemporaneously modernize
the current domestic capital rules for those banks that will not be
governed by the Basel II rules; and finally, some thoughts on H.R.
1226.

Last year, the U.S. banking agencies undertook a fourth quan-
titative impact study, QIS-4, with the specific goal of gaining a bet-
ter understanding—before its adoption—of how Basel II might af-
fect minimum risk-based capital within the U.S. banking industry.
The agencies recently completed a preliminary analysis of the QIS-
4 data and certain initial observations became very evident to us.

In brief, the QIS-4 data evidenced both a material reduction in
the aggregate minimum required capital for QIS-4 participants and
a significant dispersion of results across institutions and across
loan portfolio types. For example, aggregating over the QIS-4 par-
ticipants, the decrease in effective minimum required capital was
17 percent, while the median decrease among participants was 26
percent. Changes in effective minimum required capital for indi-
vidual institutions ranged from a decrease of 47 percent to an in-
crease of 56 percent. While some dispersion of results in a truly
more risk-sensitive framework is to be expected, we are not con-
vinced that the wide ranges indicated by QIS-4 can be fully ex-
plained by the relative differences in risk among institutions.

I must pause here to strongly emphasize that the change in what
we are calling effective minimum required capital represents the
change in capital required to meet an 8 percent minimum total
risk-based ratio. It does not reflect that individual institutions in
fact hold capital in excess of regulatory minimums and, therefore,
it does not imply that any particular institution would actually
need to increase its capital in order to be capital-——compliant.

Finally, changes in minimum capital requirements—both in-
creases and decreases—of certain portfolio types, credit cards on
the one hand and mortgages on the other, significantly exceeded
our expectations.

Based on this preliminary assessment of QIS-4 results, the agen-
cies concluded that a delay in the notice of proposed rulemaking
was the only responsible course of action available to us. For that
reason on April 29th, we announced that we would not publish a
proposed rule on the schedule that we had previously forecast.
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The obvious question all this raises is, what now? We continue
to believe in the potential of Basel II to achieve its crucial objec-
tives: improved risk management, supported by significantly great-
er risk sensitivity in the regulatory capital framework. But, the
issues surfaced during our preliminary work point to a need to do
a more complete assessment of the QIS-4 results. This additional
work is necessary to determine whether the preliminary results re-
flect actual differences in risk, simply reveal limitations in QIS-4,
are the product of variations in the stages of bank implementation
efforts, and/or suggest the need for adjustments to the Basel II
framework.

The results of our additional work will tell us much about the
steps that we need to be taking in order to make Basel II a reality
for U.S. financial institutions. If we believe that changes in the
Basel II framework are necessary, we have consistently said that
we will seek to have those changes made by the Basel Committee.

I also want to assure you that the U.S. banking agencies recog-
nize that domestic institutions not subject to Basel II-based capital
requirements, including mid-sized and community banks, have a
strong interest in the ways in which their products, pricing, and
business strategies might be affected by implementation of Basel II
by their competitors. That is why we have undertaken a separate,
but related, effort to update and modernize the domestic risk-based
capital rules for those institutions not subject to Basel II. The
agencies are developing these two capital rulemaking projects in
tandem to ensure that appropriate risk sensitivity and consider-
ation of competitive effects are considered in each proposal.

Finally, the Subcommittees have asked for our views on H.R.
1226. We share the desire of the bill’s sponsors to ensure a strong
and consistent position among the banking agencies in our ap-
proach to Basel II. We also agree that the types of factors listed
in the bill are very relevant to evaluating the impact of imple-
menting Basel II. However, with the greatest respect, we do not be-
lieve that legislation is needed to achieve these results. Since the
beginning of the process that led to the adoption of the Basel II
framework, the agencies have worked closely together. While there
have been differences in views along the way, I believe these dif-
ferent perspectives have, on balance, been constructive. I have con-
fidence that this will continue to be the case.

Also very relevant here is the fact that the OCC, and I believe
also the OTS, has designated the Basel II rulemaking as a signifi-
cant regulatory action for purposes of Executive Order 12866,
which requires us to prepare a regulatory impact analysis (RIA) for
OMB review prior to publication of the proposal. The RIA will in-
clude an assessment of the costs and benefits of the proposed regu-
lation, and it will address many of the factors that are identified
in H.R. 1226.

In closing, let me emphasize three commitments that have been
and that remain central to our work on the Basel II framework:
first, an open rulemaking process in which comments are invited
and considered, good suggestions are heeded, and legitimate con-
cerns are addressed—there is no done deal here; second, a reliable
quantitative analysis prior to adoption of a rule, through which we
can assess the likely impact of Basel II on the minimum regulatory
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capital requirements of our banks; and finally, a prudent imple-
mentation in which we make well reasoned and well understood
changes to bank capital requirements and incorporate those
changes with appropriate conservatism.

Thank you for holding this important hearing, and I look forward
to answering your questions.

[The prepared statement of Julie Williams can be found on page
173 in the appendix.]

Mr. BACHUS. Thank you.

Mr. Curry?

STATEMENT OF THOMAS J. CURRY, DIRECTOR, FEDERAL
DEPOSIT INSURANCE CORPORATION

Mr. CURRY. Thank you, Chairmen Bachus and Pryce, and Rank-
ing Member Maloney and members of the subcommittees. I am
pleased to represent the FDIC at this important hearing.

Basel II is an effort to tie capital requirements more closely to
risk and promote a disciplined approach to risk management at our
largest banks. The FDIC supports these goals and the process of
implementing a revised capital framework in the United States.

First, I would like to mention some concerns the FDIC has about
the results of the recent quantitative impact study, or QIS-4. The
issues we discuss today may sound sweeping and fundamental, but
we believe that they can be resolved. Our intention is to work with
our fellow regulators to address our concerns and to move forward
expeditiously when this is done.

The agencies’s review of QIS-4 is not complete. Nevertheless, in
part because the QIS-4 results are consistent with previous FDIC
analysis, we have formed some preliminary conclusions. In our
view, QIS-4 shows excessive reductions in risk-based capital re-
quirements. For half of the 26 banks in the impact study, capital
requirements fell by more than 26 percent. This is without fully
factoring in the benefits of credit risk hedging and guarantees that
are likely to reduce capital requirements significantly more.

For individual loan types at individual banks, almost half the re-
ductions in capital requirements were in the range of 50 percent
to 100 percent. Numbers like this do not give us comfort that the
Basel framework will require capital adequate for the risks of indi-
vidual activities.

We are also concerned about what the dispersion of results sug-
gests about the difficulty of applying the framework consistently
across banks. Capital requirements in Basel II are very sensitive
to inputs. Achieving consistency in Basel II depends on the idea
that best practices and best data will lead to convergence in the
capital treatment of similar loan portfolios across banks. At
present, however, at least as indicated by QIS-4, there is little com-
monality in the approaches the various banks used to estimate
their risk inputs.

The FDIC has stated on many occasions that there is a continued
need for a leverage ratio. I would add at this point that the QIS-
4 results suggest to us that our U.S. leverage requirements will be
even more important under Basel II. The FDIC can support moving
forward with this new framework only because of the existence of
the leverage-based component of U.S. capital regulation.
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We also have a concern about the potential competitive effects of
the new framework. If QIS-4 is representative of capital require-
ments going forward under Basel II, the competitive ramifications
for community banks and large non-adopting banks could, in our
view, be profound. If Basel II is implemented unchanged, the only
option for mitigating these competitive inequities would appear to
be a substantial reduction in capital requirements for all insured
institutions.

All of these issues suggest to us that thought needs to be given
to finding ways to implement this new framework in a manner that
produces results that are less extreme and more consistently appli-
cable across banks.

With respect to the issue of capital requirements for operational
risk, I will make one point. Because Basel II's advance measure-
ment approach, or AMA, is complex and expensive, large banking
organizations understandably do not want to implement it at each
and every insured subsidiary. The FDIC believes, however, that
every insured institution should maintain an adequate level of cap-
ital, a point of view that, strictly speaking, implies the need for
every insured bank to have its own AMA.

In resolving these conflicting goals, we are inclined to seek ways
of moderating the AMA, rather than compromising the important
responsibilities of insured banks and their boards. For that reason,
we will continue to work with our fellow regulators to explore sim-
pler, less burdensome approaches for insured institutions to meet
their requirements for operational risk within this new framework.

In summary, for Basel II to be successful the FDIC believes we
must preserve a set of straightforward minimum capital require-
ments to complement Basel II, maintain competitive equity among
large and small domestic and international institutions, and find
ways to achieve results under Basel II that are less extreme and
more consistently applicable across banks.

The FDIC, in cooperation with the other banking agencies, will
proceed in an appropriately deliberative manner and with full con-
sideration of the comments of all interested parties. We believe
these goals can be achieved.

This concludes my remarks. I will be happy to answer any ques-
tions from the committee.

[The prepared statement of Hon. Thomas J. Curry can be found
on page 103 in the appendix.]

Mr. BACHUS. Thank you.

Governor Bies, let me ask you the first question. I want to go
back to one reason that we are having the hearing today, and that
is an article I read back in January in the American Banker. What
it said there, it referred to a study that the Fed had done. This
study says that residential mortgage portfolio capital levels will
drop so significantly at the 20 or so U.S. banks that adopt Basel
II, that they will hold a major competitive advantage over all other
U.S. banks.

Now we know that that paper was never published. It was pre-
pared by two economists, one of which had worked for the Fed for
20 years, who no longer works there. They are on our second panel.
When I read that, it was everything that the other regulators had
been saying. It was everything that regional banks and others had



17

been saying to us, but it was counter to what the Fed’s position
was. It was counter to what Mr. Ferguson was saying. So I imme-
diately wondered why the paper was never published, because I am
very concerned about people being able to speak out without any
fear of expressing a different opinion from someone else.

Since that time, I have read that even one of the Governors of
the Federal Reserve in St. Louis expressed the same concerns and
said that he believed that there was a good chance there would be
a competitive advantage, a major competitive advantage for the
large banks. There have been others that have expressed this opin-
ion, including other regulators.

And then you all took another look at it. You did not publish the
first report. It never was published by the Fed. And now you have
come out with a second report which basically appears to be the op-
posite of the first report, that says Basel II will not tilt the mort-
gage field.

Can you give me some background on maybe why, number one,
the Fed decided not to publish that paper? Number two, I know the
two gentlemen have left, and I assume, I am sure they left volun-
tarily, but why would economists that had been there 20 years
come up with one conclusion, and then you get another group of
economists at the Fed and they come up with a different conclu-
sion? Did the second report maybe conclude some things starting
out that the first one did not?

Ms. BiEs. Mr. Chairman, I think you know that if you get in a
room with several economists, you will get very different perspec-
tives. We even get it when we talk about where interest rates may
go. The one criterion that the Fed sets for all the research is the
quality of the research. As the paper was initially completed, there
were some concerns about the qualitative aspects of the research
itself, not the conclusion.

I want to make it clear that we encourage information at the Fed
because of the ability to really understand factually what is hap-
pening. It is something we rely on whether we are dealing with
monetary policy, bank supervision, or consumer affairs. We look at
it all, but we want strong research. We encourage it not only at the
Board, but each of the Federal Reserve banks. That is why we
allow the Federal Reserve banks to have their own opinions. The
only standard we ask is quality research.

Mr. BACHUS. Let me say this, I am not saying that that is why
they left. I have no reason to believe that. I am just saying that
they concluded one thing and then your next study another, and
they were experienced economists, well respected. And then a dif-
ferent group of economist at the Fed concluded a diametrically dif-
ferent conclusion. Doesn’t that bother you or disturb you that your
own economists cannot even agree, that some of your economist
have said, some that have been there 20 years in fact?

I guess it was the two that the Federal Reserve asked to do this
report. That would lead me to believe you felt maybe, or someone
at the Fed felt they were the most qualified at the Fed to do it.
They did it and concluded that it would be a major, major competi-
tive advantage for the 20 largest internationally active banks over
all our other banks. We are talking about residential mortgages
here, which could have a tremendous impact on every American
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who has a mortgage or wishes to buy a home. And then that was
not published. Why wasn’t it published?

Ms. BIES. Let me get to the bottom line of the conclusions of the
research.

Mr. BACHUS. Sure.

Ms. BiEs. I think here what we need to understand is what the
questions were that were being asked. When we talk about the im-
pact on most mortgages in the United States, most of those mort-
gages are securitized today. They are underwritten for credit based
on Fannie and Freddie standards.

Mr. BAcHUS. But you know, there are proposals to change that,
as Mr. Frank I think mentioned. So you are assuming that things
are going to go on as they are at the GSEs when there is major
legislation up here that could change that?

Ms. BIES. I guess I want to make a distinction there. I am talk-
ing about the securitization of the mortgages, not whether Fannie
and Freddie choose to buy back those mortgages that have been
securitized. That is a separate issue.

Mr. BacHUS. But if we put a cap on their capital, which the
Treasury for one is proposing that we do that, that would affect
whether they bought the

Ms. BIES. Right. But to the extent they have to fund it all, it still
would influence rates in a similar way, and that is a separate
issue.

I am trying to get at the results of this research. To the extent
that the loans are still going to be securitized, the loans that are
being securitized on the standard mortgages are priced in markets
today. There will be little impact of that on financial institutions.
The real differentiation is going to be the choice that institutions
make to hold whole loans on their books or to hold mortgages that
are not conforming on their books.

As you are well aware in the last couple of years, as the housing
industry has had strong price appreciation, consumers have refi-
nanced, and we have seen evolving structures of various types of
mortgages. Some of these are riskier than traditional mortgages.
Others are just as safe. They are just bigger than conforming loan
sizes are. For the portfolio loans, the loans institutions would like
to hold on their books, we do need to make changes to Basel I or
we would end up with an imbalance because the 1988 Accord over-
estimated the kind of capital you need around traditional well-un-
derwritten mortgages.

Mr. BacHus. All right. Let me say this. I now agree with you,
but you cannot assume in a study that you are going to make those
changes in Basel I and know what that effect is going to have when
you have not even made the changes in Basel I. What you are say-
ing is, if we change Basel I, we probably will not have this competi-
tive disadvantage. We have not changed Basel 1. Do you agree that
maybe we ought to change that before we make an assumption?
Your latest economists, they said that basically these small banks
could reposition their portfolios. Or what you are saying is that we
are going to change Basel I so they will not be at a disadvantage.

Ms. Bies. What I am saying, is for the loans that are put in the
portfolio that will end up being a competitive disadvantage for the
safest mortgages because the big institutions already are taking
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those loans off their books, they are already able to get around the

existing capital limitations that Basel I puts on them. For smaller

banks, it is more difficult for them. They do not originate enough

deal flow to pool these mortgages effectively. So they very often

keep mortgages on their books, especially non-conforming. That is

{,)he kissue that we are trying to deal with in terms of capital on the
ooks.

Mr. BAacHUS. I guess what I am saying, this latest Fed study
which contradicted the first did not say in there, now, we are going
to change the requirements in Basel I and it will allow these small
banks to not be at a competitive disadvantage. It assumes some-
thing without saying it.

Ms. BIEs. It was really focusing on the impact of the securitized
conforming mortgages. What I am saying is that it is a broader
question. There is more variety of mortgages today and I think by
looking at both of these aspects, we can understand that banks are
trying to innovate to serve their various customer needs. And as
they innovate we need to make sure that the risk framework,
whether it is the banks in Basel II or the banks in Basel I amend-
ed that are going to have the flexibility. If there are riskier loans,
capital should go up. If they are less risky, it should come down,
for both sets of banks.

Mr. BacHus. I guess what I am saying, and my time is over, but
you also assume in this second study that the GSEs and the way
they do business is going to remain the same.

Ms. BiEs. We made that assumption because it is unclear exactly
how they would change.

Mr. BAacHUS. That 1s right, but that is a pretty big assumption.

Ms. BiEs. It is a big assumption.

Mr. BAcHUS. Thank you.

Ms. Maloney?

Mrs. MALONEY. Thank you.

Following up on the chairman’s questions, Honorable Ms. Bies,
on page seven of your testimony you note the heavy investment in
systems and processes that U.S. Basel II banks have been making.
You express concern that these banks not be placed at a competi-
tive disadvantage vis-a-vis a foreign bank by a delay in the rule-
making.

But in light of that recognition and following up on the chair-
man’s points, how can the Fed argue that banks which compete
with non-banks or smaller non-Basel II banks will not also be at
a disadvantage because they would hold more capital than their
competitors?

Ms. BiEs. I think I want to differentiate here between what we
are trying to do on the international front and the domestic front.
In the U.S., we have chosen to only mandate the very large com-
plex organizations to go into the advanced approaches to Basel II.

We did that because we are concerned that for these complex or-
ganizations, the existing capital framework is so simple because it
ignores so much of the risk that is off the books, that we need to
get something that reflects the evolution they have. They keep in-
venting new types of financial instruments, new deal structures.
Items are off the books so they are not visible in the traditional
capital framework.
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As they keep evolving in that way, we need to make sure that
capital reflects risk around the way they are managing their prod-
uct lines and their customer exposures. We do not expect that any
mid-size or small bank would necessarily make these investments
in these sophisticated risk tools. But we do expect today, under our
supervisory framework of safety and soundness, that any sophisti-
cated bank that deals with these tools has already in place a strong
risk management framework. So depending on the large banks that
you are describing, for many of them they are in the process of ex-
tending databases, but they already have a framework that looks
at risk in a very sophisticated way.

The formula, for example, that you mentioned that is posted here
is one of those aspects on how loan pools are put together to look
at different risks in different branches. We actually proposed at one
point a more simplified version of that formula, and the banking
industry came back and said no, that they felt it was not reflective
enough of risk and wanted us to move to this version of the for-
mula because it better reflected the different risk aspects that are
used as loans are being securitized.

The fact that these organizations are engaging in this sophisti-
cated activity and we already are looking at them and expecting
them to have systems in place to understand various aspects of
risk, it is an easier evolution for Basel II for these organizations
than institutions who would not undertake these sophisticated
transactions. That is why we have to keep a very simple framework
for the banks that are not in Basel II, but make sure that an an-
swer is comparable on the risk that results.

Mrs. MALONEY. But these systems that they have put in place,
according to this QIS-4, are flawed. They are coming forward with
very different risk and very different capital requirements, and no
explanation of why similar institutions have such large different
results. So it seems that if we keep going forward, in a sense, you
are encouraging a flawed system that would aggregate the competi-
tive problems that we were suggested in the QIS-4 study.

Ms. BiEs. I agree that all of the results in QIS-4 for every bank
are flawed in the sense that today no U.S. bank would qualify for
adoption of Basel II. None of us would qualify any of these banks.
Remember what the QIS process was designed to do. This is the
fourth one we have done. We did these periodically so banks who
are thinking about going to Basel II could use it as a milestone to
sort of say how are we progressing and what are the issues we
need to be focused on. We could use it as a check for whether the
framework had issues we had to deal with.

If you look at individual banks, and we are still doing this, one
of the things you find is that, for example, some banks did not have
a process in place for certain portfolios or loan types or risk ele-
ments. As a result, it is zero. Well, if you put in a zero because you
did not complete that part of the exercise, you are adding in a zero.
And we know that clearly is not the answer.

If we look at banks that we would expect similar results, one of
the issues we have is their database limitations. Some do not go
back very far. We have been very lucky in this country in the last
few years. Credit quality has been extraordinarily sound. We are
expecting when this gets done that the databases for credit risk go
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through a credit cycle. Right now, the databases only have the good
years, and when you only have the good years, you are necessarily
going to have a lot less capital than if your database includes the
bad years in a credit cycle, and that requires more credit.

Most of the banks in this process did not have that full cycle of
data underlying their loans, and that is another reason. That is
what we are trying to do, is to separate out the reasons for the dif-
ferences and begin to focus on where are they in their development
process and where are we needing to make changes in the existing
framework.

Mrs. MALONEY. Then why did banks with similar portfolios end
up with different results? You say that the database had limits. Is
that the only reason? What about different applications? Why did
it end up with such different results?

I would beg the chairman to allow other members of the panel
to answer because that is the basis of this hearing. It is why did
we get such different results with similar banks and similar port-
folios? What is the explanation?

Ms. BIES. Again, let me just make one other point. This is why
we are trying to do this delay to find out the facts. We do not have
all the answers yet. I am saying that the initial results, banks we
thought should be the same, for example, there are parameters and
models that are different.

One of the requirements we say you have to look at what in a
downturn stress situation of credit losses, what would your esti-
mate be. Some banks have not put together any methodology to get
to it, and actually there is nothing there for that effect. If banks
are having difficulty coming up with that, then that is a signal to
us as regulators that we may have to mandate an assumption to
get everybody who has similar credit portfolios to use the same pa-
rameters in their models.

Mrs. MALONEY. Okay.

Would anyone else like to comment on this? Ms. Williams?

Ms. WiLLiaAMS. Congresswoman, the basic answer to your ques-
tion of why there are these differences is that we do not know yet.
That is exactly what we are drilling down into right now. That is
what this whole QIS-4 process is about—enabling us to understand
better how these processes work. So I would like to characterize
the QIS-4 process and the results of the QIS-4 process as a good
thing. This is showing that the process that the agencies have in
place to work through the implementation of Basel II is proceeding
in a careful and judicious way. We decided we need to slow down
here and understand better the numbers that we have, and that
is what we are going to do.

Mrs. MALONEY. Thank you.

My time is up. Thank you, Mr. Chairman.

Mr. BACHUS. Thank you.

Chairman Pryce, I want to commend you on your preparation for
this hearing and your support.

Ms. PRYCE. Thank you.

I appreciate this opportunity, and I want to thank the panel for
helping us understand where the regulators believe we are in this
process. I believe we are at a pretty critical stage. There are obvi-
ously some significant problems with the implementation of Basel
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II, but there is a possibility of a competitive disadvantage for U.S.
banks in the international marketplace if there are not the appro-
priate changes currently made in the capital requirements.

My question to you all is, does it make any sense at all in order-
ing that the noncontroversial parts of the accord be implemented
sooner? Then the regulators can go back and work on the remain-
ing provisions that are more controversial for future implementa-
tion. You know, just kind of pick the low-hanging fruit, get started,
get up and running, and then work out all the details and not have
to have the perfect final product before we can see some advance-
ment. Has there been any discussion of that? If it is a bad idea,
can you tell me why, any of you?

Ms. BIES. Let me start. Right now as we look at QIS-4, and as
we move forward in the Basel II process, we are going to be looking
at those kinds of issues. Clearly, we are running into different
issues around different aspects of risk. The one example I just
mentioned about what do you do with a downturn stress situation,
a severe recession. Because we did not capture the kind of data we
want in these models back in the 1980s, the last time we had such
a time, we may need to simplify that and put in a temporary as-
sumption until we have used these models through a crisis sce-
nario. In that sense, it is simplifying and we can get to a decision
relatively quickly.

Another example is the operational risk information. We have
been collecting data from the banks that are participating in the
process, and we are putting together at the Federal Reserve Bank
of Boston a significant database on operational risk that has mil-
lions of entries to date. This is one way to develop deep enough
databases that can either be shared with or amony banks, so they
do not have to incur all the costs on their own or as a basis sim-
plify or modify the assumptions. We could look at that alternative.

We are really trying to think outside the box and respond to the
industry and also be sure that the framework is sound in a risk-
focused approach, and we will be considering those alternatives as
we go ahead. I think the one thing we need to be careful about
doing it piecemeal is that we really think through what the impli-
cations could be in different product markets and the competitive
impacts in the United States. We need to think that through as we
go forward.

Ms. PRYCE. Anybody else?

Ms. WiLLiamMs. I'd like to offer a complementary perspective on
this. The U.S. regulators chose to implement the advanced ap-
proaches for Basel II because we felt that that ultimately was the
best way to end up having a truly risk-sensitive capital regime. It
is very hard to pull apart pieces of an advanced IRB approach or
an advanced approach for op-risk and do a partial implementation.

What is possible in moving ahead with the implementation proc-
ess is to make sure that you have safety nets, stopgaps, prudential
provisions in place so that you are comfortable with the implemen-
tation process as it goes forward. Those are some of the things that
Governor Bies was mentioning as possibilities. What we hope we
will discover as a result of our deeper analysis of the QIS-4 data
is which of those ideas, and maybe others, make the most sense to
use based on the circumstances.



23

Ms. PrRYCE. I hope, because we are moving the timeline again,
advancing it, and so I hope that some good comes of this, that per-
haps it will advance some of this as opposed to postponing it.

Let me change gears real quickly. I would like to talk about the
competitive impact on U.S. financial services firms. Last June,
there was a hearing on private sector perspectives. The sub-
committee received testimony that a number of large U.S. security
firms are going to be subject to Basel II through registration with
the SEC, pursuant to a new regulatory framework for consolidated
supervised entities.

Are you all working with your colleagues at the SEC to ensure
an equitable application of Basel II as applied to those firms? Is
the goal to apply Basel II with due recognition of the differences
between banks and securities firms? Who would like to field that
one?

Ms. WiLLIAMS. There is coordination among the domestic regu-
lators. There is also coordination in the international arena with
the international securities regulators and how their implementa-
tion of Basel II intersects with the bank regulators’ implementa-
tion. So yes, there is coordination.

Ms. BIES. Let me just make you aware that as part of what Ms.
Williams just mentioned, the Basel Banking Committee and
IOSCO, which is the equivalent, the International Association of
Securities Regulators, of which the SEC is a member, just pub-
lished a few weeks ago a regulatory capital framework that is risk-
based for what we call trading book assets, which is the biggest
part of securities firms’ balance sheets.

The idea is that we will end up with a common risk framework
between both securities and banking regulators, not only in the
U.S., but internationally. Those comments are due at the end of
this month. It will take us a while to look at it. Clearly, what we
are going to learn from that, we will also incorporate into the NPR
and Basel II going forward.

The fact that this being done on an international basis I think
is another signal that we are trying to make sure that similar risks
are treated in the same way as we can for risk-based capital pur-
poses no matter what the charter of the organization may be. So
we feel that we are making much more progress along those lines,
and this new proposal that was jointly issued by both IOSCO and
the Basel Banking Committee I think is good testament that we
are working together. There are other aspects of coordination that
we are still working through, but this will be the meat of what
needs to happen to go forward.

Ms. PRYCE. Thank you.

My time has expired. I want to thank the panel once again, and
especially thank the chairman for holding this important hearing.
Thank you.

Mr. BACHUS. Thank you, Chairman Pryce.

At this time, Mr. Ford?

Mr. FORD. Mr. Chairman, thank you.

And welcome again to the panel. I am sorry that I was late arriv-
ing.
I wanted to especially extend a welcome and even a belated
happy birthday wish to Governor Bies, who hails a good part of her
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life from my home city of Memphis. I am delighted to see you and
welcome you and thank you for your enlightened insight in re-
marks today.

I know that you have been introduced already, and I hesitate to
say, but I do my banking at her bank, at her former employer
where she was a long-time Executive Vice President for Risk Man-
agement and held a variety of titles at the bank. She is widely re-
garded and thought of back home. As we can all deduce from her
testimony today, we can all see why.

I appreciate your emphasis, Governor Bies, on the quality of re-
search and your willingness to move at a pace and speed that al-
lows us to get all the facts on the table. I was interested also in
hearing the answer to Chairwoman Pryce’s question as well. I
think you put some of it in perspective for all of us.

My question would really be directed to Director Curry, if I
could. I know that in your testimony, Director, you mention that
the FDIC has some concerns about the lack of accounting in Basel
II’s accounting for emerging business lines. I am just curious to
know if you would elaborate on how great a risk you think this
poses to the banking system and to the implementation of Basel re-
quirements going forward.

Mr. CURRY. Our concern is when you look at some of the results
of QIS-4, particularly with respect to home equity lines of credit,
that there have been changes in the marketplace in terms that the
product itself and some of the risks behind it, that the capital lev-
els be representative of those risks. The home equity lines is an ex-
ample, but there are additional products being developed in a very
dynamic banking industry, and our concern is that those measure-
ments reflect those risks.

Mr. ForD. We had, Governor Bies, not long ago before the com-
mittee, through Chairman Bachus’s leadership, a hearing on Check
21 and the impact that has on community banks. The head of the
Independent Community Bankers Association is from Dyersburg,
Tennessee, David Hayes. He came on behalf of obviously his asso-
ciation to express their concerns. They were here, and have been
here the last 2 days, and even expressed some concerns about this
as well, knowing that you were coming before the committee.

So I am pleased to hear your remarks and even others, and I
hope that the committee will take into consideration all that has
been said and whatever we do to act, that we act in a way that
will not impact negatively the obvious kind of deliberate effort that
you have underway.

I would be remiss if I did not give you an opportunity. I know
you have had the chance to kind of dominate the talking here on
the panel, but it is my 5 minutes so I can do what I want with it.
You have a good colleague with Laricke Blanchard. He is from
Memphis also, with the Fed Reserve Board.

But I would love to hear your response to Curry. That is FDIC
work, but you have had your vantage point on this issue. It has
been pretty varied like most of your colleagues as Governors. How
do you respond and how would you react to that question as well?

Ms. BIES. I agree with Director Curry in terms that it will be a
challenge to look at any new product initiative. We will have to de-
termine how and when that gets incorporated into an individual
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bank’s capital requirements. As safety and soundness regulators,
we already are looking at new product introduction processes, and
we require banks today, if they enter into, say, a new loan product,
they have to today account for credit risk. We would expect that
they price for that credit risk. We would continue to give guidance
on the safety and soundness aspect of these.

I think one of the reasons for the concern for the banks that put
mortgage loans, for example, in their portfolio is they are stretch-
ing and putting the higher-risk loans in the portfolio because the
capital requirement was placed too high for the traditional conven-
tional 30-year fixed rate mortgages. But stretching to take on
riskier loans may make the current capital requirement under
Basel I too low. That is one of the challenges we have with any new
product is how do you make that determination as to the appro-
priate level of risk.

We also know that as banks merge they are going to have con-
versions going on where they standardize products, get their sys-
tems in conformance. Again, it will be a combination of safety and
soundness reviews and potentially this is where we can use some
of our discretion as regulators to put a qualitative amount in Pillar
2 if necessary around risk.

So I think we have a lot of tools. We just have to realize that
all of this risk framework is not precise because you are looking
forward using historic data. Any model in that sense has got some
limitations. But we need to make sure that if people are putting
long-term risk on their books or securitizing long-term exposures,
that that is reflected in their capital and not just the moment in
time. So we will have this issue with both Basel I and Basel II.

Mr. FORD. Thank you.

Mr. Chairman, I know my time is up. Thank you.

Mr. BAcHUS. Thank you.

I would like to say that Representative Ford and Representative
Biggert, who is next in questioning, were both original cosponsors
of the legislation that we have today, H.R. 1226, which expresses
our concerns about some of what we are hearing today, and I think
substantiates the wisdom of that legislation. I want to commend
both Representative Ford and Representative Biggert as original
cosponsors and recognize the lady from Illinois at this time.

Mrs. BIGGERT. Thank you very much, Mr. Chairman.

Thank you, Mr. Pearce, for yielding to me.

Let me start by saying that I am concerned about the state of
play. In your testimonies, saying that you as the supervisory com-
munity, it sounds like from your testimonies that you could be com-
fortable with the variances in QIS-4 if that variance were driven
by portfolio risk rather than model differences. Could someone ex-
plain to me what is the difference between these two choices, since
models define portfolio risk?

Somebody want to take a chance?

Ms. BIES. I will answer your question. The models that banks are
using right now are, and let me start by saying we are still getting
this information, but they are in different stages of development.
What we are trying to understand is if one bank has 30-year con-
ventional mortgages, say, on their books and they are modeling
credit risk, and another bank has the identical kind of credit qual-
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ity, same kind of mortgages, the model that they are running, does
it make different assumptions; does it have different parameters;
is the database shorter versus longer? One may include data all the
way back to the 1980s or throw in proxies for the housing losses
that occurred in the oil patch, say, in Oklahoma and Texas in the
1980s as stress scenarios.

The other bank could be saying, well, all I have in my database
is the last 2 years, and credit losses are very, very low. If you do
not include the extreme events in your database, you can end up
with different answers, even though the loan quality is the same.
That is because the framework of risk-based capital looks at the ex-
treme events. In other words, you assume that normalized losses
and charge-offs banks should be able to cover through normal oper-
ating earnings every day, every month, every quarter.

What you need capital for, and what we as regulators are focused
so much on, is do you have enough capital to get you through the
stress periods, the downturn periods, the really rough times? We
worry about it as bank supervisors since that is when you call on
capital to absorb losses.

So if your database does not include those extreme events, you
can end up with a different answer. Obviously from the Federal Re-
serve’s perspective, as a central bank, we worry about systemic
risk. If everybody leaves out those extreme events, then there are
implications that the banking system may not have enough capital
in tough periods, and additional measures may be needed to get
the economy turned around if we do not have a healthy banking
system in a recession.

So that is an example of even with the same kind of quality of
the loan portfolio and you could end up with a different answer if
you do not have similar information going into the models.

Mrs. BIGGERT. So do you want variance and risk sensitivity in
the same capital framework?

Ms. BiEs. We want to be able to measure risk in a similar way
across the banks. One of the challenges that we have today is that
in Basel I we just look at mortgages from a very simple framework,
or commercial loans from a simple framework, when we know indi-
vidual borrowers or the facilities structure for individual loans to
the same borrower expose the institution to very different kinds of
risk. If we have the same number, what is in effect happening is
banks to cover that capital will take on higher and higher risk in
order to leverage it more, which adds systemic risk to the banking
industry.

Mrs. BIGGERT. Then how do you know whether you have crossed
the line into micromanaging credit decisions and eliminating risk
altogether?

Ms. BiEs. We will not eliminate risk altogether and realize that
the term “risk management” is chosen for a specific reason. We are
not telling banks to minimize risk, avoid risk. We are saying what-
ever risk you choose to take, you need to manage it well. These
models that the banks are building should reflect their risk appe-
tite, their ability to manage that risk, and the controls they have
to make sure the risks they thought they were accepting, they
have.
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So it is really targeted around their ability to manage risk. We
are not micromanaging. We just want to make sure whatever they
are choosing to do, that the risk management is appropriate. That
is one of the reasons for the smaller banks; we do not need to build
these sophisticated structures. They are into much simpler prod-
ucts. More of their products are on the balance sheet, so they are
easier to see and visible to readers of financial statements and to
examiners. It is the sophisticated instruments where it is harder
to understand the risk that we are requiring a stronger risk man-
agement process of which capital is one piece.

Mrs. BIGGERT. There is an old saying that you learn by your mis-
takes. It sounds like the market should not be permitted to make
mistakes.

Ms. BiEs. No, the market is going to make mistakes. Individual
institutions will make mistakes. Again, when you look at models,
the one thing that worries us all is what have you not put in the
model that could really affect you. That is why I think for us to
be good supervisors, the capital framework has got to be part of the
supervisory process. We can use supervisory processes to ask ques-
tions and check ourselves to see what is the model missing. We can
overlay the two and put another mitigating control for risk expo-
sure in there through the supervisory process.

You cannot really have good risk management processes in total
by only using risk-based capital. You have to have good risk man-
agement and supervision with it to try to minimize the risk of some
severe unexpected event happening, but that does not say we can
always avoid it. There are always going to be surprises.

Mrs. BIGGERT. So what you really have to do, then, is tweak all
the various assumptions and parameters in the complex formula.
Will you do that in Basel I plus II?

Ms. BIES. We are in the process of drafting this, and I will let
some other folks talk about Basel I, but we would expect that we
would do the same thing, but do it in a very simple way, base it
off the call report the banks use today and not create the need to
invest in sophisticated models for the banks that do not have so-
phisticated products like the big international banks in Basel II.

Mrs. BIGGERT. Okay. Just to go back to the first part of the ques-
tion about the variance driven by portfolio risk rather than the
model differences, it sounds like it would be the portfolio risk,
would be the choice.

Ms. BIES. If everything was done the way we would perfectly ex-
pect it, if you looked at the risk-based capital of two institutions
and one was more than another, you could say that that institution
had either riskier exposures or a larger amount of the same expo-
sure. In total, their risk would be bigger, but it could come from
either way.

Mrs. BIGGERT. Okay. Thank you.

Thank you, Mr. Chairman.

Mr. LEACH. [Presiding.] Thank you, gentlelady.

Chairman Oxley?

Mr. OXLEY. Thank you, Chairman Leach.

Governor Bies, you talked about Basel I rules and Basel I(A), 1
guess, in between. Do you have sufficient resources to work on both
proposals simultaneously? That is, the interim effort, as we proceed
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toward Basel II, are you in a position to handle both of those at
the same time?

Ms. BiEs. We are in a position to handle both at the same time,
because I think it is important to implement both of these together.
We have people that are assigned special responsibilities under
each one, but the dialogue needs to happen among all the staff and
Governors involved in this process because we are dealing with
similar issues for both amending Basel I and developing Basel II.
We need to constantly have a touchstone between the two to make
sure that what we are moving forward is going to be consistent and
deal with some of the issues that this committee has already
raised.

Our staff back here may feel that they do not have enough re-
sources. We are adding staff if we feel it is needed, but we feel com-
fortable that we can make the timeframe in terms of gathering in-
formation to support our decision-making.

Mr. OXLEY. That is encouraging. The leverage ratio is a one-size-
fits-all approach to capital. It treats all assets on the balance sheet
essentially identically. It sounds to me like to be the opposite of the
approach envisioned under Basel II. Is that a correct assessment?

Mr. RiccoBoONO. It is. The problem, as I stated in my testimony,
Chairman Oxley, was what we have done is leverage ratios are ex-
tremely important, and no one would suggest that we should not
have it in the Basel II capital framework. But the problem is the
leverage ratio that we currently have in place is in fact compatible
and exists as a safety net or a fuse for the rules that we currently
have in place under Basel I. All that is being suggested, although
forcefully recently, is the thought that if we are going to move for-
ward with Basel II, we need updating in our approach to capital,
and we need to think about including there an update of the safe-
guards with respect to capital.

You just cannot use the fuses that we put in place for a system
that was much less, 115-volt system when we move to 120-volt sys-
tem. We need something more like circuit breakers, than old-fash-
ioned fuses. That is really what the problem is with the leverage
ratio. We can do some serious damage to our institutions by en-
couraging our lowest credit-risk institutions, our most conserv-
atively invested institutions, encourage them to take more risk
simply to take advantage or maximize the fact that they are going
to be required under an old existing leverage ratio to hold more
capital than the Basel II approach.

If their information is sufficient and robust, it says they can hold
less. Well, we should not then require a greater amount of capital
that they would have to then manage to. It makes no sense to put
that in place. So we think that a risk-sensitive leverage require-
ment is necessary in a risk-sensitive capital environment.

Mr. OXLEY. Do we have agreement on that with the rest of the
regulators?

Mr. CURRY. Chairman Oxley, from the FDIC’s standpoint, it is
critically important that we have a valid, functioning leverage
ratio. When we talk about questions about the accuracy of models,
where we are dealing with the Federal safety net, particularly the
deposit insurance aspects of it, we think it is critically important
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to have that cushion of the leverage ratio, notwithstanding the
state of art in terms of credit risk management.

We would point especially to the history of the financial system
in the United States, the S&L bailout, the issues with long-term
capital management as examples of where if there are errors in
models, there are significant consequences, and we need to take a
conservative approach.

Ms. WiLLIAMS. Mr. Chairman, I think that we feel that it is a
tremendous undertaking to implement Basel II. The leverage ratio
is not on the table.

Mr. OXLEY. I am sorry. What was the last part?

Ms. WiLLIAMS. The leverage ratio is not on the table.

Mr. OXLEY. Any response?

Mr. RiccoBoNO. Yes, I just think it has to be on the table. We
cannot go forward with Basel II unless we figure out how we are
going to continue, if that is where some of us are, that we are just
going to continue with the existing leverage requirement, and not
broaden those consistent with the modernization of the capital
framework. It is not going to work. We are going to have unin-
tended consequences that when we finally figure out what we have
done, it will be too late.

Mr. OXLEY. Governor Bies?

Ms. Bies. Chairman Oxley, I think our perspective on the lever-
age ratio is that today’s leverage ratio really is not reflective of risk
because institutions have evolved. It is based on the balance-sheet
exposures as risk off the books. But I think we would support the
OCC’s position that we have a long way to go along Basel II. We
ought to leave our one anchor there in place, especially in terms
of prioritization of the work we do.

The full impact of Basel II does not go into effect anyway under
today’s timeframe until 2010. We will have plenty of time when the
banks are further along on the adoption to come back and look at
how, if we do want to change the leverage ratio, how would we do
it, but I think it is premature today to start that dialogue.

Mr. RiccoBONO. This needs to all be done before we set sail. We
cannot set out for open waters and decide we are going to then de-
telzorlmine whether the vessel is seaworthy. That is I think unaccept-
able.

Mr. OXLEY. So the disagreement continues, basically, between
the two regulators.

I yield back.

Mr. LEACH. Thank you, Mr. Chairman.

Let me just ask Mr. Pearce a question. You are up next, sir. You
can start now, or if you would rather wait until after the vote, it
is up to you. You will have about 4 minutes now, but after the vote
you would have a bit longer time. What is your preference? Fine.
Mr. Pearce, you are recognized.

Mr. PEARCE. Thank you.

Ms. Williams, you might not be the best one to answer. I am sort
of lost, but we have heard testimony about different risk manage-
ment tools. Give me a short list of risk management tools that are
being used to help banks. If not, if someone else could give me a
better answer?

Ms. WiLLIAMS. Congressman, banks use a variety of——
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Mr. PEARCE. Just a short list.

Ms. WiLLiaMS. They look at their past experiences with different
types of credit to try to identify where exposures can arise. With
respect to particular types of loans, they look at factors that are
risk factors for particular types of borrowers. In the consumer area,
there are very, very sophisticated risk factors that are used in con-
nection with credit scoring for retail type loans. In the wholesale
arena, there are databases of the performance of different types of
loans and different types of obligors that banks will look at in order
to try to identify risk factors.

Mr. PEARCE. Thank you.

Governor Bies, as near as I can summarize, we have the question
of international competition and the question of domestic competi-
tion, and we have the question of national economic strength and
international economic strength. Of those, which would be the
highest priority in your mind when trying to solve the questions in
front of us about Basel II?

Ms. BIES. Speaking for myself, I think the most important thing
is that we are comfortable that banks in the United States, wheth-
er this is their home country or foreign banks operating in the
United States, have enough capital to cover the risks that they
incur operating in this country. We need a strong, sound banking
system to keep our economy strong. I think it is one of the reasons
that the U.S. economy has done so well in recent years compared
to some other countries is that we have a very strong banking sys-
tem. As a central banker, I would put that priority first.

But we need to realize that the world has evolved. Institutions
now are able to globally span, in part is it because their customers,
if they are dealing with corporate customers, are operating inter-
nationally. So to be effective and keep the world economy going, we
have to deal with that issue. But I would say the first priority
would be to look at the U.S.

That is why I think it is important that we continue with the
time framework and the work plan that we laid out initially, where
we are working in both directions at the same time, making sure
the Basel I changes are out the same time as Basel II, that we are
looking at the impact on the U.S. industry. And then we keep
working with our fellow regulators from other countries around the
Basel table and with IOSCO around the securities aspects to make
sure that internationally we are ending up with a uniform, as
much as we can get it, a uniform approach to capital and risk.

Mr. PEARCE. You had mentioned that one of the problems today
is that different banks are arbitraging their assets.

Ms. BIES. Yes, the larger organizations

Mr. PEARCE. That was a statement you made.

Ms. BIES. Yes, yes.

Mr. PEARCE. Is that practice one that you would approve of, or
do you think it is something that we would try to get around in
the next regulatory cycle?

Ms. BIES. Generally they are arbitraging it to the extent I think
it is good because they are saying if we can syndicate a loan,
securitize an exposure, enter into a derivative transaction, and
have someone outside the banking system take on risk, then the
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bank is stronger and banking system is stronger. The important
thing is to understand how it is done.

Mr. PEARCE. No, no. Stop right there. Okay, going back to my
initial question about the tools, the risk management tools. So my
question is, if we shift risk outside the banking system, and if our
formulation for securing the Nation’s economy, therefore the
world’s economy, is based on factors inside the banking system, it
seems to me that if you do not have a risk assessment that also
then brings in those outside institutions, entities, tools, concepts,
that you are still at as great a risk as you were before you shifted
the risk outside, and for us not to acknowledge that.

In other words, I do not know much about risk avoidance. I am
in politics and I am married, but I know that if you say if they
move into hedge funds, and hedge funds are not evaluated in your
formula, and I read all through this formula, and I do not see
hedge funds.

Do you see what I am saying? It is that we are fooling ourselves
to an extent, that if we can just get the risk outside the system,
that we will be okay. I worry deeply about that concept.

Ms. BIES. Let me put it in a different perspective. What has
evolved really in the last two decades is risk management proc-
esses where institutions can keep the risk, and these are sophisti-
cated institutions, can keep the risk they understand best and can
manage, and place the remaining risks with other sophisticated in-
vestors. These are sophisticated investors because they do have to
understand what it is that they are acquiring, whether it is a mu-
tual fund that is looking at the investor direction of that fund,
whether it is going into a pension fund, and those fiduciary respon-
sibilities.

The buyers of the risk in one way have better information than
investors in banks. If you look at data today, we get real-time pub-
lic data on credit card securitizations that tell you what is hap-
pening to current delinquencies and charge-offs. We do not get it
if that same credit portfolio is sitting in the bank.

Mr. PEARCE. Mr. Chairman, with your permission, I know my
time has expired and a vote is elapsing underneath my feet, but
when I look at the German losses in Asia, when I look at the bank-
ing losses in Thailand, when I look at the current exposure in
China with 30 percent nonperforming loans, I am sorry. I just
worry about the capital requirements, and then I need to really feel
we are headed that way. You can respond, and we will put it on
the record, and I will read it, but I am just getting out of here.

Thank you.

Mr. LEACH. Mr. Pearce, I want to thank you for those thoughtful
comments. We have an uncomfortable marriage at the table appar-
ently.

Let me say to our panel, we have a vote on, and I would like to
ask if you could remain for a bit longer. We will recess for about
15 minutes and then return to this panel before we start the next
panel.

The committee is in recess subject to the vote. Thank you.

[Recess.]

Mr. LEACH. The committee will come back to order.
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For the record, it should be noted that in the process of the vote,
we had an emergency evacuation of the Capitol, and so we are re-
convening at a later moment. The first panel was dismissed be-
cause of the emergency.

One of the current panelists is unable to return, and so without
objection Ms. Shaw Petrou’s statement will be placed in the record
in full. Without objection also a letter from the Real Estate Round-
table will be placed in the record.

Before commencing, I want to make about 1 minute worth of
comments, having not been able to address the first panel. I would
just like to say that I think left out of the mix of discussion, with
one exception, are four very big questions. The first question:
Should there be greater attention to risk management techniques?
That is an obvious yes.

But the second question is, whether there is a great case in to-
day’s economy worldwide for a reduction in capital in the banking
system. One has to assume that that case is positive to go forth
with new techniques that are on the table. I do not assume that
that is a positive answer to the question of whether you have a re-
duction in capital.

Thirdly, is there an assumption that worldwide there is sophis-
tication in the banking industry of various countries affected, as
well as international regulators that are comparable in the United
State? I think that is a very doubtful answer as well.

And then the fourth question is, does this better prepare us for
an international emergency, whether it be economic or political? I
stress the political because this little event of the evacuation of the
Capitol is symbolic of the kinds of anarchistic kinds of acts that
could end up affecting world financial markets. One has to be pret-
ty confident that there is no emergency that is likely to affect inter-
national capital markets to put into effect systems that decrease
the capital in banks.

Finally, I must say that one of the other questions that has to
be addressed is whether it wise to reduce capital in foreign coun-
tries in the banking system, therefore putting pressure for competi-
tive reasons for us to reduce capital here, therefore putting pres-
sure for competitive reasons if we reduce it for big banks, to reduce
it for small banks, and whether this is a wise course of action, to
end up putting an enormous amount of power in other regulators
in other countries in other banking systems.

I think these are questions that really at the root have to be
asked because the testimony of the Federal Reserve of the United
States today included a surprising amount of assessment that re-
ductions in capital were far larger than expected, and that com-
parability of standards within the most sophisticated banks were
far wider than expected, and, therefore, there is a hope that over
the next 5 or 10 years that they will better understand the cir-
cumstance, and that we can move because of the hope that in 5 or
10 years we are smarter than we are today.

I think these are assumptions that are really open to very seri-
ous review. I would just like to conclude by saying, in my life I
have always been a very, very strong Fed supporter, but I believe
that we have gotten an incredibly interesting review of mathe-
matical modeling that may have gotten out of hand and that today
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I am a very, very strong Fed supporter, but more of the Federal
Deposit Insurance Corporation than the Federal Reserve Board on
this issue.

With that by opening statement, let me turn to the panel. We
have with us Mr. William J. Small, who is chairman and CEO of
First Federal Bank, representing America’s Community Bankers;
Dr. James R. Follain, senior vice president of Mortgage Valuation
of Fidelity Hansen Quality; and Dr. Paul S. Calem, vice president
for Loan Research, Loan Performance.

Let me begin with Mr. Small. Please proceed.

STATEMENT OF WILLIAM J. SMALL, CHAIRMAN AND CEO,
FIRST FEDERAL BANK, REPRESENTING AMERICA’S COMMU-
NITY BANKERS

Mr. SMALL. Thank you, Chairman Leach and members of the
subcommittee. My name is Bill Small. I am chairman, president
and chief executive officer of First Defiance Financial Corporation,
a public savings and loan holding company based in Defiance,
Ohio. First Defiance is a holding company for First Federal Bank,
and my institution will face direct competition from banks which
comply with Basel II.

I appear today on behalf of America’s Community Bankers,
where I am a member of the board of directors. I thank you for this
opportunity to present our views.

announcement by the bank regulators about the most recent
quantitative impact study for Basel II reinforces the importance of
this hearing and congressional oversight of this process. The re-
sults of that study highlight the adverse competitive effects that
Basel II could have in the United States. As ACB testified on this
issue almost a year ago, we believe that the development and im-
plementation of the Basel II accord would present a significant
competitive threat to community banks unless it is balanced by a
carefully revised Basel 1.

Community banks would like to adopt a more risk-sensitive
model such as that envisioned by Basel II. Unfortunately, the com-
plexity and the cost of implementation of the Basel II model will
preclude most banks from taking advantage of the positive benefits.
The bifurcated capital system implemented without proper adjust-
ments to Basel I will open the door to competitive inequities. For
example, two banks, a larger Basel II bank and a smaller Basel I
community bank like mine, could review the same mortgage loan
application. However, under Basel II the larger bank would hold
significantly less capital than the smaller bank, even though the
loan would carry the same risk.

Capital requirements should be a function of risks taken. If two
banks make similar loans, they should have a very similar required
capital charge. The most recent quantitative impact study con-
ducted by the banking regulators on Basel II shows evidence of ma-
terial reductions in required capital for participants. Capital re-
quirements for mortgage loans could drop by more than 70 percent
for some organizations. There are steep drops for home equity
loans and other consumer lending products as well.

These institutions compete head to head with community banks
in the retail area. Retail lending, especially mortgage lending, is a
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fundamental business of community banks. Unless Basel I is re-
vised, smaller institutions will become takeover targets for institu-
tions that can use capital more efficiently under Basel II. ACB is
pleased that the bank regulatory agencies have agreed to review
and revise Basel I and implement the changes concurrently with
the new Basel II accord. Changes to Basel I can include more risk-
weighted baskets and a breakdown of particular assets into mul-
tiple baskets that reflect differences in collateral types, loan-to-
value ratios, and other factors.

Another alternative would be for the bank regulators to adopt a
simplified risk modeling approach that is consistent with the less
complex operations of most community banks. It is important that
the agencies work cooperatively in this effort and that input be so-
licited from all affected parties. We would encourage the agencies
to form an advisory group of bankers to participate in the process
and to hold public roundtables on these very important issues. ACB
plans to be actively engaged in this process, and we will assist the
regulators in any way we can.

While we expect the regulators to work cooperatively in revising
Basel I and implementing Basel II, we support the legislation spon-
sored by Chairman Bachus and Ranking Member Maloney. The
legislation would require a unified U.S. position on Basel II and
would require the agencies to evaluate and report to Congress on
several factors. It is essential that the views of all interested par-
ties are heard and considered and that any changes to capital re-
quirements be done correctly.

In that regard, ACB believes that a leverage ratio should be re-
tained for all institutions, although it may be appropriate to change
the requirement from its present level. We also strongly support
giving the Director of the Office of Thrift Supervision a formal seat
at the table because of its status as a primary Federal regulator
of approximately 1,000 banking institutions with over $1 trillion in
assets.

We thank you, Mr. Chairman, and the rest of the subcommittee
members for holding this hearing on the proper implementation of
Basel II and the sensible revision of Basel I. It is vital to the com-
petitive viability of community banks.

Again, I thank you, and I would be pleased to answer any ques-
tions.

[The prepared statement of William J. Small can be found on
page 166 in the appendix.]

Mr. LEACH. Thank you very much, Mr. Small.

Mr. Follain?

STATEMENT OF JAMES R. FOLLAIN, SENIOR VICE PRESIDENT
OF MORTGAGE VALUATION, FIDELITY HANSEN QUALITY

Mr. FoLLAIN. My name is Jim Follain. I spent nearly 30 years
as an economist specializing in housing and mortgage markets.

My comments this morning are based upon joint work with Dr.
Paul Calem. Paul has spent 20 years as an economist at the Fed-
eral Reserve Bank of Philadelphia and the Federal Reserve Board
and studied many aspects of the banking industry. Paul and I ap-
preciate the opportunity to share our views with you. We will sum-
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marize the major points contained in the written statement we sub-
mitted to the committee.

Before getting to the primary subject of our testimony, we just
want to express our support of the broad goal of Basel II, to bring
out better alignment between regulatory capital rules and the
riskiness of bank portfolios. Indeed, we have actually written an-
other paper that offers support of the specification of the proposed
minimum capital rule that will apply to an important asset type,
the newly originated 30-year fixed rate mortgage for prime bor-
rowers.

Today, we wish to offer our opinions about another aspect of the
proposal, the potential competitive impact of the proposed imple-
mentation plan in the market for residential mortgages. We believe
that the proposed bifurcated implementation plan in Basel II in the
U.S. is likely to have a significant impact on the competitive land-
scape within the banking industry in its competition for residential
mortgage investments. The primary impetus is the sizable decline
in minimum regulatory capital requirements for residential mort-
gages that will be available to adopting banking organizations rel-
ative to the requirements that will continue to apply to non-adopt-
ing banking organizations.

The decline for adopters will likely trigger a regulatory arbitrage
process in which non-adopting banking organizations may experi-
ence a non-negligible reduction in net income due to a reduction in
their share of the market and the reduced price they earn on such
investments. Based upon available data and plausible assumptions,
we calculate the aggregate gain to adopters to be about $300 mil-
lion per year once the Basel II plan is implemented. Losses to the
non-adopters we calculate to be about $900 million per year. They
stem from two forces: their share in the market decline and the in-
come earned per dollar of debt owned declines.

These losses would not be uniformly distributed among all non-
adopters. The mortgage specialist among non-adopters would be
most impacted by the proposed rule, in part, because the marginal
amount of regulatory capital will likely be the leverage ratio, and
not the Basel I capital rule. A subset of these with relatively large
amounts of ARMs, adjustable rate mortgages, would be among
those likely to be most at risk from heightened competition from
the adopters.

Potential and partial remedies to the problems we envision are
possible. In particular, the capital rule pertaining to residential
mortgages for non-adopters can be adjusted downward for the cred-
it risk embedded in them. Something like the risk weights associ-
ated with the standardized approach would likely reduce substan-
tially the potential for competitive inequities. These reduced risk
weights would be assigned to banking and saving organizations
with geographically dispersed investment portfolios and interest
rate risk management systems and processes designed to keep such
risks to levels acceptable to regulators.

We would be glad to answer any questions you might have.

[The prepared statement of James R. Follain can be found on
page 63 in the appendix.]

Mr. LEACH. Thank you very much.

Dr. Calem, were you going to testify or just answer questions?
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Mr. CALEM. Answer questions.

Mr. LEACH. Fair enough.

Let me first turn to Mr. Small, but for any of the three of you.
It strikes me that we are in a bit of a different world than we have
ever been in before, with the new reliance on derivative kinds of
products. Derivatives are wonderful ways to reduce risk for indi-
vidual institutions in individual circumstances, but there is an ar-
gument that sometimes the totality and size of the market may in-
crease some risk to the system as a whole in the case of something
that goes astray.

In this circumstance, there are two very large questions that I
have never really heard addressed on Basel II. One is, in a world
in which the notional value of derivatives is in the multi-trillion
dollar range, the last I heard, six or seven times the GNP of the
United States, is there a case for reducing capital in the system
that should be considered compelling? Because if you have an
emergency, you need to have a lot of stability.

The second question I would like to ask, and this is a really bi-
zarre one because it runs contrary to all regulation in my lifetime
that I know of. That is, there is an assumption that bigger institu-
tions need substantially less capital than smaller institutions. The
assumption goes along the lines that smaller institutions are small-
er markets, too much concentration, and a bigger institution has
wider portfolios, et cetera, and wider diversity.

But this really can be carried to an extreme. I contrast capital
ratios, for example, in my rural State of Iowa, which is considered
disproportionately agricultural. It is not as much as people think,
but it is disproportionately so, versus New York. Capital ratios in
a community bank in Iowa in terms of tier one capital are very
often four-fold a larger bank, sometimes six-fold a larger bank. And
capital is the way one controls market presence, in other words, the
competitive nature of the landscape. And so one of the really big
questions is, in this world that is so complicated with the big play-
ing such a large role, might there not be a case that the big should
be required to have increasing amounts rather than decreasing
amounts of capital?

I would like you to address both of these questions. Does the fact
of the threat to the stability of the system of derivatives mean that
we should be more concerned, rather than less concerned, with cap-
ital? And does the fact that the big have surprisingly small levels
of tier one capital imply that our real concern should be raising
their capital base, rather than lowering it?

Let me ask this first to Mr. Small.

Mr. SMALL. First of all, we certainly support the fact that there
still needs to be a leverage ratio out there. But I do believe that
especially since the implementation of Basel I back in 1988, at
least in a general sense we have all hopefully become much more
sophisticated in our risk measurement and risk management tools
that we use in our institutions.

That being said, we still support the fact that we do need to have
a minimum leverage ratio. We think it needs to be looked at. There
needs to be some flexibility, I think, in where that level is set. At
this point in time, I am certainly not prepared to speak for where
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we think that level should be, but we certainly think it needs to
be reviewed.

From the standpoint of the larger institutions and whether they
should possibly be carrying more capital because of their diversity
products and services and instruments that they are utilizing on a
daily basis, again hopefully because of their size and their risk
management procedures that they have in place right now, that
they have taken the precautions necessary.

As you mentioned in your opening remarks, nobody can control
what happens in the event of a catastrophe such as we experienced
a few years ago; that certainly could have a major impact. But for
day-to-day operations, I am not going to sit here even as a smaller
institution and argue that I think the larger ones should have a
higher capital level.

Mr. LEACH. Let me be very precise.

Mr. SMALL. Okay.

Mr. LEACH. I do not think I described it precisely. I did not mean
more capital to the smaller institution, but more capital than is
currently the case, with the relative differentiation between small
and large narrowing, rather than widening.

Mr. SMALL. In other words, are you saying should there be a
higher capital level than what we require today?

Mr. LEACH. Yes.

Mr. SMALL. In my estimation, no. I do not feel that that is nec-
essary.

Mr. LEACH. Let me ask the same question of the other two.

Mr. FOLLAIN. Sir, I am a mortgage specialist, Mr. Chairman. In
the case of mortgages, I can tell you a couple of things. If a bank
has a very geographically diversified portfolio, it probably needs
about half the capital for credit risk than a regionally concentrated
portfolio has. But the problem with mortgages is that most of the
risk is on interest rate risk. So whether those diversification bene-
fits, I do not think apply on the interest rate side as much as they
do on the credit side.

Mr. LEACH. Yes, fair enough. That is interesting.

Doctor?

Mr. CALEM. Yes, Mr. Chairman, Mr. Leach, I would add that I
think the market risk and interest rate risk aspects of bank risk
are separately addressed in the regulatory framework. There is a
separate framework for market risk that addresses derivatives in
the trading portfolio. Interest rate risk is also addressed under Pil-
lar 2 of Basel. I think overall that it seems to be appropriate. The
Basel II accord is really meant to focus on credit risk.

I do agree that it is a legitimate concern that with all the focus
on credit risk because of Basel II, some attention may be drawn
away from these other risks. The framework is there to ensure ade-
quate capital, but there may be a legitimate concern that the atten-
tion is being drawn away from these other risks which could be
more substantial than credit risk.

Mr. LEACH. Let me just conclude partly with an observation to
Mr. Small. The FDIC is suggesting there ought to be a lot more at-
tention to maintaining a credible leverage ratio. The Fed today
technically said in theory that was right. It strikes me, one of the
things Basel II is doing is it is saying in an international setting



38

that may not be the case, where the FDIC might demand it to be
the case here at home.

So it strikes me that if I were negotiating on behalf of the United
States, which the Fed is doing, that we ought to in a panicked kind
of way tell the Basel II committee we need to put more emphasis
back on the leverage ratio as an absolute minimum requirement
and that we ought to be listening to the FDIC very strongly in this
regard because if we do not, all the international banks are going
to be cutting back their capital substantially, then our large banks
are going to say that is a case for competitive reasons they have
to cut back our capital. Then our smaller banks are going to say
that to compete with the big banks, they will have to cut back their
capital too.

So it ends up that the banks outside of America are going to be
having a profound influence on the safety and soundness of banks
within America. Then because of the derivatives world in which ev-
erything is international, the whole stability of the derivative sys-
tem is going to be based on the weakest, not the strongest, and we
are going to have a larger number of weaker institutions. This is
a bizarre circumstance, given virtually every scenario that I have
seen in economics about the notion that the world financial system
is based on reeds of strength, assuming everything is stable.

The minute you introduce startling instability, we have some
problems. If you have problems, it is nice to have a little extra
cushion. I see this as a movement away from cushions. Now do you
see it that way, or do you see it very differently?

Mr. SMALL. I do not see it differently. I do agree, and I hope that
the U.S. continues to take that stance. We do need a safety net.
We have to have some minimum leverage ratios out there. I totally
agree with that.

But I also think that it is time for us to reassess what the proper
level for that is. Once we get that determination, I think it is im-
portant for us to try to drive that as far as the international mar-
ket is concerned.

Mr. LEACH. Thank you. Let me just finally conclude with one as-
pect of the Fed testimony today that is truly profound to me. The
Fed in its statement acknowledged that its requirements will be
substantially stronger than are necessary. It said, however, we are
going to have protection because the market will force people to
have higher standards. That is their testimony. The market will
force people to have higher standards.

I am a little bit in disbelief. I think there is a distinction between
the public interest and the private interest. The public interest is
for credible capital. A private institution in many cases wants to
go at the minimum it can and leverage as much money as it can
because it gets a higher rate of return for its shareholders. I think
we have to have public regulation that protects the public first and
not rely on others to assume that we are going to get higher capital
ratios and they are required by public regulators.

I personally have never in my life read more unsure testimony
from a regulator than I read from the Federal Reserve of the
United States today. I think that that testimony ought to be read
with great care by outside observers. The Fed has gotten involved
in a process that it acknowledged in its own testimony is out of
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hand. It did not say “out of hand.” It simply said two things. It said
the reductions in capital are far greater than it predicted, and it
said there is no comparable standard within the banking industry
for looking at this. That is in the United States banking industry,
in the most sophisticated institutions.

It drew no conclusions about worldwide. If that is the case in the
United States, what in heaven’s name is it when you include 40
other countries with 40 other regulatory systems? I think we have
been presented a truly interesting mathematical approach to new
regulation, but as interesting as it is, it is something that we
should be profoundly concerned about.

Anyway, I want to thank the distinguished subcommittee chair-
man, who has really led this committee in a very interesting way.
My hat is off to him. Spencer, I want you to return to your chair
and take over. Thank you all.

Mr. BacHus. [Presiding.] Thank you, gentlemen, for persevering
under the difficult circumstances. When I returned to the hearing,
there was a line out the building. I figured it was people trying to
get into our hearing. It must have been wonderful testimony.

[Laughter.]

I started back over here, and in the rush of people coming out
of the building, I thought we had recessed the hearing. It turned
out it was something else.

Dr. Follain and Dr. Calem, let me address this first question to
you all. Your study on the effect of Basel II on the mortgage indus-
try, the competitiveness within it, seems to come to a different con-
clusion than a later study by the Federal Reserve. Why do you
think your results differ from their recent Fed study? I think I
know part of the reason. They made some assumptions that simply
are not true.

Mr. CALEM. Okay, I will take that question, Mr. Chairman.

The way I view the differences in our studies is essentially, like
you say, a difference in some basic assumptions or the basic para-
digm. A simple way to think about it, there are essentially three
sectors in the mortgage market that are relevant to this question.
There are the larger banks, smaller banks, and non-banks. Let’s
focus on the nonconforming market and leave aside the question of
the GSEs and the conforming market.

I think the Fed view is that the regulatory capital arbitrage that
is occurring now is essentially all that can occur. Right now under
Basel I, it is clear that capital requirements for low-risk mortgages
are too high and, therefore, there is a certain amount of arbitrage
of selling the low-risk mortgages off to non-bank investors in the
secondary markets. We are talking now about banks’ noncon-
forming mortgages.

The Fed view is that what is occurring now essentially is all that
can occur. When we change the environment between big banks
and small banks, it will not have any effect except that the big
banks essentially will no longer have to arbitrage. They will not
have to sell what they are selling now. There will be a more level
playing field between them and the non-banks. The smaller banks,
for whatever reason, they are either already selling whatever they
can sell or want to sell, or there is going to be no change in their
incentive to arbitrage.
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The way we view it is that with these three different parties, we
agree with the first part that you level the playing field between
the big banks and the non-banks. There will be less reason for big
banks to engage in this regulatory arbitrage for mortgages and sell
to the non-banks. They can now hold them and not have to hold
as much capital.

We feel that there is going to be a new opportunity, in a sense,
for the small banks or new pressure for the small banks to lay off
that risk. I think what I heard Governor Bies say is that smaller
banks do not have those opportunities to sell to non-banks. They
do not have as much opportunity to arbitrage this capital for mort-
gages right now. The question is, well, if you remove at least the
barrier allowing the mortgages to shift between them and the large
banks, won’t that have an effect.

We believe it will. We believe that there are clearly transaction
costs in doing this regulatory capital arbitrage, selling loans,
securitizing loans. We feel that the transactions costs for that ac-
tivity for smaller banks will be significantly lower for those smaller
banks vis-a-vis big banks than they are vis-a-vis the general mar-
ket. Those loans will be able to transfer much more readily than
they can now.

It is a big change in the environment. At the very least, we do
not know that the relationship between small and big banks is the
same as the relationship between small banks and the non-bank
sector. We feel that the transfers that are not occurring now will
be able to occur because the relationships are different. There are
correspondent relationships. There is direct competition in market
share. So I think it is a very fundamentally different paradigm
from the start, basic assumptions in terms of the regulatory arbi-
trage opportunities before and after.

That said, we are perfectly willing to acknowledge that we can-
not make precise estimates of what the shift will be. Based on
available evidence, based on some assumptions concerning the re-
sponsiveness of market share to these differences in cost, we have
come up with a number. But we will readily acknowledge it is an
illustrative number. Small banks obviously will have a competitive
response. Maybe they will shift into other areas. But the basic the-
ory is where we differ, and I think our view is that these numbers
do illustrate the potential for a substantial competitive effect.

In fact, our numbers only look at first mortgages. When I was
at the Fed, no one asked me the question why you include home
equity loans in your calculation. That would have raised the com-
petitive effect. No one questioned it. That was a clear omission. I
would have questioned it myself, but no one asked me that.

Thank you.

Mr. BAcHUS. Okay.

Dr. Follain, would you like to comment further?

Mr. FoLLAIN. I generally agree. A lot of my experience is based
on my time with Freddie Mac when I was director of capital man-
agement for the credit risk side. I found it to be an extremely com-
petitive business. A few basis points here and there mattered.

Mr. BAacHUS. I am sure.

Mr. FoLLAIN. That kind of influenced my thinking. I was part of
the alliance wars between Freddie and Fannie and big shifts in
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shares during that time. So something like Basel II that has the
ability to change capital so much, my intuition is you are going to
see a lot of the kind of things Paul just talked about.

Mr. BAcHUS. Capital requirements have always affected competi-
tiveness, the amount of the reserve you have to hold. I mean, it
would almost work against market forces for it not to have a sig-
nificant effect.

Mr. CALEM. You can make a valid theoretical argument, which
the Fed is making, that if there are three parties, the big banks,
small banks, and non-banks, the non-banks already have that com-
petitive affect. They are already drawing away the loans from then
smaller banks, to the extent that is possible. Okay?

Our view is that with these three parties, that when you free an-
other channel for that income to shift to, the big banks, that will
have an effect. Not all of that income is shifting now to the non-
banks. Some of it will shift once you open that other channel,
which we feel is a channel with lower transaction costs, that in-
come will shift to it. In theory, their argument has validity and,
granted, it is very difficult to prove either theory.

Mr. BAcHUS. Why should I as a policymaker, why should this
Congress, why should it be concerned about potential competitive
impacts of Basel II as a practical matter?

Mr. FoLLAIN. I think it is a great question. There are a couple
of reasons. The part I want to emphasize is the importance of inter-
est rate risk. I am a mortgage guy. I am not going to talk about
other kinds of things. Interest rate risk is two or three times as
great as the credit risk in mortgages. Whenever you change the
competitive balance, the non-adopters, the ones being disadvan-
taged, I think it is going to have an incentive to take more risk.
How do you do that in mortgages? You take more interest rate risk.
That is one way. There is sub-prime and things of that sort.

What we would encourage you to think about—and there was
partly a question this morning about adequate resources—I would
just make sure that the system has enough resources to really
measure and manage interest rate risk on mortgages because that
is where the money is, as I used to say. I think as a policymaker,
that is a really important issue.

Mr. BAcHUS. All right.

Mr. SMALL. I also think the competitive differential that would
result from this would certainly lead to some consolidation in this
industry that really is not in the best interest of the general public.
When you have the larger banks that increase the value of their
currency because of the level of capital that they have to carry and
also looking at the attractiveness of the higher capital levels of the
smaller institutions, I think it is definitely going to have an impact
on the consolidation of our industry, much more so than the normal
cycle of business would have. Again, personally, I do not think that
is good for the consumer.

Mr. BAcHUS. Well, the existing consolidation within the U.S.
banking industry is already a concern to the committee. I think it
clearly would be accelerated by the regulatory capital requirements
of Basel II.

Governor Bies today mentioned that if we change Basel I, I guess
lower the capital requirements there for all the other banks to
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more align them, that that would ameliorate some of the differen-
tials in competitiveness. I suppose that would obviously be true.
But is there a problem there?

Mr. FoLLAIN. I think for the bank that has a geographically di-
versified portfolio, a lot of things. There are ways of reducing the
weights that would help. The problem, and it came up this morning
on the risk adjusted leverage requirement, for the mortgage spe-
cialist who specializes in the adjustable rate mortgages, high qual-
ity prime mortgages, that would not be enough. You would have to
do something with the leverage requirement, I think.

Mr. BacHUS. In fact, I think John Hawke has talked about that.
I saw some mention of the fact that if you lowered those require-
ments, what if you lower them below what ought to be safe from
a safety and soundness standpoint. You would not want to lower
the requirements of Basel I if the requirements of Basel II are too
low from a risk standpoint.

Mr. CALEM. I would reiterate that Basel II is only a credit risk
standard. So especially when you are lowering risk weights, you
have to put additional attention on interest rate risk, market risk,
concentration risk, et cetera. If you have done that, I think once
you have that monitoring in place, it is appropriate to lower the
credit risk standard.

Mr. BacHus. I will tell you that I am dealing with a new spokes-
man at the Federal Reserve. I can tell you that from the middle
of last year to January when I read in the American Banker about
your study, I had repeatedly asked them, is no one at the Fed con-
cerned about competitive advantages? I was told by the Vice Chair-
man of the Fed that that was not a concern that had been ex-
pressed by anyone at the Fed. So I was surprised to see that you
all apparently did not exist.

[Laughter.]

Unless the two of you all were doing that work in a closet and
no one else knew about it or looked at it.

[Laughter.]

I do not know what you would term that or have some words you
want to share at this time.

Mr. Small, let me ask you this. I know you are concerned about
community bank competitiveness if Basel II only applies to the big-
ger banks. I guess that assumes no changes in Basel I. It may be
hard to bring Basel II to all institutions because of what you talked
about, the cost and the complexity.

There again, John Hawke, I will read you what he said, which
I think ought to be disturbing to all of us. “The Basel II process
has generated a product of vast complexity. Thousands of pages of
task force and working group papers years in the making have
given rise to hundreds of rules, guidelines, and standards saturated
with arcane mathematical formulae.” That is when I asked to see
the formula, and I was shocked when they brought it to me.

I understand from the testimony today and what my staff tells
me, you can change their variables within that formula, too, which
makes it even more complex than what was displayed earlier.

Here is what he goes on to say, “They are not written by or for
bankers or, for that matter, by or for conventional bank examiners.
They are written for mathematicians and economists.” He goes on
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to say that “this complexity will have a cost in terms of credibility
and public acceptance for legislators, customers, and market par-
ticipants who cannot penetrate the new rules. Can we expect them
nonetheless to love and respect them? I think it would be well to
consider whether we are not approaching that point of perfect im-
pelzoliletrability that makes honest compliance difficult, if not impos-
sible.”

I guess if it is impenetrable to the point of not being able to fig-
ure it out, how do you comply with something you do not under-
stand? If bank examiners cannot understand it and bankers cannot
understand it, how do you comply with it?

Mr. FoLLAIN. May I just give you an example of the issue? We
understand the formulas and there are people like that, but what
I heard this morning was essentially what I think I heard was this
one particular variable. It is the loss given a default. The range of
estimates on that is very wide. That is a very important issue. In
the future, you will want to focus on that one.

If you look over the last 4 or 5 years, when mortgages have been
defaulting, the housing market has been great and they have not
lost very much money. The OFHEO rules for Freddie and Fannie
talk about a severity of 60 or 70 percent. So how they come up with
that number is really critical.

Mr. BACHUS. Thank you, gentlemen.

Mr. CALEM. I would agree with Jim. I do not think the problem
is so much the complexity of the rule as its application and the
ability to calculate those parameters, the probabilities of loss
severities from existing data, and the ability of the supervisors to
validate those calculations.

Mr. BACHUS. Right.

Mr. Small, I guess part of my question was because of the cost
and complexity, does it make sense to maybe have a simpler Basil
I(A) or something? I think Chairman Pryce referred to that, just
the fact that maybe we need to simplify Basel I or clarify it before
we go on to Basel II.

Mr. SMALL. We certainly would not object to moving ahead with
that. I do think that there is a strong case to be made for devel-
oping a Basel I(A), whether it is looking at more of the risk baskets
or just from the standpoint of evaluating what is the collateral
type, what is the loan to value, credit scores and so on, or whether
it is a case of allowing the regulators to develop a more simplified
methodology for developing that Basel I(A) level that does not have
the complexity that Basel II has.

We certainly feel that there is a strong case to be made for that
and also feel that there is no reason why that should not be pur-
sued as we continue to work toward Basel II.

Mr. BAcHUS. Okay.

I am told that I have to conclude the hearing. There is another
hearing scheduled at 2 o’clock, and they have to clean up all this
mess here that we have created. So with that, we are adjourned.

I want to thank you gentlemen for your testimony.

Mr. FOLLAIN. Thank you for asking.

Mr. BacHUs. Thank you for your contributions to this issue.
Thank you.

[Whereupon, at 1:50 p.m., the subcommittee was adjourned.]
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I would associate myself with the remarks made by the gentleman from
Massachusetts, the Ranking Member, Mr. Frank. Also, I want to thank Chairman
Bachus and Chairman Pryce for calling today’s hearing on the proposed changes to
the Basel Accord. Chairman Bachus has been a real leader on the issue of Basel II
reform. Significant changes to the proposal have been made in response to his
concerns. Additionally, by bringing attention to this process, this Committee has
seen increased cooperation among U.S. regulators who are developing Basel 11.

Basel I1 is critically important to every bank in the United States, and the
rest of the world. It will determine how much regulatory capital must be held to
cover risks in bank portfolios, domestically and globally. Capital standards also
influence market perceptions of a bank’s strength, which directly impacts ratings
decisions.

I don’t think you will find much argument that the Basel Accord is outdated
and needs revision. It was developed in the late 1980s, before liquid markets for
credit had been developed and before the derivatives and securitization markets had
taken off. These developments have made the Basel Accord obsolete and prone to
abuse.

The most recent impact study conducted by the U.S. regulators, Q-1-S 4,
shows major swings in how much regulatory capital banks using the new framework
might need to hold. Participants estimated decreases of as much 40 percent; others
estimated increases of as much as 60 percent from the current standard.

Even though no bank came close to breaching the leverage ratio, these kinds
of results are unacceptable. No one knows why these results came out the way that
they did. In other words, no one in the regulatory community seems to know how
the new framework will affect retail credit markets in the United States,
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particularly credit cards and mortgages. These market sectors are the backbone of
the American economy and permit the United States to serve as the sole engine of
economic growth among developed economies.

I believe it would be irresponsible to proceed quickly under these
circumstances, and the regulators were wise to pause before finalizing Basel I1. It
would be helpful to know how the regulators are progressing with all of the various
data problems and when we will have a greater understanding of the Q-1-S data.

I would encourage U.S. regulators to allow time for all the data to be
understood before making any international commitments regarding final text and
implementation. Regulators also should be discussing how they will cooperate in
order to implement the new framework.

Significant changes to Basel Il may be needed here and abroad before a final
proposal is ready. In the meantime, I believe that U.S. regulators should continue
working on updating the Basel Accord so that banks in the U.S. can benefit from
changes in the obsolete framework while regulators try to put together a functional
Basel Il proposal. It seems that this would be the most equitable way to make
improvements to the capital standards. I am interested in hearing what the
witnesses think about this.

Thank you and I look forward to the testimony.
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Good morning. Today the Subcommittee on Financial Institutions and Consumer
Credit and the Subcommittee on Domestic and International Monetary Policy meet to
examine the proposed Basel II Capital Accord and its potential effects on the domestic
and international banking systems as well as on the recently completed fourth Qualitative
Impact Study (QIS4). Today’s hearing is the fourth one that the Financial Services
Committee has held on the Base! II proposal since the 106th Congress. Prior hearings
have highlighted disagreements among the federal financial regulators as well as
substantive problems. During the last Congress, in response to concerns about the Basel
process, I along with Congresswoman Maloney, Chairman Oxley and Ranking Member
Frank introduced H.R. 2043, the United States Financial Policy Committee for Fair
Capital Standards Act. The legislation — which passed out of my subcommittee by a
unanimous vote — mandated that the federal banking regulators develop a unified U.S.
position among the agencies prior to entering into negotiations in the Basel Committee.
In March, Congresswoman Maloney and I introduced the same legislation, H.R. 1226,

which currently has 36 cosponsors.

Let me start by applauding the banking regulators for delaying the Notice of Proposed
Rulemaking to implement Basel II in response to the results of QIS4. I have been
concerned that the regulators have been overly committed to an arbitrary timetable and
have been making decisions that fit into their schedule without fuily understanding the
consequences. Many banks that may choose to adopt voluntarily Basel II have

expressed concerns about being forced to make significant investments without having
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the full knowledge of the impact Basel II may have on their operations. Iam encouraged
that the regulators recognized some of the problems with Basel IT and hope that common
sense will continue to prevail even if that means delaying the implementation of Base! II

beyond 2008.

The goal of Basel II is to develop a more flexible and forward-looking capital adequacy
framework that better reflects the risks facing banks and encourages them to make
ongoing improvements to their risk assessment capabilities. Over the past six years,
United States Federal banking regulators have been engaged in negotiations with their
foreign counterparts on possible improvements to the standards that govern the capital
that depository institutions must hold against their assets. The Federal Reserve, the
Office of the Comptroller of the Currency (OCC), the Federal Deposit Insurance
Corporation (FDIC), and the Office of Thrift Supervision (OTS) participate in the
negotiations on behalf of the U.S. It is expected that, when ultimately implemented,
Basel 11 will apply mainly to the largest, most internationally active banks, and others that
voluntarily adopt it. The remaining institutions in the U.S. will continue to operate under

the original Basel Accord, or Basel L.

A growing international consensus has developed that Basel I is outdated and
represents a one-size-fits-all approach to regulation, causing some banks to hold too
much capital, thus diverting capital from productive lending activities, Additionally, the
Basel Accord has been criticized for exacerbating credit crunches, creating incentives for
banks to undertake destabilizing short-term lending in emerging markets, for not taking
into consideration risk mitigation (e.g., collateral and guarantees), creating incentives for
banks to securitize expensive assets (e.g., mortgages and credit card receivables); and for

not addressing credit risk transfer through derivatives.

1 applaud the intent and objectives of the Basel Il Agreement: to ensure solvency of our
banking institutions and protect against substantial losses by creating a more risk-

sensitive regulatory capital framework, and to create international standards to manage
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risk better by aligning regulatory capital to economic risk. Nonetheless, I have concerns

regarding Basel II on several grounds.

First, I believe it is unnecessarily complex and costly with inflexible formulas replacing
current rules and supervisory examinations. Neither the U.S. regulators, nor the Basel
Committee members, nor the banks can estimate the cost of implementing the Basel 11
due to the costs associated with scaling for different sized banks and difficulties in
assessing which costs would already have been undertaken by the banks in the ordinary
course of business. No U.S. banking regulator, nor any member of the Basel Committee,
has indicated whether sufficient resources exist to implement Basel II. The documents
and chart in front of you illustrate this point. There are 187 publicly available documents
related to Basel I, weighing 127 pounds. While some ideas included in these documents
have evolved, the amount of paper demonstrates the complexity and micromanagement
that Basel I represents. In addition, the chart with all of the letters and numbers is the
Basel II formula itself. I have no doubt that there are very few people who understand
this formula or its implications. It looks like a formula for micromanaging the banking

business rather than one designed to align regulatory and economic capital assessments.

In addition, I believe that the current draft would create an uneven playing field — one
that unfairly penalized many banks in this country, particularly our regional banks.

Many believe that “Basel II” banks will have a significant competitive advantage
because they will need to hold less regulatory capital for certain asset classes (for
example, credit cards; corporate lending; mortgages) and because market participants (for
example, swap counterparties; credit rating agencies) will perceive Basel II banks to be
better managed than Basel I banks. Iam also concerned that bank consolidation could be
accelerated solely because of the regulatory capital benefits associated with Basel II
implementation. The uneven playing field would carry over across borders, since the
proposal expressly contemplates over 50 opportunities for local regulators to tinker with
this formula. What's more, the Basel Committee itself has not yet figured out how
regulators will communicate and work with each other to set meaningful regulatory

capital requirements for globally active banks that have operations in multiple



51

jurisdictions. How one could end up with an international commeon standard in this

situation is difficult fo see.

Another concern that I have with the proposal is the treatment of operational risk. Itis
my belief that a supervisory assessment by the regulator as opposed to a regulatory
capital cover is the better approach to limiting a bank’s operational risk. It is my
understanding that the databases are insufficiently robust for banks to provide meaningful
input into the QIS process. If so, how can we implement these requirements without
knowing how they will impact real banks and real portfolios? How can the regulators
have confidence that the systems will be in place by the supposed implementation date?
What if the data at that stage generates unexpected answers, as the credit risk numbers
have done for QIS 4. What do we do then?

At today’s hearing we will hear from a distinguished panel of regulators, including
Federal Reserve Governor Susan Bies, Acting Comptroller of the Currency Julie
Williams, FDIC Director Thomas J. Curry, and Acting Office of Thrift Supervision
Director Richard M. Riccobono as well as a panel of private sector witnesses. 1 look
forward to hearing from today’s witnesses and thank them for taking time from their busy

schedules to join us.

I am now pleased to recognize the Ranking Member, Mr. Sanders, for any opening

statement that he would like to make.
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Chairman Bachus, Chairman Pryce, and members of the Subcommittee on Financial
Institutions and Consumer Credit and the Subcommittee on Domestic and International
Monetary Policy, Trade, and Technology: It is a pleasure to join my colleagues from the other
banking agencies to discuss the current status of Basel II in this country, as well as the Federal
Reserve’s views on HR. 1226. The continued discussion among the Congress and the
regulators--and, of course, the banking industry and other members of the public--is critical to
the final implementation of the new capital accord.

The focus of recent attention has been the agencies’ announcement that they will delay
the notice of proposed rulemaking (NPR) for Basel I, originally scheduled for midyear 2005. In
my remarks today, I will discuss the reasons for the delay and the Board’s views regarding the
timetable for implementation of Basel II in this country. But, first, I believe it may be useful to
remind the members of the subcommittees why the agencies thought it wise to explore and then
develop a modernization of the current capital accord; those factors have become, if anything,
more important than they were when we began the process.

Our banking system is becoming more concentrated, with a number of very large entities
operating across multiple business lines and national boundaries, each entity with positions and
exposures that are both complicated and difficult for third parties to understand. These entities
have outgrown the current regulatory capital regime, which is still adequate for most banks. But
the current rules simply cannot keep up with the complex business of the global banking
organizations toward which Basel If and its infrastructure prerequisites are directed. These
organizations represent significant risks to the financial system should they develop substantial
problems in a period of stress. Basel I offers the opportunity to work with these large entities to

develop quantitative risk-measurement and risk-management systems that can both measure their
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risk more accurately and become the basis for more risk-focused capital requirements and
prudential supervision. We would also require, as part of the Basel II approach, more public
disclosures to improve market discipline and supplement supervisory efforts.

Many internationally active U.S. banks apparently agree that we should work toward
Basel II. Indeed, we and the industry have already seen some benefits from work on Basel II
implementation in that market participants and bank supervisors have developed a common
language for inputs into risk-management processes.

Earlier this year, twenty-six banking organizations provided us with internal measures of
credit risk as part of the fourth quantitative impact study, or QIS4. The agencies have now
reviewed the risk parameter estimates provided and are discussing with individual participants
their approaches to developing the required inputs. These discussions, which are ongoing, have
significantly changed some of the data provided, and some modifications are still coming in.

Nonetheless, even with these revisions, two conclusions are already clear. First, the
dispersion among the banks in their estimates of the key parameters that would be used to
calculate Basel II capital requirements was quite wide--much wider than expected. Second, the
implied reductions in minimum regulatory capital were often substantial--far more than previous
quantitative impact studies, both here and abroad, had suggested. As responsible and prudent
regulators, we believe it is appropriate to improve our understanding of these results and to see
whether changes might be needed in our proposals.

From the outset of our participation in the development of Basel II, the U.S. agencies
have clearly and consistently stated that the final adoption of the new capital rules in the United
States would occur only after (1) we had reviewed all public comments and incorporated any

needed adjustments to address legitimate concerns, and (2) we were satisfied that Basel I was
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consistent with safe and sound banking in this country. Throughout this process we have
stressed that, should we become concerned about the level of overall capital in the banking
system or the capital results for individual portfolios, we would seek to modify the framework,
including possibly recalibrating the regnlatory capital formulas that translate an individual
bank’s risk parameters into required capital. The agencies’ current review and study is
consistent with our historical position at Basel.

All of the agencies want to have a better understanding of QIS4 data and results. Does
the dispersion reflect different risk profiles? Different model assumptions? Different estimates
of risk for the same kind of asset? Different kinds of internal rating systems with some looking
“through the cycle” and others being “point in time”? Different stages of institutions’
implementation efforts? Limitations of current data bases? Some other factor? We hope that
further analysis and discussion with respondents can provide some answers to such questions.
All the agencies believed that the prudent approach was to delay the NPR to gain better
understanding of the reasons for the unexpected results.

Still, this decision presents the U.S. banking agencies with a dilemma. There is good
reason to delay the NPR and related supervisory guidance, but those very documents are needed
to provide more complete blueprints for what banks will need in terms of the databases and
systems to implement Basel Il. We are not saying that these large entities today have inadequate
risk-management systems. Rather, they do not yet have the systems for producing Basel I
inputs that meet the standards set forth in the Basel I proposal. Until the banking organizations
have the NPR, many just will not be able to provide us the inputs we need to assess how banks
would operate under Basel I The dilemma can be solved only by first issuing the NPR. But,

we must then have a prudent and flexible way to make adjustments should the resultant data
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produce results that we, as supervisors, are not comfortable with. The plans developed before
the delay in the NPR offer just such an opportunity.

Under those plans, institutions required or planning to move to Basel II would, after the
adoption of a final rule, decide when to start their parallel run--with the first opportunity in
January 2007. During the required parallel run, each bank would continue to calculate its
required capital under the current capital regime and simultaneously calculate its Basel II capital
statistics for review by its primary supervisor. When the supervisor believes that the bank has
produced four quarters of credible Basel Il estimates, the bank would be able to enter a minimum
two-year transition run, the earliest in 2008 under these plans. During this transition run, the
bank would be under Basel II capital rules, but it could not reduce its capital below 90 percent of
what the current capital rules would require in the first year or below 80 percent in the second
year. The length of either the parallel run or the transition run could be extended if the primary
supervisor had doubts about the bank’s Basel II system or the prudence of the resulting minimum
regulatory capital level. Only after a minimum two-year transition run and enly if its primary
supervisor had no objection could a U.S. bank operate fully under Basel II capital rules.

This phase-in plan has been designed to ensure that bank inputs are reasonable and
consistent with sound risk-management practices and that supervisors are comfortable with the
safety and soundness of Basel I1 before it goes fully “live” in the United States. Please note that
only when we get into the parallel run period will the agencies be able to accurately assess the
aggregate capital effects as well as the effects on individual institutions from the new accord.
Only then will banks” systems provide risk-parameter inputs that comport with the operational
requirements of Basel II, and only then can the U.S. authorities be confident that the resultant

capital calculations are reliable estimates of what will happen when Basel Il is fully
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implemented. Such data would be far superior to those obtained through the four QIS exercises
that we have conducted to date, which, as I have noted, have been carried out by banks on a
best-efforts basis using systems that do not yet meet the standards required under Basel II. Once
we have data from the parallel run period, the agencies can then consider the need, if any, for a
recalibration of the Basel II parameters or other actions to ensure more-accurate risk sensitivity
and a prudent Jevel of overall capital.

This deliberate process provides multiple safeguards to help the agencies move to the
final adoption of the new framework in the United States only when doing so is clearly
appropriate. In other words, our implementation strategy has been designed to be both prudent
and flexible enough to move banks from Basel I to Basel 11 as their own systems mature and they
can provide reasonably accurate assessments of their credit and operational risks. The agencies’
analysis of and reaction to QIS4 results show how those safeguards work: We saw results that
gave us concern, and so we are investigating further before we go to the next stage. Additional,
future safegnards--such as the NPR process and the minimum one-year parallel run and the
minimum two-year transition period, with options to extend either--will also ensure ample
opportunity to recalibrate or seek other adjustments if necessary.

But, for now, we believe that after a certain point, further analysis of QIS4 is likely to
reap little or no additional benefit. We should, of course, try to learn what we can from these
data and particularly look for indications of the need to modify the Basel I proposal where
necessary. However, as soon as we have learned what we can, we should promptly return to the
development of the joint NPR and related supervisory guidance. These documents are essential

so that core and opt-in banks can continue to develop the databases and systems that they would
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need to operate under the Basel II capital rules and that would provide more-accurate risk
parameter estimates than those in QIS4.

Recall that there have already been three rounds of U.S. public comments on the Basel I
consultative papers between 1999 and 2004; an advance notice of proposed rulemaking (ANPR)
in 2003; and numerous agency discussions with congressional committees, banking groups, and
individual banks. All have resulted in significant modifications to the proposal. Once published,
the NPR and the supervisory guidance will once more elicit comments that could result in further
revisions. Particularly given its delayed issuance, the NPR must solicit feedback from core and
potential opt-in banks as to whether the current timeline for implementing Basel I in this
country needs to be delayed or can be retained.

Looking forward, I agree with my colleagues at this table that it is prudent to delay the
NPR in order to see what we can learn from further review of QIS4 data, recognizing at the
outset that final answers will not be forthcoming because the requisite databases and risk-
management systems are not yet in place. Ihope that we can return to the NPR before midyear,
present it to the Office of Management and Budget for its review, as our OCC and OTS
colleagues must do, and release the NPR in the fall. With such a schedule, one might hope that
the paralle! running period, currently scheduled for 2007, need not be delayed. But, as I noted
earlier, it is important for the agencies to get feedback on this issue during the NPR comment
period. The views of banking organizations will provide critical insights into the feasibility of
the scheduled 2008 start date for the transition ran. Once we have the views of the banking
organizations, the agencies will be in a better position to reach a consensus on the timeline.

Basel II has the potential to be an important supervisory step forward. The Basel I

framework is being arbitraged aggressively and provides us with less and less reliable measures



59

-1-

on which to base a regulatory capital requirement for our largest and most complex banking
organizations. Moreover, banks have spent tens of millions of dollars preparing for the U.S.
implementation of Basel I and have contracts for further investment. They are awaiting the
NPR, the guidance, and the final rules. Their global competitors are proceeding, and U.S. banks
will be eager to avoid being placed at a competitive disadvantage. Imight add that, as
supervisors, we believe that the core risk-measurement and risk-management improvements
contained in Basel II are appropriate, regardless of how the future accord is finally structured and
calibrated. So it is, in our view, a good idea for banks to continue their current trajectory of
making risk-management investments.

While the regulatory capital requirements ultimately produced by Basel II would be, we
believe, considerably more risk sensitive than the current capital regime, importantly this is not
the only capital regulation under which U.S. institutions would operate. Over a decade ago, the
Congress, as part of the Federal Deposit Insurance Corporation Improvement Act’s Prompt
Corrective Action (PCA) regime, defined a critically undercapitalized insured depository
institution by reference to a minimum tangible-equity-to-asset requirement, a leverage ratio. The
agencies have also used other leverage ratios to define other PCA capital categories because
experience has suggested that there is no substitute for an adequate equity-to-asset ratio,
especially for entities that face the moral hazard that accompanies the safety net. The Federal
Deposit Insurance Corporation (FDIC), responsible to the Congress for the management of the
critical deposit insurance portion of the safety net, has underlined the importance of that
minimum leverage ratio and PCA as part of a prudent supervisory regime.

The Federal Reserve concurs in the FDIC’s view. We need, for reasons I have given, the

risk-measurement and risk-management infrastructure and risk sensitivity of Basel II; but we
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also need the supplementary assurance of a minimum equity base. The market and the rating
agencies will continue to require exactly that kind of base, and a regulatory minimum is
prudentially desirable.

Even though the market and the rating agencies, not to mention bank management, will
still require banking organizations to carry capital considerably above regulatory minimums,
many of the thousands of depository institutions that will remain under the current capital rules
are concerned about the impact of Base! Il on their businesses. This concern is often voiced as a
general disquiet about broad competitive feedbacks but also about competitive implications in
specific markets. The Federal Reserve has published a series of research papers investigating
such concerns voiced in public comments on the previous ANPR on Basel II. These studies have
indeed suggested that there are potential effects that should be addressed in the small business
and residential mortgage markets.

For this reason, as well as to continue to modernize the current capital regime, the
agencies are developing, simultaneously with the Basel II proposal, a proposal to revise the
current capital rules for non-Basel I banks to make those rules more risk sensitive and to blunt
any unintended harm that Basel II might impose on non-adopters. Our intention is to keep these
proposed changes simple to minimize any costs imposed on the many non-adopters. We plan to
issue these proposals for public comment concurrently with or soon after the NPR on Basel 11, to
allow the banking community to comment on a combined package of proposed changes.
However, these revised Basel I rules would not be an adequate substitute for the necessary
capital reforms for the large, complex, global banks operating in this country because they would
not provide the incentives for banks to adopt the more-sophisticated risk-measurement and risk-

management techniques envisioned by the Basel II proposal.



61

-9

Chairman Bachus and Chairman Pryce, 1 would also like to present the Federal Reserve’s
views on H.R. 1226, a bill setting up a committee of the four banking and thrift regulators to
reach a common U.S. position on Basel issues and authorizing the Secretary of the Treasury, as
its chairman, to determine a common position on any issue about which the regulators could not
agree. The Federal Reserve believes that the bill does not fully reflect the existing process used
by the four agencies to develop and modify Basel II and we would counsel that Congress not
enact it.

Staff members of the four agencies have held frequent and comprehensive discussions
about Basel II throughout the process. Certainly, the agencies have sometimes disagreed on
specific issues, and we will sometimes disagree in the future. But we have in the past been able
to find a common position that we can all support at Basel, and we will do so in the future. The
salient fact is that any one of us has a veto over the entire proposal because we all realize that
different rules cannot be applied to similarly situated insured depository institutions. That fact
forces us to develop consensus positions on which all of us can agree. We have done so in the
past because we understand that if the agencies cannot reach a collective agreement at Basel, the
Basel Il reforms will not be implemented in the United States while they go forward in the rest of
the world. Communication, compromise, and comity are the prerequisites for agreement among
the agencies.

Further, the ability of the U.S. agencies to negotiate effectively at Basel would be
severely constrained if our foreign counterparties knew that we had to return to a committee
before we could agree. The formalized “decision by committee™ approach of H.R. 1226 would
not advance U.S. interests in the complex and dynamic Basel negotiation process. The U.S.

banking agencies need to preserve our current flexibility to respond to Basel issues if we are to
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develop a set of capital rules that are useful and productive for U.S. banks and thrifts. Moreover,
it is possible that the agencies are more likely to implement effectively an agreement that they
helped shape than they would be one that was imposed on them and for which they did not
understand fully the rationale. While we urge the Congress not to move forward on this bill, we
look forward to keeping Congress fully informed as the Basel process continues.

1 will be pleased to answer your questions.
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My name is James Follain. I am currently the SVP of Mortgage Valuation for
Fidelity Hansen Quality. I have a Ph.D. in economics and have spent nearly 30 years as
an economist specializing in the housing and mortgage markets. My comments this
morning are based upon work done jointly with Dr. Paul Calem who is a VP for Loan
Performance. Previously, Dr. Calem spent 20 years as an economist at the Federal
Reserve Bank of Philadelphia and the Federal Reserve Board and studied many aspects

of the banking industry. Paul and I appreciate the opportunity to share our views with

you.

I. Introduction

In June of 2004, the Basel Committee on Banking Supervision published the
outcome of its work over the past several years to produce significantly more risk-
sensitive regulatory minimum capital requirements for internationally active banks.! The
new agreement is an update of the 1988 Accord (Basel 1) and is widely referred to as the
Basel I Accord. The most advanced set of rules that define minimum capital
requiremnents under Basel 11, called the Advanced Internal Ratings Based (AIRB)
approach, places substantial reliance upon banks’ internal data and risk measurement and
management processes.”

Now that the principles of Basel II have been agreed to internationally, regulators
in each participating country are now focused more fully upon their respective

implementation plans. In determining how broadly the new rules should be applied in the

' See Basel Committee on Banking Supervision BIS (2004).

2 Two alternative sets of rules — the Foundation approach and the Standardized approach — incorporate
more risk sensitivity than Basel 11 but stop short of the variations in risk sensitivity of capital requirements
associated with the AIRB approach
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U.S., regulators face a tradeoff between the explicit costs of implementation across a
broad spectrum of banking organizations and the benefits of widespread adoption of a
more risk-sensitive system of regulatory capital requirements. In addition, regulators
must factor into their calculations a potentially substantial, implicit cost of a narrower
implementation plan -- the potential to alter the existing competitive landscape among
U.S. banking organizations in the market for residential mortgages. This topic is the focus
of our paper.

At one end of the range of implementation possibilities is a plan that requires full-
implementation of the AIRB approach for all banking organizations. This would almost
surely impose an unjustifiable burden for many smalier banking organizations and bank
regulators. At the other end is a bifurcated plan in which only the largest internationally
active banking organizations would be required to implement the AIRB approach
(adopters). This would impose little or no explicit costs on nonadopters, but it has the
potential to generate less explicit costs that may arise from the impact of a bifurcated
implementation upon the competitive landscape between adopters and nonadopters. Of
course, variants between these two limits are possible.

U.S, regulators have, in fact, proposed a system closer to the latter. The plan calls
for ten or so of the largest banking organizations to be required to adopt the AIRB
approach. Though a small number may choose to apply for AIRB status (opt-in
candidates), all of the other 8,000 or so banking and thrift organizations would continue
to operate under Basel I rules. Hence, limiting the implementation to only the largest

organizations attains some of the intended benefits of Basel II — greater risk sensitivity of
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capital requirements for some Jarge banking organizations — while avoiding the
imposition of any substantial costs (explicit or implicit) upon nonadopters.

When this implementation plan was originally proposed, regulators expressed a belief
that the competitive effects within the U.S. are unlikely to be significant due to changes
in regulatory capital requirements.® A recent study by the Federal Reserve Board also
concluded that the potential competitive effects for the case of residential mortgages will
be small.*

Our best reading of the evidence available leads us to offer an alternative view
regarding the quantitative impact of the proposed implementation plan in the market for
residential mortgages. In brief, the cost of investing in such mortgages will be lower for
adopters than nonadopters, which will permit them to offer lower interest rates to
consumers and to gain market share at the expense of nonadopters. Nonadop'ters that
specialize in holding residential mortgages will be especially impacted by the proposed
plan.’

The economic rationale underlying our view is actually quite simple. Adopters
will gain a cost advantage relative to nonadopters for some categories of mortgages with
relatively low amounts of risk because Basel II will greatly reduce the regulatory capital

requirements for these residential mortgages. Given what we believe to be a highly

? See, for example, Ferguson (2003).

* See Hancock, et al. (2005).

* Qur attention is focused primarily upon competition among banking and savings organizations subject to
Basel II. The current role of the two large government-sponsored enterprises (GSEs) ~ Fannie Mae and
Freddie Mac — and the potential impacts of heightened competition for residential mortgages between them
and the adopters are discussed, but they are not deemed central to the decision facing the regulators about
Basel I1 unless bank regulators place a benefit on a reduced size of the GSEs as a benefit of Basel I1.
Frame and White (2004) and Hancock, et al (2005) discuss this aspect.
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competitive market among banking organizations for residential mortgages, business will
eventually shift to the low cost provides of these mortgages.

A difficult and challenging for all analysts of this issue is the precise
measurement of the likely change in the distribution of mortgage investments between
adopters and nonadopters. One reason stems from the lack of detailed information
available to either the public or the regulators (e.g. Call Report data) on the $2.3 trillion
holdings of 1-4 family residential mortgages by U.S. banking organizations. Another is
the complexity of the residential mortgage market and, especially the complex ways in
which it is affected by securitization. Here, we offer an analysis designed to articulate and
validate as best we can a view that the proposed bifurcated regulatory capital system may
have significant competitive effects in the case of residential mortgages.

Our presentation begins with some background information about the market for
residential mortgages and Basel II's treatment of mortgages (Section II). The third
section presents the assumptions underlying our calculations; our specific estimates of the
amount of business that may be Jost by nonadopters are presented in Section IV. The final
section offers a brief summary and suggestions to minimize the impacts while ensuring

gains to consumers and the broader goals of Basel II.

Il. Key Assumptions

The arguments presented in this paper rest upon a number of assumptions and
perspectives about the role of capital in the residential mortgage market, the computation
of regulatory capital for AIRB adopters, and the relative importance of regulatory capital
in bank investment decisions. We seek to explain some of the requisite background

information in this section.
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A.  Capital costs can be a substantial component of the cost of mortgage

investing

The annualized cost of holding a residential mortgage consists of three major
components (see, for example, Posner 2002).% The most substantial component is the
cost of debt financing of the mortgage. In the case of banks, this component is typically
approximated by the cost of deposits. The second component is the cost of originating
and servicing the mortgage; these are largely operating costs and the cost of requisite
infrastructure. The third is the cost of the credit and interest rate risk associated with
mortgage investments.

Both credit and interest rate risk stem from the options available to borrowers.
Credit risk arises from the put option available to borrowers and interest rate risk
(including both spread and prepayment risk) from the call option available to them.”
Investors demand a premium for assuming these risks, which can be expressed as the sum
of two components: expected costs and the cost of capital. In the case of credit risk,
expected costs refer to expected or average credit losses due to default. In the case of
interest rate risk, expected costs refer to the ongoing costs of hedging activities designed
to meet minimum duration and convexity targets.

Our focus is upon the capital cost associated with credit and interest rate risks
because it is only capital costs that are directly impacted by Basel II. We define capital
costs (C) as the annualized cost of equity capital set aside to insure against unexpected or

extreme losses; that is, C = i, (K. +K;), where i is the price of equity capital, K, is the

& Posner (2002) presents a comprehensive look at variations in the cost components of mortgage
investments.
7 An enormous literature exists to explain and measure these option-based approaches.
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capital set aside to insure against unexpected credit losses and K; is the amount set aside
for unexpected losses due to interest rate risk. The amounts of capital that banks would
allocate internally; that is, in the absence of regulatory intervention, to cover losses in an
extreme or highly unlikely outcome are known as economic capital.8 Economic capital
need not coincide with the capital allocated to meet regulatory requirements. Within the
present context, our focus is upon the relationship between the regulatory environment
and the two capital terms, since we do not expect Basel Il to have a substantive impact
upon ie.

The amount of economic capital for each of these risks varies widely among
loans. For example, there is general agreement that a portfolio of prime fixed rate
mortgages is exposed to substantially greater risk than a portfolio of prime adjustable rate
mortgages. Smaller loans and loans with higher loan-to-value ratios also tend to be
associated with lower interest rate risk. Clearly, there is wide variation in economic
capital for credit risk among mortgages that differ with the borrower’s credit rating
(FICO score) and the original loan-to-value ratio (LTV) of the loan. For example, Calem
and Follain (2003) calculate that the economic capital needed for the credit risk of a
“risky” loan (620 FICO, 95 percent LTV) is over 20 times that for a “safe” loan (740
FICO, 70 percent LTV). In addition, economic capital needed for credit risk is
substantially higher for banking organizations with more geographically concentrated

mortgage loan portfolios.’

¥ [n other words, economic capital is chosen to meet a certain risk tolerance or probability of bankruptcy.

Economic capital for a portfolio with whole loans from a wide variety of regions ~ nationally diversified —
is lower than is economic capital for a portfolio of similar risk characteristics from a single region ~
regionally concentrated,
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To demonstrate the empirical significance of capital costs, consider the case of the
standard mortgaged-backed security (MBS) issues by one of the two government-
sponsored agencies (GSEs) in the secondary mortgage market, Fannie Mae or Freddie
Mac. The GSE typically purchases loans from one or more originators and then
packages them into an MBS. The originator receives the sale price of the loans and is
largely out of the picture, although some may retain servicing or choose to purchase the
MBS via a swap program. A portion of the cash flows from the mortgages goes to a
servicing institution which is paid a servicing fee. The MBS is sold to an investor. The
GSE retains the credit risk on the pool of mortgages (that is, it provides a credit
guarantee, exclusive of the portion that is assigned to mortgage insurers, if applicable)
and it receives a “guarantee fee” in return. The interest rate risk is transferred to the
investor who purchases the MBS, who in turn receives coupon payments. In essence, this
particular securitization process involves the sale of credit risk protection or a credit
guarantee to the investors in the MBS in exchange for a guarantee fee.!”

A simple example demonstrates the importance of capital costs to this particular
investment type.") The gross guarantee fee charged by the GSEs for MBS backed by
prime or high quality loans is currently in the range of 15-20 basis points. Assume that

operating costs for this program are 5 bps, a cost of equity capital of 15 percent, and a

9 Entities other than the GSEs - including large banking organizations, the Federal Home Loan Bank
system, and nonbanks -- also issue securities that transfer unbundied credit risk for pools of nonconforming
mortgages. The Federal Home Loan Bank (FHLB) MPF program is an example discussed by Frame
(2003), Frame and White (2004), and Van Order (2000). Under this program, a participating bank or thrift
sells its loans to an FHLB and retains a second, or mezzanine, loss position. The FHLB holds a first loss
and a catastrophic loss position. All of the interest rate risk is owned by the FHLB.

' The significance of these capital costs also depends upon the particular form of mortgage investment
undertaken by an investor. Some may choose to invest in all aspects of the mortgages, but the practice of
“unbundling” is the norm rather than the rule among mortgage investments. Unbundling refers to the ability
of investors to focus their mortgage investments on one or more aspects of the income and risk associated
with such morigages. For example, some may focus upon the servicing income. Some may focus on the
interest rate risk associated with mortgages and jettison both the risks and rewards associated with credit
risk and servicing.
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ratio of tail loses to expected losses of four (K/EL = 4); then capital costs comprise 37.5

percent of total credit costs and 25 percent of total costs.?

B. Basel 11 will reduce regulatory capital requirements for mortgages”

The existing Basel I capital requirements set two basic sets of information. The
first is the total amount of capital required by the banking organization and the second is
a set of risk-weights that vary among assets and are used to define total risk-weighted
assets of the bank. Tier 1 capital is set at 4 percent of risk-weighted assets; total capital is
set at 8 percent of risk-weighted assets. Risk-weights are stated relative to a 100 percent
risk-weight. Residential mortgages (“prudently underwritten™) have a 50 percent risk-
weight and hence require 200 basis points of Tier 1 capital (200 = 0.50*400) and 400
basis points of total capital. Other assets have higher or lower risk-weights.

Separately, U.S. banks are subject to a set of “leverage” requirements (not part of
the Basel Accord) that define required capital in terms of non-risk-adjusted assets. These
vary by the rating a bank requires in order to achieve one of several categories of
adequate capitalization. For example, a well-capitalized banking organization has at least
total capital in excess of 10 percent and Tier | capital in excess of 5 percent.

“Adequately capitalized” ratios are 8 and 4 percent, respectively. Although it is typical
for Basel I capital requirements to exceed the leverage requirements for a bank involved

in the full spectrum of credit risk, this is not always the case. Indeed, this situation is

2 Define the guarantee fee as: g = EL + G&A + i.K,. Assume K, = 4EL, then iKo/g =25 if G&A =5 and
i.=.0.15.

1 Pilla_r I pertains to additional capital requirements that can be imposed by bank regulators during the
supervisory process. Pillar 11 refers to the use of public disclosure. More information can be found at:
http:/fwww federalreserve. gov/generalinfo/basel2/default. htm.
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likely to be potentially important to mortgage lending specialists and it receives special
attention below.

As discussed by Calem and Follain (2003), the AIRB approach will generate
substantial reductions in the minimum regulatory capital requirements for most
residential mortgages. Examples of the Tier 1 minimum capital requirements are
contained in Table II-1. The last row provides an estimate of the amount of Tier ! capital
that would be required for an adopter with an average portfolio of high quality mortgages
that are well-diversified geographically. The amount is 40 basis points, which is one fifih
of the 200 bps that would be required by nonadopters, all else equal. For some risk

segments the difference is larger and for some others it is smaller.

C. How regulatory capital rules can impact bank investment decisions

We have now established how capital costs can influence the cost of mortgage
investing and that Basel 11 will generate a substantial disparity in regulatory capital costs
for typical mortgage investments between adopters and nonadopters. A remaining issue is
whether banks’ capital assignments and investment decisions for particular products are
much or at all influenced by regulatory capital for those products. Alternatively stated,
we wish to know whether regulatory capital rules are binding; that is, do they influence
the investment decisions of banking organizations. If not, then a disparity in regulatory
capital treatment would have no competitive impact. If so, then some competitive effects

are possible via the process known as of regulatory arbitrage."

' Indeed, the process can be viewed as an example of the concept of the “regulatory dialectic”, which was
coined by Kane (1981) and is regularly cited in the banking literature as a concept to describe the “cat and
mouse” game between banking organizations and their regulators. Recent examples with numerous
references to his work are Kovakimian and Kane (2000) and Cabral dos Santos (1996).
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Regulatory capital arbitrage is a shift in a particular line of banking business from
the participant with a higher and binding regulatory capital requirement for this line of
business to a participant with a lower capital requirement. In particular, a binding capital
rule can lead to “the perverse result (is) that banké actually face incentives to hold riskier
assets within each category” (See Emmons et. al, 2005).

The theoretical foundations of the concept of regulatory arbitrage are well
established in the literature.”® For example, Calem and Rob (1999) develop a model
where a binding regulatory capital floor implies a shift in the composition of the loan
portfolio toward riskier assets.'® Van Order (2000) discusses the concept of regulatory
capital arbitrage specifically in relation to mortgage portfolios and competition between
banks and nonbanks. Frame and White (2004) discuss how Basel II bank regulatory
capital may affect the competition between the GSEs and adopting banks. Below, we
apply an analytical framework that is similar to but more specific than that of Frame and
White and that highlights the potential transfers within the banking industry. The
intuition behind all of these results is that profitability increases with leverage, with the
amount of leverage determined by the inverse of the economic capital ratio.

Clearly, for Basel II to induce regulatory capital arbitrage in the form of mortgage
investments shifting from non-adopters to adopters, it must be the case that current
regulatory requirements are binding for banks at the aggregate institution level and on at

least some categories of mortgage investments in particular. Empirically, the extent to

'* There is a substantial theoretical literature on the relationship between capital regulation and bank risk
taking. The literature generally suggests that banks will increase portfolio risk in response to a binding
regulatory capital requirement. Under special conditions, this relationship need not hold; for instance, if
relative risk weights under the regulatory standard align with relative economic capital as in Rochet (1992).
See Allen (2004) for a review of this literature.

10



74

which regulatory capital rules are binding and induce arbitrage is difficult to evaluate, but
a sense that they have distorted bank risk-taking incentives was a significant factor
motivating Basel Il reforms. For instance, Jones (2000) argues that Basel I resulted in a
shift in certain types of investments from banking organizations to nonbanking
organizations not bound by Basel I rules. He cites securitization and, specifically, the
emergence of the market for CDO securities (collateralized debt obligations) shifted
certain business loans from banking organizations to a wider variety of investors.

As already noted, for most residential mortgages, economic capital for credit risk
is much less than currently required regulatory minimum capital. Therefore, one may
reasonably conclude that total economic capital typically is less than regulatory capital in
the case of mortgages characterized by relatively little interest rate risk, such as
adjustable-rate loans or smaller loans. For further evidence, we offer a brief case study of
the markets for credit risk and interest rate risk among conforming, conventional
mortgages (loans eligible for purchase by the GSEs and not government-insured) as
highly suggestive of an impact of binding regulatory capital rules on the distribution of
these risks. The case demonstrates a close linkage between the market shares of the two
GSEs and existing regulatory capital differences for the GSEs and banking organizations.

A widely accepted stylized fact is that the bulk of prime, fixed-rate conforming,
conventional mortgages are held in the form of GSE MBS and with the attached GSE
credit guaranty.'” This GSE dominance in the market for credit risk of these mortgages is

consistent with the hypothesis that regulatory capital can have substantial impacts. In

Data to measure the size of the conventional, conforming market and the GSE are not available owing,
especially to the difficulty of measuring loans that satisfy the evolving GSE underwriting criteria.
Nonetheless, we are confident that most would agree with our estimate for what we have in mind --
conventional, prime fixed-rate mortgages, which have been the focus of GSE securitization for many years.

11



75

particular, the GSEs enjoy a much lower regulatory minimum capital requirement than do
banking organizations for the credit risk on this class of mortgages. GSE capital rules
require 45 basis points of equity capital for bearing the credit risk associated with their
outstanding MBS (whether the MBS are held in their own portfolios or held by others).
The comparable concept for banks is the Basel I Tier 1 minimum capital requirement for
banking organizations which is 200 basis points. Thus, the GSEs have a large regulatory
capital advantage for credit risk and dominate this particular market.

Clearly, the regulatory capital advantage is not the only possible source of GSE
dominance in this area. Indeed, to be truly binding on a particular category of mortgage
assets, the regulatory capital requirement must exceed the sum of economic capital for
both interest rate and credit risk, and this will not necessarily be the case for all
conforming mortgage categories. Moreover, other factors, such as economies of scale or
historical advantages may contribute to the GSE dominance. Nonetheless, we find the
regulatory capital considerations to be quite compelling.

In contrast, the GSEs are much less dominant in the market for the interest rate
risk associated with conforming, conventional mortgages. This is measured by the
distribution of the holdings of the GSE MBS, since these involve interest rate risk and no
credit risk to the investor. The GSEs held about $950 billion of the $3 trillion (in
outstanding GSE MBS at the end of 2003 (OFHEO, 2004), which is a 31 percent share.
The rest were held by banks, thrifts, insurance companies, and other investors. Banks and
thrifts held about $960 billion of MBS and collateralized-mortgage obligations backed by

the GSEs and GNMA at the end of 2003.'® So even allowing that some of the $960

'® This information was obtained from the FDIC’s web site: hitp//www2. fdic.gov/sdi/main.asp.
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billion in bank holdings of MBS are GNMA securities, the distribution of this particular
form of investment is much more equally distributed than is the investment in the credit
risk associated with conventional conforming market.

This stylized fact is also consistent with the differential regulatory capital charges
levied on banks versus the GSEs. The implicit charge for bearing the interest rate risk on
an MBS held in its portfolio is 205 basis points of regulatory capital, which is higher than
the 80 basis points of Tier 1 capital required of banks."

Also noteworthy is that banking organizations retain only about 20 percent of
their originations with size below the conforming loan limits and about 50 percent of
other mortgage originations (based on analysié of Home Mortgage Disclosure Act data).
This fact is consistent with a regulatory arbitrage motivation for sale of conforming loans
to the GSEs, and also suggests that there presently are fewer opportunities for regulatory
arbitrage by banks in the nonconforming loan market.?”

In sum, the stylized facts in the markets for the credit and interest rate risk on

conventional, conforming mortgages are consistent with the notion that differences in

'® A GSE must also hold 250 basis points for a prime MBS held in a GSE portfolio. Since 45 basis points is
associated with the credit risk guarantee associated with all of its MBS whether held in portfolio or not, the
implicit minimum regulatory capital charge for bearing the interest rate risk of the MBS held in portfolio is
205 basis points (250 -45). In contrast, for a banking organization, 80 basis points of tier 1 capital
(corresponding to a 20 percent risk weight) would be required for holding a GSE MBS (assuming other
regulatory capital requirements, including the leverage requirement, are met). Thus, under Basel ], banking
organizations face a Jower marginal regulatory minimum capital charge for holding either an MBS (80
basis points per dollar of outstanding balance of the MBS) or a whole, prime loan (200 basis points) than
the GSEs’ regulatory capital charge for holding an MBS (250 basis points).

* One reason is that the costs associated with capital arbitrage transactions with GSEs are smaller than
those associated with other nonbanks, due, for instance, to economies of scale, established channels or
relationships between individual banks and the GSEs. Another reason is that both banks and the GSEs may
have cost of debt or informational advantages relative to other nonbanks. A fundamental premise of our
analysis is that regulatory capital arbitrage between adopters and nonadopters under Basel IT will be less
costly than is currently the case between banks and nonbanks other than the GSEs. Reasons why we expect
this to be the case include the existence of established origination networks of adopters and of
correspondence networks between nonadopters and adopters, and a relatively level playing field with
respect to the cost of debt and information. We note disagreement between ourselves and Hancock, et al.
(2005) on this premise.

13
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regulatory capital rules can contribute to substantial differences in the distribution of
these risks among potential investors. Alternatively stated, the differences in regulatory
capital rules appear to be binding, leading to regulatory arbitrage and contributing to
substantial differences in the investment decisions of the GSEs and banking
organizations. We believe they are strongly suggestive about how Basel II and its
bifurcated implementation may affect the competitive landscape for mortgages.
Specifically, the lower regulatory capital rules available to adopting banks will provide
them with an opportunity to dominate nonadopting banks in the market for credit risk
protection on nonconforming mortgages in much the same way that the GSEs dominate

banks in today’s environment.

1I1. Measuring the Potential Impact of a Bifurcated Approach

The purpose of this section is to specify more precisely how a bifurcated
implementation of Basel Il is, in our view, likely to impact the competitive landscape for
mortgages among banking organizations. A change in the competitive landscape is
possible because the regulatory capital requirements for residential mortgages will be
significantly lower for those who adopt the AIRB capital rules (adopters) versus those
who do not (nonadopters) The differences may set in motion a regulatory arbitrage
process in which the adopters will increase their share of investments in residential
mortgages relative to nonadopters.

We propose two cases (scenarios or channels) in which adopters may gain at the
expense of nonadopters in the mortgage market by virtue of the bifurcated approach.
Both are premised on the prediction that Base! IT will reduce the cost to adopter banking

organizations of bearing the credit risk of high-quality residential mortgages.
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In the first case, whole loan transfer (case 1), adopters would be able to acquire
for their own portfolios a larger fraction of mortgage originations relative to nonadopters.
Alternatively stated, case 1 predicts that adopters will end up holding more of both the
interest rate and credit risk associated with residential mortgages relative to nonadopters.
The second case, transfer of only credir risk (case 2), posits that a significant share of
investment in only the credit risk of mortgages would shift to adopting banking
organizations from nonadopters. The unbundling of interest rate and credit risk implied in
this case might be done in any number of ways that include GSE like securitization or
simply the purchase of credit guarantees or protection by nonadopters from adopters.
Although this case will likely involve some effect on competition between adopter
banking organizations and the GSEs, our emphasis is upon competition among banking
organizations for types of mortgages that currently are commonly held in bank portfolios.
That is, we focus is on competition among banking organizations for adjustable rate

mortgages and nonconforming mortgages.

A.  Case 1: whole loan transfer

This case predicts that adopting banks will hold relatively more residential
mortgage debt (more whole loans) than nonadopting banks under the bifurcated
approach. That is, some whole loans will be transferred from nonadopters to adopters
over some period of time.

Theoretical models of regulatory capital arbitrage offer a motivation for this
prediction. Adopters can be viewed as banks in which the new regulatory capital rules
would not be binding; that is, the AIRB rules reflect economic capital. Nonadopters,

however, will continue to operate in an environment in which the regulatory rule is
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binding for at least some mortgages. Hence, regulatory capital arbitrage would lead to a
shift in holdings of lower-risk mortgages to adopters from nonadopters, all else equal.

A more precise statement of case one requires a definition of the cost of financing
an investment in a mortgage. The cost of financing per dollar of mortgage debt then can
be written as:

C=1i3(1-K) +i K+ EL + GA;

where C is the marginal cost of investing in a new residential mortgage; K again denotes
the amount of capital for the mortgage, i4 is the cost of debt financing; i. is the cost of
equity financing; EL represents expected credit losses; and GA represents general
administrative expenses. The mortgage coupon rate earned on the mortgage less this cost
of financing represents the spread income earned by the bank. Higher amounts of capital
reduce the riskiness of the investment to the bank and reduce the spread income earned
on the investment.”!

For a bank that is unconstrained by regulatory capital rules, which we assume
would be the case for adopters under Basel II, K = K, the amount of economic capital for
the mortgage. For non-adopters, the capital requirement (Ky,) for a particular mortgage
type will be the maximum of economic and regulatory capital; that is, K, = max (K., K.
So, for example, if the sum of economic capital for interest rate and credit risk for the
mortgage is less than the regulatory requirement of 400 basis points, K, equals 400 basis

points.?

M Other ways of reducing the risk of this investment such as options could be included as capital
sqbstitutes; we simply assume that the bank chooses the least costly way of hitting its risk tolerance targets
gntl} cz?pital or capital substitutes.

Similarly, the amount of Tier I capital required by nonadopters would be 200 bps in this case.
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The advantage to the adopter versus the nonadopters is the difference in their cost
of financing the same mortgage. Holding everything else the same except for the amount
of capital held by adopters under Basel II produces the following expression of the
difference in the cost of financing for the case in which the regulatory capital amount is
binding:

AC = Cyy - Gy =Max][0, (ic — ig)( Kpa - Ke)] = Max{[0,(ic ~ ig)( K, -Ko-K;)} > 0.
The last term highlights an important point; that is, the size of the regulatory advantage
depends upon the amount of both interest rate and credit risk in the mortgage.

The cost difference varies significantly among products because of variations in
the economic capital for both interest rate and credit risk. Several examples are provided
to illustrate this point (see Table III-1). The first three pertain to the same 30 year fixed-
rate mortgage (FRM) but with three different assumptions regarding its interest rate risk.
In all three cases, the duration of the mortgage is 3.5, which is consistent with the change
in the value of this type of mortgage for a 200 bps increase in the level of interest rates.”®
The first of these three cases assumes the mortgage is financed with a liability with
duration of 1 while the second is financed with liability duration equal to 3. The third of
these examples simply assumes that interest rate risk capital equals 160 bps (total capital
requirement), which is the amount of regulatory capital for a GSE issued MBS.** The
other examples pertain to adjustable-rate mortgages with various types of indexes. For

these, interest rate risk capital is set equal to the maximum of a duration based calculation

% gee OTS web site for these two tables: http://www ots.treas.gov/pagehtml.cfim?catNumber=10
* We also point out that this amount of capital is below but near the regulatory capital required of the GSEs
for their MBS investments (205 bps).
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or 160 bps. Other assumptions include: i.= 1250 bps; 14 = 250 bps; K¢ = 100 bps;
regulatory capital = 400 bps; EL + GA =20 bps.”

Two main conclusions emerge from these examples. First, adopters have an
advantage under certain plausible assumptions in the cost of financing a mortgage
investment relative to nonadopters. The advantage ranges from 0 to about 15 bps or 5
percent of the cost of financing to nonadopters under Basel I for the product categories
and our assumptions underlying Table I[I-1. Second, these examples highlight the critical
role of capital for interest rate risk in determining the size of the advantage to the
adopters. In the first two examples, Basel I is not a binding constraint for nonadopters
due to the large amount of economic capital allocated to interest rate risk; therefore,
adopters have no advantage. The lower the amount of capital for interest rate risk, the

larger the potential gain to adopters, all else equal.

B. Case 2: credit risk transfer

As noted in Section II, unbundling of credit risk from interest rate risk is
commonplace in today’s mortgage markets--the classic example is the GSE MBS, which
allows banks to retain all of the interest rate risk on a pool of mortgages and transfer (for
a price) all of the credit risk to the GSEs. Because the credit risk of residential mortgages
can be unbundled, the holder of the mortgage may be viewed as having a derived demand

for credit risk protection.

* We do not include an explicit cost of transferring the mortgage. They are likely to be quite small at this
point, although we do in the case our discussion of newly originated loans, Case 2. We could include such
costs at this point as well even though they are not essential to Case 1. They are also likely to be quite small
given the extensive network of mortgage brokers who may simply end up selling more loans to the adopters
and bypassing nonadopters more frequently, and possibly even in the case of seasoned loans, given the
existence of established correspondent networks between large and small banks,
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The provider of credit risk protection must bear administrative expenses, expected
losses, and the cost of holding a certain amount of capital (economic or regulatory) for
this risk. The gross cost per unit of mortgage debt, G borne by the supplier of credit risk
protection (which would be reflected in the guarantee fee that is charged) may be
expressed as the sum of three cost components:

G=EL+GA+1i, K.

As with the cost of financing in case 1, the critical ingredient in our analysis of
case 2 is the marginal amount of capital associated with such an investment (Ky,). For the
nonadopters, this depends upon the regulatory amount (K;) and the amounts of economic
capital for interest rate risk (K;) and credit risk (K.). Specifically, the amount of
additional capital held by nonadopters for the credit risk of an additional mortgage is the
maximum of two terms. The first of these terms is the additional amount of economic
capital associated with the credit risk. The second term is additional amount of regulatory
capital to the nonadopters, which is the difference between the Basel I regulatory rule for
a mortgage and the amount of economic capital the bank would hold for interest rate risk.
Thus, the marginal amount of capital to the nonadopters is; K = max (K¢, K, - Kj).

If the Basel I rule is not binding for nonadopters (K, + K;) > K, then the adopters
(whose additional capital for credit risk capital equals K.) have no cost advantage due to
Basel I. Ifit is binding, then the difference in costs can be written as:

AG = Gpa— Ga =1, (K, - K. - K;) > 0. Only the cost of equity matters in this calculation
since the transfer is an off-balance sheet activity that involves no debt finance. Thus,
comparison to the expression for AC, the cost differential in Case 1, reveals that AG >

AC, which suggests that credit risk transfer would take precedence over whole loan
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transfer if Basel I is binding. However, at least for newly originated loans, unbundling
may be more costly than whole loan transfer. Whereas the latter might simply occur
through the actions of consumers or mortgage brokers choosing one originator over
another or via established correspondent networks between banks, in the case of
nonconforming loans (which comprise most of the loans traditionally retained in bank
portfolios) unbundling may involve significant search and transactions costs among
multiple parties (for example, originator, investment bank, rating agency, buyer of the
security).26 Thus, Case 2 would dominate Case 1 only if AG - C, > AC, where the term
Cyp denotes the cost of unbundling.

As with Case 1, several examples are presented to provide a sense of the size of
the advantage to the adopters for the same set of products and assumptions (see Table I1I-
2). No advantage exists in the fixed-rate mortgage examples with substantial interest rate
risk; in fact, the advantage is negative because we include a cost for the unbundlirig itself
(we assume 2 basis points). Otherwise, the pattern is the same as in Case 1. The smaller
the amount of capital for interest rate risk, the larger the advantage to the adopters. The
percentage differences are, of course, much more pronounced than in Case 1 because the
numerator is about the same size as in Case 1 but the typical guarantee fee is only 10
percent or 5o of the cost of financing the entire mortgage.

What kinds of mechanisms are available to bring about the transfers in Case 2?
There are a number of possibilities. The simplest would involve an unsecuritized and
straight forward credit guarantee in which the adopters would receive payments from the

nonadopters in exchange for a guarantee of losses. Securitized options are possible as

% IN contrast, economies of scale and direct channels from originators may allow the GSEs to accomplish
unbundling at relatively low cost
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well. Something like the GSE credit guarantee is an obvious one. For example, one of the
adopters would buy loans from nonadopters and issue an MBS with their credit
guarantee. Many more elaborate securitization approaches are possible.?’

Does the particular type of mechanism or process for the credit transfer affect the
essence of our story? We think not. The degree to which a particular mechanism is
preferred, as with the degree to which Case 1 would prevail over Case 2, would relate to
the cost of unbundling.

Another possibility is that the optimal mechanism will be affected by another
portion of the Basle II agreement we do not explicitly consider; these are the Basel I
rules that pertain to capital requirements for securitization. Our reading of Basel II
suggests this is a second order issue because of the guiding principle underlying the
development of Basel II capital rules that affect securitization. In particular, the principle
is to make banking organizations neutral with respect to either holding loans or holding
securities based upon the loans.”® To the extent this principle is achieved by the Basel II
securitization rules, they will not affect our basic argument — adopters will have a cost
advantage in case 2. The biggest impact of the securitization rules is likely to be their
influence upon the broader choice between securitization and direct credit guarantees,

although we agree that this issue is complex and worthy of more study.

" The MODERNS security issued by Freddie Mac is one example; see Glenn (1999). A more general
approach is labeled as a synthetic security and includes some done by Bank of America for the specific
urpose of transferring credit risk on mortgages between two or more parties.

§ See paragraph BIS(2004), paragraph 610, which states that: “For a bank using the IRB approach to
securitisation, the maximum capital requirement for the securitisation exposures it holds is equal to the IRB
capital requirement that would have been assessed against the underlying exposures had they not been
securitised ....”
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1V. The Aggregate Size of the Transfer

Now we address a more difficult but important question: is the potential aggregate
impact likely to be materially significant? As noted above, it appears that the regulators
originally may have underestimated the competitive costs of the proposed plan within the
mortgage market. If so, then a finding of a sizeable or substantial potential aggregate
impact in the market for mortgages may lead the regulators to revise the implementation
plan to address these concerns.

It is not our aim to provide precise, quantitative predictions regarding the
competitive impact of Basel I, in our view is rather impossible task. Rather we offera
rough or illustrative assessment of the likely impact, based on available information and
what we consider to be plausible assumptions. Our strategy is to infer as best we can
from the current composition of banking organization portfolios how the observed
distribution of mortgage investments between adopters and nonadopters would differ if
this distinction were already well established. In reality, of course, any such
redistribution resulting from Basel II would involve a process of adjustment over time,
and nonadopters could seek to regain lost income from mortgage investments through
other activities. We abstract from these considerations.

The previous section provided some sense of the potential cost advantage to
adopters under Basel II for various categories of mortgages classified by interest rate and
credit risk. Our assessment of the potential aggregate impact requires two additional
types of information. The first we refer to as the elasticity of the demand for the asset (e)
with respect to an advantage in either the cost of financing (Case 1) or the cost of a credit

guarantee (Case 2). Specifically, 1 + ¢ is the percentage gain in market share that would
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result from a marginal percentage reduction in price; since a gain in market share is
associated with a reduction in price, we associate with £ a negative sign. The second is
the amount of investment (in whole loans or credit risk) by nonadopters is at stake in each
risk segment; that is, how much could potentially shift to adopters? The first parameter
allows us to quantify the potential impact for a segment of a given size within the
mortgage portfolio of a nonadopters (step 1), while the latter allows us to aggregate
among risk segments (step 2).

Step One: Size of transfer per risk segment. Consider first the case of a whole
loan transfer (our case 1). The share of adopters after Basel I (S,) in this case is defined
as follows:

S, =18, + (1 +&) AT/Cya 1Sy

where IS, is the initial share of this risk segment held by adopters; AC is the size of the
cost advantage to adopters in this risk segment after Basel II; Cy, is the cost of financing
to nonadopters before Basel 11 is implemented (or under Basel I rules); and IS, is the
share of nonadopters before Basel 11 is implemented. In words, the new share for adopters
is its initial share plus some fraction of the share held by nonadopters. The elasticity
reflects the responsiveness of household demand for mortgage debt across various
mortgage lenders to differences in the cost of debt.

We could find little direct evidence in the literature on this elasticity. However,
anecdotes abound regarding the fragility of individual lenders’ market shares and the
highly competitive structure of the mortgage market, which leads us to posit an elasticity

that is relatively large, in the range of -2 to -5.% Some affirmative insights were obtained

* The elasticity we have in mind has to do with household demand among many suppliers at one point in
time, as distinct from the elasticity of the aggregate household demand for mortgage debt that was studied
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from a recent study by Ambrose and Saunders (2003), who evaluate the probability that
the originator of a mortgage will either hold or sell it. The estimated coefficients of their
empirical model of the decision to hold or sell a loan can be used to infer the sensitivity
of this choice to the lender’s pricing advantage. We performed such calculations and
concluded that the model suggests an elasticity of loan sale three or higher. Although this
elasticity measure is not identical to the one we have in mind, the values calculated for it
are consistent with a highly competitive market structure.

Simple examples to illustrate the impact of elasticity on the amount of investment
that would shift from adopters to nonadopters within a particular risk segment are
presented in Table IV-1. The calculated sizes of the transfer vary with assumptions
regarding the initial market shares and the elasticities. The particular risk segment used in
this example is the ARM with a market index of less than six months. Consistent with the
calculations in Table III-I, the cost of financing to nonadopters is set at 310 basis points,
and the cost advantage to adopters under Basel I at 14 basis points. In particular, we
continue to assume that economic capital for credit risk is 100 basis points.

The largest impacts pertain to a case with a relatively small initial market share
for adopters (30 percent) and a relatively high elasticity (-5). In this case, $332 million in
annual net income associated with investing in this risk segment is transferred to adopters
from nonadopters per $100 billion in this risk segment. Their market share increases
from 30 to 42 percent of this risk segment, but they earn less per dollar of investment in

this risk segment because they are assumed to price based upon their lower cost of

by Follain and Dunsky (1998) and Dunsky and Follain (2000). The only reasons it would not be “infinitely
elastic” would be due to issues such as customer loyalty, the cost of searching among lenders, potential
cross-selling benefits, etc. A quote from one lender with whom we spoke captures the spirit of what we
have in mind: “the heightened focus of customers on the price of credit has reduced the value of customer
loyalty to about 25 basis points.”
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capital. Nonadopters lose more than the adopters gain. Their market share declines to 58
percent and the price they earn on this smaller share also declines. The net impact is a
loss $472 million per $100 billion in this risk segment. Lowering the elasticity to -2 and
the adopters’ initial market share to 45 percent reduces these estimates to $10 million
gained by adopters and $150 million lost by nonadopters per $100 billion investment in
this risk segment.

We apply similar logic to assess the potential size of the transfer that would occur
in Case 2-—credit risk transfer—for a particular risk segment, although the analysis for
this case involves three distinguishing features, The first difference is the definition of the
base price. Here we use the guarantee fee (G) charged for credit protection as the basis of
the share calculation; that is,

Sa =18, + (1 + &) AG/Gya ISna;

otherwise, all other terms are the same as in Case 1. The second difference is that we
limit the maximum potential market share of adopters to 80 percent, which is what many
believe to be the share of the GSEs in the market for credit risk protection for conforming
mortgages.”

As with Case 1, we generate some examples to illustrate the potential impacts for
particular risk segments.’! One specific risk segment evaluated includes fixed-rate 30
year mortgages with the capital for interest rate risk set to 160 bps. As in Case 1, the
largest impacts pertain to the case with a relatively small initial market share for adopters

(30 percent) and a relatively high elasticity (-5). In this case, adopters earn an additional

% tmplicitly, we are assuming in this example and throughout our analysis that the elasticity of market
share approaches zero as the adopters’ share approaches 80 percent; whatever dominance the adopters may
gain will not exceed that currently enjoyed by the GSEs.

*! Tables with our calculations are available upon request of the authors.
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$126 million in annual net income associated with the provision of credit risk protection
for this risk segment per $100 billion in this risk segment. Their market share increases
from 30 to 80 percent of this risk segment; the 80 percent is the maximum we impose.
Nonadopters lose $281 million per $100 billion in this risk segment. Lowering the
elasticity and the initial market share assumptions produces a loss to both adopters and
nonadopters. Adopters lose -$11 million per $100 billion of debt in this risk segment
because the gain in market share is offset by a much lower price per dollar of credit
protection offered.®? Nonadopters lose $144 million per $100 billion investment in this
risk segment.

Step 2: Aggregating among risk segments. The ideal set of information needed to
classify residential mortgage debt held by banking organizations for our purposes -- the
distribution of the debt across risk segments classified by degrees of interest rate and
credit risk--is simply not available to regulators or to the public. Hence, we pursue a less
ambitious approach and focus upon what we believe is the more critical variable ~ the
distribution of mortgage debt across segments defined by amount of interest rate risk.
Risk segments for this analysis are distinguished by the repricing dates or remaining
maturities of closed, first lien mortgages on 1-4 mortgage loans. We use information on
the distribution of mortgage holdings across such risk segments from first quarter 2004
Call Report data for commercial banks. We then average the aggregate impacts that are
calculated for the various initial market share and elasticity assumptions used in Table

IV-L. These results are summarized in Table IV-2.3

* The ex ante ROE remains 15 percent for the entire amount of the investment by nonadopters because we
g;}sed this assumption in the calculation of the credit guarantee fee.

A detailed explanation of the assumptions embedded in our estimates is available in the previous version
of this paper and in a separate appendix available from the authors.
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Consider, first, the aggregate gains to adopters under Case 1 and Case 2, which
we estimate to be about $279 million and $116 million, respectively. We view these two
estimates as offering a range of what may be gained by adopters not as separate
components that should be added. Case 1 is more beneficial to adopters because they end
of capturing the both the interest risk and credit risk income. If only Case 2 comes about,
the number and amount of mortgage debt affected by Basel 11 would be the same as in
Case 1. However, the amount of income transferred under Case 2 would be less because
only the credit portion would be transferred. The more likely outcome is that some
income will be transferred via Case 1 and some via Case 2.

The most important results from a policy perspective pertain to the potential
losses to nonadopters. Recall that their losses stem from two forces: their shares of the
market declines and the income earned per dollar of debt owned declines. Nonadopters
are projected to lose $880 million per year under Case 1 and $655 under Case 2. These
losses would not be uniformly distributed among all nonadopters. Mortgage specialists
among nonadopters would be most impacted by the proposed rule, in part because the
marginal amount of regulatory capital will likely be the leverage ratio and not even the
Basel I capital rule.* The subset of these with relatively large amounts of ARMs would
be among those likely to be most at risk from heightened competition from the adopters.

These results are sensitive to our assumptions. One particularly important one is
the amount of first-lien, 1-4 family mortgage debt. We use the amount owned by

commercial banks; including the roughly $500 billion of such debt owned by thrifts

** Using the definition offered by the FDIC — lenders with at least fifty percent of their assets in the form of
residential mortgages and mortgage-backed securities ~243 commercial banks (among 7,600} fit this
description and these banks earn about $1.4 billion per year. We do not attempt to offer a precise estimate
of their share of the losses, but it seems clear to us that the impact upon them would be substantial.
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increases the impacts by 50 percent so that the estimated losses to nonadopters straddle
$1 billion in lost income per year. As such, the calculations presented in Table IV-2 may
be somewhat conservative. Moreover, these calculations do not consider the potential

impact on high credit quality second mortgages.
V. Key Conclusions and Policy Suggestions

We argue that the proposed bifurcated implementation plan for Basel I in the
U.S. is likely to have a significant impact on the competitive landscape within the
banking industry in its competition for residential mortgage investments. The impetus is
the sizeable decline in the Basel II capital requirements for residential mortgages that will
be available to adopting banking organizations relative to the requirements (existing
Basel I rules) that will continue to apply to nonadopting banking organizations. The
decline for adopters will trigger a regulatory arbitrage process in which nonadopting
banking organizations may experience a non-negligible reduction in net income due to a
reduction in their share of the market and the reduced price they earn in such investments.
Although nonadopters can seek to regain this income through other activities, the
alternatives most readily available to them are likely to be relatively risky.

Although we readily acknowledge the difficulty of producing precise estimates of
this impact with information available to the public and regulators, we believe the
evidence is more supportive of this position than the view that there will be little or no
effect. We also readily acknowledge that policy-makers may view the costs of such a
distortion in the competitive landscape outweighed by other advantages to Basel II and

the lower mortgage rates that will likely be available to borrowers.
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Potential and partial remedies to the problems we envision are possible. In
particular, the capital rules pertaining to residential mortgages for nonadopters can be
adjusted downward for the credit risk embedded in them. Something like the risk-weights
associated with the Standardized approach (35 percent versus the current 50 percent)
would move a long way toward reducing the potential for competitive inequities. These
reduced weights would be assigned to banking and savings organizations with
geographically dispersed investment portfolio and interest rate risk management
processes designed to keep such risk to levels acceptable to regulators.

As noted above, mortgage specialists would seem to be among those especially at
risk of competition from adopters under the proposed implementation plan. Although
some may be obvious candidates for a reduction in the risk-weight for residential
mortgages, such a reduction may be of little benefit to some mortgage specialists with
large concentrations of prime ARMs. This latter subset of mortgage specialists are likely
be bound by the more stringent leverage requirements. Otherwise, these mortgage
specialists become candidates for expansion into riskier asset categories or candidates for
acquisition by more diversified institutions. A more radical approach suggested by some
is to introduce an alternative and lower set of leverage requirements. For example,
mortgage specialists with a high quality and geographically diversified portfolios would
be subject to, say, a 3 percent Tier 1 leverage requirement in order to be considered
adequately capitalized.*

We conclude with a brief discussion of another potential and related impact of the

bifurcated approach. It stems from the omission in the Pillar I minimum capital

3 See, for example, the comments of William Longbrake on behalf of Washington Mutual at:
hitp://www.federalreserve,gov/SECRS/2003/November/20031 106/R-1154/R-1154_67 1.pdf
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requirements for mortgages under both Basel I and Basel II of a particularly critical
component of the cost of investing in mortgages — capital for interest rate risk. This
omission, in our view, has the potential to generate undesirable competitive responses by
nonadopters to their competitive disadvantage with respect to capital for credit risk—that
is, shifting their portfolio to higher risk assets, and especially, increasing their exposure to
interest rate risk. As a result, regulators may want to commit to increase their monitoring
of the interest rate risk of nonadopting organizations with substantial mortgage

investments.
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Chairman Bachus, Chairman Pryce, Ranking Member Sanders, Ranking Member
Maloney and members of the subcommittees, it is a pleasure to appear before you today
to discuss the perspectives of the Federal Deposit Insurance Corporation regarding Basel
II. Basel II is an effort to tie capital requirements more closely to risk and promote a
disciplined approach to risk management at our largest banks. The FDIC supports these

goals and the process of implementing a revised capital framework in the United States.

My testimony will focus on some concerns the FDIC has about the results of the
recent quantitative impact study, QIS-4. I will also have some comments about the
requirements for operational risk capital. The issues we discuss today may sound
sweeping and fundamental, but we believe they can be resolved. Our intention is to work
with our fellow regulators to address our concerns and to move forward expeditiously

when this is done.

Background

In June 2004, the Basel Committee achieved an important milestone with the
publication of “International Convergence of Capital Measurement and Capital
Standards,” representing an informal agreement among the Committee members about
the framework that would form the basis of national supervisors’ efforts to implement the
new approaches. When publishing the new framework, the Basel Committee recognized
that individual countries must decide how to implement the new capital measurements

and standards, given their own unique circumstances. The four federal banking agencies
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are in the process of drafting a proposed rule to implement Basel II's *“Advanced
Approaches” in the United States. The term “Advanced Approaches” refers to the Basel

11 approaches that rely most fully on banks” own risk estimates.

The FDIC brings a number of perspectives to the proposed rulemaking process.
In addition to our role as primary federal supervisor of a number of institutions that have
indicated an interest in opting in to the new framework, the FDIC’s role as deposit insurer
requires a keen interest in the risk profile of any bank adopting the new framework. In
both our supervision and deposit insurance roles, we interact with the thousands of banks
where capital will not be set by the Basel II standards, but will be affected, directly or

indirectly, by the adoption of Basel I1.

The work on the proposed rule, like all the agencies” work on Basel I1, has been
intensely collaborative, and characterized by vigorous give-and-take on many individual
issues. In such a process, there is always a danger that the focus on the details can result
in a loss of focus on the big picture. It is important from time to time to step back and
take a fresh look at the totality of what we have created through years of negotiations.
There have been a number of such opportunities during the development of Basel 1I. The
2004 Basel text was preceded by the Basel Committee’s publication of three consultative
papers, each of which received extensive comment from the banks that would be most
affected. There were also various quantitative studies in which participating banks

provided their own risk inputs to simulate the potential capital impact of the proposals.



106

The comments received on each of the consultative papers and the insights gained from

the quantitative studies resulted in significant changes to the framework over the years.

In the light of all the changes to the new framework, culminating in the Basel
Committee’s 2004 mid-year text, the U.S. agencies embarked on a fourth quantitative
impact study, QIS-4. QIS-4 is a comprehensive effort completed by 26 large U.S.
consolidated banking organizations during late 2004 and early 2005. The purpose of the
impact study was to use these organizations” internal estimates of the key risk parameters
driving capital requirements for credit risk and operational risk under the Basel I
framework (not all banks provided estimates of exposure to operational risk). Each
bank’s risk parameters and exposures were fed into the Basel II formulas to estimate the
minimum capital requirements that would result for each consolidated banking
organization and each line of business under the new framework. The agencies have long
envisioned that QIS-4 would serve as an important input to the proposed rulemaking

process.

A summary of the results of QIS-4 is contained in an appendix to this testimony.
It is important to note that these results are preliminary and that the agencies’ review of
QIS-4 is not complete. Nevertheless, in part because the QIS-4 results are consistent with

previous FDIC analysis, we have formed some preliminary conclusions.

In the FDIC’s view, QIS-4 shows excessive reductions in risk-based capital

requirements. Capital requirements fell by more than 26 percent in more than half of the
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institutions in the study. This is without fully factoring in the benefits of credit risk
hedging and guarantees that are likely to reduce capital requirements significantly more.
For individual loan types at individual banks, over one third of the reductions in capital
requirements were in the range of 50 to almost 100 percent. Numbers like this do not
provide comfort that the Basel framework will require capital adequate for the risks of

individual activities.

The FDIC also is concerned that the dispersion of results suggests there is a
difficulty in applying the framework consistently across banks. Capital requirements in
Basel II are very sensitive to inputs. Achieving cousistency in Basel II depends on the
idea that best practices, and best data, will lead to convergence in the capital treatment of
similar loan portfolios across banks. At present, however, at least as indicated by QIS-4,
there is little commonality in the approaches the various banks used to estimate their risk

mputs.

The FDIC has communicated on many occasions about the continued need for a
léverage ratio. As discussed at greater length later in this testimony, the QIS-4 results
suggest that U.S. leverage requirements will be more important under Basel II than ever
before. The FDIC can support moving forward with this new framework only because of

the existence of the leverage-based component of U.S. capital regulation.

The FDIC also has a concern about the potential competitive effects of the new

framework. If QIS-4 is representative of capital requirements going forward under Basel
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11, the competitive ramifications for community banks and large non-adopting banks
could, in our view, be profound. If Basel II is implemented unchanged, mitigating these
competitive effects would seem to require a substantial reduction in risk-based capital

requirements for non-Basel banks.

The remainder of this testimony will contain a brief summary of how Basel I
computes capital requirements and the conceptual change this approach represents. This
is followed by a discussion of the QIS-4 results—our concern with those results—the role
of the leverage ratio in U.S. capital regulation, competitive equity issues, and some

observations on key implementation issues.

A new paradigm for capital regulation

To provide perspective, it is worthwhile to reflect on the overall thrust of the
change that Basel I represents. The fundamental changes represented by Basel 11
provide an incentive fo improve risk management practices, and elevate the role of banks’
and supervisors’ judgment in determining risk-based capital requirements. While this
judgment is expected to be informed by analysis, the importance of judgment is

nevertheless infinitely multiplied under Basel II’s advanced approaches.

To calculate capital requirements for credit risk under the current capital
standards (Basel I}, each exposure is slotted into one of a few simple categories, each

with a predetermined capital requirement. Under Basel 11, the same exposure could
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attract a capital charge of anywhere from essentially zero to many multiples of the current
charge, depending on specific risk inputs for that exposure estimated by the bank and
approved by the supervisor. The capital requirements under the proposed Basel 11 will be

much more risk-sensitive, and much more subjective, than at present.

Basel II computes minimum capital requirements for credit risk using a set of
formulas that are, at least in comparison to other risk-modeling approaches, relatively
simple. The inputs to these formulas are probability of default (PD), loss given default
(LGD), exposure at default (EAD) and, for wholesale exposures, maturity (M). While
each bank supplies its own inputs, the regulators have developed the formulas themselves
through the Basel Committee on Banking Supervision. The regulators have six separate
formulas for: wholesale credit exposures, small business wholesale exposures, high
volatility commercial real estate, revolving exposures (mostly credit cards), residential
mortgages, and other retail loans. The capital requirement is computed for each exposure
or pool of exposures based on the inputs the bank provides and added across the entire
bank to get the total capital requirement for credit risk. The capital requirement is always
eight percent of risk-weighted assets, just as it is now, but the risk weighted asset mumber

now becomes the byproduct of the aforementioned caleulations and assumptions.

One of the outputs of the calculations above is a number called the “expected
loss,” interpreted as the amount of credit losses a bank would expect over a one year
period given the assumptions it made about the PDs and LGDs for its exposures. The

total expected loss for the bank is compared to its allowance for loan and lease losses and
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other reserves. If the expected loss exceeds these reserves, the difference is deducted
from capital. If reserves exceed expected loss, the excess up to a limit is added to capital.
These adjustments can add quite significantly to the capital requirements for certain kinds

of retail credit, especially credit cards.

A capital requirement also exists for operational risk. Operational risk is the risk
of loss associated with human error, failed systems or external events. As discussed later
in this testimony, banks will develop historical databases of operational risk losses under
the “Advanced Measurement Approach” (AMA). Banks will use these databases to
attempt to estimate an amount of operational loss that is highly unlikely to be exceeded.
At least in theory, a bank will estimate an amount of capital sufficient to absorb
operational loss in 99.9 percent of all scenarios. This estimated loss, after subtraction of
certain offsets such as permissible reserves, is—with supervisory approval—the bank’s
operational risk capital requirement. Banks outside the U.S. are permitted to use simpler

approaches to calculate capital for operational risk.

Although this describes the relatively simple part of the Basel II framework, there
also is an extremely detailed, complex, formula-driven and internal model-driven
infrastructure surrounding the calculation of capital for exposures to securitization,
repurchase agreements, equity investments, and a host of other exposure issues that are

beyond the scope of this testimony.
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The QIS-4 results

Data for the QIS-4 was collected in late 2004 and early 2005 and have been under
review since February of this year. The preliminary review suggests that if the QIS-4 is
representative of the risk inputs banking organizations use to calculate their capital
requirements going forward, risk-based capital requirements in aggregate would decline
by roughly 17 percent. An aggregate capital number is of some interest, but perhaps less
important in terms of competitive implications and risks to the insurance funds than the
results for individual banks. Half of the 26 banking companies participating in the QIS-4
reported capital reductions in excess of 26 percent, with a number of institutions
reporting reductions in overall capital requirements in the range of 30 to 50 percent.
Other banking companies reported increases in capital requirements of as much as 60

percent.

Capital requirements for specific business lines also showed striking results.
Preliminary estimates show capital requirements for wholesale loans down 24 percent in
aggregate, with the outcomes ranging from an increase of more than 50 percent to a
decrease of almost 75 percent. Capital for high volatility commercial real estate was
down 33 percent in aggregate. The wholesale lending category, in particular, is an area
where banks appear to have substantial latitude to take advantage of the benefits of

guarantees and credit risk hedging in order to further reduce their capital requirements.
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Preliminary results show that capital requirements for retail loans were down 26
percent in aggregate, with half the banks showing a reduction of 50 percent or more.
Within that retail category, capital requirements for mortgage loans showed a decline of
62 percent in aggregate, with half the banks showing declines in excess of 73 percent.
Capital requirements for home equity lines of credit were down 74 percent, with half the
banks showing declines in excess of 79 percent. Capital requirements for credit cards
were up substantially on average, but ranged from over a 100 percent increase to a

decrease of 90 percent.

A number of observations about these results are in order. First, at this time the
framework does not appear to comport with the stated expectation of the Basel
Committee that overall capital should remain about the same throughout the system, with
perhaps only modest reductions. While some have accused the framework of excessive
conservatism, the QIS-4 results suggest that Basel] IT in its current form would bring
substantial reductions in risk-based capital requirements. In terms of their average
direction and magnitude, the FDIC does not see these QIS-4 results as surprising. An
FDIC paper published in December 2003 suggested that when reasonable PDs and LGDs,
estimated based on twenty years of U.S. bank charge-off history, are entered into the
underlying Basel II credit risk formulas, those formulas can be expected to deliver

substantial reductions in risk-based capital requirements.

The QIS-4 results also illustrate that under the advanced approaches, there is

potential for substantial dispersion in capital requirements in ways that are not
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explainable by real differences in risk. Capital requirements under the advanced
approaches depend heavily on the answers to questions that have no objectively best
answer. For example, if a borrower defaults in the future, how much will the bank lose
per dollar of the loan? One expert might guess 20 cents on the doilar and another might
guess 30 cents on the dollar. While reasonable people might be hard-pressed to decide
which expert is correct, the conclusion reached in this specific example would swing the

Basel II capital requirement by 33 to 50 percent.

The agencies did, in fact, observe a wide range of practice in how banking
organizations estimated their PDs, LGDs and exposures for QIS-4 purposes. This range
of practice suggests that considerable practical challenges lie ahead in the supervision of
Basel II’s advanced apﬁroaches. In part, the challenge will be to achieve consistent
application of Basel II across institutions. We may want to avoid a situation where a
banking organization’s Basel II risk-based capital requirement is, for all practical
purposes, whatever capital level is acceptable to its regulator. To limit the potential
unintended consequences of such a situation, implementing Basel II implies the need for
an unprecedented degree of market transparency, interagency collaboration and
information sharing. From the FDIC’s perspective of assessing risks to the insurance
funds, collaboration should include access by all bank regulators to information about the
critical assumptions, models and data used to implement capital requirements based on

banks’ own estimates of risk.

10
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Another important issue relates to the capital treatment of new or emerging lines
of business where there is little or no relevant history of loss experience. The recent
rapid growth of home equity lines of credit provides a useful current example. FDIC-
insured institutions’ holdings of this product have tripled in the past 5 years. This rapid
growth, the unseasoned nature of the portfolio, and the agencies’ belief that home equity
lenders’ underwriting standards have loosened considerably in recent years all suggest
that a certain amount of supervisory and regulatory caution is appropriate. The recent
loss experience, however, is favorable, and this is what drives the 80 percent capital

reduction for this activity reported in the QIS-4.

As long as banks are growing and innovating, there will always be new and
rapidly growing lines of business with little relevant loss history. The example of home
equity lending suggests to us that Basel I has not solved the problem of finding the
“right” level of capital for such emerging activities, and that further thought is needed
about the appropriate prudential approaches in this area. For example, to what extent will
the significant reductions in capital requirements for these activities result in a de facto
expansion of the federal safety net? One of the classic antidotes to the moral hazard
problems associated with deposit insurance is for regulators to require an adequate
amount of private equity capital to be at risk. In this respect, the QIS-4 results for
mortgages and home equity loans suggest the need for a hard look at how this part of the

Basel II framework should be implemented.

11
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The Basel Commiittee envisioned that calibration issues could be handled by
means of a simple multiplier. Specifically, if at some future date the Committee decides
that the overall capital required under the new framework is inconsistent with its
objectives, either because of being too high or too low, the Committee has reserved the
option of proposing that each jurisdiction multiply the capital requirements by a single
number, thereby bringing overall capital more in line with the Committee’s objectives.
Given the wide dispersion and extreme outcomes of the QIS-4, it appears at this time that
the need for adjustments to the framework for U.S. implementation purposes could go
beyond a simple multiplier adjustment. Serious thought needs to be given to finding
ways to achieve results under Basel II that are less extreme and more consistently

applicable across banks.

The accuracy of Basel II and the role of the leverage ratio

The Basel II capital accord reflects the significant input of the world’s largest
banks and has been described by some as a codification of current best practices in risk
measurement with a dose of conservatism. Given all this, a natural question that many
U.S. bankers have asked is why the U.S. regulators would not place exclusive reliance on
the results of the Basel I1 formulas. These bankers have asked why the U.S. leverage
ratio requirements would not be jettisoned or phased out over time as part of the
implementation of Basel 1. Indeed, they ask, if leverage ratio requirements are retained,

why bother with Basel I1?
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Clearly, a robust and appropriate set of risk-based capital requirements is an
important part of our overall regulatory capital system. An equally important role is
played by the leverage ratio to ensure that regardless of the risk-based capital model used
by a Basel II bank, there will be a base level of capital available in the event of a crisis.
Basel II, with its reliance on internal methods and models, does not provide us with that
same degree of comfort because there can be little certainty that the Basel Il formulas
produce an adequate level of capital. For many reasons, we believe that the leverage
ratio will continue to serve as a relevant and reliable indicator of bank solvency to be

used in conjunction with the Basel I1 risk-based measures.

First, the Basel II minimum capital measure is not comprehensive. For example,
capital is not required for interest rate risk associated with loans held to maturity, or for
liquidity risk. These are material risks. The elimination of the leverage ratio would send

the signal that these are secondary risks of little importance to the regulatory community.

Second, Basel II is only as good as the inputs entered into the formulas.
Analytical mishaps or faulty assumptions that prove to be overly optimistic could have a

disastrous effect on the solvency of an institution, as well as the financial system.

Third, no matter how the data used to drive the capital calculation is sliced, we
cannot lose sight of the fact that the past ten years have been some of the best years in
banking. It is difficult to expect this data—collected during good economic times—will

be sufficient to generate capital requirements robust enough to withstand extreme losses
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under adverse conditions. While the past can be a useful guide to the future, reliance on
historical logses as the risk profile of the business line increases could leave a bank

unprepared to absorb unexpected losses.

It should also be noted that the Basel I formulas include assumptions with
recognized limitations. In Basel II, LGDs are assumed not to increase during a recession.
This amounts to assuming that extreme loss scenarios will be less extreme than they
might actually be. In Basel II, capital requirements are literally zero for an exposure with
a zero reported LGD, whereas economic theory suggests if the bank is being
compensated for holding the exposure, this compensation is in return for assuming some
risk. In Basel I, credit losses are assumed to have a normal distribution, whereas there is
widespread consensus that historical credit losses display a much greater frequency of

extreme outcomes than would be predicted by a normal distribution.

While all of these factors bias the capital requirement downward and work against
its ability to serve as a buffer against unexpected losses, Basel I does contain other
elements that work against these downward biases. The most important is probably that
the total capital required for all exposures is the sum of the capital for the individual
exposures. This approach, by design, does not allow the bank to benefit from the fact
that not all its portfolios are likely to experience the thousand year flood at the same time.
Another important factor driving Basel 11 is the extent that defaults are assumed likely to

occur together. The greater this correlation among defaults, the higher the Basel capital
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requirement. There appears to be a consensus that Basel II is relatively conservative in

its correlation assumptions.

The net effect of these multiple offsetting assumptions is that we cannot have
confidence that the capital requirement coming out of a Basel Il formula is “the right
number,” even if reasonable PDs and LGDs were used as inputs. Nevertheless, the hope
is that the capital requirements coming out of Basel Il will encourage over time a
disciplined approach to risk measurement, provide a relative measure of risk among asset
types and lessen the incentives for banks to structure their activities in ways that are

driven primarily by flaws in regulatory capital.

Quite apart from the specifics of the Basel Il models, there is a more fundamental
issue that some have raised about the future role of the leverage ratio within the overall
structure of U.S. bank capital regulation. The leverage ratio is a simple, clear-cut
minimum amount of capital banks need to hold as a percentage of their assets. As
indicated earlier, some observers are now suggesting that the arrival of Basel 11 will,
sooner or later, make the leverage requirement obsolete. A closely related idea is that the
appropriate benchmarks for capital regulation are banks’ own estimates of their capital
needs. According to this view, regulators should always set capital requirements less
than what “best practice banks™ estimate is optimal for their own needs. Requiring more

capital than this, it is said, distorts the otherwise optimal function of the marketplace.
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This conflicts with a large body of longstanding academic literature, and with the
principles reflecting that view as embodied in the FDIC Improvement Act. The existence
of a substantial federal safety net underlying banking, including but not limited to deposit
insurance, means that the marketplace left to its own devices is likely to establish capital
levels for banking organizations that are too low. This reflects the so-called “moral
hazard problem” associated with safety nets. Because some creditors, and most notably
insured depositors, are insulated from risk, those creditors do not demand any
compensation for an increase in the bank’s risk profile. The bank, consequently, takes on
more risk than it otherwise would. As a result, the argument suggests that a bank
enjoying a measure of federal safety net support will tend to hold less capital to support a

given risk profile than if it did not enjoy the safety net support.

This is a standard rationale for bank capital regulation and the fundamental basis
for the FDIC Improvement Act’s Prompt Corrective Action requirements to maintain
bank capital at prudent levels. Indeed, if the market could be relied upon to maintain
acceptable levels of bank capital, there would seem to be no need for regulatory capital
standards. In that case, bank supervision should be sufficient to address any outlier

institutions with below-market capital positions.

To suggest that a bank’s estimate of its own capital needs is an optimal number
ignores both the moral hazard problem and the systemic implications of a large bank
failure. There are, in short, legitimate and compelling public policy reasons for bank

regulators to require more capital than what a bank estimates for its own needs.
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Despite the intensive effort on Basel I development, the framework continues to
produce outcomes with which supervisors are not comfortable. The QIS-4 results
support the notion that no matter how refined the risk-based capital framework, there will
always be a need for straightforward capital minimums. Phasing out the leverage ratio
would suggest a willingness to contemplate a significant expansion of the federal safety
net, and a significant increase in risk to the financial system. As stated earlier, the FDIC
is able to support moving forward with Basel II primarily because of the continued

existence of a set of straightforward leverage requirements.

Competitive effects

Absent a substantial reduction in capital requirements for non-Basel I banks,
implementing risk-based capital requirements along the lines depicted in the QIS-4
results could have profound competitive implications and could significantly harm the
community banking sector in the U.S., as well as large non-adopters. In our market
economy, assets and lending will migrate to where it is most economical to house them.
Today, risk-based capital requirements for identical assets are identical across banks so
that there is no systematic regulatory capital economy achieved by moving an asset from
a small bank to a large bank. Basel II would appear to create significant differences
between the capital requirements of small and large banks for many activities. Owners of
small banks will receive sub-par retumns on their investments in capital-disadvantaged

assets compared to the returns that owners of large banks could earn on the same assets.
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As a result, market forces would likely drive those assets over time away from smaller

banks, toward the Basel II adopting banks.

Certainly many factors other than regulatory capital have influenced the
distribution of lending activity between small and large banks over time. In fact, since
identical assets have received identical capital requirements across banks, one could
argue that regulatory capital played no role in affecting market shares. If Basel II results
in significant differences in the risk-based capital requirements of small and large banks,

it is likely to alter the existing equilibrium.

The FDIC believes it is important to address the potential competitive
implications of Basel I1. In part, this could be achieved by revisions to the general capital
requirements for all U.S. banks. From the standpoint of competitive equity, such
revisions ideally would produce like capital requirements for like assets, regardless of
whether the bank holding the asset is a Basel Il bank or a non-Basel I bank. The
magnitude of capital reductions suggested by the QIS-4, however, is likely to raise other
issues. As yet, neither bank supervisors nor the FDIC in its role as insurer have had
serious discussions about reducing risk-based capital requirements for all U.S. banks in a
way that would broadly match the reductions suggested by QIS-4. 1t is likely, however,
that such a discussion would raise issues not only about competitive equity, but about the
safety and soundness implications of such a substantial reduction in capital requirements.
Moreover, should large financial institutions employ their excess capital through

acquisitions of non-Basel II institutions, then this framework would result in a shift in the
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industry toward greater consolidation, and concentration of exposure and risks. Finding
ways to moderate Basel II's potential for extreme results might make these competitive

equity considerations easier to address.

Potential revisions to capital standards for non-Basel banks

The U.S. agencies are preparing a proposal outlining potential changes to risk-
based capital regulations for all U.S. banks. The agencies will be soliciting comments on
ways to achieve greater risk sensitivity in capital in a way that does not create undue

burden for insured institutions and is consistent with safety-and-soundness objectives.

These proposals will likely focus on a number of ideas, such as the creation of
additional risk buckets for various lending categories, expanded recognition of collateral,
and enhancements to the current rules in a few specialty areas. Expanded risk buckets
would allow for lower capital requirements for less risky assets and higher requirements
for more risky assets. It is anticipated that comments by banks and thrifts will contribute
significantly to the agencies’ discussions of the factors that should be considered in
assigning assets to specific risk buckets. Moreover, unlike Basel IT which has separate
charges for credit risk and operational risk, the agencies do not envision a capital charge

for operational risk to be applied to non-Basel I banks in the U.S.

Current plans are to publish the new capital proposals for all U.S. banks

simultaneously with the Basel II proposed rule. These proposals could be compared
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side-by-side to determine the likely competitive implications of the overall package of

proposed changes to U.S. capital regulation.

Implementation issues for insured depository institutions

Global banking organizations have expressed a concermn about the practicality of
implementing Basel 11 if the supervisors of individual banks around the world all insist on
a bank by bank implementation of the new framework. In the extreme scenario, every
bank could be required to maintain its own historical loss databases for credit and
operational risk, a separate credit rating system, separate methodologies for determining
PDs and LGDs, separate internal audit of the results, and so on. Such a situation would
represent an inefficient allocation of resources and, from the perspective of an

organization with many subsidiaries, would be unworkable.

At the same time, we must consider the perspective of supervisors of individual
banks or other entities such as broker dealers. The supervisors, and for that matter boards
of directors and senior management, have significant legal and statutory mandates to
ensure the safe and sound operation of the entities under their jurisdiction and
govermnance. In a Basel II world, these supervisors are going to need capital requirements
that make sense for their individual supervised entities. Clearly, there is a tension
between the responsibilities of individual supervisors and the cost advantages of

organization-wide approaches to the implementation of Basel 1.
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In managing this tension, the principle of absolute accountability of the
management and directors of FDIC-insured institutions for the governance of their
institutions needs to be preserved. The FDIC’s considerable potential deposit insurance
lability and, conversely, its ability to recover over time the costs of that liability are
specifically attached to insured institutions. It is certainly true that there are large
financial conglomerates that in the normal course of events manage on a business line
basis rather than a legal entity basis. History has demonstrated repeatedly, however, that
in severe, solvency-threatening conditions, organizations move to defend themselves
along legal boundaries. The legal location of risks and capital matter very much in these
scenarios. That is why the only relevant measures of risk and of regulatory capital
adequacy for an insured bank are measures of the bank’s risk and the bank’s capital.
While there may be synergies in data and models that can be realized to streamline the
implementation of Basel II in a conglomerate, such models and the data must capture the
unique risks present in insured banks that may not be captured if such analysis was

performed on a consolidated basis.

The practical questions surrounding these issues are currently being debated
vigorously with respect o the proposed capital requirements for operational risk. The
Basel II text contains a provision that, with supervisory approval, non-significant
subsidiaries of organizations adopting the advanced approaches need not adopt their own
advanced measurement approach (AMA) for operational risk. Instead, these non-
significant subsidiaries could rely on an “allocation” of the AMA computed by the larger

organization. Moreover, again with supervisory approval, that allocation could reflect
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“diversification benefits.” Diversification benefits in this context essentially refers to the
idea that not every legal entity within an organization is likely to have high operational
losses at the same time. Consequently, each entity’s capital requirement should be
lowered relative to the stand-alone amount it would have to hold if it computed its own
AMA, reflecting, in effect, an averaging out of potential losses across multiple entities.
The use of capital allocation to determine a non-significant subsidiary bank’s operational
risk capital requirement, and the possible use of diversification benefits to reduce those
capital requirements, are collectively known as the hybrid approach to the AMA. Under
a hybrid approach, significant banks would compute a stand-alone AMA while non-

significant banks need not do so.

The concept of “capital allocation” depends on the idea that the relevant measure
of operational risk is at the holding company level and not at the bank level. The idea of
diversification benefits goes farther and assumes, in effect, that capital in any legal entity
within a holding company structure is equally available to each of the legal entities. Both
of these ideas are inconsistent with the fundamental principle that the relevant measures
of risk and regulatory capital for an insured bank are those measures that refer to that
bank’s risk and that bank’s capital. Compromising this principle would tend to erode the
accountability of the insured bank, contribute to a de facto extension of the federal safety

net to non-bank entities, and increase risks to the deposit insurance funds.

The AMA is highly complex and extremely expensive to implement. Moreover,

given the wide range of variation in how banks are estimating risk inputs for the
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comparatively mature discipline of credit risk measurement, it also must be
acknowledged that estimates of capital requirements for operational risk capital will be,
for the foreseeable future, of unknown usefulness. Rather than compromise the principle
of bank-centric capital calculation because the unique features of the AMA force such
compromises upon us, we would be more inclined fo offer significant flexibility to any
bank that is computing a capital requirement for operational risk, including reliance on
data and analysis developed outside the insured bank, or allowing banks to use

approaches simpler than the AMA.

In short, the tensions between the important principle of stand-alone bank capital
calculation, and the costs and burdens of the AMA, can be resolved. There is room for
substantial additional thinking in this area, and the FDIC is committed to working with
our fellow regulators to arrive at a sensible solution that does not impose excessive

burdens on U.S. banks or banking organizations. -

Conclusion

The agencies stand at an important crossroads in the development of U.S. capital
regulation. The considerations outlined in this testimony suggest to us that achieving an
implementation of Basel 11 that will represent positive change for the U.S. financial
system is contingent on several important factors. In brief, they are:

* Preserving a set of straightforward minimum capital requirements to complement
the more risk-sensitive, but also more subjective, approaches of Basel II;
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¢ Maintaining competitive equity; and

» Finding ways to achieve results under Basel II that are less extreme and more
consistently applicable across banks.

The FDIC, like the other banking agencies, will proceed with the implementation of
Basel II in an appropriately deliberative manner and with full consideration of the

comments of all interested persons.
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APPENDIX
QIS-4 Preliminary Change in Effective Minimum Capital

Requirements of Participating Institutions:
Basel I to Basel 11

Percent Change in
Effective MRC*
60% -

40% -

20% A

0%

F«o 4

-17%
-20%
226% b e o e

average

__________________________________ median

-40% A

VO & B 200

-60% -

*This is the change in the amount of Tier 1 capital and Tier 2 elements other than reserves needed
to meet the minimum capital requirement.

Note:

This 1s preliminary data as of May 5, 2005 for the twenty-six participating QIS-4
institutions, and caution should be used in drawing any inferences from the aggregate
data at this stage. The U.S. banking agencies plan additional work to determine whether
these results reflect differences in risk, reveal hmitations of QIS4, identify variations in
the stages of bank implementation efforts (particularly related to data availability), and/or
suggest the need for adjustments to the Basel II Framework.
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QIS-4 Preliminary Change in Minimum Capital Requirements
of Participating Institutions:

Basel I to Basel 11
% Change | Median % | Shareof | Share of
Portfolio in Portfelio | Change in Basel I Basel II
MRC Port. MRC MRC MRC
Wholesale Credit (25%) (24%) 44.3% 38.8%
Corporate, Bank, Sovereign (22%) (30%) 33.9% 30.7%
Small Business (26%) (27%) 4.6% 4.0%
High Volatility CRE (33%) (23%) 1.8% 1.4%
Incoming Producing RE (41%) (529%) 4.0% 2.7%
Retail Credit (26%) {50%) 30.5% 26.3%
Home Equity (HELOC) (74%) (79%) 6.1% 1.8%
Residential Mortgage (62%) (73%) 11.1% 4.9%
Credit Card (QRE) 66% 63% 6.1% 11.7%
Other Consumer (7%) (35%) 6.0% 6.5%
Retail Business Exposures (6%) (29%) 1.2% 1.3%
Equity 11% (9%) 1.3% 1.6%
Other assets 10.1% 10.4%
Securitization 7.9% 7.7%
Operational Risk 0.0% 9.0%
Trading Book 5.2% 6.0%
Portfolio Total (14%) (24%) 100.0% 100.0%
Change in Effective MRC* {(17%) (26%)

*This is the change in the amount of Tier 1 capital and Tier 2 elements other than reserves needed
to meet the minimum capital requirement.

Note:

This is preliminary data as of May 3, 2005 for the twenty-six participating QIS-4
institutions, and caution should be used in drawing any inferences from the aggregate
data at this stage. The U.S. banking agencies plan additional work to determine whether
these results reflect differences in risk, reveal limitations of QIS4, identify variations in
the stages of bank implementation efforts (particularly related to data availability), and/or
suggest the need for adjustments to the Basel If Framework.
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It is an honor again to appear before you to discuss the pending rewrite of risk-based
capital rules and their potentially profound market and competitiveness impact. It is
often tempting to let these rules reside in the technical workrooms to which their length,
complexity and — most alarming — math - lead many to consign them. However, your
Subcommittees and the leadership of the full Financial Services Committee recognized
early how important these rules will be. You led the way with the first Congressional
hearings in February, 2003 and a subsequent round last year, and you have also filed
several detailed comments with the U.S. banking agencies. This has ensured that the
policy impact — not just the technical workability of the Basel II rules — is getting
carefully and urgently-needed consideration prior to implementation in the United States.

Before I begin my testimony, let me say that I am managing partner of Federal Financial
Analytics, a consulting firm that focuses on federal legislation and regulation affecting
financial services firms. We engage in a wide range of Basel-related projects, advising
firms on the strategic impact of the proposals. I also head the Financial Guardian Group,
which is deeply concerned about the proposed regulatory capital charge for operational
risk.

In previous testimony before your Subcommittees and the Senate Banking Committee, I
have suggested that the Basel II rules and, in particular, the way the U.S. proposes to
implement them, will have serious, unintended competitiveness and risk-management
consequences. The proposed operational risk-based capital charge alone could cost U.S.
banks an additional $67 billion in regulatory capital — a cost that would be added to
substantial implementation ones during the long delay before any of these additional
costs would be offset by reduced credit risk-based capital. This is not to say that Basel I
should be retained — it should not. Rather, it is to argue for a gradual approach to
rewriting Basel IT so that improvements are well-understood, implemented across the
board and tested before additional refinements are made. The current effort to do a
global, complete rewrite of the risk-based capital (RBC) rules that deals with almost
every variation of all banking products around the world at one time is a classic instance
of the perfect proving to be the enemy of the good.

This problem — best beating better — is of particular concern in the United States. As you
know, the banking agencies on April 29 delayed Basel Il implementation because of
concerns raised during the most recent quantitative impact survey. This delay is also
postponing release of the rewrite of Basel I intended to allay growing competitiveness
concerns — concerns that, as you know, some in the agencies also seek to dispel by
arguing that regulatory capital has little bearing on business decision-making. Despite
the Basel I and Basel I rewrite delays, though, banks are being told in no uncertain terms
to get ready for Basel I and decide if they want to opt in. Incredibly detailed gnidance
on even minor Basel II points is being issued although the entire rule remains up in the
air. Frankly, this is the worst of all options ~ agencies are demanding readiness for a rule
not yet written because of an effort to get all its details totally right while all of the
market distortions from the current requirements remain unaltered.
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The complexity of Basel II also makes it easy to miss an important point: for all that, the
rules only redefine how risk weightings for assets are to be set. The definition of
“capital” has been left for another day — indeed, people are even now talking about a
Basel 111 that will take on this task. However, regulatory capital is, at its heart, a ratio of
capital to assets and this means that it’s important to get both right. A more simple
approach to assets would permit an immediate review of capital. This would, in turn,
permit recognition not only of reserves (already on the table), but also of factors such as
tax carry-backs that provide hard cash to banks to offset losses.

Today, I will argue:

There needs to be quick implementation of the well-understood, agreed-upon
parts of Basel II for all U.S. banks — not just the big ones. If the U.S. lags
Basel II adoption abroad ~ as now seems likely — this will pose a serious
competitiveness threat to U.S. banks. Analysts abroad are already
characterizing capital as the “weapon of choice” in bank consolidation. Of
course, a “bifurcated” adoption of Basel II here in the U.S. will pose
comparable competitiveness problems for banks left out of the new capital
accord. If Basel Il has meaning — and one must think regulators believe it
does given the huge effort behind it and the billions it will cost ~ then it will
meaningfully affect bank pricing and profitability, with concomitant
competitiveness impact.

A leverage standard is incompatible with risk-based capital requirements. It is
understandable that banking agencies wish to leave one in place as the
complex, untested Basel Il models are introduced, and the agencies appear
also committed to retention of the 10% RBC level that also defines a “well-
capitalized” bank. However, the current leverage and prompt corrective
action thresholds are far above the right capital ratios for low-risk institutions
and well beyond ratios that make sense as safeguards during Basel II
implementation. If these ratios are retained under Basel II, they then should
be considerably reduced under the authority already possessed by the banking
agencies.

Recent studies have suggested that Basel Il will lead to wide variability
among bank RBC ratios, with some institutions seeing significant drops and
others coming under far higher regulatory capital requirements. This is as it
should be if the big reductions are at low-risk institutions. The underlying
purpose of Basel II is to make regulatory capital promote safety and
soundness. Thus, low-risk banks should see low RBC. Trying to “top off”
Basel II with fixes to the formulas or additional capital charges like the
proposed one for operational risk undermine its important goals. The large
drops in capital at some banks in the recent quantitative impact survey must
be understood in light of the limitations of that study (current strong economic
conditions and the lack of stress testing, for example).
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e The proposed operational risk-based capital charge is problematic not only
because of its “topping off” role, but also because there is as yet no agreed-
upon methodology to measure and manage operational risk. Thus, an RBC
charge for it would be arbitrary and unduly costly. In addition, these costs
would create perverse incentives against proven forms of operational risk
management — disaster preparedness and contingency planning, for example.
Recent surveys have shown that many banks have yet to even institute these
urgent measures, and they should not be diverted from vital qualitative risk-
management improvements into a quantitative exercise designed to make the
Basel Il numbers add up to 8%.

Finally, I would like to thank the Committee leadership for its hard work on legislation to
ensure that the U.S. position in Basel negotiations reflects a consensus among our
regulators. This year, you have again introduced legislation to ensure such a consensus
and also that reports on key points are given to Congress before the Basel I rules are
finalized. As the process continues, however, you may wish to consider revising the
legislation to focus not only on international negotiations — now largely complete on
Basel II — but also on the scope of the U.S. risk-based capital regulations. As I shall
discuss in detail, these rules will drive decisions about which banks can offer what types
of mortgages, small business loans and other critical financial services at what price
where. Thus, despite the daunting technical nature of these rules, Congressional review
and, if necessary, direction is essential.

I should like now to proceed to discuss each of the points noted above in detail. I have
attached to this testimony a brief discussion of the general issues in Basel Il and its
timeline both around the world and in the United States.”

Moving From Basel I to Basel II: Leave No Bank Behind
Getting the risk-based capital rewrite right is essential for two reasons:

e For all its complexity, RBC has economic impact. The Office of the
Comptroller of the Currency (OCC) has already reached a preliminary
decision that the Basel Il rules will have major economic impact, and it is
right about this.

s If the rules are wrong and unintended competitive consequences ensue — small
banks are swallowed by big ones or specialized banks are gobbled by
diversified ones —a revision to the rules won’t put the banking system back
together. Once charters are gone or lines of business disappear, they cannot
be quickly brought back to life. Thus, Basel IT impact will be both very
significant and long-lasting, like it or not.

* Much of this discussion is based on a study of the competitive impact of the operational risk-based capital
rule prepared by Federal Financial Analytics on behalf of the Financial Guardian Group (copies of the
study are available on request).
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This go-slow recommendation is not, however, a no-go one. As indicated, Basel I is
broken and needs to be revised. For all the suggestions that RBC has no competitive
impact, Federal Reserve studies discussed in detail below at the start of the Basel rewrite
argued that in fact it had major “arbitrage” implications. Low-risk assets have gone into
the secondary market and high-risk ones have remained on bank balance sheets — the
reverse of the incentives one would think supervisors would like to encourage for safety
and soundness. Markets have also moved because regulatory capital treatment is easier
on assets held in the “banking book” than on those held in the “trading book™ - resulting
in a bank competitive advantage over investment banks in key business lines. Basel II
proposes to fix this, as well it should.

It is not necessary, though, to go immediately to the most technically advanced sections
of Basel II to achieve its benefits. Indeed, too quick a move to these too-complex
standards could have an array of unintended consequences — problems worsened by
current moves in the U.S. to find ways to keep total regulatory capital numbers the same
even as the RBC rewrite is implemented. The best way to end Basel I without the
competitive and market consequences likely if the U.S. continues on its current course is
to allow use here of the “standardized” Basel options — minus the operational risk-based
capital rules — for all banks and savings associations. Bigger ones with more advanced
systems can then elect the advanced internal ratings-based option over time, with
supervisors learning more about this option and addressing the still unsolved problem of
coordinating rules across national borders (the “home/host” problem) in an incremental
way that limits sudden, unexpected shocks.

Cost Concerns

A long-established way to evaluate any regulatory proposal is to do a cost/benefit
analysis. Let me start, therefore, with an evaluation of the costs of Basel II’s operational
risk-based capital (ORBC) charge and Basel II’s overall implementation costs. Many in
the industry hope that all of these costs will be offset by reductions in credit RBC for
low-risk institutions. However, as discussed below, this may not occur because the U.S.
plans to retain arbitrary leverage and other regulatory capital thresholds. Some have
suggested that all of these costs and the limits on RBC reductions mean that Basel II will
have no adverse competitive impact on small U.S. banks that stay under Base! L. If so,
one has to ask why everyone is bothering with Basel II —if it’s simply topped back up to
Basel I levels with these costs, why impose it at all? Regulators must in fact expect that
Basel II will still be meaningful, making these costs significant and the potential
competitive impact important.

Academics have concluded that, “the ORBC charge could cost U.S. banks $50 - 60
billion without any positive benefit and with many negative implications.”’ Financial

! Sizing Operational Risk and the Effect of Insurance: Implications for the Basel II Capital Accord, Andrew
Kuritzkes and Hal Scott, June 18, 2002. This determination assumes: Total Risk Weighted Assets (RWA)
for the U.S. banking system are approximately $5.9 trillion. The total regulatory capital requirement is



135

Guardian Group calculations confirm the very high cost of the ORBC charge. Assume
that, as expected, the top twenty-five U.S. banks will either be required to come under the
Basel II rules or will opt into them. These banks currently hold $517 billion in regulatory
capital.? The Basel Committee has estimated that a Pillar | ORBC charge could add
approximately 13% in regulatory capital.’ Based on this, the current ORBC proposal
would cost U.S. banks approximately $67 billion.

The high cost of the ORBC requirement comes atop the considerable one associated with
Basel IT implementation. One recent study estimates the total implementation cost for
Basel 11 will exceed $11 billion by the end of 2005.* For the credit risk portion alone, the
Financial Services Authority estimates that the UK banking industry will need to spend
several hundred million pounds on just information technology systems.’ Broken down
by individual institution, consulting firms Mercer, Oliver, Wyman and Accenture both
believe costs could run as high as $200 million per bank.® These costs will be
particularly significant for banks using the advanced models ~ the only ones, of course,
permitted in the United States.

These costs argue strongly that:

* There should not be a regulatory capital charge for operational risk. As
discussed in more detail below, operational risk is better offset with effective
risk management, and this high cost will divert urgently-needed resources
from this incomplete effort.

o The final Basel II framework should justify its high implementation costs by
permitting full recognition of risk in risk-based capital. Should this lead to
fears that capital at low-risk banks will drop too far too fast, then gradual
implementation — which will reduce the implementation cost — should ensue.

How Regulatory Capital Affects Competitiveness

As Basel IT has become more controversial, especially in the face of criticism at
Congressional hearings, some advocates of the revised RBC standards have started to
argue that regulatory capital matters little to the competitiveness of banks or the pricing
of the products they offer. These assertions are striking in light of all of the rhetoric from
bank regulators at the start of the Basel rewrite. Then, regulators argued that the old rules
needed to be reformed precisely because differences between regulatory and economic
capital {the amount of capital demanded by the market) were creating areas of “arbitrage”

fixed at 8% of RWA. The proposed 12% calibration would imply $56 billion of regulatory capital for
operational risk.

> Third quarter, 2004 data. See www.ffiec.gov.

3 Third Quantitative Impact Survey of the New Basel Accord, Bank for International Settlements, Basel
Committee, October 1, 2002,

* Impact of the New Basel Accord, Christoph Sidler and Gabriel David, EDS, January 2003.

* Banks face heavy IT bill over Basel II, Deborah Hargreaves, Financial Times, January 27, 2005,

¢ Basle Il Prompts Strategic Rethinks, Euromoney, Thomas Garside and Christian Pederson, December
2002; and Basel Il Requires a Billion Rand, Acumen, January, 2003,
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- that is, banks were changing business plans to take advantage of areas where RBC was
lower than economic capital requirements and exiting lines of business where RBC was
too high. As the Bank for International Settlements has found, “[The influence of
regulatory capital on competitiveness of banks] was in fact one of the key factors behind
the international efforts to harmonize capital standards in the 1980s.”” Ending capital
arbitrage was also key to the entire Basel II process, as the then-Chairman of the Basel
Committee, former New York Federal Reserve Bank President William McDonough
made clear when he said, “[T]he financial world has changed dramatically over the past
dozen years, to the point that the Accord’s efficacy has eroded considerably. Its broad
brush approach to differentiating credit risk encouraged banks to undertake regulatory
arbitrage transactions.”®

Regulatory arbitrage has been a significant factor in U.S. and global financial markets
since Basel I was finalized in 1988, making it clear that any differences between
regulatory and economic capital left after Basel II will similarly restructure the markets.
The Bank for International Settlements® and a Federal Reserve staffer'® found that there
were four main types of regulatory capital arbitrage after Basel I: “cherry picking,”
securitization with partial recourse, remote origination and the use of indirect credit
enhancements. They also noted the use of credit derivatives/synthetic securitizations and
short-term lending, a finding confirmed by others.

For example, a group of international regulators affiliated with the Basel Committee
confirmed the importance of regulatory capital in business decisions when it concluded
that, “The second motive for [credit risk transfer or CRT] activity is that regulatory
capital requirements on credit risk are often above the economic capital the market
requires to bear the risk. Banks cited reducing regulatory capital as a motive for their
participation in CRT markets...”"! Some have suggested that securitization resulting
from Basel I incentives will offset Basel II competitiveness problems resulting from the
mortgage requirement, but it is far more likely to be restructured to reflect changed RBC
incentives in a fashion that alters the current competitive landscape with adverse
implications for smaller banks.

As the BIS and Federal Reserve staff papers also noted, banks can reduce their regulatory
capital requirements merely by originating and holding credit risk positions on

their trading books, again an increasingly significant market phenomenon with sweeping
impact on the relative competitiveness of commercial versus investment banks. The
Basel Committee has recently proposed a rewrite of Basel II to correct this, showing that
competitiveness implications are a major component of RBC drafting.

? Bank Capital Regulation in Contemporary Banking Theory: A Review of the Literature, Jodo A C Santos,
Bank for International Settlements, Working Paper No 90, September 2000.

& Update on the Major Initiative to Revise the 1998 Capital Accord, William McDonough, Federal Reserve
Bank of New York, June 19, 2000.

® Capital Requirements and Bank Behavior: Impact of the Basle Accord, Bank for International
Settlements, Basel Committee, April 1999.

' Emerging Problems with the Basel Capital Accord: Regulatory Capital Arbitrage and Related Issues,
David Jones, Journal of Banking and Finance 24, 2000.

" Credit Risk Transfer, Bank for International Settlements, The Joint Forum, October 2004,
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Because regulatory capital drives profit expectations, it is also a key determinant of
which banks win or lose in those business lines. When banks hold more regulatory
capital, as will be the case for those remaining under Basel I in the U.S,, their ability to
compete against the banks receiving large credit risk regulatory capital reductions under
Basel 11 is seriously affected. Similarly, diversified banks — the biggest of the big ~ can
afford to engage in a line of business with unduly high RBC because this cost can be
cross-subsidized by drops in RBC in other business lines. A specialized bank, in
contrast, cannot offset the impact of inappropriately high RBC, making it difficult to
continue as a free-standing franchise. If taken over by a large diversified institution,
concentration and systemic risk increases. If taken over by a non-bank competitor,
systemic risk may increase because the assets are now held by a less thoroughly
supervised entity or organization.

Capital Could Compel Consolidation

Consistent with assertions that regulatory capital doesn’t determine product decisions ~
incorrect, as demonstrated above — some Basel IT advocates have also argued that the new
rules will have no impact on merger-and-acquisition (M&A) activity. This assertion is
also incorrect. And, it’s an even more risky one than arguments that regulatory capital
doesn’t affect line-of-business decisions. After a bank exits a line of business because of
RBC anomalies, it may be years before it re-enters the business, if it can do so at all.
However, once a bank franchise is gone, it’s gone for good. Thus, any errors in bank
RBC that result in consolidation mean that the banking system will stay as restructured,
even if major policy objectives are jeopardized by this consolidation.

Although Basel II’s impact may be speculative in the United States, it is already evident
in the European Union. There, the standardized options will be in place on the first of
January, 2007, and markets are already reacting. As one analyst has found:

“Basel II can be a strategic weapon: SCH's proposed
takeover of Abbey provides the first hint.... This means that
for a period of time, capital adequacy has the potential to be
a new battleground for competition far more than it has
been in the past — the weapon of choice is the efficiency of
capital... Basel II starts to look like a catalyst for increased
M&A activity.”!?

Consolidation in the U.S. banking system is hard to dispute when it is the result of natural
market forces like improved technology that creates economies of scale. However, it is
quite another thing when consolidation results from — or worse ~ is even driven by,
artificial regulatory action. In 2002, an analyst predicted that, “As a result of Basel
1I...consolidation in the banking industry will accelerate from the pace it has followed for

2 ).Series ®: Basel Il — New Capital Guidelines, UBS Investment Research, August 2004,
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the past 20 years. From 1980 to 2000, the top 10 firms doubled their market share from
20 percent to 40 percent. We believe that in the next five Xears, the top 10 firms will
again double their market share, this time to 80 percent.™

This consolidation creates potentially serious systemic risk, since the failure of one large
bank could suddenly throw financial markets into disarray and create a huge drain on the
federal deposit insurance system. A fundamental axiom of portfolio theory is that
diversification reduces risk, and it thus follows that the more banks there are in the
United States, the less potential systemic risk. To the degree that aspects of Basel II
promote consolidation, therefore, the RBC system will have the unintended consequence
of increasing risk — not reducing it as hoped.

Consolidation in the U.S. banking system could also have adverse implications for
industry customers. The U.S. has long had thousands of small banks and savings
associations, in sharp contrast to the European Union, Canada and Japan. These nations,
along with most others outside the United States, have banking systems dominated by as
few as five giant banks. As a result, these systems consistently lag the U.S. in
innovation, especially in developing products and services aimed at average consumers —
in particular, those previously underserved by traditional commercial banks. Local
economic needs are also far less well served in countries with a few nationwide banks
than in the United States, where small banks in rural areas are often the bulwark of
regional economic development. When banks consolidate and exit local markets,
unregulated entities — finance companies, for example — often enter with potentially
adverse consequences on the quality and cost of both credit and other bank products and
services.

Risk-Based Capital Should Reflect Real Risk

As noted, a major goal — indeed, perhaps the major goal — of Basel II is to align
regulatory and economic capital. Quantitative impact surveys ~ with all their
methodological questions — are showing that this will in fact occur. Banks with low-risk
books will get RBC well below the current 8% minimum, although some of the very low
numbers are likely to rise a bit as stress-testing is added to the equation. Banks with
high-risk books, in contrast, are seeing RBC hikes — sometimes significant ones.
However, because the overall risk profile of the industry now is low, the overall QIS
results show significant potential RBC reductions. This is as it should be in 2 meaningful
RBC framework worth all the implementation costs noted above.

This is not, though, as it wiil be in the United States. Here, we have two unigue
regulatory capital requirements: a “leverage” standard that mandates a 5% capital ratio
against all on-balance sheet assets regardless of risk and a 10% “prompt corrective
action” (PCA) RBC ratio that banks must hold to be deemed “well capitalized.” Thus, if
a low-risk bank — one that held nothing but U.S. Treasury obligations or gold, for
example — ran its Basel Il numbers and arrived at an RBC ratio of, say, 1%, it would still
have to hold the 5% and 10% ratios.

¥ Financial Services Sector Braces Jor Basel 11, CIO Magazine, Andy Efstathiou, July 2002
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This will clearly have adverse competitive impact. No other nation requires these ratios,
so their low-risk banks around the world will realize Basel II benefits. Importantly, these
unique U.S. ratios also do not promote the safety-and-soundness incentives argued by
their advocates. A high-risk bank would still be “well capitalized™ in the U.S. if it meets
these ratios regardless of whether it otherwise complied with the higher Basel II RBC
requirements. Banks that stayed under Basel I, of course, would not even be subject to
any higher RBC, permitting high-risk institutions to portray themselves as sound even
though risk-based capital in fact was far below economic allocations or market
expectations.

Some have argued that these leverage and prompt corrective action ratios, while
problematic, offset much of the competitiveness concerns for small banks noted above.
They suggest that big banks will have to hold lots more capital than Basel II would
require so that differences between big and small institutions will fade. However, big
banks long ago learned to balance RBC in diversified portfolios to make it possible both
to win competitive advantage where RBC is low and still comply with the leverage and
10% requirements. A big bank can, for example, add a layer of very high-risk assets —
toxic ones, some would say — to capture Basel Il advantages for the bulk of its assets.
This is far more difficult for small or specialized institutions and it isn’t good for any of
them.

A more compelling defense of the leverage and PCA requirements is the fear that Basel 11
relies on untested models based on capital estimates drawn during the best of times.
Under current law (12 U.S.C. 183 10(c)), the agencies must set leverage and PCA
thresholds, but the law gives them total flexibility to do so, except with regard to the
ratios that define “critically undercapitalized” banks. In conjunction with Basel I1, the
agencies should review current ratios and reset them to ensure that the leverage and PCA
requirements do not undermine the risk incentives intended under Basel Il or U.S. bank
global competitiveness against institutions not subject to comparable requirements.

Indeed, the leverage and PCA standards could also have adverse domestic impact. As
discussed in more detail regarding the operational risk-based capital requirement, large
U.S. banks expected to come under Basel I compete against non-banks in many lines of
business. Some have argued that adverse competitive impact will be offset by a new
RBC standard set by the Securities and Exchange Commission (SEC). However, the
SEC standards are wholly voluntary and, in any case, apply only to the biggest
investment banks that own large broker-dealers. Even then, though, the SEC standard
does not offset the adverse competitive impact of the banking agency leverage and PCA
requirements,

The 2004 SEC rule™ creates “supervised investment bank holding companies” and
“consolidated supervised entities.” Arguably, these firms are subject to Basel IL
However, there are major differences between the SEC’s rules and those contemplated by
the U.S. banking agencies. Importantly, there will be no leverage requirement, nor any

17 C.F.R. Parts 200 and 240.
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threshold determining who is “well capitalized” on the RBC front — firms under the SEC
regime need meet only the “adequate” capital thresholds applicable in the EU. They may
also use the less advanced Basel II options not allowed for big U.S. banks. These
differences ensure that the SEC approach will be less onerous for those large competitors
subject to it.

Operational Risk Should Come Out
Under Basel 11, operational risk (OR) is defined as:

“The risk of loss resulting from inadequate or failed
internal processes, people and systems, or from external
events. The definition includes legal risk, which is the risk
of loss resulting from failure to comply with laws as well as
prudent ethical standards and contractual obligations. It
also includes the exposure to litigation from all aspects of
an institution’s activities. The definition does not include
strategic or reputational risks.”"

This approach raises many questions — the first of which is how a regulatory capital
charge can be assigned to a type of risk for which even the definition is complex,
subjective, and controversial. Many in the industry believe that OR definitional and
measurement techniques are not yet developed enough to support a set capital charge.
For example, one industry expert recently noted, “It’s absolutely true that we are still in
the infancy of understanding everything about operational risk.”® Even the BIS’s own
Risk Management Group and Committee on the Global Financial System contends that
OR cannot be defined or accurately measured'’ and attempts to do so have already
distracted significant industry and supervisory resources from urgently needed
improvements. The Group of Ten concurs, noting, “[T]he term ‘operating risk’ is a
somewhat ambiguous concept that can have a number of definitions.... Operating risk is
the least understood and least researched contributor to financial institution risk.”'®
Finally, the ratings agency Standard & Poor’s also weighed in, noting that, “The lack of
consistent industry-wide operational loss data represents a large obstacle to the
development of a statistical methodology that could carry the analysis beyond the
qualitative and enable regulators to measure and compare OR across banks.”"’

" Supervisory Guidance on Operational Risk Advanced Measurement Approaches for Regulatory Capital,
Office of the Comptroller of the Currency, Board of Governors of the Federal Reserve System, Federal
Deposit Insurance Corporation, and Office of Thrift Supervision, July 2, 2003.

¥ For Basel Opt-Ins, It's Time to Gather Data, Damien Paletta, American Banker, January 21, 2005,
ﬂ}uoting Charles Taylor, director of operational risk at the Risk Management Association.

Credit Risk Transfer, Committee on the Global Financial System, Bank for International Settlements,
January 2003 and Sound Practices for Management and Supervision of Operational Risk, Basel Committee
on Bank Supervision, Risk Management Group, February 2003,

" Report on Consolidation in the Financial Sector, Group of Ten, J anuary 2001.
® Basel If: No Turning Back for the Banking Industry, Standard & Poor’s, Commentary and News, August
26, 2003.
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Regardless of the criticism, the Basel Committee has gone forward and finalized its OR
proposal. The Committee offers three different approaches. The “basic indicator” and
“standardized” approaches assign a simple charge for OR based on the gross income of
the institution. These approaches will not be allowed in the U.S. due to warranted
concerns over their validity. Instead, U.S. regulators will apply only the advanced
measurement approach (AMA), which will require banks to develop highly-complex and
rigorously-tested internal models to calculate the capital charge. Although significantly
more sophisticated than the other two approaches, this one also has its problems,
including its limited recognition of risk mitigation (e.g. contingency planning and
insurance) and the reliability of its complex internal models.

It is very difficult, if not impossible, to quantify the risks posed by events such as rogue
traders, terrorist attacks and natural disasters. How does one quantify the risk posed by a
9/11-type attack or a tsunami? As a result, many in the industry, as well as those in the
supervisory community have questioned the Accord’s quantitative approach to OR.
Specifically, the following concerns have been raised by the regional Federal Reserve
Banks:

e The Federal Reserve Bank of St. Louis has noted that, “Operational risk is
even more difficult to estimate [than other risks] because historical losses are
not well-documented.”?

¢ The Federal Reserve Bank of Chicago filed a comment with the Basel
Committee on a previous draft of the framework which makes clear the
numerous problerms with the proposed version of ORBC. It states,
“Definitions of operational risk categories continue to evolve, and while some
banks and organizations have begun collecting data, this process has not been
systematized.”!

* The Federal Reserve Bank of Richmond also filed a comment noting that OR
can be, “{A] difficult risk to quantify and can be very subjective.”??

e The Federal Reserve Bank of San Francisco has argued, “[A] key component
of risk management is measuring the size and scope of the firm’s risk
exposures. As yet, however, there is no clearly established, single way to
measure operational risk on a firm-wide basis.”*

* Basel I Will Trickle Down to Co ity Bankers, Cc s, William R. Emmons, Vaye Lskavyan,
Timothy J. Yeager, The Regional Economist, April, 2005

*! Federal Reserve Bank of Chicago Response to BIS Capital Proposal, Federal Reserve Bank of Chicago,
May, 2001.

2 The New Basel Accord Second Consultative Paper, January 2001, Federal Reserve Bank of Richmond,
May 30, 2001.

3 FRBSF Economic Letter, Federal Reserve Bank of San Francisco, January 25, 2002.
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e The Foreign Exchange Committee, which is sponsored by the Federal Reserve
Bank of New York, concludes that “[Ulnlike credit and market risk,
operational risk is very difficult to quantify.””*

These Federal Reserve Bank conclusions have been buttressed by academic research. A
Cambridge University study determined that, “No data now exists for evaluation of
operational risk events similar to Barings, Daiwa or LTCM. The possibility of effectively
pooling such data across institutions seems unrealistic for many years to come and is
statistically invalid without further research.”® Furthermore, U.S. scholars have stated,
“Private insurance and process regulation would be more effective than capital
requirements for regulating operational risk.”?

In fact, the industry has historically managed operational risk through future margin
income (FMI), pricing and reserves, as well as through insurance. In the case of legal
risk, which is discussed further below, U.S. banks are required to establish significant
reserves to offset potential penalties. Similarly, natural disasters or manmade ones, to the
extent foreseeable, are offset with insurance — a proven form of risk mitigation
demonstrated in the Basel Committee’s Risk Management Group’s operational risk loss
data collection exercise.”’ While insurance is partially recognized as a potential mitigant
by Basel, pricing, reserves and FMI - which cover the overwhelming majority of
operational losses — are not. Thus, the Accord fails to recognize that operational risk is
already well handled through various techniques and without threat to solvency.

The Basel Committee and the U.S. regulators have acknowledged the point noted above
for credit risk. Like operational risk, expected losses related to loans or investments are
first addressed through reserves and, then, earnings. Credit RBC is also offset by credit
risk mitigation, including guarantees. The final Basel Il rules and the pending U.S.
proposal will only require that credit risk capital be held for unexpected losses, allowing
insurance, reserves, FMI and pricing to account for expected ones. This creates a serious
inconsistency within the Basel rules — credit risk-based capital covers only unexpected
loss, but the proposal mandates ORBC for both expected and unexpected losses despite
the fact that expected losses are handled in the same fashion in both of these risk areas.
A senior Fed official recently admitted that few of the banks participating in the U.S.
regulators’ “loss data collection exercise”” (a necessary premise for the ORBC rule)
have the information Basel I will require.”® The American Banker has also noted that
operational risk management lags far behind the Basel 1 requirements, with only about
half of surveyed banks even having a defined OR management function, let alone all the

» Management of Operational Risk in Foreign Exchange, The Foreign Exchange Committee, March 2003.
¥ Operational Risk Capital Allocation and Integration of Risks, The Judge Institute of Management,
Cambridge University, Elena Medova, 2001,

% The Regulation of Operational Risk in Investment Management Companies, Charles W. Calomiris and
Richard J. Herring, Investment Company Institute — Perspective, September 2002.

! The 2002 Loss Data Collection Exercise for Operational Risk: Summary of Data Collected, Bank for
International Settlements, Basel Commiittee, March 2003.

% 2004 Operational Risk Loss Data Callection Exercise, Federal Financial Institutions Examination
Council, October 2004.

? For Basel Opt-Ins, It's Time to Gather Data, Damien Paletta, American Banker, January 21, 2003,
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data required to comply with the rule.’® Regulators have defended the rule in spite of this
gap on the grounds that Basel II is a strong incentive to improve OR management, but
only 7% of banks in the survey cited the coming capital rule as a reason they are
beginning to improve operational risk management. Instead, they cited other regulatory
pressures and market demand.

Because Basel 11 includes legal risk in its definition of OR, U.S. institutions will be
particularly hard hit. Banks operating in the United States generally face a far broader
range of regulation outside the banking area than their foreign competitors. This includes
laws regarding tort liability, discrimination, suitability and others that have no EU or
Japanese equivalent. Since the U.S. legal system poses the highest litigation risk of any
G-10 country, U.S. banks will likely be required to set aside far more capital for OR than
their foreign competitors. They will be forced to do this despite the fact that U.S.
securities laws already require holding reserves for material legal risks and there is no
evidence that these have ever adversely affected the safety and soundness of any U.S.
bank. As Credit Suisse notes, “Firms with significant activities in the United States could
be put at a competitive disadvantage due to the increased litigation risk resulting from the
U.S. judicial system.”!

International competitiveness issues are not the only concerns raised by the ORBC
requirement. Although Basel II outside the U.S. covers all major financial institutions,
within the U.S. it can only be applied to insured depositories and certain of their holding
companies. Thus, bank/non-bank competitiveness is an additional and very significant
problem — or, perhaps, an opportunity if viewed from the non-bank perspective.

Non-banks are major competitors in key business lines covered by ORBC. For example:

37 of the top 50 asset managers, 74%, are non-banks;

5 of the top 10 wealth managers, 50%, are non-banks;

4 of the top 9 transfer agents, 44%, are non-banks

7 of the top 10 defined contribution plan service providers, 70%, are non-
banks; and

* 9 ofthe top 10 401(k) plan administrators, 90%, are — yet again — non-banks.

How to Handle Operational Risk

As noted, the proposed RBC charge for operational risk is problematic from a
methodological and competitiveness perspective, as well as raising the serious risk of
becoming a perverse incentive to effective OR management. OR management is in fact
critical to safe and sound banking — and it has become even more so in these post-9/11
days when threats to critical financial infrastructure have come from frightening new
sources.

* A Diverse Industry Struggles with Op Risk, Rob Garver, American Banker, May 3, 2005.
*! Basel II Implications for Banks and Banking Markets, Credit Suisse Economic & Policy Consulting, July
29, 2003.
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The first and most important way to ensure effective OR management is a sound set of
supervisory standards (“Pillar 2” in the Basel framework). These can and should include
an economic capital allocation for those forms of operational risk for which such a charge
is meaningful, and disclosures can provide useful information to investors on this
allocation and on overall OR management (adding “Pillar 3” market discipline to the
mix).

Advocates of the current Basel rules have argued that the AMA is, in effect, a “Pillar
1.8.” However, the fact that the AMA excludes most risk mitigation and is based on
untested, debatable data belies the certainty that must underlie a regulatory capital charge.
The more flexible framework finally included in the Basel rules also poses serious
problems given the U.S. system of tough enforcement for institutions that do not pass
muster as “well capitalized.” Importantly, no such standard applies elsewhere, with
supervisors providing considerable latitude in the way RBC is measured and in what
happens when totals fall below required amounts. Supervisors should get considerably
more experience with ORBC and ensure that international standards are comparable
before U.S. banks are subject to a charge that — even while still at variance with economic
capital — can carry a serious wallop.

14
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Basel Basics

The Basel Accord is an international agreement governing the capital adequacy of banks
operating globally. The Switzerland-based Bank for International Settlements (BIS) first
established these international capital standards, generally referred to as “Basel L,” in
1988. Due to certain inadequacies in the first Accord, namely that it did not accurately
reflect the diverse risks taken by banks, the BIS’s Basel Committee in 1998 decided to
undertake a comprehensive rewrite. The new Basel Capital Accord, “Basel II,” uses a
new three-Pillar architecture to achieve this goal. It includes:

o Pillar 1: minimum regulatory capital requirements;

o Pillar 2: enhanced supervisory review of an institution's capital adequacy and
internal assessment process; and

e Pillar 3: market discipline through public disclosure of various financial and risk
indicators.

Last summer, the Basel Committee released the final version of this new framework, now
the blueprint for implementation in individual countries.”> The framework significantly
revises the capital requirements for various risks, potentially increasing or decreasing
them significantly for individual institutions. The Basel Committee, however, has
calibrated the overall Basel II framework in hopes of keeping the current 8% risk-based
capital (RBC) ratio in place for the banking industry as a whole. A series of quantitative
impact surveys (QIS) have occurred to test if the RBC rules will in fact keep this 8%
number intact for the industry as a whole, with wide variability expected for individual
institutions. The results of the fourth QIS caused the banking agencies to delay U.S.
implementation plans. A fifth QIS, to be undertaken by international banks, is expected
early next year.

For the first time, the Basel RBC standards will apply not only to banks, but also to bank
parent companies. In addition, the new rules will, for the first time, impose regulatory
capital charges for operational risk (Basel I only covers credit and market risk).
Interestingly, Basel II continues to count interest-rate risk under Pillar 2 rather than
impose a capital charge, even though it is far easier to measure than operational risk. As
shown in the U.S. S&L disaster as well as in the isolated failure of a number of banks,
interest-rate risk — in sharp contrast to operational risk — is a proven cause of major
banking crises.

Under Basel 11, institutions are allowed three approaches to assessing credit risk and three
for assessing operational risk. However, the Accord is only a framework, and national
supervisors may diverge from it, in some cases significantly. For example, the U.S.
regulators (the Federal Reserve Board, the Office of the Comptroller of the Currency, the
Office of Thrift Supervision, and the Federal Deposit Insurance Corporation) are only
allowing institutions to use the most advanced approaches to operational and credit risk.

32 International Convergence of Capital Measurement and Capital Standards: a Revised Framework, Bank
for International Settlements, Basel Committee, June 26, 2004.
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The Basel Committee intends its new framework to be implemented at year-end
2006.* However, the more complex advanced approaches will be delayed for an
additional year. U.S. regulators initially pushed for the delay to ensure that the final
U.S. rules can reflect any changes warranted by their studies of the Accord’s impact.
Banks using the advanced options will need to run them parallel with Basel I for one
year and then apply floors on the amounts of capital that must be held. These floors
are expressed as a percentage of the capital that would be required under Basel 1.
The following chart details how this will work:

From From From From
year-end year-end year-end year-end
2005 2006 2007 2008
Less Parallel 95% floor 90% floor 80% floor
Advanced Calculation on capital
Approaches reductions
Advanced Parallel Parallel 90% floor 80% floor
approaches calculation calculation
for credit or impact
and/or studies
operational
risk

U.S. regulators are moving on a different timetable than other countries, Already moving
more slowly than other regulators, the U.S. agencies had planned to release a Basel II
proposed rule in June along with the planned Basel I rewrite (possibly issued as an
advance notice of proposed rulemaking). However, on April 29, 2005, the agencies
announced that this schedule has had to be revised. The U.S. QIS4 found wide variations
in regulatory capital, leading agencies to question whether their information on the rules
is correct and/or if the rules will permit too much of an RBC reduction.

The agencies now plan to have Basel rules in place by January 1, 2007, which is
consistent with the Basel schedule for the advanced options, but they also note that this
could well change if ongoing studies and negotiations lead to a significant delay in the
Basel II proposed rule.

* The EU is pushing their start dates back one day to January 1, 2007 and January 1, 2008 rather than
December 31, 2006 and December 31, 2007 to avoid extra costs for banks whose financial years end on
December 31.
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1. Introduction

Good morning, Chairman Bachus, Chairwoman Pryce, Ranking Members
Sanders and Maloney and members of the Subcommittees. Thank you for holding
this important hearing on Basel II and for your continued interest in this issue.

1 particularly want to thank you, Chairman Bachus. for your legislative
efforts to establish a mechanism for developing uniform U.S. positions on issues
before the international Basel Committee on Banking Supervision (BCBS). In
addition, Mr. Chairman, thank you for including in your bill. H.R. 1226, the
United States Financial Policy Committee For Fair Capital Standards Act, a
provision supporting Office of Thrift Supervision (OTS) representation on the
BCBS. While OTS is an active participant both domestically and internationally
(including on numerous international subcommittees) in the Basel Il process, we
remain the only U.S. banking agency without formal representation on the BCBS.
This anomaly is more glaring given that OTS is currently the only U.S. regulator
to have been accorded “equivalency™ status by the European Commission under
the European Union’s financial conglomerates directive.

1 appreciate the opportunity to testify today about the application of the
Basel I capital framework in the United States (or. more formally, the
International Convergence of Capital Measurement and Capital Standards: a
Revised Framework). It was two years ago that OTS was last here to talk about
Basel II. Although we are more than two years from its projected implementation,
now is a good time to provide an update on the approach to capital contemplated
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by Basel II and the status of regulatory convergence, as well as the issues that U.S.
financial institutions are expected to face under the Basel 11 framework.

II.  Overview and Background of the Basel Process

A. Basell

Before discussing where we are today, it is instructive to review the Basel |
Accord to provide a background for understanding Basel 11.

Basel I, agreed to and issues by the BCBS in 1988, was a set of capital
principles designed to strengthen capital levels at large internationally active
banks, and foster international consistency and coordination.! Basel I addressed
only the largest, internationally active banks in G-10 countries and encouraged
countries outside the G-10 to adopt the principles for their banks that were
operating internationally. The themes of Basel I, however, were intended to apply
to all banking organizations of any size and activity.

While OTS did not participate in developing Basel I, we applied it to the
institutions we regulate, as did the other three federal banking agencies (FBAs)—
the Office of the Compitroller of the Currency (OCC), the Board of Governors of
the Federal Reserve System (FRB), and the Federal Deposit Insurance Corporation
(FDIC). Throughout the implementation of Basel I, the four FBAs developed risk-
based capital standards consistent with the underlying principles, but with
modifications intended to enhance risk sensitivity and conform to the unique needs
of the U.S. banking system.

When Basel I was issued, the BCBS recognized that it was only a start, and
that more refinement would take place over time. As financial instruments,
systems and products became more complex, the BCBS began designing a new
regulatory capital framework. This framework, Basel Il, incorporates advances in
risk measurement and management practices, and attempts to assess capital
charges more precisely in relation to risk. The international agreement
(framework or mid-year text) articulating these Basel II principles was issued in
June 2004.

1 The BCBS identified two fundamental objectives at the heart of its work on regulatory convergence
under Basel 1. As the BCBS stated, first, “the new framework should serve to strengthen the soundness and
stability of the international banking system; and [second,] the framework should be fair and have a high
degree of consistency in its application to banks in different countries with a view to diminishing an
existing source of competitive inequality among international banks.”
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B. Baselll

OTS supports the concepts, principles, and stated goals of Basel 11, and we
are committed to implementing a prudent and sensible framework for its
implementation in the United States. Although the BCBS developed a far more
detailed and risk-sensitive capital adequacy framework in Basel II than in the
original Basel I principles-based accord, it did not stray from the original Basel 1
objectives. In fact, the BCBS expanded upon these objectives as a guide to its
efforts in producing the current proposal. In particular, the BCBS observed that
Basel 1I should:

¢ Continue to promote safety and soundness and at least maintain the
current overall level of capital in the system;

« Continue to enhance competitive equality;
¢ Establish a more comprehensive approach to address risk;

e Contain approaches to capital adequacy that are appropriately sensitive
to risk; and

* Focus on internationally active banks, although its underlying principles
should be suitable for application to all banking organizations.

These goals continue to guide the Basel II process both domestically and
internationally.

There are many reasons our U.S. banking system should move forward to a
more logical, risk-based framework for evaluating capital adequacy in those
institutions that would be bound by Basel 11, as well as those that choose to opt
into it. At the same time, it is important to identify ways to improve Basel 1 for
the thousands of institutions that will not be required to adopt and will not choose
to adopt Basel II. We believe that these objectives are not mutually exclusive. but
rather mutually dependent in order to prevent potential competitive inequities
between Basel II adopters and non-adopters.

As you are aware, the international effort on Base! Il has been extensive.
The June 2004 mid-year text provides for a comprehensive framework for the
convergence of national rule-making efforts and approval processes to continue in
participating countries, and for banking organizations to complete their
preparations for Basel I implementation.

Basel Il encompasses three Pillars—minimum regulatory capital
requirements (Pillar 1), supervisory review (Pillar 2), and market discipline (Pillar
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3). Under Pillar 1’s proposed new minimum regulatory capital requirements,
institutions must calculate capital requirements for exposure to both credit and
operational risk. This is a fundamental change from Basel I, which effectively
aggregated all types of risk into a simple “four-bucket” ap?roach that applied a
one-size-fits-all “risk-weighting” to assets in each bucket.

The Basel II international framework evaluates various risk types
separately, and each risk type may be measured by different methods. In many
other countries, credit risk will be measured by either a standardized approach or
one of two internal ratings-based approaches under the framework. The two
ratings-based approaches, which involve the development of individualized
models at each institution, are the Advanced Internal Ratings-Based (AIRB)
approach and the “Foundation” approach. Similarly, the centerpiece of the
operational risk component also permits use of an internal model, the Advanced
Measurement Approach (AMA). There are also other simpler approaches to
measuring operational risk under the international framework.

Early in the domestic Basel II process on Pillar 1, decisions were made to
adopt in the United States only the AIRB approach for credit risk and the AMA
approach for measuring operational risk. Proposals to date have required
institutions with more than $250 billion in assets or $10 billion in foreign
exposures to adopt these advanced Basel II approaches. Other financial qualifying
institutions may elect to adopt the framework at their discretion.

Basel II’s supervisory review under Pillar 2 is designed as a way for
banking supervisors to attain better overall risk management and internal controis
at the institutions we regulate. This includes supervisory review of an institution’s
own assessment of its capital adequacy positions relative to overall risk, rather
than solely of the minimum capital requirements under Pillar 1. Risks not
explicitly accounted for under Pillar 1, such as interest rate risk, credit risk
concentration, and strategic risks, are dealt with under Pillar 2.

Pillar 3, Basel 1I’s market discipline component, imposes public disclosure
requirements on institutions. These are intended to allow market participants to
better assess key information about an institution’s risk profile and level of capital.
The public disclosure requirements are aimed at creating transparency regarding
risks undertaken by financial institutions, thus, creating a robust market-based
discipline.

2 Under Basel 1, assets are accorded a zero. 20 percent, 50 percent, or 100 percent risk-weighting
depending on their relative risk within predetermined asset categories.
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There have also been a series of structured and coordinated information
gathering exercises conducted internationally—Quantitative Impact Studies (QIS).
These data collections, including QIS 1, 2, 2.5 and 3, have all been conducted in a
collaborative framework with results shared by the individual BCBS participants.
For example, in 2001, the BCBS conducted two data collection exercises, QIS 2
and QIS 2.5, to gather information to assess whether the BCBS had met its
articulated Basel II goals. These studies gathered data from a wide range of banks
in the G-10 and beyond to examine the differing risk profiles of banks and the
extent to which credit risk mitigation is utilized. Similarly, in October 2002, the
BCBS launched another comprehensive field test, QIS 3, that focused on the
impact of the Basel II proposals on banks’ minimum capital requirements.

One of the subjects of today’s hearing, QIS 4, was not a collaborative
international effort, but largely a U.S. exercise (with limited international
participation) to estimate the proper calibration of Basel Il minimum capital
requirements for U.S.-based Basel II implementers. QIS 4 involved field tests
based on the revised framework set forth in the 2004 mid-year text. In addition, it
involved the first attempt by the FBAs to collect data based on the most
comprehensive guidance and instructions for the implementation of Basel I1 in the
United States available to date.

As recently reported, the QIS 4 survey showed a wide variation in required
capital. Chief among these was a significant capital reduction from the application
of Basel II to mortgage lenders, accompanied by significantly increased minimum
capital requirements for institutions concentrating in lending activities having
significantly higher inherent credit risks. While the wide range of divergence was
not expected, the fact that mortgage lending is generally a safer proposition than
higher credit risk lending activities should not be surprising—particularly since
QIS 4 was an exercise in measuring credit risk.

By their very nature, conservatively managed mortgage lenders typically
have substantially lower credit risk exposure than lenders concentrating in other
retail lending activities. A major risk for mortgage lenders, interest rate risk, is
also greatly reduced by the presence of sound and prudent interest rate risk
management practices, including access to the secondary mortgage market.
Finally, the underlying collateral of the real property on which they lend secures
mortgage lenders. A reduction in the capital requirement for only the credit risk of
mortgages was not, therefore, a total surprise.
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C. Basel Il in the United States
1. Interagency Efforts So Far

The four FBAs have been working with the banking and thrift industry to
implement Basel II based on a relatively aggressive timeframe. While some may
suggest that we have been at this for a long time, the reality of the Basel II process
is that there has been substantial time dedicated by the FBAs to Basel II policy
development, but comparatively much less time spent, so far, on Basel 11
implementation issues.

Under the currently proposed timeframes, a non-binding “parallel run” of
the Basel II framework is projected to begin in 2007, with full implementation
targeted for 2008. During the parallel run phase, institutions seeking to implement
the Basel Il framework would also be required to continue to comply with the
existing Basel I requirements.

In an effort to meet the proposed timeframes, the FBAs have cooperated on
several joint interagency efforts. These include various issuances to implement
the Basel IT framework domestically, including guidance to assist financial
institutions in developing systems and processes to perform the numerous. highly
complex calculations required under the Basel II framework.

In August 2003, the FBAs published a notice and request for comment on
several pieces of supervisory guidance addressing corporate lending activities—
“Draft Supervisory Guidance on Internal Ratings-Based Systems for Corporate
Credit” and “Supervisory Guidance on Operational Risk Advanced Measurements
Approaches for Regulatory Capital.” Accompanying these was an Advanced
Notice of Proposed Rulemaking (ANPR) proposing the adoption of the AIRB
approach for measuring credit risk and the AMA approach for measuring
operational risk (see above discussion under “Basel 1I”). Significantly, the ANPR
did not include provisions for adopting the standardized or foundation approaches
outlined in the Basel II framework.

In October 2004, the FBAs published for notice and comment supervisory
guidance on retail lending programs—*Internal Ratings Based Systems for Retail
Credit.” Standards set forth in this and the previously issued guidance are being
updated and expanded to address issues raised in industry and public comments.

On January 27, 2005, the FBAs issued an interagency statement addressing
U.S. implementation of the Basel 11 framework and the qualification process for
the AIRB approaches to credit risk and operational risk. Pursuant to that
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guidance, U.S. institutions planning to adopt the Basel 11 framework are
encouraged to prepare implementation plans, including a self-assessment and
identification of areas that require additional work.

Most recently, in April 2005, an international proposal was issued covering
certain trading-related exposures and double default effects. Comments on the
proposal are due the end of May. Pending the outcome of comments received on
the proposal, the FBAs anticipate incorporating the internationally agreed upon
principles into the proposed domestic regulations.

2. Interagency Efforts Going Forward
a. The NPR

The FBAs are currently working on a Notice of Proposed Rulemaking
(NPR) as a precursor to issuance of a rule implementing the Basel II framework in
the United States. While the domestic timeline anticipated publication of a NPR
sometime in mid-2005, this is being reassessed pending a thorough analysis of the
QIS 4 data. At present, the FBAs are still working toward issuance of a final rule
in mid-2006, which is a critical timing issue for U.S. financial institutions to have
sufficient lead-time to prepare for the parallel run that is scheduled to begin in
2007. This, of course, is contingent on satisfactory resolution of the QIS 4 issues.

It is also important to note that OTS and OCC are subject to Executive
Order 12866, which requires executive agencies to determinate whether a
proposed rule is a “significant regulatory action.” OTS has determined that the
NPR will by a significant regulatory action based on the potential effects of the
rule. Thus, OTS is required to prepare a regulatory impact analysis of the NPR,
including an analysis of the need for regulatory action, the costs and benefits of
the NPR and alternative approaches, and the impact on competition among
financial services providers. Pursuant to the Executive Order, the NPR and
accompanying regulatory impact analysis will be submitted to the Office of
Management and Budget for review prior to publication of the NPR.

b. Anticipated Supervisory Guidance

In conjunction with issuance of an NPR. the FBAs also plan to issue
proposed guidance consolidating the previously issued guidance on retail,
corporate and operational risk. The consolidated guidance is expected to include
issues not previously addressed, including securitization, credit risk mitigation,
equity exposures and various wholesale transactions, such as repurchase
agreements. Industry reaction and comment on the consolidated supervisory
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guidance will be critical since it will be the first iteration of U.S. regulatory policy
on some subjects. In addition, it will be the first opportunity for the industry to
judge the adequacy of the guidance based on the standards enumerated in the
NPR. The FBAs plan to make additional adjustments to the guidance after
receiving industry comments and to ensure consistency with the final rule.

¢. Basel I Rewrite

In recognition of the enhancement of risk measurement tools since the
enactment of Basel I, OTS has been a strong advocate of revising and modernizing
the existing Basel I domestic capital standards. Our view is that the revision of
Basel | should encompass meaningful reforms, but avoid imposing costly
analytical processes on smaller banks and thrifts. For example, modifying the
existing rule with more accurate risk-weights allocated to a wider range of asset
buckets would substantially improve the current Basel | framework. Applying
commonly used risk criteria for identifying different levels of risk would further
enhance the existing framework. This would provide for a more granular, risk-
sensitive system of determining appropriate levels of capital. We strongly support
amending the existing domestic Basel I regulations simultaneously, or in close
proximity to, rulemaking efforts implementing Basel Il. It may also be
worthwhile to explore amending Basel I sooner, particularly if Basel Il timeframes
are pushed back.

d. The QIS 4 Survey

In the midst of ongoing development of U.S. implementation of the AIRB
approach for Basel I1, the FBAs met in the spring of 2004 to design the basic data
forms, as well as instructions and questionnaires, for QIS 4. As a participant in
this process, OTS focused particularly on the impact on mortgage lending, the
predominant activity of the thrift industry.’ and on gathering data on home equity
lines of credit, a significant growth area for banks and thrifts.' It appears from the
preliminary data that our interest in adding a separate section for home equity lines
of credit to the survey was warranted.

On June 26, 2004, the FBAs issued a press statement outlining the
objectives and timing of QIS 4 and inviting institutions interested in participating

* Significantly, mortgages and mortgage-backed securities currently constitute over 34 percent of assets of
the entire banking industry.

“ Home equity lending for the banking and thrift industry currently stands at roughly $491 billion,
exceeding the industry’s on-balance-sheet credit card assets by more than 22 percent.
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in the survey to express that interest to their supervisor. The initial response to
this solicitation included a broad range of institutions, from small regional banks
that wanted to learn more about Basel 11, to the largest and most sophisticated
internationally active banks expected to implement Basel I1.

On October 29, 2004, the FBAs released the QIS 4 instructions,
questionnaire, and a preliminary workbook with numerous tabs for data on each of
the primary asset categories covered under Basel II. As the questionnaire noted,
the agencies recognized that the data and systems relevant to AIRB would still be
in development at many institutions, and understood that institutions, whatever
their preparation, would be assembling estimates on a best efforts basis.

Twenty-seven institutions provided survey responses. One institution
supplied only its operational risk capital requirement, and thus is not included in
the summary data. The FBAs had subsequent conversations with the participants,
primarily to address internal inconsistencies in the data. Many respondents
resubmitted their data, making some minor and often major changes, a process that
continues.

IIl. Issues Raised by QIS 4

As previously highlighted, based on a preliminary analysis of the QIS 4
data, there appears to be substantial variation in the respondents’ Basel II capital
results. The results of the QIS 4 exercise suggest that Basel 11 is very much a
work in progress in the United States, both for the FBAs and the institutions that
will implement it. It is entirely appropriate at this juncture to ask whether we may
be moving too quickly and, if so, to reassess and determine how to adjust the
timelines we have been operating under to implement Basel I1.

Taking into account the substantial cautions about interpreting the QIS 4
survey results, the aggregate data show a significant decrease in the amount of
capital required for credit risks associated with all but one category of wholesale
and retail lending, including large capital reductions for mortgage and home equity
lending.” This is an especially important result because of commercial banks’
concentration in mortgage-related assets.®

* Based on the preliminary results of QIS 4, required minimum capital for wholesale credit categories
dropped an average of 23.7 percent, including a more than 41 percent reduction for income producing real
estate. Similarly, required minimum capital for retail credit categories declined an average 26.9 percent,
with a 75 percent reduction for home equity lending, but with a 60 percent increase in required minimum
capital for credit card lending activities. See attached survey results.

¢ Since 1995, commercial banks have increased their holdings of residential-related mortgages 174 percent
in real dollars, from $991 billion to §2.72 trillion. As a percentage of assets, commercial bank holdings of
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It is important to note that mortgage lending typically includes a significant
degree of interest rate risk. This is a critical element in evaluating appropriate
capital levels even under Basel II; however, interest rate risk was not addressed in
the QIS 4 survey. The survey only addresses the credit risk component of the
mortgage capital requirement. For prime mortgages, credit risk is generally fairly
fow. Thus, the declines in capital for mortgages measured by QIS 4 most likely
result from the low credit risk of various individual mortgage portfolio lenders that
participated in the survey. We cannot confirm this, however, absent further
analysis.

In recognition of the substantial interest rate risk associated with many
forms of mortgage lending, OTS has developed a rigorous interest rate risk model.
The model requires an institution to hold sufficient capital-—depending on the
degree of its exposure to potential interest rate shifis—to offset interest rate risk
exposure.” It is our experience, working with our interest rate risk model for more
than a decade, that savings associations have modified interest rate risk-taking
behavior based on information and tools provided by the model. How interest rate
risk is ultimately treated under Basel Il is an important issue for OTS and the thrift
industry, as well as banks that focus on mortgage lending activities.

Another noteworthy result from QIS 4 is the sizable reduction in required
capital for home equity lines of credit. Since the end of 2000, home equity lines of
credit on institution balance sheets have grown by an extraordinary 325 percent. to
$491 billion. This is due, in large part. to the low interest rate environment that
we have experienced recently for mortgages and mortgage-related products. The
aggregate survey results may well reflect just the most recent experience. and not
the full economic cycle risk parameters required under Basel I1.

In fact, we are very concerned that the imbedded potential risks of home
equity lending exceed what the results from the last few years have shown. Asa

residential-related assets have increased 40 percent, from 23 .0 percent of assets in 1995 t0 32.3 percent of
assets today. By contrast, thrifts have increased their holdings of residential-related mortgages in real
dollars by 62 percent, but as a percentage of assets thrift holdings are actually 4 percent lower than in 1995,
from 75.6 percent of assets in 1995 down 1o 72.5 percent of assets today.

7 OTS’s interest rate risk model assesses the portfolio interest rate risk exposure at a given institution and
provides a report to the institution and to OTS examiners. Where there is too much interest rate sensitivity
in the portfolio relative to the market value of portfolio equity, an OTS examiner will work with the
institution to develop strategies to mitigate the risk. These include better matching of the effective
durations of assets and liabilities, interest rate hedging strategies, reducing portfolio leverage, or a
combination of these. To date, the OTS modet has been reasonably effective in controlling interest rate risk
at the institutions we regulate.



158

11

result, we are currently working with the other FBAs on additional interagency
supervisory guidance on home equity lending.

The QIS 4 survey has also demonstrated that the banking industry is in
various stages of preparedness in implementing an AIRB approach to capital.
This is to be expected, particularly since the FBAs are also in the process of
developing and articulating guidance on what the AIRB approach means to
institutions from a regulatory perspective as well as how institutions should
proceed to implement it. The difficulty of this process is that it is very much
interdependent and, ultimately, requires data to validate the underlying
assumptions as well as to make the necessary adjustments to implement a
workable model. That is, institutions’ ability to validate their risk management
processes and the FBAs’ ability to supervise them depends greatly on developing
rich and robust data.

Given what we have learned so far from the QIS 4 exercise, prudential
supervision suggests that a longer implementation period is needed to gain the
necessary data and confidence we require before implementing such a major
change in our capital framework. It is also important that we continue to move
forward to attempt to remain abreast of our international supervisory counterparts.
This is a difficult challenge, but OTS remains committed to working with the other
FBAs on the Basel Il process with a goal of timely implementation of a sound
capital framework—for the Basel Il implementers as well as the vast majority of
institutions that will continue to operate under Basel 1, albeit with substantial
improvements from the Basel I rewrite process. We urge institutions to continue
to develop their internal risk systems and data gathering efforts, and ask the
patience and support of Congress and the industry to assist us in this difficult, but
worthwhile, challenge.

IV. Public Policy Concerns with Basel II
A. Timing

Although refining our risk measurement and management systems by
implementing a more risk sensitive capital framework is an important objective,
we must do so mindful of a broader public policy context. Longstanding capital
adequacy standards combined with a well-established and highly respected
supervisory structure that includes regular on-site examinations have delivered a
banking system that is healthy and robust. While OTS supports the Basel II effort,
we do so with an equally important objective of doing no harm to our existing
banking system.
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Improved risk monitoring technologies available to institutions have
propelled advancements in capital requirements and dramatically improved capital
allocation efficiencies. Moving to a more advanced and risk sensitive capital
framework is necessary in order to take full advantage of advanced risk
measurement techniques. It is important to approach this exercise cautiously and
systematically in order to provide for sufficient time to study and debate the best
course of action in the United States for implementing the complexities of the
advanced models-based capital system of Basel II.

The movement to Basel II currently contemplated for our largest and most
sophisticated institutions is a dramatic paradigm shift from the current principles-
based Basel I risk buckets. Ideally, this should be an evolutionary process that
provides ample time for policy development, real-world testing, and the gradual
migration of institutions to the new system based on their demonstrated readiness.
Developing a capital system that encourages better risk measurement and
management practices is, of course, the required first step in this process, but the
lure of “big thinking” should not overwhelm practical considerations of “how will
this really work.” Most importantly, institutions should not be permitted to adopt
any new capital framework absent clear evidence that they are ready to do so.

While we would like to have had the benefit of experience afforded by
other interim approaches to improved capital risk measurement and management,
those options may no longer be available if we are to remain in sync with
international Basel I implementation. Significant uncertainty is inherent in the
most advanced approaches of Basel II, as well as with the uneven state of
readiness at our largest banking organizations—and the regulatory and supervisory
framework we have developed for them.

At this time, all agree that there is much to be done before the advanced
approaches of Basel Il can be adopted in the United States. The FBAs must
minimize significant unintended consequences and—with the stakes so high—it is
far better to get it right than to get it done in some arbitrarily set timeframe. We
believe that, as a matter of good public policy, the Basel I timeframes should be
viewed as guidelines, not hard targets. It is our intent to pursue Basel 11
implementation in the United States with this notion firmly guiding our future
actions.

B. Competitive Considerations
The goal of more risk-sensitive capital requirements is as important for

small community banks as it is for large, internationally active institutions.
Achieving greater risk sensitivity for one part of the banking system and not the
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whole will invariably create competitive distortions. While the ideal of global
regulatory convergence of capital standards is extremely important, we must not
ignore its effects and potential impact on U.S.-based institutions that are not
operating internationally.

At issue is whether we maintain comparable (although not necessarily
identical) capital standards for all banking institutions with respect to lending
activities that have the same risk characteristics. Although our largest institutions
should receive capital treatment commensurate with their ability to reduce risk via
diversification and technology, community banking organizations should not be
competitively disadvantaged by being left behind, mired in the relatively risk-
insensitive Basel I system. Competitiveness issues raised by Basel Il necessitate
an across-the-board examination of capital standards for all our banks and thrifts.
This provides an opportunity to re-examine the appropriateness of the Basel I risk-
based capital system for our community institutions, and to take the necessary
steps to reduce potential competitive inequities.

OTS is pleased that an initiative we have advocated for years, the so-called
Basel 1A rewrite, has ripened into a commitment by all the FBAs to propose
modifications to Basel I for U.S. banking organizations that do not adopt Basel 11.
The goal of this initiative is to achieve greater risk-sensitivity without undue
complexity. We believe this can be accomplished by increasing the available asset
“risk-buckets,” and by applying commonly understood criteria for assessing the
relative risk of various loan types. In hindsight, perhaps it would have been
productive to pursue this strategy for all U.S. institutions some time ago.
Modifying Basel I in this manner may have provided a useful interim step along
the road to Basel 11, and relieved some of the current time pressure on
implementing the models-based approaches of Basel 11.

C. Interest Rate Risk

As previously described, Basel 1T includes minimum regulatory capital
requirements under Pillar 1 that require institutions to calculate capital
requirements for exposure to credit and operational risk. Pillar 1 does not,
however, include specific capital requirements for interest rate risk. The
framework addresses interest rate risk as part of market risk in Pillar 2. OTS
believes that this significant risk, especially important in mortgage products,
should be addressed by the FBAs consistently. If the FBAs adopt final regulations
maintaining this Pillar 2 construct for interest rate risk, it will be important to
study this issue carefully and prepare comprehensive interagency guidance on how
we expect this risk to be measured and managed.
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D. Leverage Requiremehts, Prompt Corrective Action, and other
Safeguards

Any discussion of Basel II is incomplete without a discussion of the
interrelationship between leverage and risk-based requirements. Unfortunately,
the issue has spawned a substantial amount of dialogue about whether there should
be a leverage requirement. No one seriously disputes this notion.

While the increased risk sensitivity offered by Basel 11 is intended to align
risk-based capital requirements more closely with a banking organization’s own
internal capital allocation, the principal objective of a leverage requirement is
different. Fundamentally a backstop to protect the federal deposit insurance funds,
the leverage requirement places a constraint on the maximum degree to which a
banking organization can leverage its equity capital base.

In the late 1980°s, Prompt Corrective Action (PCA) was instituted in
response to the need for more aggressive and timely supervisory intervention in
the face of stressed and declining capital levels. Currently, the FBAs define a
“well-capitalized” institution as having Tier 1 (i.e., core) capital of 5 percent,
“adequately capitalized” is set at 4 percent, “under-capitalized” at less than 4
percent, “significantly under-capitalized™ at less than 3 percent, and “critically
under capitalized” at less than 2 percent.

Bearing in mind that these are institution-wide levels (as opposed to the
asset segment measurements of risk as prescribed by Basel II), the potential
conflict with Basel 11 is readily apparent. If one believes that Basel 11 will achieve
greater risk sensitivity, then an institution with a concentration of low risk assets
will be constrained by the leverage ratio, and its capital will not be risk sensitive.
Conversely, leverage may impose no restraint on a relatively high risk institution.
but that institution would be constrained, presumably, by an effective risk-
sensitive standard.

The current one-size-fits-all approach to a leverage ratio runs at cross-
purposes with Basel I1. Leverage treats all assets on the balance sheet identically.
It provides too little incentive to manage risk for both very low and very high
credit risk institutions. In a more complex financial world than was envisioned in
the 1980°s, today’s expanding universe of off-balance-sheet activity goes
untouched by existing leverage requirements. Thus, a regulatory capital system
with a risk-insensitive leverage ratio that becomes the principal binding capital
constraint on financial institutions, rather than a backstop measure, would be
significantly flawed. Furthermore, such a system may perversely motivate low
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credit risk lenders to pursue riskier lending—one of the unintended consequences
mentioned earlier.

OTS remains committed to defining an appropriate leverage ratio for all
types of lenders. It is important for the FBAs to retain the broad authority granted
through PCA to move swiftly and effectively when banking organizations
approach distressed capital levels. We take issue, however, with those who argue
that this leverage ratio is inviolate for healthy and robust institutions, with superior
risk measurement and management.

As a regulator, it is easy to ask for more capital through a simple construct.
It is harder to harmonize leverage, PCA and risk-based concepts in an increasingly
complex system, maintaining the vitality of the safety and soundness goals of
both, without unduly burdening healthy banks and thrifts. Ideally, the
requirements should work in unison. As we progress in improving our risk-based
capital system, for all our banking organizations, it is incumbent upon us to pay
close attention to its ongoing relationship with our leverage requirements.

No capital approach is, by itself, an adequate answer to ensuring safety and
soundness. Similarly, layering in a variety of permanent counter measures, such
as arbitrary floors and multipliers, into the Basel I capital requirements to offset
capital reductions in low credit risk portfolios, undermines the overarching goal of
creating a more risk-sensitive framework. It is important to get each facet of our
capital regime right, and that may take more time and more commitment to those
purposes.

V.  Issues for Further Consideration

Numerous issues raised by QIS 4 require us to take sufficient time to
complete a thorough analysis of its results. The potential impact of Basel II on our
banking system requires us to move forward at a measured pace and not sacrifice
accuracy for speed.

Among the issues for consideration are whether Basel II should be
modified to allow for other available options, including the creation of transitional
steps before proceeding to full Basel II implementation. This includes preserving
flexibility to change existing timeframes to allow for supervisory qualification and
validation, and to permit institutions more time to operate under parallel standards
as well as to implement Basel II at their own pace.

Completing the Basel I rewrite should also proceed in a timely manner,
even if it outpaces work on Basel II; although we believe that, for competitive
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reasons, the Basel I rewrite should not fall behind the pace of the Basel I process.
Like the Basel II process, the Basel I rewrite should proceed at a pace that ensures
success in designing a sound capital system that can be sustained and improved
upon as necessary in the future.

Another important, if not critical, consideration is addressing the leverage
requirement and the Basel II floors as a complete, seamless and integrated
framework in the United States. In this regard, we may also want to consider
addressing interest rate risk in Pillar 1, rather than retaining it in Pillar 2.

The course of our deliberations on all these issues should continue to be
guided by the important goals of Basel 11, including updating and modernizing
U.S. capital standards in support of global convergence and to encourage better
risk management, improved safety and soundness, and greater efficiency and
competitiveness.

V1. Conclusion

OTS supports the goals and objectives of Basel Il and we are committed to
implementing a more risk-sensitive capital framework for all our regulated
institutions. While it is important that the United States continue to move forward
on Basel II, we should proceed in a cautious, well-studied and deliberative
manner. We should also be prepared to take any steps necessary to accomplish the
goals of Basel I, even if that means delaying implementation of the new
framework.

It is critical that all interested parties, including the industry, Congress and
the regulators, continue an active, open and thorough dialogue regarding the issues
and timing of Basel II. We will continue to work together with Congress, the
other FBAs, and with our BCBS colleagues in the international community to
ensure that we get Basel 11 right, as opposed to just “on time.”

Thank you. Chairman Bachus and Chairwoman Pryce for holding this
important hearing, and for the continued interest and hard work of the Members on
these important issues. We will be happy to provide any additional information
that you may require regarding the ongoing Basel Il and Basel I rewrite processes.
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Attachment 1

Preliminary Change in Effective Minimum Capital Requirements of
Participating Institutions:
Basel I to Basel II

Percent Change in
Effective MRC*
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*This is the change in the amount of Tier ! capital and Tier 2 elements other than reserves needed to
meet the minimum capital requirement.

Note:

This is preliminary data as of May 5, 2005 for the twenty-six participating QIS-4 institutions;
caution should be used in drawing any inferences from the aggregate data at this stage. The U.S.
banking agencies plan additional work to determine whether these results reflect differences in risk.
reveal limitations of QIS4, identify variations in the stages of bank implementation efforts
(particularly related to data availability), and/or suggest the need for adjustments to the Base! I
Framework.
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Attachment 2

Preliminary Change in Minimum Capital Requirements of
Participating Institutions:

Basel I to Basel 11
% Change | Median % | Share of | Share of
Portfolio in Portfolio| Changein { Basell Basel I
MRC Port. MRC MRC MRC
Wholesale Credit (25%) (24%) 44.3% 38.8%
Corporate, Bank, Sovereign (22%) (30%) 33.9% 30.7%
Small Business (26%) (27%) 4.6% 4.0%
High Volatility CRE (33%) (23%) 1.8% 1.4%
Incoming Producing RE {41%) (52%) 4.0% 2.7%
Retail Credit (26%) (50%) 30.5% 26.3%
Home Equity (HELOC) (74%) (79%) 6.1% 1.8%
Residential Mortgage {62%) (73%) 11.1% 4.9%
Credit Card (QRE) 66% 63% 6.1% 11.7%
Other Consumer (7%) (35%) 6.0% 6.5%
Retail Business Exposures {6%) (29%) 1.2% 1.3%
Equity 11% (9%) 1.3% 1.6%
Other assets (12%) (3%) 10.1% 10.4%
Securitization (20%) (40%) 7.9% 7.7%
Operational Risk 0.6% 9.0%
Trading Book 0% 0% 5.2% 6.0%
Portfolio Total (14%) (24%) 100.0% 100.0%
Change in Effective MRC* {(17%) (26%)

*This is the change in the amount of Tier 1 capital and Tier 2 elements other than reserves needed to
meet the minimum capital requirement.

Note:

This is preliminary data as of May 5, 2005 for the twenty-six participating QIS-4 institutions;
caution should be used in drawing any inferences from the aggregate data at this stage. The U.S.
banking agencies plan additional work to determine whether these results reflect differences in risk,
reveal limitations of QIS4, identify variations in the stages of bank implementation efforts
(particularly related to data availability), and/or suggest the need for adjustments to the Basel I1

Framework.
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Chairmen Bachus and Pryce, Ranking Members Sanders and Maloney, and members of the
Subcommittees, my name is Bill Small. T am Chairman. President and Chief Executive Officer
of First Defiance Financial Corp., a $1.3 billion public savings and loan holding company located
in Defiance, Ohio, and Chairman and Chief Executive Officer of its bank subsidiary, First
Federal Bank of the Midwest, a federal savings bank. First Federal Bank is a community
financial institution serving Northwest, Ohio, where it currently operates 25 full-service banking
offices. The primary business lines of the bank are consumer loans and banking services, with a
focus on single-family residential mortgage loans, and commercial lending services primarily to
small businesses. Although we serve primarily a rural area in Northwest Ohio, we do compete
head to head through our market area against many large national banks including Bank One,
Key Bank, Wells Fargo, and National City. as well as super regionals such as Fifth Third Bank.

Iam testifying today on behalf of America's Community Bankers, where I serve as a member of
the Board of Directors and on several committees. I have also served on the Federal Reserve
Board’s Thrift Institution Advisory Council (TIAC) for the three years ending in 2004, and in
2004 was the president of TIAC. Thank you for this opportunity to testify on Basel I and its
impact in the United States. An announcement by the bank regulators about the most recent
quantitative impact study for Basel II shows the importance of this hearing and Congressional
oversight over this process.

The regulators intend to implement Basel 11 in a manner that will for the first time create a
bifurcated regulatory capital framework in the United States. As currently contemplated, only
about 10 banks in the United States would be required to comply with Basel II. An additional 10
to 15 believe that they have the resources to voluntarily comply. All other banks and savings
associations will remain subject to Basel 1.

ACB has expressed concern for several years about the impact that Base] Il will have on
community banks from a competitive perspective, as well as what effect the Accord will have on
consolidation and merger activity in the financial services sector. We also are concerned about
the complexity of the proposal and the impact it could have on the safety and soundness of the
U.S. banking system. We believe that the development and implementation of the Basel 11
Accord is one of the most important regulatory initiatives for community banks today. Thisis
why it Is extremely important that the bank regulatory agencies work cooperatively together in
analyzing and addressing the myriad of issues that must be addressed before Basel II is
implemented in the United States.

We appreciate the monitoring and oversight role that Congress intends to fulfill, as contemplated
in legislation recently proposed by Chairman Bachus and Ranking Member Maloney. There is
an appropriate role for Congress to play here in light of the tremendous importance of capital
requirements to the safety and soundness and economic health of the banking indusiry.

Basel I Accord

Let me turn to a discussion of the Basel I Accord and ACB’s concerns and position. ACB does
not oppose implementation of Basel Il. As we testified before the Subcommittee on Financial
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Institutions and Consumer Credit almost a year ago, we support the efforts of U.S. and global
bank supervisors to more closely link minimum capital requirements with an institution’s risk
profile. This approach could increase the safety and soundness of the banking industry and allow
institutions to deploy capital more efficiently.

We do have significant concerns about the complexity of the proposal and the ability of financial
institutions to understand and implement, and supervisors to adequately administer and enforce,
the proposed new capital requirements. Although the current version of Basel Il is less detailed
than previous versions, it remains extremely complex. Because adequate capital is so important
to the global financial community, the inability to properly implement, supervise and enforce
capital requirements can lead to significant safety and soundness issues.

Therefore, we believe that prior to adoption, legislators, regulators and the industry need to
evaluate the complexity of the proposal and the ability to monitor compliance. More
examination needs to be made into the real-world consequences of adopting an extremely
complicated capital regime, including the resources needed for implementation, the problems
inherent in on-going maintenance, the likelihood of effective regulation and market oversight,
and the competitive pressures that could encourage banks to game the system.

We understand that the U.S. regulators currently propose to leave a leverage requirement in
place. We believe that a regulatory capital floor should remain in place to mitigate the
imprecision inherent in internal ratings-based systems. However, the precise level of the
leverage requirement should be open for discussion. Institutions that comply with Basel II, and
possibly institutions that comply with a more risk-sensitive Basel I, may not achieve the full
benefits of more risk-sensitive capital requirements because they may push up against the
leverage ratio requirement. In order to avoid this result, absent changes in the ratio, these
institutions may make balance sheet adjustments based solely on capital requirements rather than
on the best interests of the business. Also, we are concerned that these institutions might look to
move assets off the balance sheet as a way to avoid capital requirements. These would not be
good outcomes. Therefore, it may be necessary to revise the level of the leverage ratio or the
manner in which it is calculated.

Competitive Concerns

In the years since the adoption of the Basel 1 Accord, the ability of all financial institutions to
measure risk more accurately has improved exponentially. That ability to measure credit, interest
rate, operations, market and other risks is the basis for the changes that will be part of the revised
capital requirements. Unfortunately, the complexity and cost of development, implementation
and supervision of the models needed to measure and evaluate the risks likely will preclude all
but a small number of banks in the United States from taking advantage of the proposed, more
risk sensitive capital regime.

Capital requirements should treat similar risks comparably from institution to institution to avoid
creating competitive inequities. The banking regulators report that the most recent quantitative
impact study that they conducted about Basel II's impact in the United States showed evidence of
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material reductions in the aggregate minimum required capital for participants in the study and
significant dispersion of results across institutions and portfolio types. The results show that
capital requirements for mortgage loans could drop by more than 70% for some organizations.
There are steep drops for home equity loans and other consumer lending products as well. These
results have forced the banking agencies to do additional analysis of the study and delay
publishing a notice of proposed rulemaking to implement Basel 11.

The U.S. study confirmed the results of prior global impact studies performed by the Basel
Committee on Banking Supervision that showed the new accord resulting in significant capital
savings for some of the largest banks and savings associations in the United States and other
countries. The study showed that institutions that can use an internal ratings-based approach to
determine capital and that have primarily a retail portfolio may see their minimum capital
requirements reduced significantly. These same large banks compete head-to-head with
community banks in the retail area. Retail lending, particularly residential mortgage lending, is
the fundamental business of community banks.

The Federal Reserve Board has released the results of separate studies on the competitive impact
of Basel Il on small and medium-size business loans and mortgage loans. It also studied the
impact Basel II could have on consolidation of the industry. While the studies are well
intentioned, we do not necessarily agree with their conclusions. Any studies of this type are
often conducted with a lack of perfect data and the need to employ assumptions that may or may
not be correct. The fact is that no one can really know what the competitive impact of a
bifurcated system will be at this point in time.

While nobody can say with certainty at this time what the impact will be, one can assume that it
will open the door to competitive inequities. Under a bifurcated system, two different banks, a
larger Basel II bank and a small Basel I community bank, could review the same mortgage loan
application that presents the same level of credit risk. However, the larger bank would have to
hold significantly less capital than the small bank if it makes that loan, even though the loan
would be no more or less risky than if the community bank made the loan. Because we believe
that capital requirements play a part in the pricing of loan products, that community bank may
not be able to offer that borrower the same competitive interest rate that can be offered by the
larger institution. This cannot be the right result or the desired result. Capital requirements
should be a function of risk taken and if two banks have very similar loans, they should have a
very similar required capital charge. Although some community banks may choose to have
capital levels higher than required by regulation, that is a choice that might be made for various
legitimate reasons, and is not a justification for leaving in place higher capital requirements for
the same types of lending.

We are concerned that unless Basel | is revised, smaller institutions under a bifurcated capital
regime will become takeover targets for institutions that can deploy capital more efficiently under
Basel I1. For instance, if I could acquire another bank’s assets at a fraction of the required capital
ratio imposed on that bank, I would surely do so. The required capital at the acquired bank now
would be excess capital under a Basel Il structure. The bifurcated capital structure would drive
acquisitions that otherwise would have no economic purpose. Another important factor for
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publicly held community banks is the need for them to leverage their capital to maintain a
sufficiently high return on assets for their shareholders in order for them to remain independent.
And, the smaller banks that survive as stand-alone entities will find it more costly to compete for
quality assets and may be forced to operate with higher risk assets in order to provide competitive
pricing.

Community banks must retain the option to leverage their capital, regardless of the complexity of
the calculations, to improve their ability to manage risk. They must be given the choice to opt in
to Basel 11 or comply with a revised, more risk-sensitive Basel I to compete against the
international banking giants. ACB is pleased that the bank regulators appear to agree and have
committed to revising Basel I to be effective along the same timeframe as implementation of
Basel 11.

Changes To Basel 1

In recent public forums and in written Basel I implementation plans, the bank regulators have
committed to reviewing Basel I and issuing an Advanced Notice of Proposed Rulemaking
addressing possible changes to the framework sometime this summer. For the reasons stated in
this testimony, ACB strongly believes that Basel 1 must be revised to have more risk sensitive
options at the same time as Basel Il moves forward. This is essential if the United States is to
maintain similar capital requirements for similar risks and not disadvantage the thousands of
community banks not eligible to participate in the new capital plan.

ACB believes that any financial institution that has the resources should be able to voluntarily
comply with Basel I if its management and the Board believe it is in the institution’s best
interests. There should not be any constraints on which institutions have the choice to opt in.
However, for those institutions without the significant resources needed to meet the very
stringent qualification requirements, an opportunity to have more risk-sensitive capital
requirements should be available.

ACB has advocated in its letters to the banking regulators and in previous testimony before the
Subcommittee on Financial Institutions and Consumer Credit that the current capital regime
which is based on Basel 1 should be amended to take advantage of the ability of institutions and
supervisors to measure risk more accurately. The purpose of these changes would be to alleviate
some of the disadvantages for community banks that ACB and others believe will develop with
the implementation of Basel II for the largest banks.

The current system requires banks to carry far more capital than they need, because it fails to
consider such factors as the loan-to-value ratio of retained mortgage portfolios, collateralization
of commercial loans, and banks’ significant nonfinancial assets. These are examples of elements
of risk measurement that will be available to the banks that comply with Basel II, while the vast
majority of US banks will have to comply with the current crude risk measurement, unless Basel
I'is amended. Currently, a mortgage loan with a 20 percent loan-to-value ratio is risk weighted
the same as a mortgage loan with a 90 percent loan-to-value ratio. It is clear that the risk is not
the same. A revised Basel 1 could include more baskets and a breakdown of particular assets into
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multiple baskets to take into consideration collateral values, loan-to-value ratios, and credit
scores. Credit mitigation measures, such as mortgage insurance and guarantees, could be
incorporated into the framework and other revisions could be made to further refine current
capital requirements. Such an approach would be relatively simple for banks to implement and
for regulators to supervise.

Another alternative would be for the bank regulators to adopt a simplified risk-modeling
approach that is consistent with the less complex operations of most community banks. The
modeling approach would establish capital levels that more clearly reflect each institution’s
actual risk levels without adding the significant costs of implementation required of the more
sophisticated approaches in Basel Il. A simplified modeling approach could be developed by the
regulators for use by the industry, much like the Office of Thrift Supervision has developed
interest rate risk models that are now used by savings associations. It also is likely that third
party products and services would become available to assist institutions in adopting a simplified
internal ratings system.

The bank regulators have listened to our comments and suggestions and have agreed to take a
new look at Basel 1 with the goal of making capital requirements more reflective of each bank’s
actual risk levels. It is important that the agencies work cooperatively in this effort to revise
Basel I and that input be solicited from all affected parties We would encourage the agencies to
form an advisory group of bankers to participate in the process and hold public roundtables on
these very important issues. ACB will be actively engaged in this process and is willing to
assist the regulators in any way we can to develop a reasonable approach.

Proposed Legislation

While we expect the regulators to work cooperatively in revising Basel I and implementing Basel
IL, we support the legislation sponsored by Chairman Bachus and Ranking Member Maloney.
The legislation, among other things, would provide a potential role for the Treasury Secretary
and require a unified U.S. position on Basel 1. We believe that a role for the Secretary of the
Treasury in these matters may be appropriate at this stage of the process. The significant revision
of capital requirements for the first time since 1988 will have a major impact on all U.S. banking
organizations. It is essential that it be done correctly, with the views of all interested parties
being heard and considered. The revision of capital requirements would affect a large part of the
U.S. economy and must be done with the safety and soundness of the banking industry, and the
well being of the economy in general, always in mind. The T reasury Secretary, tasked with the
responsibility of overseeing the U.S. financial markets and the economy generally, could play an
important role in this process.

We also support the oversight role of Congress contemplated by the legislation. It is important
that Congress is kept apprised of developments in this area and that the agencies report on the
impact that changes to the capital requirements would have on the banking industry. We would
caution, however, that this oversight role be exercised in a flexible manner so that the banking
agencies can continue to negotiate efficiently with their global partners.
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We also support the proposal to give the Director of the Office of Thrift Supervision equal
representation with the other three U.S. bank regulators in Basel. We believe it is essential for
the OTS to have a formal role at Basel because of its status as the primary federal regulator for
approximately 1000 banking institutions and over $1 trillion in assets, and regulator of holding
companies with foreign operations and/or parent companies. Giving the OTS a voice in the
Basel implementation process also will help assure that international bank supervision policies
do not inadvertently harm residential lending in the United States.

Finally, we strongly agree with the provisions in the legislation that require the banking agencies
to analyze several listed factors, including the cost and complexity of Basel Il and the
competitive impact of its implementation in the United States. We believe that these factors
should be analyzed by the agencies and reported to Congress for careful consideration before
Basel I1 is implemented in the United States.

Conclusion

In conclusion, ACB does not oppose the implementation of Basel II in the United States but we
believe that more examination is needed into the ability to implement the proposal adequately
and the competitive impact of a bifurcated capital system. Revisions to Basel I must be made to
recognize the lower level of risk of retail loan products (particularly mortgage loans), more
accurately reflect the true risks in community bank portfolios, and lessen the unintended
competitive impact of Basel Il. While we expect the banking agencies to work cooperatively
together in determining how Basel II should be implemented in the United States and suggesting
appropriate changes to Basel 1, we do not oppose the Treasury Secretary playing a role in this
process and believe that Congress should oversee and monitor these activities.

We thank Chairmen Bachus and Pryce and the rest of the Subcommittee members in giving us
this opportunity to present our views. As I mentioned at the outset, there is no more important
issue to community banks than the development and implementation of Basel 11, as well as long
overdue changes in Basel | requirements.
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Introduction

Chairwoman Pryce, Chairman Bachus, Congresswoman Maloney, Congressman Sanders, and
members of the Subcommittees, thank you for inviting the Office of the Comptroller of the
Currency (OCC) to participate in this hearing on the U.S. implementation of the “International
Convergence of Capital Measurement and Capital Standards: A Revised Framework,” generally
known as the Basel II Framework, and on proposed legislation H.R. 1226, entitled “United States
Financial Policy Committee for Fair Capital Standards Act.” T welcome the opportunity to

participate in these important discussions.

My written statement covers five principal areas. First, I will provide a brief review of events
and actions that have occurred to date, in order to provide perspective and context to my
diséussien of where we currently stand. Second, I will explain the current status of the U.S.
Basel Il implementation process, with particular emphasis on the preliminary analyses of
quantitative information that we obtained from a number of large U.S. institutions in the past few
months. Third, I will describe the next steps in the implementation efforts of the U.S. agencies,
focusing on efforts to better understand the likely effects of the Basel II Framework as we
develop domestic regulatory proposals. Fourth, I will review the current status of Basel
proposals and industry preparations for the advanced measurement approaches for operational
risk. Finally, I will offer comments on H.R. 1226 and its proposed new structure and process for
interagency deliberations and international negotiations within the Basel Committee on Banking

Supervision.

At the outset, I want to highlight three commitments that are central to our on-going analysis and
implementation of the Basel IT Framework: first, an open rule making process in which
comments are invited and considered, good suggestions are heeded, and legitimate concerns are
addressed; second, a reliable quantitative analysis prior to adoption of a rule, through which we
can assess the likely impact of Basel II on the minimum regulatory capital requirements of our
banks; and third, a prudent implementation in which we make well reasoned and well understood

changes to bank capital requirements and incorporate in those changes appropriate conservatism.
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Background

In June 2003, principals of the U.S. banking agencies testified before the Subcommittee on
Financial Institutions and Consumer Credit on the work of the Basel Committee on Banking
Supervision (Basel Committee) to revise the 1988 Capital Accord — work that was ultimately to
become the Basel Il Framework. The 1988 Accord, referred to as Basel 1, established the
framework for the risk-based capital adequacy standards applicable to internationally active
commercial banks in all of the G-10 countries, and most other banking authorities around the
world have adopted it. U.S. banking and thrift agencies have applied the 1988 framework to all
U.S. insured depository institutions. By the late 1990s, however, it became evident that there
were weaknesses in the Basel I framework. In particular, the relatively simple framework was
becoming less appropriate for the increased scope and complexity of the banking activities of our
Iargcst banking institutions. In response, the Basel Committee commenced an effort to revise
Basel I and move towards a more risk sensitive capital regime. As we said in the June 2003
hearing, the OCC firmly supports the objectives of the Basel Committee and believes that the
Basel I Framework constitutes a sound conceptual basis for the development of a new
regulatory capital regime. As we also noted in that hearing, however, we must better understand

the practical effects of the implementation of such a new regime before we move forward.

In the nearly two years since that hearing, much has transpired in the Basel Committee, among
the U.S. agencies, and within the U.S. banking industry. Let me briefly recap some of the

critical activities during this period.

In July 2003, the U.S. agencies published an advance notice of proposed rulemaking (ANPR),
based largely on the Basel Committee’s third consultative paper (CP-3). The ANPR provided a
description of proposed revisions to current capital regulations, while seeking comment on
outstanding or contentious issues associated with the proposal. The ANPR also requested
information on the cost of implementing the proposal, and sought comment on the competitive
implications in both domestic and international markets for banks of all sizes, in part to help us
assess and comply with certain procedural requirements of Executive Order 12866 (discussed

below). In conjunction with the ANPR, the banking agencies also issued for comment draft
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supervisory guidance articulating general supervisory expectations for banks seeking to
implement Basel II-compliant methodologies for the Advanced Measurement Approach (AMA)
to operational risk and Advanced Internal Ratings-Based Approach (AIRB) for corporate credits.

On June 26, 2004, the Basel Committee published the Basel I Framework, which incorporated
significant changes from its earlier proposals, many of which were identified through comments
on CP-3, the ANPR, and analyses of a quantitative impact study conducted by the Basel
Committee known as QIS-3. Through the publication of the Framework, the members of the
Basel Committee sought to secure some measure of international convergence on the risk-based
rules applicable to internationally active banks. To facilitate harmonization in national
implementation efforts, the Basel Committee also established common timelines for the adoption
of the Basel II Framework. As it relates to the AIRB and AMA elements, the Basel 1
Framework would be available for implementation on January 1, 2008, with a trial “parallel run”

period commencing on January 1, 2007.

It is important to recognize that even when adopted by the Basel Committee, the Basel I
Framework will not apply to U.S. institutions unless and until the U.S. banking agencies take
aétion, especially including the adoption of regulations, to implement it. Accordingly, on the
same day as the publication of the Basel II Framework, the U.S. banking agencies published a
Joint Release describing U.S. efforts to implement the Basel II Framework. Reflecting principles
described in and comments received on the ANPR, the June 26, 2004 Joint Release described the
agencies’ plans to incorporate the AIRB and AMA into regulations and supervisory guidance for
U.S. institutions. These plans were designed to ensure that U.S. implementation efforté are
consistent with the Framework; reflect the unique statutory, regulatory and supervisory processes
in the United States; and appropriately seek and consider comments on individual aspects of the

plan from all interested parties.

Among the critical features in the U.S. implementation plan described in the June 26, 2004 Joint
Release was an assessment of the implications of the Framework on U.S. regulatory capital
requirements through a domestic quantitative impact study (QIS-4) and the solicitation of public

comments on necessary revisions to existing capital adequacy regulations through a notice of
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proposed rulemaking (NPR). The Joint Release established a mid-year 2005 target date for the
publication of the NPR, with full implementation of Basel II-based rules expected to begin in

January 2008, consistent with the timeline in the Basel I Framework.

In another Joint Release published January 27, 2005, the agencies explained their current
thinking on optional steps U.S. institutions could begin to take immediately if they wished to
prepare for adoption of Basel II-based rules at the earliest possible implementation date. This

Joint Release reaffirmed the mid-year 2005 plan for publication of the NPR.

As noted above, the Basel Commiittee established a common implementation date for the
adoption of the Basel II Framework. While necessary to facilitate harmonization among national
supervisors, the establishment of a definitive implementation date prior to the development of
proposed implementing regulations put significant and unique pressures on the U.S. rulemaking
process and on U.S. institutions seeking to adopt the Basel Il Framework. To meet AIRB and
AMA requirements, those institutions will need to develop and employ extensive data systems,
management structures, and control devices. Obviously, without the ability to reference fully
articulated implementing regulations and standards, it is difficult for institutions to undertake this
work. The January 27, 2005 Joint Release discussed how best to address this problem, especially
for those banks wishing to begin preparations now in order to adopt Basel -based rules at the
earliest possible implementation date. However, the need for supervisors and institutions to take
tangible steps before the issuance of final rules and guidance will continue to present challenges

to the Basel IT implementation process.

While the vast majority of the substantive requirements relating to the Basel IT Framework were
set forth in June 2004, the Basel Committee is still considering additional substantive additions
to Basel I. On April 11, 2005, the Basel Committee published for comment a proposal to
modify certain aspects of the Basel Il Framework. These modifications relate to the treatment of
counterparty credit risk for over-the-counter derivatives and certain short-term financing
transactions; the treatment of "double-default” effects for hedged transactions; short-term
maturity adjustments under internal ratings-based approaches; the valuation, risk management

and capital treatment for less liquid instruments held in the trading book; and the design of a
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specific capital treatment for unsettled and failed transactions. The Basel Committee and the
International Organization of Securities Commissions (I0SCO) jointly developed this proposal,
which deals in part with issues especially critical to IOSCO’s endorsement of Basel I1 for

securities firms.

The Basel Committee is also considering whether adjustments or clarifications are necessary to
the provisions currently in the Basel Il Framework regarding how institutions are to take
economic downturn conditions into account in developing estimates of loss severities, referred to
as loss given default (LGD). Basel II requires banks to consider the extent to which loss
severities are likely to exceed long-run average rates during periods when credit default rates are
substantially higher than average. When significant cyclical variability in loss severities exists,
banks are required to incorporate that variability into their LGD estimates, resulting in so-called
“ecbnomic downturn™ or “stress” LGDs. However, there are currently no established industry
standards or common practices relating to how to estimate downturn LGDs, and variances in

practice will lead to corresponding differences in capital requirements.

Competitive Effect Concerns

As acritical feature of the Basel II negotiation and implementation process, the OCC and the
other agencies have focused considerable effort and attention on the potential competitive effects
of the Basel I Framework on the U.S. financial services industry. As the OCC has stated in
prior testimony, we are concerned that Basel IT may create or exacerbate relative advantages
between large domestic banks and mid-size/small domestic banks; between bank and non-banks;
and between domestic banks and foreign banks. It is imperative that the U.S. agencies remain
sensitive to these concerns and continue to assess any unintended consequences resulting from

the implementation of Base] II.

As implemented in the U.S., Basel II would result in a bifurcated regulatory capital regime, with
the largest banks subject to Basel [I-based requirements and most small and mid-sized banks
subject to the current capital regime. This structure is premised on the belief that, to the extent

possible, regulations should reflect the size, structure, complexity, and risk profile of banking
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institutions. The Basel II Framework was developed to address the unique risks of large
internationally active institutions. Mandatory application of such a framework to small banks,
with its associated costs, was deemed inappropriate. Rather, the agencies are undertaking a
separate but related effort to update and revise existing risk-based capital rules for those
institutions not subject to Basel II-based rules. The agencies are developing thesc two regulatory
capital regimes in tandem, to ensure that consideration of competitive effects are factored
appropriately into each proposal. A more in-depth discussion of the effort to revise existing risk-

based capital rules for those institutions not subject to Basel Il-based rules is provided below.

Numerous efforts are in progress to further clarify potential competitive effects of the Basel I
Framework on the U.S. financial services industry. Most certainly, the QIS-4 effort is the most
direct and in-depth effort to better quantify these effects. The results are germane to both of the
rulémaking efforts discussed above. Also, the OCC is preparing a regulatory impact analysis of
the Basel II-based regulations pursuant to Executive Order 12866. This assessment of costs,
benefits and alternatives will again aid in the assessment of relative competitive effects in our
planned regulatory capital proposals. Finally, the agencies have made special efforts to better
understand the impact of the Basel II operational risk proposal. Specifically, the agencies have
completed on-site reviews of the operational risk practices at the largest U.S. banks and have
received and continue to analyze data detailing recent operational risk losses. These efforts will
help inform the agencies’ work in assessing the extent to which the Basel Il Framework might
alter competition between certain banks and non-banks, particularly in businesses such as asset

management and payments processing.

Each of the above efforts to better understand the potential competitive effects of the Basel 11

Framework are described in more detail below.
Current Status
Over the past several months, the U.S. agencies have engaged in what may be the most difficult

stage of the Basel IT implementation process — developing regulations and policies that both

foster international harmonization of bank requirements and address the realities and
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practicalities of bank practices and bank supervision. As the discussions above and prior agency
testimony point out, there is one constant in the OCC’s work in this endeavor - reforms to our
regulatory and supervisory structure must be adopted in a prudent, reflective manner, consistent
with the safety and soundness and continued competitive strength of the U.S. banking system. In
this regard, we are fully committed to three things in our on-going analysis of the Basel I
Framework: first, an open rule making process in which comments are invited and considered,
good suggestions are heeded, and legitimate concerns are addressed; second, a reliable
quantitative analysis in which we can assess the likely impact of Basel I on individual banks and
on the national banking system prior to its adoption; and third, a prudent implementation in
which we make well reasoned and well understood changes to bank capital requirements and

incorporate in those changes appropriate conservatism.

The US. agencies’ efforts to better understand the possible effect of Basel II through the QI1S-4
process is a critical element of the NPR development process. The QIS-4 process was designed
to provide the agencies with a better understanding of how the implementation of the Basel 11
Framework might affect minimum required risk-based capital within the U.S. banking industry
overall, at consolidated U.S. institutions, and for specific portfolios. As mentioned earlier, the
Basel Committee has conducted earlier quantitative impact studies, but following the Basel
Committee’s QIS-3 exercise, it became clear to the U.S. agencies that we needed to do more.
The QIS-3 results were simply not reliable in numerous respects — important elements of the
proposed Framework were still unsettled, institutions had very little idea of what was expected of
them and little ability to generate reliable data with existing systems, and supervisors had only
limited ability to tailor the QIS-3 survey to reflect expectations about national implementation
decisions. These shortcomings, combined with our steadfast belief in the need to understand the

ramifications of Basel Il before implementation, led us to undertake QIS-4 in the U.S.

While based on the provisions of the international Basel 11 document, QIS-4 reflected certain
adjustments and clarifications needed to tailor the exercise for U.S. implementation and to elicit
specific policy information considered helpful for the U.S. rulemaking process. The agencies
intend to use the results of the QIS-4 process as critical inputs in the formulation of the NPR and

in the assessment of competitive implications of the adoption of the Basel Il Framework. QIS-4
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results will also inform our efforts to update the U.S. regulatory capital regime for the vast
majority of U.S. institutions that are unlikely to either be required to or to opt to use the Basel 1I-

based regulation.

Institutions participating in QIS-4 were asked to submit results in the form of spreadsheets and
answers to detailed questionnaires by the end of January. Agency staffs spent most of February
and March compiling and assessing those results on an institution-by-institution basis, including
direct follow up with institutions when necessary that, in some cases, resulted in substantial
resubmissions. I commend the willingness of the industry to participate in this difficult and

time-consuming effort.

After completing a preliminary analysis of the QIS-4 spreadsheets and questionnaires, certain
initial observations became evident. Although apparently to a lesser extent than with QIS-3,
institutions are still at various stages of development of the AIRB and AMA systems and
processes necessary to implement the Basel II Framework in the U.S., particularly as it relates to
data sufficiency. This differentiation among the industry was somewhat anticipated, but the data
challenges are proving to be difficult to resolve, and they created limitations for the QIS-4
process. Even with those limitations, however, QIS-4 represents the best information available
to the agencies in our assessment of effects and competitive implications of the implementation

of Basel 1.

The QIS-4 submissions evidence both a material reduction in the aggregate minimum required
capital for the QIS-4 participant population and a significant dispersion of results across
institutions and portfolio types. Even acknowledging the differentiation in Basel II readiness
among industry participants and the inherent limitations of the QIS-4 process, these results, and
the inevitable questions they raise about the underlying causes, are a source of concern for the

banking agencies.

Accordingly, on April 29, 2005, the U.S. agencies announced we would not publish an NPR with
respect to U.S. implementation of Basei I1 on the schedule that we had previously announced. In

order to ensure that we meet the standards we have set for ourselves in this process ~ that
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reforms to our regulatory and supervisory structure be adopted in a prudent, reflective manner,
consistent with the safety and soundness and continued competitive strength of the U.S. banking
system — the agencies have concluded that we must undertake additional analysis beyond that
contemplated in the initial implementation timeline before publication of an NPR. This
additional work is necessary to determine whether the preliminary QIS-4 results reflect actual
differences in risk, simply reveal limitations of QIS-4, identify variations in the stages of bank

implementation efforts, and/or suggest the need for adjustments to the Basel II Framework.

The decision to delay the NPR was not one that any of us reached easily or took lightly. We are
particularly cognizant of the investment that institutions are making to prepare for Basel 1T
implementation and the need those institutions have for greater certainty in the details of the U.S.
implementing rules. We also understand U.S. institutions’ concerns about maintaining
competitive equality with large foreign banks moving perhaps more quickly toward Basel I1.
Based on the preliminary assessment of QIS-4 results, however, we concluded that a delay was

the only responsible course of action available to us.

One measure produced by QIS-4 is the estimated change in “effective minimum required
capital,” which represents the change in capital components, excluding reserves, required to meet
the 8 percent minimum total risk-based ratio. This measure is independent of the level of capital
actually held by institutions and of their currently measured capital ratios. Aggregating over the
QIS-4 participants, the decrease in effective minimum required capital was 17 percent, while the

median decrease among participants was 26 percent (see Attachment 1),

Moreover, the dispersion in results — both across institutions and across portfolios — was much
wider than we anticipated or than we can readily explain. Changes in effective minimum
required capital for individual institutions ranged from a decrease of 47 percent to an increase‘ of
56 percent. For individual QIS-4 participants, these changes would have a direct and dramatic
effect on total risk based-capital ratios if existing levels of Tier 1 and total capital held were
maintained. They are also roughly indicative of the proportions by which existing levels of risk-
based capital would need be reduced or increased in order to maintain an institution’s current

risk-based capital ratio. While some dispersion of results in a truly more risk-sensitive
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framework would be expected, we are not convinced that the wide ranges indicated by QIS-4 can
be fully explained by relative differences in risk among institutions; it appears that comparability

of QIS-4 results among different institutions may be severely lacking.

Finally, changes in minimum capital requirements — both increases and decreases — of certain
portfolios significantly exceeded our expectations (see Attachment 2). An area likely to be of
particular interest to a number of U.S. institutions is “qualified retail exposures,” or QREs —
essentially credit card receivables. For example, the increased capital requirements for QREs
raise questions about whether the Basel II Framework runs the risk of disrupting established
business models for QRE lenders and potentially affecting pricing or availability of consumer
credit. Certain other product lines indicated larger declines in required capital than may be
warranted. Residential mortgage and mortgage-related products, such as home equity lines of
crédit, for example, are among those that will require further analysis to better understand and

assess the QIS-4 results and to determine if these results accurately reflect risk.

To the extent that the issues noted above cannot ultimately be explained by actual differences in
risk, they may be attributed to either misspecifications in the institution-supplied inputs to the
Base] Il formulas, or to misspecifications in the formulas themselves. If estimates of basic inputs
in the Basel II formulas (i.e., probabilities of default, loss severities in the event of default, and
estimates of total exposures at the time of default expected loss) vary significantly between
different institutions for similar exposures, that might indicate the possibility of insufficient
reliability of the systems of one or both institutions. On the other hand, if inputs are reliably
accurate but the resulting capital requirements do not appropriately relate to differences in risk
between different exposure types, that would be a sign that the Basel formulas themselves need
to be adjusted. Much of the further work we describe below will be designed to belp us

distinguish between these two types of potential shortcomings.
Next steps

The obvious question this raises is “what now”? We continue to believe in the potential of Basel

IT to achieve its crucial objectives — improved risk management, supported by significantly

10
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greater risk sensitivity in the regulatory capital framework. Yet, both the supervisory community
and the industry have consistently underestimated the time required to convert the conceptual
underbimings of Basel II into a workable regulatory capital regime. We remain committed to
pursuing the avenues available to us to find the right balance between flexibility and consistency

in implementation of Basel I

As I have indicated, the issues surfaced during our preliminary work point to a need for
additional follow-up. We will continue to work with the other agencies toward a more complete
assessment of the QIS-4 results. This assessment will focus on understanding the drivers of the
dispersion in capital requirements across institutions as well as the dispersion of capital
requirements within particular portfolios. We will also examine the causes of significant
increases in capital requirements for credit card receivables and significant decreases for

mortgages and mortgage-related products.

The first step in that process will be to continue our review and analysis of quantitative and
qualitative information collected as part of the QIS-4 exercise. This information should give us a
better sense of whether differences in historical data sets or quantification methodologies used by
QIS-4 participants, rather than actual differences in risk, can explain some of the variations in
Basel I capital requirements. For example, we are aware from QIS-4 questionnaires and
preliminary follow-up discussions that many institutions used relatively short data histories,
which, for most retail portfolios, represent a benign economic environment. We will examine
whether those institutions using relatively longer data histories that incorporate periods of

economic stress generally show higher capital requirements.

We will also conduct additional follow-up with certain QIS-4 participants. This follow-up will
include the collection of additional targeted information that will allow us to better assess
whether institations assign significantly different risk parameters to the same or similar loans.
For selected credit exposures with similar credit risk characteristics, for example, we expect to be
able to compare the inputs that different institutions used in the QIS-4 process. For loans by
different institutions to the same borrowers, we will specifically compare probabilities of default,

and for some syndicated loans we will also be able to compare loss severities and exposures at

11
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default assigned by different institutions. We expect to make similar comparisons for pools of

retail credits with similar risk characteristics.

We will also examine the extent to which different portfolio mixes affected QIS4 results. For
example, we will attempt to quantify the extent to which some institutions’ drop in capital
requirements are larger than others due to a relatively larger share of low-risk exposures, rather
than due to differences in estimation of risk parameters. We will also attempt to examine the
effect of the current stage of the economic environment by comparing selected data with data
from lower points in the economic cycles. These and other sensitivity analyses should give us a

better sense of the factors driving the QIS-4 results.

Once we have completed those steps, the agencies expect to be in a position to fully evaluate
adcﬁtional implications of the QIS-4 results, such as reconsideration of whether and the extent to
which adjustments to the formulas or design of Basel II itself may to be needed. If we believe
that changes in the Basel II framework are necessary, we will seek to have those changes made
by the Basel Committee. While some might argue that the Committee is too far down the path of
“finalizing” Basel II to accept any changes at this stage, I do not believe that most Basel
Committee members would find their interests best served if the U.S. agencies were compelled

to deviate significantly from Basel II in order to fulfill our supervisory responsibilities.

Executive Order 12866

Based on an assessment of its potential effects, the OCC has determined that the rules
implementing Basel II will be a “significant regulatory action” for purposes of Executive Order
12866 (EO 12866). Consequently, the OCC (and OTS) must assess all costs and benefits of
regulatory alternatives, including the alternative of not regulating. This assessment requires the

preparation of a regulatory impact analysis (RIA) that will be published with the NPR.
Prior to publication, we will submit both the NPR and the RIA to the Office of Management and

Budget (OMB) for review. The RIA will contain ( 1) a statement of the need for- the proposed

action, (2) an examination of alternative approaches, and (3) an evaluation of benefits and costs.

12
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This analysis has begun and will continue, drawing in part on what we learn from additional
work on the QIS-4 data. As we understand it, a similar pre-publication submission to OMB will

be necessary prior to the issuance of any final Basel II-based rulemaking.

The RIA will describe the statutory authority for the regulatory action and identify the conditions
that necessitate the regulatory action. It will include a description of the regulated community
and a brief review of the history of capital adequacy regulation. We will analyze several
alternatives to the regulatory action we propose, including maintaining the status quo, and -

several alternatives regarding the scope of the application of the proposed rule.

Our analysis of the costs and benefits of the proposal will consider the costs of complying with
the proposed rule, the costs to the government of administering the rule, and systemic costs. We
will consider the benefits of various features of the proposed rule, including the incorporation of
advances in risk measurement and risk management practices into supervisory assessments of
capital adequacy, the lessening of distortions in credit markets created by the current capital
standard, and improvements in bank safety and soundness from a more risk-sensitive approach to
establishing minimum capital requirements. Our analysis will also review the growing body of
economic research on the potential for rules that implement the Basel Il framework to affect

competition among providers of financial services.

Revisions to Capital Rules for Non-Basel II Banks

As the agencies have announced previously, we will continue work on the development of a
proposal to update and revise existing risk-based capital rules for those institutions not subject to
the Basel 1I-based regulation in tandem with our ongoing work on Basel IT implementation.
Among the primary objectives in this effort will be to improve risk sensitivity in the domestic
capital regime without the level of complexity found in Basel 1I. While we know we will not
achieve identical results as the Basel II framework, we do expect to reduce some of the more
significant differences in capital requirements between Basel II and non-Basel I institutions, and

thus reduce potential competitive inequities.
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We expect to publish an advance notice of proposed rulemaking concurrently with the Basel I1
NPR that will further explore and seek comment on possible revisions to the regulatory capital
rules that will continue to be applicable to those banks not subject to Basel II. Because this
proposal is a work in process, I can only speak about it in general terms, but some of the broad
types of revisions that we are considering include: increasing the number of risk weight
categories; expanding the use of external ratings in determining risk weights; modifying the risk
weights associated with residential mortgages; assigning a credit conversion factor to certain
types of short-term commitments and to certain securitization transactions; and assigning
potentially higher risk weights to past due, nonaccrual and other loans deemed to present higher

than normal risk.
Operational Risk

One of the most contentious issues in the development of the Basel II Framework was the
introduction of operational risk as a separate and distinct component of minimum regulatory
capital. Since the inception of the Basel IT proposal, there were two competing views of the
regulatory treatment of operational risk. Some have argued that operational risk is sufficiently
similar to credit risk and market risk to be included as a Pillar | charge directly in capital
regulations. Others have maintained that operational risk inheres in the quality of an institution’s
internal control systems, supporting a Pillar 2 approach in which supervisors focus on the

qualitative evaluations of such systems.

It is important here to explain the evolution of the Basel Committee’s consideration of
operational risk, especially the development of the AMA proposal. While still inctuded within
Pillar 1, the AMA evidences a clear movement towards the principles underlying Pillar 2. Under
the AMA, institutions will use their own internal assessment of the operational risks they face
and the capital needed to support those risks, subject to supervisory approval. As set forth in the
Basel IT Framework, institutions would have considerable flexibility in developing their AMA
estimates, provided their processes are comprehensive and well reasoned, and reflect accurately

the risks the institation faces.

14
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While recognizing the evolving nature of operational risk management as a discipline and the
difficulties in quantifying operational risk exposures, institutions are making progress in
developing and implementing effective operational risk management and measurement
techniques. Over the past year, the U.S. agencies have undertaken a number of projects to
directly assess the industry’s efforts in this regard. During 2004, the agencies conducted an
operational risk benchmarking review at each U.S. bank subject to Basel II-based rules on a
mandatory basis as proposed under the ANPR. These reviews were intended to identify the
current range of practice within the industry for the measurement and management of operational
risk, to help assess the appropriateness of the agencies’ current AMA guidance, and to assist
agency efforts to develop additional supervisory guidance and training materials for institutions
and examiners. Additionally, in conjunction with the QIS-4 process described earlier, the U.S.
agencies also commenced an operational risk loss data collection exercise (LDCE). The LDCE
was a voluntary survey that asked banking organizations to report the amount of individual
operational losses as well as certain descriptive information regarding each loss (e.g., date,
business line, loss type). The primary purpose of the LDCE was to aid supervisors in better
understanding the completeness of the internal loss data on which the QIS-4 results are based
and the extent to which those results depend on an institution’s internal data, choice of modeling

approaches, the incorporation of qualitative risk assessments, or other factors.

Preliminary analysis of the benchmarking and LDCE results highlights the significant efforts
banks are making in addressing AMA requirements. The analysis of LDCE results confirms
progress in the creation of AMA governance structures, development of quantification models,
and construction of data systems to capture operational risk loss events. However, that analysis
also confirms the need for additional work. Significant challenges remain in the collection and
maintenance of comprehensive loss data and in'model validation necessary to the development

of acceptable AMA methodologies.
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H.R. 1226

Recently introduced legislation entitled “The United States Financial Policy Committee for Fair
Capital Standards Act” (H.R. 1226) would create an interagency Financial Policy Committee
(FPC), chaired by the Secretary of the Treasury, responsible for unifying U.S. positions and
reporting to Congress on the impact that Basel II would have on domestic and global financial
systems. The FPC is designed to develop a cohesive U.S. government position prior to
negotiating with other regulators on the Basel Committee. In the event of disagreement among
the regulators or an inability to reach a consensus, the position of the Secretary of the Treasury

would prevail.

Wé understand and share the desire of the bill’s sponsors to make sure that the banking agencies
adopt a uniform approach and that the impact of Basel I1 is well understood before it is adopted.
As principal participants in both the Basel 11 and the domestic rulemaking processes, however,
we do not believe that legislation is needed to compel that result. The rulemaking process itself
for Basel I is an interagency endeavor that involves all the banking agencies in joint rulemaking.
While we have not all agreed on every issue at every stage of the process, the interagency
approach by necessity is highly collaborative and we are confident that we will continue to be
able to work out any future differences, just as we commonly do in other joint rulemaking
exercises. The fact that we recently agreed to delay the publication of the NPR is indicative of
our commitment and ability to work together to ensure a full understanding of the ramifications

of Basel 1I before proceeding with the next step in that formal rulemaking process.

Additional safeguards are already in place to require us to fully understand and publicty report
on the implications of Basel Il implementation in the U.S. Specifically, as noted above, the OCC
has determined that the NPR regarding Basel Il implementation will be a “significant regulatory
action” for purposes of EQ 12866. EO 12866 requires the OCC (and OTS) to provide specific
information to the OMB for review prior to publication of the NPR and any final rule, including

an assessment of the costs and benefits of the proposed regulatory action. We have begun this

16



190

assessment, which will incorporate the results of additional QIS-4 analyses and will be published

when the NPR is issued.

In short, we believe the interagency process is working well as currently structured and we are
already obligated to conduct and make publicly available the kinds of analyses envisioned by

H.R. 1226.
Conclusion

QIS-4 identified issues that we need to understand before taking the next formal steps toward
U.S. implementation of Basel IT — i.e., issuing an NPR. We cannot yet answer all the questions
raised by those issues, but we remain committed to proceeding in a responsible manner. Despite
the‘ significant challenges that remain, we are committed to developing a revised risk-based
framework that is fully consistent with safety and soundness, good risk management practices,

and the continued competitive strength of all sectors of the U.S. banking system.
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Attachment 1

Preliminary Change in Effective Minimum Capital Requirements of
Participating Institutions:
Basel I to Basel 11

Percent Change in
Effective MRC*
60%

40% -

20% -

o8

0%

-17%
-20% -
-26% - -

average

- median

-40%

WO S GH S PO &

-60%

*This is the change in the amount of Tier 1 capital and Tier 2 elements other than reserves needed
to meet the minimum capital requirement.

Note:

This is preliminary data as of May 5, 2005 for the twenty-six participating QIS-4 institutions;
caution should be used in drawing any inferences from the aggregate data at this stage. The U.S.
banking agencies plan additional work to determine whether these results reflect differences in
risk, reveal limitations of QIS4, identify variations in the stages of bank implementation efforts
(particularly related to data availability), and/or suggest the need for adjustments to the Basel I
Framework.
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Attachment 2

Preliminary Change in Minimum Capital Requirements of
Participating Institutions:

Basel I to Basel I1
% Change | Median % | Shareof | Share of
Portfolio in Portfolio| Change in Basel I Basel I
MRC Port. MRC MRC MRC

Wholesale Credit . (25%) (24%) 44.3% 38.8%
Corporate, Bank, Sovereign (22%) (30%) 33.9% 30.7%
Small Business {26%) (27%) 4.6% 4.0%

" High Volatility CRE (33%) {23%) 1.8% 1.4%
Incoming Producing RE (419%) (52%) 4.0% 2.7%
Retail Credit (26%) (30%) 30.5% 26.3%
Home Equity (HELOC) (74%) (79%) 6.1% 1.8%
Residential Mortgage (62%) {73%%) 11.1% 4.9%
Credit Card (QRE) 66% 63% 6.1% 11.7%
Other Consumer (79%) 35y 6.0% 6.5%
Retail Business Exposures (6%) (2994) 1.2% 1.3%
Equity 11% (99) 1.3% 1.6%
Other assets (12%) (3%) 10.1% 10.4%
Securitization (209} (40% 7.9% 7.7%
Operational Risk 0.0% 9.0%
Trading Book 0% 0% 5.2% 6.0%
Portfolio Total (14%) (24%) 100.0% 100.0%

Change in Effective MRC* (17%) (26%)

*This is the change in the amount of Tier 1 capital and Tier 2 elements other than reserves needed
to meet the minimum capital requirement.

Note:

This is preliminary data as of May 5, 2005 for the twenty-six participating QIS-4 institutions;
caution should be used in drawing any inferences from the aggregate data at this stage. The U.S.
banking agencies plan additional work to determine whether these results reflect differences in
risk, reveal limitations of QIS4, identify variations in the stages of bank implementation efforts

(particularly related to data availability), and/or suggest the need for adjustments to the Basel 11
Framework.
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Basel II:
Capital Changes in the U.S. Banking System and the Results of the Impact Study

Joint Hearing Before the
Subcommittee on Financial Institutions and Consumer Credit
and the
Subcommittee on Domestic and International Monetary Policy, Trade, and Technology

Additional Questions and Answers for the Hearing Record

The argument has been made that regulatory capital arbitrage is not necessarily a bad thing when it
moves risk out of the banking system. Please comment on this view. Should the Committee be
concerned that the competitive disparities created by the operational risk-based capital charge could
lead to the movement of assets outside the banking system?

Some maintain that U.S. investment banks are under a regime comparable to the Basel I framework;
which has been imposed on them by the SEC. Is this characterization of the SEC regime correct?
Are there any aspects of the SEC’s standards that should raise concern? Does the SEC regime solve
the bank/nonbank competitiveness problem?

Can you explain what a “low hanging fruit” approach to Basel I implementation would entail? Is
this a viable approach to implementing the Accord in the U.S.?

Would an operational risk-based capital charge like the one now proposed have done anything to
prevent recent losses due to operational risk, such as the Barings case, where a rogue trader brought
down the entire bank, and even the Citigroup legal risk reserves in the wake of Enron, WorldCom and
other problems. Have any banks besides Barings ever failed because of operational risk?

Interest-rate risk was a significant — if not the main — contributor to'the collapse of the U.S. savings
and loan industry, costing taxpayers about $200 billion. How is interest-rate risk treated under Basel
?

Is there a link between the legal risk component of the operational risk-based capital charge and
U.S./EU competitiveness? Treatment of this risk is of particular concern to the U.S. because of laws
intended to further important U.S. social policy objectives. How should the regulators implement the
Accord without penalizing U.S. banks for this country’s focus on these important social policy
initiatives?

Many commentators have expressed concerns regarding the creation of an “unlevel playing field” due
to high levels of national discretion contained in the new Basel Capital Accord. Is there a serious
likelihood that Basel will not be applied uniformly around the world?

What is your position on H.R. 12267
The Federal Reserve Board has done a preliminary study on the effect of Basel II on mergers and

acquisitions activity within the banking industry as well as one on the impact of the operational risk-
based capital charge. Please comment on these two studies.
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September 6, 2005

Susan Schmidt Bies John M. Reich

Governor Director :

Board of Governors of the Federal Reserve System  Office of Thrift Supervision

20™ Street & Constitution Avenue, NW 1700 G Street, NW

Washington, DC 20551 Washington, DC 20552

John C. Dugan Donald E. Powell

Comptroller Chairman

Office of the Comptroller of the Currency Federal Deposit Insurance Corporation
250 E Street, SW 550 17" Street, NW

Washington, DC 20219 Washington, DC 20429

Dear Governor Bies, Director Reich, Comptroller Dugan and Chairman Powell,

Based on recent discussions between state and federal banking regulators as well as media
reports and Congressional testimony on the findings in the fourth Quantitative Impact Study
(QIS-4) for the “International Convergence of Capital Measurement and Capital Standards:
A Revised Framework,” commonly known as Basel I, the Conference of State Bank
Supervisors (CSBS)' understands that the federal banking agencies plan to meet with our
international banking regulatory counterparts in October 2005 and plan to indicate the U.S.
intent on finalizing the Basel II framework. CSBS requests that the federal regulators not
hastily commit to the international Basel II regulators regarding the U.S. implementation of
the significant changes contained in the proposed Basel 11 rules.

When the Basel II discussions began nearly eight years ago, the intent was not to
substantially reduce capital requirements for larger institutions from their current levels.
Indeed, there has been no public consideration to date of the proposition that U.S. bank
capital regulations are unduly conservative and need to be relaxed. The framework was
envisioned to increase the capital required for riskier activities and reduce the capital
required for the less risky activities. The initial discussions assumed that a Basel II proposal
would basically be capital-neutral, or perhaps allow for a modest reduction in regulatory
capital to induce banks to adopt the new approach. CSBS agrees with this initial concept.

' CSBS is the national organization of state officials responsible for chartering, regulating and supervising the
nation’s 6,240 state chartered commercial and savings banks and 400 state-licensed branches and agencies of
foreign banks.

CONFERENCE OF STATE BANK SUPERVISORS
1155 Connecticut Ave., NW, 5® Floor - Washington, DC 20036-4306 - (202) 296-2840 - FAX (202) 296-1928
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CSBS supports a more risk-sensitive capital framework for financial institutions. In this
regard, we believe the general conceptoal foundation of Basel I is appropriate. CSBS,
however, understands that QIS-4 indicates that the average reductions in capital requirements
based on the implementing rule for Basel II could be substantial. Capital requirements for
specific business lines could change even more dramatically with QIS-4 outcomes, ranging
from an increase of 50 percent to a decrease reaching 90 percent.

The QIS-4 results are of deep concern to state banking supervisors for several reasons.
Although a limited number of institutions are expected to participate in the Basel II capital
regime, we believe the capital reductions allowed under this proposal could place community
and mid-tier, regional banks at a real competitive disadvantage. The current Base] II
proposal seems to provide incentives that could hasten consolidation within the banking
arena and threaten to further bifurcate the industry. In addition, minimal capital requirements
at these large, complex financial institutions create systemic safety and soundness concerns.

Potential Implications

Implementing the risk-based capital requirements depicted in the recent studies could have
profound competitive implications and significantly harm the banking industry in general
and non-Basel I banks in particalar. As proposed, Basel II creates significant differences
between capital requirements of banks that adopt Basel II and those that do not. The current
approach reduces the capital large institutions hold for mortgages and small business loans,
among other assets. In a very practical sense, the reduced capital requirements would
provide a pricing advantage for the larger institutions. It will be difficult for smaller banks to
compete for mortgages and small business loans and certainly difficult for these institutions
to hold such assets in their portfolio. In a competitive economy, eventually market forces
will likely drive these assets from smaller banks toward the Basel II adopting banks,
requiring non-adopting banks, the vast majority of which are small community banks, to
move to higher-risk areas of banking.

In addition, with substantially lower capital requirements, larger institutions could acquire
community and mid-tier banks without much cost involved by immediately lowering the
acquired bank’s required capital to a level that is allowed by Basel 11 banks. The lower
capital requirements and the magic of the current Basel Il mathernatics promote the incentive
for consolidation within the banking industry.

Under the current Basel II proposal, the quantitative amount of risk-based capital necessary
to be considered well capitalized may be significantly reduced for diversified, large banks,
thereby reducing the cushion when things go wrong. Mathematical formulas work in theory,
but CSBS has reservations about how well these models can account for unexpected
occurrences, such as a default by a large country, a sudden drop in housing prices, a dramatic
change in the price of oil, or a meltdown of the derivatives market. The lower capital
requirements could arguably also result in a substantial undermining of the prompt corrective
action system enacted by Congress in 1991,
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CSBS is concerned that allowing our country’s very largest financial institutions to maintain
capital at QIS-4 levels promotes the theory of “too big to fail,” creates moral hazard issues,
and poses a serious threat to the federal deposit insurance fund. We believe such an outcome
would diminish bank management’s accountability for risk management and allow an entity
to take risks it would not otherwise. As we have seen on countless occasions in the past,
these additional risks can be felt much more deeply at the local level than their overall effect
on the national economy in general. Smaller communities can be devastated when their
source of funds is restrained or completely disappears.

There may be ways of addressing the concerns described above by changing Basel ITin a
way that moderates its tendency to produce what we believe are unsafe and unsound capital
levels. We ask that the federal agencies slow the Basel I process, take the time needed to
find sound solutions, and not rush to implement a capital system that could produce
undesirable impacts not only on capital and competition, but also on our citizens and the
national economy as a whole.

OQutstanding Issues

Prior to committing to our international regulatory counterparts on implementing Basel II in
its current form, CSBS believes the following issues must be addressed and answered.

¢ What are the real life effects of Basel II? Prior to implementing final rules, the
agencies should take into account not only the amount of capital institutions will be
required to maintain but also the potential impact to the deposit insurance funds, the
impact on product distribution between large and small banks, and the likely outcome
for local communities.

*  Should the leverage ratio be maintained for all institutions and, if so, what is the
appropriate level? If the leverage ratio is maintained, will the cost of implementing
Basel II be justified?

* How might small and community banks be affected by implementing Basel I? And,
if they are put at a competitive disadvantage as CSBS believes, how do the agencies
plan to change the current domestic capital rules, without increasing burden on those
smaller institutions?

* Should the federal agencies extend the floor currently proposed for only the first two
years? (The floor provides that a bank cannot reduce its capital by more than 80%
under Basel II, even if the formula indicates a lower capital level.)

* Should regulators consider an alternative approach that is not based on complex
mathematical formulas, but instead gives more discretion to the regulators to adjust
capital based on the risk of the institution?

We strongly urge the federal banking agencies to obtain a much better sense of the real-life
ramifications of executing Basel II prior to giving any indication to our foreign counterparts
about implementation. Additionally, any potential changes to the capital requirements
should be rolled out to all institutions simultaneously so as not to inadvertently provide
pricing advantages to any particular set of institutions.
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Conclusion

The results from QIS-4 do not appear to adhere to the initial expectations of Basel I and
cause great concern at the state level. CSBS is not convinced that Basel I as currently
proposed is consistent with the responsibilities of banking regulatory agencies to prescribe by
regulation an adequate level of capital. It also does not appear to be consistent with
regulators’ traditional function of promoting a level playing field.

Basel I makes a large bet with the future of the U.S. financial system. Accordingly, CSBS
strongly urges the federal banking agencies to conduct further analysis of potential capital
changes that would ensue from adopting the current Basel Il proposal, reflect on agencies’
initial expectations about potential capital changes, and take a measured and deliberate
approach going forward.

Thank you for your consideration of these concerns. As always, CSBS and the state banking
departments stand ready to provide any further supervisory information related to capital
requirements as you desire.

Best personal regards,

T/ 1Tebr

Neil Milner, CAE
President and CEO
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The Honorable Alan Greenspan

Chairman

Board of Governors of the Federal Reserve System
20™ and Constitution Streets, N.W.

‘Washington, D.C. 20551

Dear Chairman Greenspan:

We were disturbed by the attached American Banker article suggesting that Federal
Reserve Board staff are actively discouraging Federal Reserve Bank staff from expressing
independent views on the Base! If Capital Accord.

This is a very important issue as you know and it is necessary for Congress to be fully
informed. Clearly, it is inappropriate for there to be any effort to interfere with the information
Congress receives, If this article is accurate, we ask that you please take the necessary steps to
ensure that no Federal Reserve official interferes with Congress’s access to information.

EY NK
Ranking Méwiber
4 YN B. MAL Y :; gCER BAZ{US
Rading Member Chairman
Subcommitiee on Domestic and Subcommittee on Domestic and
International Monetary Policy, International Monetary Policy,
Trade, and Technology Trade, and Technology

Enclosure
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In Focus: Stress Shows At Fed with Basel II Drive

Sputtering
American Banker << OLE Object: Picture (Metafile) >> Monday, August 29, 2005
By Damian Paletta

WASHINGTON - The Federal Reserve Board faces a series of daunting challenges to keep
Basel II on track, including internal divisions, fights with fellow regulators, and possible
congressional interference.

The central bank last week urged its 12 banks to fall in line and communicate a unified message
on Basel II as it prepares for a major strategy meeting next month with the other banking and
thrift agencies. It also has repeatedly disputed charges it is bullying its fellow supervisors into
adopting the plan, and that once implemented it would result in steep drops in capital at banks.

The stakes are high for the Fed, which has taken the lead domestically to complete the capital
accord and hopes to have it implemented by 2008. But the agency is facing increasing skepticism
it can release the next stage of the plan in order to meet the deadline.

A sign of the mounting pressure came last week when the agency's director of supervision sent a
memo to all 12 regional banks the same day a front-page American Banker article said the effort
was stalling, Trying to ensure the Fed speaks with one voice on Basel II, Richard Spillenkothen
said he would soon issue question-and-answer sheets that Fed officials should use when
discussing the capital standard with outsiders,

"During this period of continued negotiation and development around capital reform, it is critical
that Board staff and Reserve Bank staff have good communications and coordination of
activities," Mr. Spillenkothen wrote.

Observers said the Fed wants to keep strife within the agency from showing,

"There is obviously a high level of concern within the Fed, particularly at the board, about where
Basel II is going," said Bert Ely, a banking analyst in Alexandria, Va. "They don't want anybody
talking out of school. They want to reinforce that "We are going to speak with one voice and that
voice is going to come from Washington.' "

There has already been some disagreement. In April three economists with the Federal Reserve
Bank of St. Louis wrote in Regional Economist, a quarterly magazine the St. Louis Fed
publishes, that community banks could face a mortgage pricing disparity because large Basel II
banks with lower capital requirements could cut loan prices.

Basel IT banks "may be able to offer more competitive lending rates” than other banks, St. Louis
Fed President William Poole wrote in an introduction to the article. "Banks not operating under
Basel 11, then, may have to look for loan opportunities that are not affected as much by the new
approach.”
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The article contradicted a much-anticipated report released in April by four Fed economists, who
said Basel II banks would continue to set their mortgage prices by secondary-market
requirements, not capital levels. An earlier version of that report, by former Fed economists Paul
Calem and James Follain, was not published, but its conclusions also supported the view that
Basel II would give large banks an advantage.

Mr. Spillenkothen's memo also asked the Reserve banks to tell the Fed what bankers are saying
about Basel 11, as well as "other supervisory efforts related to economic capital, risk
measurement, or risk management.”

"This clearly shows that there is a level of concem at the Reserve banks, but it doesn't mean that
the Basel process is going to blow up," said Jaret Seiberg, a policy analyst for the Stanford
Washington Research Group.

A Fed spokesman downplayed the memo, saying it "is not unusual for the board to coordinate
with the Reserve banks on policy issues, particularly during important stages in their
development - such as this one during the implementation of new capital regimes in the United
States."

Some industry representatives said the Fed was trying to respond to a growing perception that
the Basel II process has gone astray.

"There's a lot of questions going around about who should say what,” said Pamela Martin,
director of regulatory relations for the Risk Management Association. The Fed "needs to have a
coordinated effort to get everybody on the same page. You want your examiners on the same
page, especially when there are tons of rumors flying around. ... That's just good management."

The memo also underscored that some Fed officials are personally invested in the Basel IT
process.

"There is a pride of ownership at the Fed regarding the Basel committee," said David Fanger, the
senior vice president of the banking group at Moody's Investors Service Inc.

A major impact study released in April handed critics - including other regulators - evidence that
Basel II capital requirements might have flaws. The study, called QIS-4, showed an uneven spike
and drop in capital requirements among banks, even at financial institutions with similar risk
portfolios. Regulators had repeatedly promised capital levels would remain flat.

Federal Deposit Insurance Corp. Chairman Don Powell used the study as proof the process
should slow down, despite the Fed's effort to issue a new proposal by yearend. He has said he
does not expect regulators to have ironed out their differences in time. Some lawmakers have
publicly said the Fed is rushing the other regulators - a charge the central bank denies.

Though Fed officials have maintained they could still make the deadline, Mr. Spillenkothen
signaled in the memo that this was increasingly unlikely.
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"We expect that this deliberative process, including the comment periods and requirements for
OMB review, will extend well into next year," he wrote in the memo.

If U.S. banks are to implement Basel II by January 2008, all their systems would have to be in
place by January 2007, because regulators want to run both the old standards and the new ones
simultaneously for testing. That would give banks several months at the most to bring their
systems into compliance once a final rule is issued,

Top federal regulators are expected to meet again next month ahead of an Oct. 3 Basel
Committee on Banking Supervision summit in Switzerland to attempt to iron out their
differences.

The Fed could also see Congress take a more active role. Senate Banking Committee Chairman
Richard Shelby criticized the plan last month and said he wants to hold a hearing on the process
in September or October.

"I'm not fully confident that the so-called 'right standards’ have been proposed,” Sen. Shelby said.

House Financial Services Committee Chairman Michael G. Oxley has threatened to pass a bill
that would require the Treasury Department to step in if interagency conflicts on Basel II persist.
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Basel II Capital Accord
A Guide for the Perplexed

Introduction o
The Basel I Capital Accord is facing its moment of truth. The Accord, which is

scheduled to be implemented by January of 2008, will affect, directly or indirectly, the entire
banking industry, including regional and community banks and savings institutions, and could
result in fundamental changes in the number, size and business lines of all types of depository
institutions. It could also have a significant impact on the availability and cost of credit for the
entire economy. As a result, the Accord has become a subject of controversy among the banking
agencies, Congress, the financial services industry and academic experts. This paper provides
information on why the Accord was developed, the essential changes that it makes in capital
policy, and the arguments for and against the proposal. It also offers some suggestions for
implementation of the Accord that will mitigate some of the concerns raised with the current
plan.

The Current Basel Capital System

In the early 1980s the world=s banking system was in crisis. Capital levels of major
international banks were deteriorating. At the same time, the risks associated with cross-border
banking were increasing, and concerns were expressed that the debt load of many of the
developing countries was too excessive. In fact, in 1982 Mexico announced that it was unable to
repay its foreign debt obligations, and a group of 17 Ahighly indebted countries= asked for
concessions on their loan terms.

In light of these developments, the central banks and other bank supervisory officials
from the leading economic powers met in Basel, Switzerland to formulate a plan to enhance
bank capital. The Basel Committee’ determined that the best way to strengthen capital and to
reduce competitive inequalities was to formulate a uniform international capital standard that
reflected the riskiness of the institution=s assets, including off-balance sheet assets (such as
guarantees and long-term loan commitments). In July 1988, a capital framework was approved
by the members of the Committee and implemented by the individual countries represented on
the Committee, as well as other countries. This standard is now referred to as Basel 1.2 Under
Basel 1, a bank=s assets are assigned one of four risk weights or baskets, ranging from 100
percent to 0 percent, and a capital charge is assessed on the risk-adjusted value of the asset. For
example, a commercial loan is risk-weighted at 100 percent and a residential mortgage loan is

! The Basel Committee was originally formed in 1974 by the Central Banks of the AGroup of Tenz - the
major industrial countries that are members of the IMF. The Basel Committee consists of Central Bank and banking
supervisors from the Group of Ten, plus Spain and Luxembourg.

2 Since its issuance in 1988 it has been amended on several occasions, for example in 1995 to take into
account the beneficial effects of netting provisions, in 1996 to recognize the need to hold capital for market risk, and
in 2001 to change the capital treatment of residual interests and direct credit substitutes.
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risk-weighted at 50 percent. Thus the minimum capital ratio of 8 percent requires $80 of capital
for a $1,000 commercial loan, but only $40 of capital for a $1,000 residential mortgage loan.

Origins of the New Capital Framework
1t is widely recognized that the original Capital Accord significantly strengthened the

capital levels and safety and soundness of the banking system, and helped provide competitive
equality among banks operating internationally.® However, by the late 1990s the original Accord
was also viewed as a rather crude instrument for setting risk-based capital levels. For example,
all commercial loans are placed in the same risk-weighted basket, despite considerable
differences in the creditworthiness of the counterparties. Basel I also creates incentives for a
bank to securitize its best assets and to hold in portfolio riskier assets within the same risk-
weighted basket. Finally, the Basel I framework does not encourage the use of risk mitigation
techniques.?

In response to these and other perceived weaknesses, the Basel Committee proposed a
new capital framework in June 1999.° Following a public comment period, and several
revisions, this framework evolved into the Basel II Accord that was agreed to on June 26, 2004,
and is now being implemented internationally. The main objectives of the new proposal are to
make capital requirements more risk sensitive, encourage institutions to improve their risk
management techniques, incorporate more fully off-balance sheet risks, and enhance competitive
equality among institutions operating internationally.

Basel II Basics
The Basel Il Accord envisions a three-pronged approach to enhancing the safety and

> AA New Capital Adequacy Framework,= Consultative paper issued by the Basel Committee on Banking
Supervision (June 1999).

4 Id.; See also: Statement of Roger Ferguson, Member of the Board of Governors of the Federal Reserve
Systern, Before the Senate Banking Committee (June 18, 2003); FDIC Staff Study, ABasel and the Evolution of
Capital Regulation: Moving Forward, Looking Back.” (January 14, 2003).

S
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soundness of financial institutions: (i) new capital standards; (ii) enhanced supervision; and (iii)
increased market discipline through additional public disclosures. Most of the attention has
focused on the first pillar, the new capital standards.

With respect to capital, the Accord permits depository institutions to adopt one of two
methods for risk weighting of assets: the Astandardized= model or the Ainternal ratings based=
(IRB) model. In the United States however, only the internal ratings based model will be used.

The standardized model is easier to apply and closer in approach to the existing Basel I
framework. Under the standardized approach, risk weights are assigned to assets based on the
credit rating the counterparty (or the asset) has received from an independent third party rating
agency, such as Standard and Poors. For example, a loan to a corporation that has an S&P credit
rating of AAAA= would be assigned a risk weight of 20 percent, while a loan to a corporation
with an AA= rating would be given a risk weight of 50 percent. On the other hand, if the
counterparty has a credit rating below ABB-A the risk weighting would be 150 percent. The
standardized approach would assign a risk weight of 75 percent to a portfolio of retail loans to
individuals or small business. Prudentially underwritten residential mortgage loans are assigned
a weight of 35 percent. The standardized approach also provides beneficial capital treatment of
loans that are collateralized or protected by enforceable guarantees,

As mentioned, the standardized approach will not be used in the United States. Instead,
the U.S. bank regulatory agencies will institute the internal ratings based or IRB model. Thisis a
much more complex system that requires banks themselves to determine required capital, based
on the criteria and formulas contained in the framework.

Under the Accord, there are two alternative IRB models, Afoundationz and
Aadvanced,z (A-IRB). The foundation model relies heavily on risk data Ainputsz provided by
the agencies, with limited computations required by the banks. However, in the United States the
foundation model is not being proposed, and instead institutions using the Basel II standards will
be required to use the advanced model.

Under the advanced internal ratings based (A-IRB) approach each covered bank must
determine specified key data or inputs for its wholesale and retail exposures and equity holdings.
The data that the bank must compute includes: (i) the probability of default (PD); (i) the
probable loss to the bank if a default occurs (LGD); (iii) the bank=s exposure at default (EAD),
for example, the estimated outstanding loan balance at the time of default; and (iv) for certain
loans, the maturity of the exposure at default (M). For retail credits, the bank would determine

6 : . .. .
Basel Committee on Banking Supervision, Alnternational Convergence of Capital Measurement and
Capital Standards: A Revised Framework,= (June 2004).
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the required data for pools of loans with similar risk characteristics, rather than on a borrower-
by-borrower basis. After the bank determines these inputs, the Accord provides mathematical
formulas for determining the amount of capital necessary to cover the bank=s exposure. Other
rules would be used to provide a capital requirement for securitized and off-balance sheet assets.

In determining the required inputs, banks are required to meet minimum supervisory
standards. While these standards have not been finalized, certain key requirements have been
identified. For example, the bank would be expected to have adequate data to support its ratings
and to continually monitor and validate the accuracy of these ratings. Bank requirements are
expected to include compiling at least a five-year history of data relating to loans and other
assets, and possibly longer if a period of stress for a particular class of borrower occurred prior to
the five-year period. Some data will be obtained from external sources, while other information
will need to be generated from the bank=s own experience.

Operational Risk
In addition to credit risk, the Accord requires covered financial institutions to hold capital

to protect against Aoperational risk,= which is the risk to an institution presented by its normal
operations, e.g. the risk that a natural disaster will disrupt business, that a computer system will
fail or malfunction, that a employee will violate a fiduciary duty, or that the bank will be the
victim of internal or external fraud. It also includes the risk posed by litigation and failure to
comply with regulatory mandates.”

The Basel IT Accord provides altemnative means for computing a capital charge for
operational risk. The basic approach simply requires a bank to hold additional capital equal to
15 percent of the bank=s average gross income for the previous three years. The standardized
approach divides a bank=s activities into eight business lines, and then establishes a capital
charge for each business line equal to a fixed percentage (ranging from 12 to 18 percent) of the
average gross income from each line. The advanced measurement approach or AAMA= requires
each covered bank to establish an operational risk capital charge based on its own calculation of
risk. Only the advanced approach will be used in the United States.

In order to use the advanced approach, the financial institution would have to meet
regulatory standards relating to the institution=s management and oversight of its operations.
The bank must also undertake a comprehensive identification and measurement of its operational
risk and compile historical data on operational risk losses, both internal and external. Finally,
the institution will be required to determine an amount of capital that would be able to cover
potential losses due to operations with a 99.9 percent level of confidence.?

7 The 2004 Accord defines Aoperational risks as the Arisk of loss resulting from inadequate or failed
internal processes, people and systems or from external events. This definition includes legal risk, but excludes
strategic and reputational risk.= (2004 Accord, par. 644)

¥ One commentator estimates that U.S. financial institutions would have to hold as much as $67 billion in

5
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Mandatory and Opt-In Banks
The U.S. banking agencies have stated that only two groups of institutions will be subject

to Basel II Capital: mandatory or core banks and opt-in banks. The mandatory banks include
banks with total banking assets in excess of $250 billion and banks with total foreign exposures
in excess of $10 billion. Opt-in banks are those banks that voluntary wish to become subject to
Basel II, and have the resources and technical capability to comply with its requirements. It is
estimated that approximately ten institutions will be subject to mandatory coverage.

Arguments for Basel 1
Supporters of Basel I argue that it more accurately measures the risk of large financial

institutions and better captures many of the complex transactions and activities of these
institutions. The new system provides capital incentives for depository institutions to hold higher
quality credits, and negates the benefits of financial strategies designed to remove high quality
assets from a bank=s books in order to obtain capital relief. By more closely aligning regulatory
capital with the risk posed by an asset, the cost of credit will more accurately reflect the
economic cost to make the loan. Thus, for lower risk loans, such as home mortgages, banks and
savings associations will be able to reduce the cost of the loan to the consumer. Basel II also
permits financial institution=s to benefit from the latest techniques in risk management and
statistical analysis, and encourages financial institutions to utilize state of the art risk
management techniques if they are not already doing so. Finally, in light of the fact that the
major economic powers worldwide will be implementing Basel II for their internationally active
financial institutions, failure to implement the new Accord for our institutions will place them at
a significant competitive disadvantage when in the global marketplace.

Concerns With Basel I1

Opponents of Basel II argue that the new standard is overly complex and too prescriptive.
Opponents note that the required methodology is not necessarily the best approach for all
covered banks, and that it does not always comport with the bank=s own internal models.
Assessing a capital charge for operational risk is viewed as inappropriate in light of the difficulty
in quantifying these risks, and the lack of methodology for obtaining meaningful results. As an
alternative, it is recommend that operational risks be dealt with in the supervisory process rather
than through a capital charge. Concerns have also been raised that the new system will have the
effect of lowering the capital cushion for many institutions thereby undermining prompt

additional capital to comply with the operational risk requirement. See, Karen Shaw Petrou, ABasel II Regulation:
U.S. Market and Competitiveness Implications,= Staternent Before the House Subcommittee on Financial
Institutions and Consumer Credit,= (May 11, 2005).
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corrective action. Another concern is that the new Accord does not assess a capital charge for
interest rate risk, and therefore does not accurately adjust for the true riskiness of the institution.
Further, the ability of the bank regulators to effectively supervise and monitor the new system
has also been called into question.

One very controversial issue relates to the competitive benefits that the Basel I Accord
may provide to covered banks compared to the rest of the industry. For example, one economic
analysis estimated that the capital charge for prime mortgage loans with an 80 percent loan-to-
value ratio could be as low as 29 basis points for Basel I banks.” If correct, this disparity in
required capital would provide a significant competitive advantage for Basel II institutions, since
a lower capital requirement for a product reduces the cost to offer that product. The result could
be a gain of market share for products that receive a lower capital charge under the Basel I
framework. Further, Basel II provides incentives for non-covered banks to concentrate on the
riskier segments of the market within a product line (e.g. subprime loans), since the advantages
of the Basel II system are diminished or even reversed as the riskiness of the credit increases.
However, an increased concentration of riskier credits in smaller institutions would itself create
risks for the banking system and deposit insurance funds.

Another concern is that Basel Il may encourage further consolidation within the banking
industry. To the extent that this new capital standard results in lower capital requirements for
larger institutions, it makes these institutions more profitable for their sharecholders and thus
attracts additional capital that could be used to acquire less profitable banks. Moreover, the very
act of acquiring a non-Basel Il institution could free up additional capital for the acquiring bank.,

‘When a Basel II bank acquires a smaller institution, the newly acquired assets would become
subject to the Basel II framework as a result of the acquisition, potentially freeing up capital that
prior to the acquisition was needed to support the smaller bank=s operations. One estimate
predicts that as a result of Basel II, consolidation in the banking industry could double the
existing rate of consolidation.'®

The Leverage Ratio
In addition to the risk-based capital standards, the U.S. agencies currently apply a

Aleverage ratio= requirement to insured institutions. The leverage ratio is the non-risk adjusted
ratio of tier 1 capital to total assets. The minimum leverage ratio is generally set at 4 percent (3
percent for certain highly rated banks).

It has been argued that even if the Basel Il framework reduces a bank=s capital, the

® Calem and F ollain, AProposed Competitive Impacts of Basel II in the U.S. Market for Residential
Mortgages,= Statement Before the House Subcommittee on Financial Institutions and Consumer Creditz: (May 11,
2005).

10 N
Karen Shaw Petrou, ABasel If Regulation: U.S. Market and Competitiveness Implications,= Statement
Before the House Subcommittee on Financial Institutions and Consumer Credit,= (May 11, 2005).
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institution would still have to comply with the leverage ratio, thus mitigating competitive and
other concerns. However, the leverage ratio only takes into account on-balance sheet assets. A
large bank could effectively reduce the impact of its leverage ratio requirement through financial
transactions that move assets off the institution=s balance sheet.

More fundamentally, the leverage ratio would appear to be inconsistent with the
principles of the new standard, and arguably should be adjusted or eliminated for Basel II banks.
The underlying rationale for Basel II is that it more accurately matches the capital of an
institution to the risk presented by the institution=s assets. It is hard to rationalize requiring
institutions to comply with the Basel II requirements, at a considerable cost to the institution, for
the purpose of determining a more risk sensitive capital requirement, but then prevent the
institution from actually benefiting from the new system by retaining a leverage ratio that does
not recognize the true risk of the institution=s assets. This result would be harmful not only to
the institution, but to the economy in general, since requiring a lending institution to hold
Aexcess= capital will increase the cost of credit for the economy. It would also be harmful with
respect to the global competitiveness of our international banks, since other Basel member
countries will not be imposing a leverage constraint on their international financial institutions.
In short, as a practical matter, if will be very difficult for the supervisory agencies to retain the
leverage ratio in its current form for Basel II banks after the new Accord is implemented.

Current Status of Basel IT Implementation

As previously mentioned, the Basel II framework was agreed to by the Central Banks and
other bank supervisory authorities of the member countries on June 26, 2004. The Accord calls
for the standardized approach to commence for non-U.S. institutions on January 1, 2007, and
final implementation worldwide by January 1, 2008. Each member country is now proceeding to
meet these deadlines pursuant to its own laws and customs.

In the United States, Basel Il must be implemented through the issuance of new final
regulations pursuant to the Administrative Procedure Act. As part of this process, the agencies
issued an Advance Notice of Proposed Rulemaking on July 2003, as well as proposed
supervisory guidance in October 2004 and in January, 2005. The original timetable called for
the publication of a more formal notice of proposed rulemaking in the Summer of 2005,

On October 29, 2004, the U.S. banking agencies asked 26 large banking organizations to
participate in a Aqualitative impact study= or AQIS= to determine the effects of the Accord.
The results of this study, QIS-4, were released in the Spring of 2005. It indicates that the
potential changes in capital that would be achieved under Basel II were significantly more
substantial than previously estimated,’’ and that the bank=s calculations of key factors, such as
the probability of a default and the loss given a default, differed widely for the same category of

11 : . s - .
Changes in effective minimum required capital for individual institutions ranged from a decrease of 47

percent to an increase in 56 percent.
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assets. In particular, QIS-4 found substantial reductions in capital for all but one category of
wholesale and retail lending, and a large capital reduction for mortgage and home equity lending.

As aresult, on April 29, 2005, the banking agencies announced a postponement in
publication of the notice-of proposed rulemaking, during which time the QIS-4 results will be
further analyzed and studied. Once this analysis is complete, the banking agencies plan on
continuing the rulemaking process with the publication of a proposed rule. Additionally, the
agencies have announced plans to modify the Basel I standards applicable to the remainder of the
industry. According to the Federal Reserve, the revisions to the Basel I standards are intended,
among other things, Ato blunt the unintended harm that Basel II might impose on non-
adopters.='> Finally, on July 13, 2005 the Basel Committee announced that it Are-discussed the
schedules of national rulemaking processes within member countries= and decided to review the
Acalibration= of the new framework in the Spring of 2006. In connection with this review, the
Committee decided to undertaken a new qualitative impact study (QIS-5) in October.

Conclusion

The current risk-based capital system needs improvement. It no longer effectively
correlates capital and risk for many of our larger depository institutions. It creates perverse
incentives for banks to sell or securitize their best assets and to retain riskier assets. It does not
represent the state of the art in risk management or capital allocation. Basel II contains many
improvements over the current capital framework system for our large and internationally active
banks.

On the other hand, the proposed new framework may well cause unintended competitive
effects with respect to non-Basel Il institutions, and could also result in unexpected variations in
capital requirements for similarly situated institutions. The task confronting our financial
supervisory authorities is to extract the benefits of the new system while mitigating the potential
for the unintended results.

While our very largest financial companies are capable of utilizing the advanced
protocols of Basel 11, there are many other depository institutions that could chose to use and
benefit from the other models authorized by the international Accord, but rejected by the U.S.
regulators. For example, implementation of the standardized approach (with modifications to
reflect the unique nature of the U.S. financial system) would not only mitigate many of the
potential anti-competitive effects of Basel II, but would also offer to all depository institutions in
the U.S. the ability to be on the same level playing field as banks in Europe and Asia.

12 :
Statement of Susan Bies, Member of the Board of Governors of the Federal Reserve System, before the
House Subcommittee on Financial Institutions and Consumer Credit= (May 11, 2005).
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In this regard, we note that the agencies are expected to unveil a proposed new capital
standard for non-Basel I institutions, perhaps as early as this Fall. In developing this so-called
“Basel I-A” option, the regulatory agencies should careful consider whether the proposed
changes will be sufficient to meaningfully mitigate the anti-competitive effects of Basel I, and
the extent to which the proposal will make capital requirements more risk sensitive for all
institutions eligible to comply. At a minimum, the current four risk baskets could certainly be
modified and expanded into additional baskets that more closely align with risk

1t is also important for the agencies to use the rulemaking process to reduce, to the
maximum extent possible, the formulaic nature of the new Accord and to provide discretion for
banking organizations and the supervisory authorities adjust capital based upon the principle that
capital should reflect the true risk of the institution. Thus, for example, the regulations should
provide incentives for banking organizations to use the best methods possible for determining
the risk of assets, even if those calculations differ from the formulas set out in the Accord.
Likewise, the banking agencies should be able to modify capital requirements, either up or down,
based on their supervisory judgment and examination of the institution. It is also important to
allow the new system to be phased in over a period of time. This will permit the institutions and
the regulators to monitor how the new system is impacting capital requirements. Considering
the stakes involved, a go slow approach may well be the best approach, it will permit
adjustments to the standards before unintended adverse consequences are widespread.

Finally, the regulators need to squarely face up to the fact that the current leverage ratio
cannot be maintained after Basel Il is implemented. The leverage ratio needs to either be phased
out or significantly modified for those banks subject to the Basel Il framework, and the
recognition of this fact should be made part of the overall process of implementing the new
framework.

10
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The Independent Community Bankers of America appreciates the opportunity to
submit this statement regarding the Basel II Capital Accord and how it should be
implemented in the United States. Since Basel II will be the first significant revision of
capital requirements since 1988 and will have a significant impact not only on the safety
and soundness of the banking industry but also the overall U.S. economy, we fully
understand and support the Committees’ interest in this issue. Congress should maintain
an oversight role in the Basel II process and should be kept apprised of any proposed
revisions to the new accord.

Summary of ICBA’s Position

ICBA recommends that the implementation of Basel II be delayed until the
agencies can completely analyze the results of latest Quantitative Impact Study (QIS4),
understand the competitive implications and determine what adjustments are needed to
make the new accord more equitable. Because the elimination of the existing leverage
ratio could jeopardize the safety and soundness of our financial system, we strongly
support the retention of the leverage ratio once Basel I1 is adopted. Basel II should also
be simplified so that regulators will be able to properly supervise and monitor it and
Basel II banks will be able to comply with it. While we support the decision to apply
Basel II only to the largest banks and not to community banks, we recommend that
further changes to Basel I be made to make that capital accord more risk-sensitive and
address the competitive inequities of Basel I1.

Background and Current Status of Basel II Implementation in the United States

In June 2003, the U.S. banking regulators issued an Advance Notice of Proposed
Rulemaking to begin implementation for Basel Il in the United States (“ANPR™). The
proposal formally set forth the U.S. regulators’ position that Basel II would apply only to
the ten to twelve largest U.S. banking organizations that have total assets of $250 billion
or more or total on-balance sheet foreign exposure of $10 billion or more. Other
institutions would have the opportunity to opt-in to Basel Il provided they meet very
strict eligibility standards. ICBA commented on the ANPR and expressed our concerns
about the complexity of Basel II and the competitive inequities that would result if Basel
II were implemented. ICBA also recommended further changes to Basel I to make that
accord more risk-sensitive and address the competitive inequities presented by Basel IL

In June of 2004, the banking agencies described further their schedule for
implementing Basel II in the United States. The agencies expected to issue a notice of
proposed rulemaking (NPR) in mid-2005 and to release a final rule in mid-2006. In
2007, prior to implementation, the agencies expected to subject Basel Il to a year of
“parallel running,” applying the framework in tandem with Basel I and in 2008, the new
capital accord would be fully effective in the United States. The agencies also announced
that they would be conducting a fourth Quantitative Impact Study (QIS4) to evaluate the



214

potential effects of implementation and to help banking organizations understand the
competitive implications of the new accord.

However, on April 29, 20053, the agencies issued a joint press release stating that
they have completed a preliminary analysis of the QIS4 submissions and that the results
indicated “material reductions” in the aggregate minimum required capital for the large
banks that participated in the study. The agencies stated that they need more analysis to
determine whether the results stem from differences in risk, data limitations, flaws in the
study, or whether the results mean further adjustments to Basel II are needed. The
agencies did say that they remain committed to moving forward with the implementation
of Basel I while retaining Prompt Corrective Action and leverage requirements and that
they plan to continue to work under the existing implementation timeline for Basel II
which calls for full implementation of the new accord by January 1, 2008. They
announced that the NPR would be delayed until further work was completed on the QIS4
results.

The Implementation of Basel II Should be Delayed Until the Competitive Equities of
the New Accord are Understood

1CBA supports the agencies’ decision to delay further rulemaking under
Basel II to give the agencies more time to analyze the results of QIS4. ICBA has
expressed concern for a number of years, in previous testimony before this Committee
and in our comments to regulators, that Basel II may place community banks at a
competitive disadvantage. The Advanced Internal Ratings Based approach (A-IRB) of
Basel Il would yield lower capital charges for residential mortgage, retail and small
business loans for Basel II adopters, the very credits where community banks compete
with large institutions. An individual loan has the same risk to an institution whether a
community bank makes the loan or a mega-bank makes it. It is not appropriate for the
risk-based capital charge attendant to that loan to be widely divergent depending on
whether the loan is made by a Basel I or a Base] 11 bank.

The results of the third Quantitative Impact Study (QIS3) issued two years ago
heightened our concern at that time about the competitive equities of the new accord.
That study showed that the risk weights and capital charges would significantly decrease
for retail credits including mortgage and non-mortgage loans to individuals and small
businesses. A later study by the FDIC issued in December of 2003 showed that risk-
based capital requirements would be so significantly reduced under Basel II that many
banks would fall under the minimum 4% leverage ratio that is required for a bank to be
adequately capitalized. Capital reductions for mortgages would be particularly
significant, dropping an average of 56 percent on 1-4 family residential mortgages.

Now that the preliminary analysis of QIS4 indicates that there would be material
reductions in minimum required capital amounts among Basel 11 adopters, our concerns
about the competitive inequities of the new accord are even stronger. For residential
mortgage credits, the preliminary results showed that minimum capital requirements for
Basel Il adopters would drop an average of 73% for residential mortgage loans and 79%
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for home equity loans. Currently, the minimum capital requirement under Basel I for
these types of loans is 4% for well-capitalized banks. An average 73% or 79% drop
would mean that minimum capital requirements for Basel 1I banks would be
approximately 1% or less for these types of loans.

Since there is a cost to a bank for maintaining capital, the lower capital
requirements would most likely result in a cost advantage, and correspondingly a
pricing advantage, in retail credits for large banks that are subject to Basel II. The
lower capital requirements will also make it easier for the Basel IT banks to achieve a
higher return on equity (ROE). In order to compete with the cost advantage and the
higher ROEs of Basel II banks, community banks may be forced to make concessions in
pricing and underwriting guidelines that could impair their profitability, and ultimately
their viability.

ICBA also fears that Basel II will further accelerate the consolidation in the
banking industry. Lower capital levels that large banks obtain under Basel II will likely
result in more acquisitions of community banks and “second tier” regional institutions by
the larger banks seeking to lever capital efficiencies. As more of the larger banks opt-in
over the long-term, this could accelerate the consolidation of the industry even more,
resulting in an undesirable loss of locally focused institutions better able to meet the
needs of their communities. Since most community banks will remain under Basel I,
they will have difficulty competing against bigger Basel Il banks that benefit from
reduced capital requirements and higher returns on equity. Basel I banks will become
likely takeover targets for Basel II banks that believe they can deploy Basel I bank capital
more efficiently. As more Basel [ banks are left with riskier assets, lower credit ratings
and higher costs of liabilities, they will find it more difficult to compete for the higher
quality assets.

Community banks play not only a strong role in consumer financing in this
country but also an important role in small business financing. Commercial banks are the
leading suppliers of credit to small business, and community banks account for a
disproportionate share of total bank lending to small business. Community banks
account for 33 percent of small business loans, more than twice their share (15%) of
banking assets. Because of the important role small businesses play in the economy
(more than half the private sector workforce and two-thirds to three-quarters of new
jobs), it is imperative to consider the competitive impact Basel II will have on community
banks and their customers.

ICBA recommends that the implementation of Basel IT be delayed until the
agencies can completely analyze the results of QIS4, understand the competitive
implications and determine what adjustments are needed to make the new accord
more equitable.
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The Leverage Ratio Should be Maintained Under Basel I1

ICBA strongly supports maintenance of a capital-to-assets leverage ratio
requirement for banks. For this reason, ICBA was pleased that the agencies’ April 29"
announcement stated their intention to retain Prompt Corrective Action and leverage
requirements if Basel II is implemented. ICBA has been concerned with recent
statements from Federal Reserve Chairman Alan Greenspan and others who have
suggested that the leverage ratio would eventually be eliminated once Basel I was
implemented.

ICBA believes that eliminating or reducing the leverage ratio could
jeopardize the safety and soundness of our financial system and pose substantial
risks to the FDIC insurance funds. In recent years, U.S. banks have been very sound
and profitable. ICBA believes that the current economic health of our economy and
financial system is partly due to the strong capital position of banks and the capital
requirements, including the leverage ratio and prompt correction action requirements,
implemented by regulators as a result of the Financial Institutions Reform, Recovery and
Enforcement Act of 1989 (FIRREA).

For instance, since 1989, the U.S. economy has experienced several economic
downturns and recessions and banks have not only weathered these crises well but have
served as pillars of strength for the economy. The healthy capital position of banks
protected not only the banks themselves from financial problems but prevented these
economic downturns from getting worse. In fact, Federal Reserve Vice Chairman Roger
Ferguson stated recently that the capital levels that banks built up after the adoption of
Basel I helped keep the 2001 U.S. recession relatively short and eliminated the threat of a
vicious credit crunch or the risk of fragility in the system.

In ICBA’s view, this is not the time for the regulators to be considering a
reduction in the capital requirements when some of our largest financial institutions have
been under investigation by federal and state authorities and, in certain cases, are having
to restate earnings and reorganize their management. It is very important to our economy
that regulators maintain a minimum capital cushion for our largest financial institutions
that pose the greatest risks to our financial system. If a trillion dollar financial institution
were to become significantly undercapitalized or fail, the consequences to our economy
would be enormous. As former Comptroller of the Currency John Hawke said before the
Senate Banking Committee, “Reducing the leverage ratio would undermine our whole
system of prompt corrective action which is the foundation stone of our system of
supervision...I think we need to reach an appropriate accommodation where we try to
make our basic system of regulatory capital rules more risk-sensitive, but we shouldn’t do

that at the prilce of dismantling or significantly impairing the basis for our supervision of
U.S. banks.”

! Testimony before the Senate Banking Committee (Aprif 20, 2004)
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Basel 11 Should be Simplified

ICBA has always been concerned about the complexity of Basel II and the ability
of Basel IT adopters to understand and implement the new accord as well as the
consequences if a mistake is made. Our concerns were heightened recently when the
regulators admitted to making a simple mistake (a misplaced square root sign) in one of
the complex formulas that was included in a recent guidance on Basel II. It took over
two months for the regulators to spot the mistake. If institutions followed the formula as
it appeared in the guidance, required capital requirements for retail loans could have been
significantly understated by as much as 60-70%.

This kind of mistake highlights the real world consequences of adopting a very
complicated capital accord and having a regulatory system with the necessary expertise
and skill to properly supervise and monitor it. Former Comptroller John Hawke once
described Basel Il as so complex, that it is “virtually impenetrable.” Basel Il is so
complex that it will be challenging for both banks and regulators to maintain staff with
the requisite Ph-D level expertise to understand the models and formulas and their
assumptions and limitations. Furthermore, it is unrealistic to expect that the Basel IT bank
models will not contain errors or that regulators will be able to catch them in every
instance.

Since small errors in the calculation of capital at these large institations
could have extraordinary consequences to our financial system, ICBA recommends
that the Agencies consider ways of simplifying Basel II. Institutions that apply Basel
I’s A-IRB approach will have incentive to understate risk and losses in order to reduce
capital requirements and increase return on equity. Therefore, the new accord and its
capital formulas must not be so complex that regulators cannot readily spot intentional or
unintentional errors or omissions in the formulas that are used. Basel Il should also be
simple enough that bank directors can monitor its implementation and auditors can certify
to them as part of their internal control audits.

Basel IT Should Not Be Applied to Community Banks

ICBA applauds the agencies for their plan to require application of Basel IT
only for the very largest, internationally active banks that meet certain
infrastructure requirements. ICBA strongly supports the decision of federal bank
regulators not to apply Basel II to noncomplex, community banks in the United States.

Methods of assessing capital adequacy must be appropriate to the size and
complexity of operations of the bank. Bank consolidation in the United States has
bifurcated the industry into a barbell shape with a few large, complex, globally active
institutions on one end, and thousands of smaller, noncomplex, community-focused
institutions on the other. In our view, capital adequacy regulations must recognize the
differences between these two ends of the spectrum. The bifurcated approach to capital
adequacy will better reflect banks’ risk profiles, and avoid imposing unduly complex,
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cumbersome or burdensome rules on community banks, without sacrificing safety and
soundness.

Basel I Should be Changed to Enhance Its Risk-Sensitivity

ICBA recommends that further changes be considered for Basel I to enhance
its risk-sensitivity and to address any competitive equity concerns associated with a
bifurcated framework. ICBA support the regulators’ intention to propose changes to
Basel I simultaneously with the issuance of the NPR for Basel II. If this occurs, we hope
that the agencies will propose additional risk categories to enhance the risk-sensitivity of
Basel I and to align capital requirements with risk levels. The risk-weightings of these
categories should also be modernized to better match current knowledge about actual risk
exposures. For instance, lesser risk weights could be considered for rated credits and
conforming mortgage loan products. Additional risk categories could be also added for
loans with low LTV ratios.

However, we hope that any proposed revisions to Basel I or a new Basel I-A will
not make the capital accord overly complex. The advantage of Basel I to community
banks is its simplicity. Community banks are burdened enough with banking regulation
and they do not want to comply with a very complex capital accord. Furthermore,
regulators should also consider allowing well-capitalized, well-managed community
banks the option to remain under the existing Basel I framework to reduce regulatory
burden.

Propesed Legislation

ICBA supports H.R. 1226, the United States Financial Policy Committee for
Fair Capital Standards Act, proposed by Chairman Bachus that would require a
unified position among the regulators on Basel I1. Although we expect that the
regulators will eventually reach a consensus on Basel 11, we do support Congressional
oversight of this process as contemplated by the proposed legislation. It is essential that
the Basel II revisions be done correctly since they will impact not only the safety and
soundness of the industry but the well being of the economy in general. Congress should
be kept apprised of the proposed revisions and should be consulted about their cost and
complexity as well as their impact on competition between banks and other financial
institutions. We also support giving the Director of the Office of Thrift Supervision
equal representation with the other three bank regulators on the Basel Committee,

Conclusion

ICBA supports the decision of the regulators to postpone the implementation of
Basel I and recommends that the implementation of Basel If be delayed until the
agencies can completely analyze the results of QIS4, understand the competitive
implications and determine what adjustments are needed to make the new accord more
equitable. Because of the important role that community banks play as consumer and
small business lenders, it is important that the regulators take their time to analyze the
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data from the QIS4 and make the adjustments to Basel II that are necessary so that when
the new accord is implemented, there is no adverse impact to community banks or their
customers and communities.

ICBA also supports the retention of the leverage ratio for Basel Il. Eliminating or
reducing the existing leverage ratio of 5% for well-capitalized banks, in our opinion,
would jeopardize the safety and soundness of our financial system. We also recommend
that the regulators simplify Basel II so that regulators will be able to properly supervise
and monitor it. Finally, while we support the decision to apply Basel II only to the
largest banks and not to community banks, we do recommend that further changes to
Basel I be made to make that capital accord more risk-sensitive and address the
competitive inequities of Basel I1.

Thank you for the opportunity to present our views on this important topic.
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7 M The Real Estate Roundtable
May 10, 2005

The Honorable Spencer C. Bachus

Chairman, Subcommittee on Financial Institutions and Consumer Credit
United States House of Representatives

2129 Rayburn House Office Building

Washington, DC 20515-6051

The Honorable Deborah Pryce

Chairman, Subcommittee on Domestic and International Monetary Policy,
Trade and Technology

United States House of Representatives

B-304 Rayburn House Office Building

Washington, DC 20515-6058

Re: Comments on the New Basel Capital Accord
Dear Chairmen:

The Real Estate Roundtable (www.rer.org) is providing these comments
to the House Subcommittee on Financial Institutions and Consumer Credit and
the Subcommittee on Domestic and International Monetary Policy, Trade
(“Committees™ on the New Basel Capital Accord (“New Accord”), in
conjunction with their joint hearing on May 11, 2005.

The New Accord could have a significant negative impact on the flow of
credit to the commercial real estate industry and, thereby, affect its overall
liquidity and valuation. As such, we appreciate the opportunity to provide the
Committees with our concerns about the New Accord.

The Real Estate Roundtable and its members lead an industry that
generates more than one-third, or $2.9 trillion, of America’s gross domestic
product, employs more than 9 million people, represents capital investment of
over $4.6 trillion, and produces 70 percent of the taxes raised by local
governments for essential public services. Our members are senior real estate
industry executives from the nation’s leading income-producing real property
owners, managers and investors, the elected heads of America’s leading real
estate trade organizations, as well as the key executives of the major financial
services companies involved in financing, securitizing or investing in income
producing properties.

Unintended Consequences of the New Accord

The Real Estate Roundtable (“the Roundtable”) would like to commend
the Committees for their work toward examining the work of the Bank for
International Settlements and the corresponding work of the U.S. regulatory
agencies. Clearly, there are benefits to a more fair and consistent conceptual risk
capital framework in our global financial services system. By more closely
aligning regulatory capital with economic capital, the New Accord has the
potential to improve the relative allocation of capital to more closely reflect
actual differences in risk.

1420 New York Avenue, N.W. » Buite 1100 » Washington, DG 20008 » Prons: 202-639-8400 + Fax: 202-839-8442 » www rarorg
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While the Roundtable believes that the New Accord makes significant progress toward greater
risk transparency, we also have serious concerns about the potential for significant unintended
consequences — both for the real estate sector and the overall economy — that an inappropriately
calibrated new regulatory capital regime can generate. Specifically, we are concerned that the capital
requirements for commercial mortgage securities and commercial real estate acquisition, development
and construction (ADC) loans, are sufficiently high as to have the unintended and unnecessary
consequence of being a disincentive for those markets. The Roundtable believes that the New Accord
should be constructed with the intent of having a neutral effect on these financial activities.

Commercial Banks Vital to Real Estate Credit Availability

Commercial bank lending is the principal source of credit for U.S. commercial and multifamily
real estate. Bank underwriting standards have improved since the last economic cycle, resulting in
more realistic loan-to-value requirements, more accurate estimates of future cash flows, and more
proactive management of non-performing assets. In addition, federal regulatory agencies have
provided stronger regulatory oversight of the sector.

Real estate’s increasing role in global capital markets - through securitization vehicles such as
commercial mortgage backed securities (CMBS) and real estate investment trusts (REITs) — has led to
greater transparency, enhanced liquidity, better discipline and more exacting scrutiny of commercial
real estate asset quality. As a result, the process for disclosing market information has become more
defined, the quality of information required by both regulators and investors has improved, and the
speed with which property performance information is available has accelerated.

Increased Regulatory Capital Could Strain Real Estate Credit Availability

The U.S. commercial real estate market has proven to be strong and a key driver of our
economy. We are concerned that Basel II could require a 25% risk weight increase for some ADC
loans. This is highly problematic as it could drive banks out of this type of lending, thereby stifling
economic growth. There have been tremendous advances in the assessment of risk for this type of
lending, unfortunately the Basel Committee is not taking into consideration these important
advancements and is applying an unsophisticated standard for the risks associated with an important
lending sector.

As such, the new capital standards for commercial real estate are expected to unsettle, and
perhaps substantially disrupt, real estate credit, and could create a very difficult environment for the
commercial real estate banking industry within the next few years.

The Roundtable generally supports the U.S. regulatory agencies' efforts at developing a more
balanced and consistent conceptual risk capital framework for the nation’s banking system. We also
encourage standards by which real estate lending is sensibly underwritten and economic risk is
appropriately priced. However, certain capital increases proposed in the New Accord, coupled with
rulelzs that are not directly linked to economic risks, could have negative consequences for lending to
real estate.

In the past decade, residential and commercial real estate have been pillars of the nation’s
economy. Yet reduced credit availability for real estate, particularly in a weakening economy, could
be expected to undermine overall market liquidity and diminish property values. The Roundtable
strongly urges the Committees to request additional comments on the impact of the proposed accord on
the U.S. economy and affected industries and to provide the opportunity for continued industry
comment on additional changes to the New Accord necessary to mitigate the sectoral and
macroeconomic concerns.
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To this end, The Real Estate Roundtable supports the “United States Financial Policy
Committee for Fair Capital Standards Act” (H.R. 1226). This legislation would establish a mechanism
for developing uniform U.S. positions on issues before the Basel Committee on Banking Supervision
at the Bank for International Settlements and require a review of the most recent recommendation of
the Basel Committee relating to potential implementation of the New Accord. Perhaps the most
important feature of this legislation for real estate is its provision to require the federal bank regulatory
agencies, in consultation with the Secretary of the Treasury, to evaluate the potential impact of the
New Accord on real estate markets as a condition for approving its implementation. We are pleased to
commend Chairman Bachus and the 35 co-sponsors for introducing this important legislation.

We trust the Committees may find our comments useful. Should you have questions or require
additional information, please contact Clifion E. Rodgers, Jr. by telephone at (202) 639-8400 or by
email at crodgers@rer.org.

Thank for this opportunity to comment on this important issue.

Lh—

Jeffrey D. DeBoer
President and Chief Executive Officer

Sincerely,

ce: The Honorable Michael G. Oxley
Chairman, House Committee on Financial Services

The Honorable Richard C. Shelby
Chairman, Senate Committee on Banking, Housing and Urban Affairs
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Al Manseli, CRB
President

Terrence M. McDermott

The Voice For Real Estare
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500 New Jersey Aveaue, N.W.
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Introduction

Statement of the
NATIONAL ASSOCIATION of REALTORS®
on
Basel II: Capital Changes in the U.S. Banking System
and the Results of the Impact Study

For Submission to the
Subcommittee on Financial Institutions and Consumer Credit
and the
Subcommittee on Domestic and International Monetary Policy,
Trade and Technology
of the

House Financial Services Committee

May 11, 2065

Jerey Giovaniello, Senior Vice President
Watter . Witek, Jr., Vice President

The National Association of Realtors® (“NAR”) is pleased to submit this Statement for the
Record to the above House Financial Services Subcommittees on the Basel II Capital Accord
(“the Accord™). We appreciate the time and effort that its members, including Committee
Chairman Michael Oxley and Subcommittee Chairs Spencer Bachus and Deborah Pryce, have
spent on this very important issue, and we look forward to working with you to address the
concerns that we have with the Accord.

NAR is the nation's largest professional trade association with almost 1.2 million members who
belong to over 1,500 REALTOR® associations and boards at the state and local levels, as well as
various institutes, societies and councils designed to enhance their expertise in real estate.

REALTOR® is a registered collective membership mark which may be used only by real estate
professionals who are members of the NATIONAL ASSOCIATION OF REALTORS®
and subscribe Yo its strict Code of Ethics,

QAL HOUSING
OPPORTUNITY
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NAR’s members include brokers, salespeople, property managers, appraisers and counselors, as
well as others engaged in all aspects of the real estate industry.

Qur Position

NAR supports the overall goal of the Accord; however, we believe that the Accord should not
skew lending away from real estate and are concerned that:

* [ts potential effect on the real estate industry is not yet clear.

» Its treatment of high volatility commercial real estate (“HVCRE”) loans could unnecessarily
slow down that segment of the industry.

= [ts treatment of commercial real estate does not adequately capture loans on properties that
have partial equity or are partially pre-leased or pre-sold.

As a result, we support the United States Financial Policy Committee for Fair Capital Standards
Act of 2005 (H.R. 1226) that would create an interagency committee of federal financial
regulators to study and report on the Accord’s potential impact on the economy, including the
real estate industry.

Real Estate is an Important Part of our Economy

The federal regulators that comprise the Financial Policy Committee — the Federal Reserve
Board, Office of the Comptroller of the Currency, Office of Thrift Supervision, and Federal
Deposit Insurance Corporation — should make sure that the Accord does not directly, or
indirectly, harm our nation’s real estate market or the hundreds of thousands of associated real
estate professionals.

NAR is concerned that changing the reserve requirements of certain types of lending may create
an incentive for banks to direct their lending away from real estate, and thereby potentially slow
or dampen the flow of credit to this vital economic sector.

The real estate industry is one of the driving forces of our national and local economies, as it
contributes significantly to homeownership, employment, development, retail sales and tax
revenues. Commercial real estate, in particular, has proven to be fundamentally strong and has
helped our nation recover from several recent negative events, including the downturn in the
technology sector, stock market declines, accounting scandals and the September 11 terrorist
attacks.

The New Accord Would Take Effect in 2008

In 1998, the Switzerland-based Bank for International Settlements decided to revise its 1988
Basel I Capital Accord to better reflect underlying economic risks and create a more stabilized
international banking system. The new Accord is being developed by top central banking
officials of the Group of 10 (G-10) nations, and would be fully effective in January 2008.
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The largest U.S.-based, internationally-active banks would have to comply with the new
standards of the Accord. Other banks could voluntarily “opt in” if federal regulators approve
their risk management measures; however, only a few are expected to do so due to high
compliance costs. Banks not subject to the new Accord would remain subject to the capital
standards of the original Basil I agreement (which federal regulators plan to update as well).

The Accord contains three main components, or “pillars.” Pillar 1 establishes minimum capital
reserve requirements (based on complicated formulas relating to both credit and operational
risks) to protect against potential losses; Pillar 2 creates an enhanced review process of an
institution’s loan policies and capital reserves; while Pillar 3 imposes improved public disclosure
requirements,

The Overall Effects of the Accord Need to be Better Understood

Preliminary analyses of the most recent Quantitative Impact Study (QIS4) show that banks with
similar assets and risk profiles would have widely different capital requirements under the
Accord. For example, some banks have estimated that their overall capital requirements (for all
types of loans) would drop between 20 and 40 percent, while others have estimated they would
actually increase by up to 60 percent. Capital requirements for specific types of loans
(commercial and non-commercial) could vary even more dramatically.

As a result of this unexpected and unsettling data, federal regulators decided to postpone their
Notice of Proposed Rulemaking so they could have more time to evaluate QIS4. NAR supports
this decision and believes that the Accord should not be implemented in the United States until it
has been thoroughly examined and modified to ¢liminate potential disruptions to the commercial
real estate market and the broader economy.

The Accord Could Hinder Certain Types of Commercial Real Estate

NAR is concerned that the Accord could have unintended and undesirable consequences for the
commercial real estate industry. Pillar 1 would appear to increase the capital reserve
requirements for certain real estate loans, specifically those relating to HVCRE - properties that
are purchased for acquisition, development and construction (ADC) and do not have “substantial
equity” or are not “sufficiently pre-leased.”

As a result, banks would have less incentive to make HVCRE loans because more capital
reserves would have to be put aside to cover potential losses. To the extent banks decide to
make such loans, they would probably charge higher interest rates to offset their higher reserve
requirements, which in turn would create a disincentive for investors and developers to acquire
HVCRE property. Funds that would otherwise go to HVCRE loans would most likely be
redirected to other types of loans that have lower reserve requirements, including those relating
to income-producing real estate (IPRE), non-commercial real estate and corporate bonds

In addi}ion, the terms “substantial equity” and “sufficiently pre-leased” should be better defined
so partially-sold or partially-leased ADC properties can be clearly classified as HVCRE, IPRE or
a newly-created category.
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The Accord Would Revise the Risk Formula for HVCRE Loans

The Accord would restructure the formulas that banks use to determine default risks for certain
classes of real estate, including HVCRE. It would incorporate asset correlation variables that are
designed to measure the likelihood that a particular default(s) would trigger a broader downturn
in that asset class or industry sector.

For example, properties specifically geared towards one particular industry or use (e.g., resort
hotels) would be more susceptible to market fluctuations in that industry. Under the Accord,
these types of properties would have a higher asset correlation value (and considered riskier)
than properties that have multiple uses or can be leased to various types of tenants (e.g., retail
stores).

Absent evidence that existing HVCRE loans do not adequately account for market
susceptibilities, these loans should not be treated differently under the Accord than they are now.
Underwriting standards and appraisal procedures for HVCRE loans have improved dramatically
over the past decade, and many of them are securitized (allowing for greater transparency,
liquidity and scrutiny by federal agencies). Securitized vehicles include commercial mortgage
backed securities (CMBS), real estate investment trusts (REITs) and real estate mortgage
investment conduits (REMICs).

HVCRE has played an important role in the growth of commercial development across our
country; therefore, related loans should not be discouraged through the revision of risk formulas.

Legislation Would Create an Interagency Committee to Review the Accord

NAR supports legislation recently introduced by Chairman Spencer Bachus ~ the United States
Financial Policy Committee for Fair Capital Standards Act (H.R. 1226) — that would create an
interagency committee (consisting of the federal banking regulators and the Secretary of the
Treasury) assigned to develop uniform positions on the Accord’s provisions and report to
Congress before it could be implemented in the United States. This bill also would require the
Committee to evaluate the effects the Accord would have various sectors of the economy,
including the real estate industry. If the members of the Committee cannot agree on an issue, the
Secretary of the Treasury would decide.

H.R. 1226 should be enacted as soon as possible so federal regulators can collectively review the
Accord, determine its potential adverse effects to the commercial real estate industry and modify
relevant provisions prior to its implementation. NAR and its members look forward to working
with the Financial Services Committee and its Subcommittees to advance this legislation in both
the House and Senate.

Ceonclusion

Commercial real estate has been a stable and important component of our economy and should
not be harmed or weakened by the Accord. Therefore, NAR supports H.R. 1226 and encourages
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Congress and federal regulators to ensure that certain types of commercial property would not be
negatively affected.

We appreciate this opportunity to express our views on this very important matter.
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Financial Guardian Group 900 Seventeenth Stret, N.W., Suite 506
Washington, D.C. 20006
Phone: (202} 296-5240
Fax: {202} 452-6816

Karen Shaw Petrou
Executive Director

June 30, 2005

Hon. Spencer Bachus

Chairman

Subcommittee on Financial Institutions and Consumer Credit
Financial Services Committee

U.S. House of Representatives

2129 Rayburn House Office Building

Washington, DC 20515

Dear Chairman Bachus:

Thank you for the opportunity to respond to your questions regarding my recent testimony on
Basel IT and the QIS-4 before the Financial Institutions and Consumer Credit and Domestic and
International Monetary Policy, Trade, and Technology Subcommittees. Implementation of the new
Basel Capital Accord in the U.S. will have widespread ramifications for both consumers and the
financial services industry, and your continued review of the implementation process has increased the
likelihood of the Accord’s careful and successful implementation. Below, [ provide responses to each
of your nine questions.

1. The argument has been made that regulatory capital arbitrage is not necessarily a bad thing when
it moves risk out of the banking system. Please comment on this view. Should the Committee be
concerned that the competitive disparities created by the operational risk-based capital charge
could lead to the movement of assets outside the banking system?

The U.S. system of banking regulation is among the most robust and sophisticated in the world. Asa
result, it is troublesome that banks may be forced to move assets outside the system, or even to de-bank
~ that is, terminate their charters and take advantage of other structural options. The large number of
nonbank competitors in lines of business such as asset management or payments processing could well
lead banks that specialize in these lines to consider all strategic options. This would increase overall
systemic risk as regulatory oversight would decrease or, in some cases, be eliminated. For example, as
this Committee well knows, the Fed has adamantly argued that industrial loan companies be brought
under full banking regulation because of the fear that lax supervision could create systemic risk.
Further, the purchase of specialty banks by large, diversified banks would result in more concentration
risk.
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2. Some maintain that U.S. investment banks are under a regime comparable to the Basel Il
framework, which has been imposed on them by the SEC, Is this characterization of the SEC
regime correct? Are there any aspects of the SEC's standards that should raise concern? Does
the SEC regime solve the bank/nonbank competitiveness problem?

The SEC’s capital framework for consolidated supervised entities (CSEs) has been repeatedly
described as comparable to Basel 1I. However, in reality, it differs sharply from the Basel standards
expected to be imposed on banks in the U.S. in a number of significant respects. For example, the
CSEs will not be subject to minimum capital requirements, nor will they be governed by any leverage
capital standards. In addition, the SEC will allow CSEs to use their own internal credit risk weightings
if the Basel I ones are problematic. They can also use the more simple approaches to operational risk-
based capital, which could prove less costly than the advanced approach (which is the only one
allowed for banks in the U.S.). Perhaps most importantly, because of size requirements, the CSE
regime will only apply to the very largest, approximately five or six, investment banks. It is important
to note that nonbank mutual fund companies, payment processors, asset managers and transfer agents,
despite competing in the same lines of business as many banks, will not fall under any comparable
requirements. Of the top 50 institutional asset managers, 37 are nonbanks. Of these 37, I believe only
three or four will fall under the SEC’s CSE regime.

3. Can you explain what a “low hanging fruit” approach to Basel Il implementation would entail? Is
this a viable approach to implementing the Accord in the U.S.?

There is wide agreement on some of the most obvious problems with the current risk-based capital
rules. For example, there is general consensus that risk weightings for residential mortgages are too
high under Basel . In addition, the treatment of corporate debt instruments is not risk sensitive and
can create incentives to hold riskier assets in portfolio. There are simple solutions to these problems,
and it is my understanding that the regulators are attempting to answer these more obvious problems in
a rewrite of Basel I for smaller banks. I would suggest making this “Basel Ia” available for all
institutions. Once these problems are fixed, the regulators can then turn to developing and, more
importantly, assessing the competitive impact of the more advanced approaches.

4. Would an operational risk-based capital charge like the one now proposed have done anything to
prevent recent losses due to operational risk, such as the Barings case, where a rogue trader
brought down the entire bank, and even the Citigroup legal risk reserves in the wake of Enron,
WorldCom and other problems. Have any banks besides Barings ever failed because of
operational risk?

The important thing to note with regard to the Barings loss is that it was a case of criminal fraud, due
to the very basic failure to segregate duties. Iam not sure of any way to devise a capital charge for
criminal fraud. Effective internal controls — which are actually undermined by an operational risk-
based regulatory capital charge — are the best way to prevent these types of losses.

Strengthened internal controls would have ensured the trader was caught — and possibly would have
even dissuaded him from committing the initial fraudulent act — before the losses reached their
ultimate levels. With regard to whether other banks have failed due to operational risk? Iam not
aware of any. For example, on September 11, it was the investments in detailed processes and
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procedures, insurance, extensive training, redundant backup systems, not a capital charge that allowed
the U.S. financial services industry to recover so quickly.

5. Interest-rate risk was a significant — if not the main — contributor to the collapse of the U.S.
savings and loan industry, costing taxpayers about 3200 billion. How is interest-rate visk treated
under Basel II?

Interestingly, an express capital requirement is not required for interest-rate risk despite, as you note,
its principal role in the collapse of the S&Ls in the 1980s and multiple bank failures before and since
the 8 & L collapse. Despite interest-rate risk pricing in the market every day, bank regulators assert
that they are more comfortable with a supervisory approach to interest-rate risk. This treatment of
interest-rate risk is warranted, and it is clear to me that operational risk, which is not nearly as well
understood or measurable, should receive similar treatment under Pillar 2.

6. Is there a link between the legal risk component of the operational risk-based capital charge and
U.S/EU competitiveness? Treatment of this risk is of particular concern to the U.S. because of
laws intended to further important U.S. social policy objectives. How should the regulators
implement the Accord without penalizing U.S. banks for this country's focus on these important
social policy initiatives?

Legal risk should be addressed through supervisory standards, not a Pillar 1 capital charge. U.S. banks
~ unlike EU ones — already reserve for known legal risk and otherwise manage this very well. A
capital charge based on unique U.S. standards against loan discrimination, for example, is punitive and
has no offsctting safety-and-soundness benefit.

7. Many commentators have expressed concerns regarding the creation of an “unlevel playing field”
due 10 high levels of national discretion contained in the new Basel Capital Accord. Is there a
serious likelihood that Basel will not be applied uniformly around the world?

This is a very real concern, especially in the area of operational risk. There is a huge amount of
supervisory discretion in the advanced Basel approaches, which make the regulatory approach
meaningless if supervisors are not diligent or don’t have appropriate enforcement tools. It is important
to reiterate here that the U.S. system of supervision is among the most robust in the world. Large
banks, which will adopt Basel 11, have numerous supervisors from the Fed, FDIC and/or OCC actually
working out of the regulated banks’ offices. With the exception of several extremely large
international banks, this is not the case in other countries.

8. What is your position on HR. 12267

[ appreciate Congress’ strong interest in Basel and the desire for a coherent, coordinated U.S. position
—and this interest is critically important. Although the Accord appears to be finalized, I was
encouraged to hear Ms, Williams remark that the OCC would push for changes to the Accord if
necessary. I am hopeful that Congress will use its influence to ensure the U.S. regulators do so in
Basel and ensure that their final rules implementing the Accord do not adversely impact U.S. banks. If
there is no progress in the U.S. rulemaking process on key competitive points, then H.R. 1226 should
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be revised to mandate Pillar 2 treatment of operational risk and other critical revisions to the current
proposal.

9. The Federal Reserve Board has done a preliminary study on the effect of Basel Il on mergers and
acquisitions activity within the banking industry as well as one on the impact of the operational
risk-based capital charge. Please comment on these two studies.

With regard to both studies, I have to agree with the Fed’s disclaimers and otherwise question the
studies’ conclusions. U.S. regulators must err on the side of caution with regard to Basel II. If these
competitiveness issues are not resolved prior to implementation, any adverse impact cannot be undone.
One simply cannot quickly dissolve a merger or revive a failed business line. Basel II has already been
seen as the cause of one major EU acquisition, with a Wall Street analyst suggesting the Accord could
be the “weapon of choice” in bank M&A.

I want to thank you again for the opportunity to further comment on this critical issue. Please do not
hesitate to contact me in the future as the process to implement Basel I1 in the U.S. continues.

Sincerely,

Karen Shaw Petrou
Executive Director
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