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AN UPDATE ON THE NEW BASEL CAPITAL
ACCORD

TUESDAY, SEPTEMBER 26, 2006

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:06 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Senator Richard Shelby (Chairman of the Com-
mittee) presiding.

OPENING STATEMENT OF CHAIRMAN RICHARD C. SHELBY

Chairman SHELBY. The Committee will come to order.

Today we will continue our oversight of the new Basel II Capital
Accord and the proposed revisions to existing capital requirements,
known as Basel TA. After years of development and consideration,
we are now entering into a critical phase for the implementation
of Basel II and Basel IA. Federal banking regulators recently ap-
proved the Notice of Proposed Rulemaking for Basel II and are ex-
pgcted to issue shortly the Notice of Proposed Rulemaking for Basel
IA.

During the public comment period for these regulations, Federal
banking regulators will consider whether any modifications are
necessary before the regulations become final. The decisions Fed-
eral banking regulators make over the next few months will have
profound consequences for the long-term stability of the U.S. econ-
omy.

Capital requirements play a key role in ensuring the safety and
soundness of our banking system and protecting U.S. taxpayers
from the cost of bank failures. We only need to look at U.S. eco-
nomic history to see how thinly capitalized banks have in the past
made our financial system vulnerable to unanticipated economic
shocks and how a crisis in the banking system quickly infects the
rest of our economy. And due to the existence of Federal deposit
insurance, in the end, taxpayers pay the cost of bank failures at-
tributable to a lack of capital.

The risks posed by undercapitalized banks are heightened by the
rapidly increasing sophistication of our financial system. In the
world of derivatives and off-balance-sheet transactions, it is vital
that banks utilize advanced risk management practices to effec-
tively monitor and control their financial exposures. Accordingly,
Basel II and Basel IA must be implemented within the utmost care
and diligence. There is little margin for error when it comes to cap-
ital requirements. Yet concerns have been raised about the Basel
II NPR.
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At the Committee’s last hearing on Basel II, we heard testimony
that questioned whether Basel II would leave banks sufficiently
capitalized and whether regulators possess the expertise necessary
to implement Basel II. Furthermore, several banks have requested
that they be allowed to choose the Standardized Approach for set-
ting their capital requirements. Currently, banks adopting Basel II
in the U.S. will be permitted to use only the Advanced Approach.
Before Basel II and Basel IA go forward, I believe we must have
a clear picture of how they will change our financial system. We
must also know that our banks will hold the appropriate amount
of capital, that our regulators will be able to implement a regime
as complex as Basel II, and that our small banks will not be placed
at a competitive disadvantage.

I look forward to hearing the witnesses’ testimony on these im-
portant questions today. At today’s hearing we will have two pan-
els.

The first panel will consist of the Honorable John Dugan, Comp-
troller of the Currency; the Honorable Susan Schmidt Bies, Gov-
ernor of the Federal Reserve Board of Governors, a member of the
Federal Reserve; the Honorable Sheila Bair, Chairman of the Fed-
eral Deposit Insurance Corporation; the Honorable John Reich, Di-
rector of the Office of Thrift Supervision; and the Honorable Diana
Taylor, Superintendent of the New York State Banking Depart-
ment, on behalf of State Banking Supervisors. We will just go to
the first panel first.

Senator Sarbanes.

STATEMENT OF SENATOR PAUL S. SARBANES

Senator SARBANES. Well, thank you very much, Chairman Shel-
by. I want to commend you for holding not just this hearing but
a series of hearings on the status of Basel II. There have been very
important developments since our last hearing. I am sure this
hearing today will help us to understand those.

As people know, and let me just say at the outset, I am very
skeptical of proposals that would reduce bank capital requirements
or threaten to do so in the future.

Like others on this Committee, I have been around long enough
to remember the difficult years of the late 1980s and early 1990s
when our banking system became undercapitalized. Some banks
and thrifts had negative capital and were closed. Most others were
forced to increase their capital, and in that period, the American
taxpayer paid an enormous cost to make good on the promises of
deposit insurance. We were here together, I think, in those days,
Mr. Chairman.

Chairman SHELBY. Dark days.

Senator SARBANES. I do not think anyone on this Committee
would want to go through an experience like that again.

When banks are forced to rebuild their capital, they make fewer
loans to the riskier startup businesses that are important to job
creation. But we managed through legislation and regulation to get
our banking system back on a firmer footing. Many experts believe
that the U.S. economic performance was much better than the Jap-
anese performance in the late 1990s because our banking system
had successfully recapitalized and the Japanese banking system
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had not. Strong bank capital protects taxpayers and promotes
healthy and stable economic growth. And, furthermore, it does not
appear to have hurt the profitability of our Nation’s banks. They
are earning record profits and are doing much better than their
competitors abroad, even though, it is constantly pointed out, the
foreign banks have lower capital requirements.

Many experts welcomed the original Basel I in the 1980’s as an
unprecedented accord among bank regulators in the U.S., Europe,
Japan, and Canada to raise bank capital requirements. Over the
years, it has been updated many times, but in the late 1990’s it
was decided to develop a new agreement, Basel II. Basel II was fi-
nalized in 2004. It provides for three different approaches for cap-
ital regulations: standardized, foundational, and advanced internal
ratings-based.

The Federal Reserve has taken the lead in long maintaining that
the Advanced Approach should be mandatory for our largest banks.
My concern with this is that the Advanced Approach under Basel
II may indeed end up threatening the safety and soundness of our
banking system.

Last year, a year after the terms of Basel II were settled, we
learned the likely effect of the Advanced Approach on bank capital
requirements. The so-called QIS—4 study of 26 of our largest banks
found that the capital requirements in one instance for one of those
banks would plunge nearly 50 percent and the capital require-
ments for half of the banks would fall at least 26 percent.

Seeing these results—in fact, we had been constantly assured in
testimony before this Committee that there was not going to be a
substantial reduction in bank capital. Seeing these results, the four
bank regulators wisely agreed—I gather with some internal dissen-
sion—that they should maintain the leverage ratio, slow the de-
cline in any one bank’s capital, and limit the decline in overall cap-
ital in the banking system.

I have yet to hear a single outside expert on our banking system
argue that our banks today are overcapitalized. In fact, Bill Isaac,
who will be testifying on the second panel, says in his statement,
and I quote him, talking about the original premise behind Basel
IT about developing these mathematical capital models while broad-
ly maintaining the overall level of capital: “The models—incompre-
hensible to mere mortals, such as boards of directors and senior
management of the banks”—and Members of Congress. That is my
addition, not his. He is very polite to the Members of the Congress.
He left us out of this problem.

Chairman SHELBY. At least here.

Senator SARBANES [continuing]. “Would measure the risks in
these institutions’ assigned capital to cover those risks.”

“This original premise was somehow transferred into an expecta-
tion that large banks would be offered the carrot of reduced capital
in exchange for developing the models. Let us pause right here”—
this is Isaac—“and think about the proposition that the largest
banks have excess capital and should be allowed to reduce their
capital materially.”

“Does anyone really believe in that notion—particularly anyone
who lived through the two decades in banking from 1973 to 19937
Thousands of banks and thrifts failed during that period—many
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more, including most of the largest banks, would have failed but
for very strong and costly actions taken by the FDIC and the Fed-
eral Reserve to maintain order. It was a very scary period that
nearly careened out of control.”

“For any regulator to accept the premise that the world’s largest
banks as a group have significant excess capital is unfathomable
to me, yet that is the glue holding Basel II together.”

Now, I also worry about the complexity and potential conflict of
interest in the structure of the Advanced Approach. For many of
these reasons, the limits on capital reduction allowed under the
Advanced Approach makes a lot of sense.

Now, over the summer, a new proposal emerged that would allow
all banks to use the Standardized Approach. This proposal has won
the endorsement of large and small banks, bank associations, and
State bank regulators. The four bank regulators recently decided to
seek public comment on this proposal in their Notice of Proposed
Rulemaking.

The Standardized Approach appears to have the merit that it
would apparently not lead to large reductions in required bank cap-
ital. I have been concerned about this effort to achieve large reduc-
tions in capital requirements, and I know that some in the banking
industry pushed for this Advanced Approach, but without the re-
strictions on how low their capital could go.

The Standardized Approach also addresses the concerns that the
Advanced Approach would favor the largest banks at the expense
of smaller banks.

So, Mr. Chairman, this is a very important hearing, and again,
I commend you for scheduling it. I want to just close by again
quoting Bill Isaac, who, of course, had the distinguished service as
a former Chairman of the Federal Deposit Insurance Corporation.
At the close of this statement he says, and I quote him, “This is
by far the most important bank regulatory issue in front of us
today. If we get this one wrong, our Nation and taxpayers will al-
most certainly pay a very big price down the line—a price that will
make the S&L debacle seem like child’s play.”

Thank you very much.

Chairman SHELBY. Senator Johnson.

STATEMENT OF SENATOR TIM JOHNSON

Senator JOHNSON. Chairman Shelby and Ranking Member Sar-
banes, thank you for holding today’s hearing on Basel II Capital
Accord. One of the most important duties of this Committee is to
ensure the safety and soundness of our financial system, and over-
sight of Basel II is a critical element of that responsibility.

As we consider the state of Basel II, I would urge the regulators
not to lose sight of three main goals.

First, all banks deserve a level playing field. I am pleased that
we seem well on our way to solving the domestic competitiveness
concerns that confronted us last year, and I would like to thank the
regulators for taking those concerns seriously. I look forward to re-
viewing the forthcoming Basel IA proposal, and I also support of-
fering all banks of whatever size the internationally negotiated
Standardized Approach. Small community banks remain the life-
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blood of many of our communities, and Basel II must not impair
their ability to compete.

Ironically, though, we appear now to be on the verge of placing
large internationally active U.S. banks at a serious disadvantage
against foreign competitors, and even against U.S. consolidated su-
pervised entities. I would urge the regulators to review the U.S.
banking Notice of Proposed Rulemaking to avoid duplicative re-
quirements and to take great care before piling on a host of new
requirements that diverge from the international version of Basel
II.

Second, risk-based capital should remain a priority. Clearly, our
main concern must be the safety and soundness of U.S. financial
institutions. However, it has been well established that more cap-
ital is not always better. In fact, the recognition that more is not
always better is largely why we embraced the Basel negotiations
in the first place. The current system, which fails to peg capital to
risk, perversely encourages risk-taking. Basel II recognizes that
when risk and regulatory capital are aligned, capital is adequate
but not excessive, and banks are forced to internalize their risks.
We all benefit from the right balance.

The challenge, of course, is identifying the optimal balance.
Under our risk-based system capital is meant to change depending
on the risk of the underlying asset or activity, as well as under-
lying economic conditions. In reviewing the impact of any proposed
rule, it is important to keep in mind that not all capital drops are
bad. Of course, some may well be bad, and that is the point of Pil-
lars 2 and 3.

Third, international harmonization should be a goal. In review-
ing the newly published NPR, I am very concerned that we are
undervaluing the creation of uniform international capital stand-
ards. The marketplace for products and services is increasingly
global; therefore, it is critical that everyone plays by the same rules
and U.S. banks are not disadvantaged. Of course, we need to make
sure that the system works and banks are closely monitored. But
the number of significant changes to the international text, which
would apply only to U.S. banks, strikes me as a strange and un-
wanted result given our original goal of international harmoni-
zation.

Mr. Chairman, I think we would all agree that we have some
way to go on Basel II to get it right. Clearly, all of the regulators
have devoted considerable time, energy, and resources to ensuring
the safety of our institutions and the vitality of our economy, and
I value that dedication. I urge you in the coming months to con-
tinue working together to achieve the necessary balance in Basel
II. T also urge the regulators to keep an open mind to giving all
banks of whatever size the option of implementing the inter-
national version of the Standardized Approach.

Thank you, Mr. Chairman.

Chairman SHELBY. Senator Schumer.

STATEMENT OF SENATOR CHARLES E. SCHUMER

Senator SCHUMER. Well, thank you, Mr. Chairman. I really want
to thank you for holding this timely hearing. We are fighting to re-
main competitive in the financial markets. I think every American
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wants us to stay No. 1, but no one more than those of us who rep-
resent New York City, which is our financial capital. And we have
a tremendous dilemma here and not just in this area.

As the world economy becomes internationalized and financial
markets become one, you run the tension between having a system
of regulation—which with this country has worked extremely well.
I think in the last quarter of the 20th century, we achieved quite
an exquisite balance. I have always said I like people who are both
pro-business and pro-regulation, and I think there is no contradic-
tion between the two. Those on the left wing who just want to regu-
late, regulate, regulate, and tie the hands of an entrepreneurial
system, that makes no sense. And those on the right wing who just
say do whatever business wants have not learned the lessons of
history, plain and simple.

So there is a balance and we achieved it, but now it has sort of
been thrown up in the air because of internationalization. And you
can run into the problem of lowest common denominator. In other
words, the place with the least regulation, that is where people will
go, because regulation is a public good and it does not affect the
individual making the deal unless the whole system collapses. You
know, there is a book by Mancur Olson, “The Logic of Collective
Action,” which is very relevant here, which talks about that.

Well, I have to disagree with some of my Democratic colleagues
who say we must keep every regulation in place because they have
worked in light of the international challenge. But I disagree with
saying let’s get rid of them all as well. We have to find that bal-
ance, and this hearing is an attempt to do it.

Now, let me make some comments here. We have all heard about
IPOs, only one of the top 24 being registered in the U.S., four in
London. But listen to this: London already accounts for 70 percent
of global bond trading, 40 percent of derivatives, 30 percent of for-
eign exchange activity, and 30 percent of cross-border equities.

As Senator from New York, these are the kinds of things that
keep me awake at night, and I know they keep our great banking
superintendent, Diana Taylor, who is here, awake as well. Hi,
Diana. Nice to see you.

Ms. TAYLOR. Hello. Thank you.

Senator SCHUMER. Now, with respect to Basel II, I was there
when Basel was—you know, I was involved as a Congressman on
the Banking Committee when Basel started up. We all thought it
was a great thing. We had seen the banking crisis, the S&L crisis,
and we knew that capital standards, rather than strict regulation,
were the way to go. Plain and simple.

Now we have not had a banking crisis for 15 years, so the need
ti)’1 have capital standards sort of declined a little bit. But we need
them.

The problem is, again, when other countries say we are going to
do much less, the imperative of New York companies, American
companies to their stockholder says, well, if we can be more profit-
able doing it over there, we should. That is the dilemma we face,
and if we are too rigid, we will lose all the business, and we will
have no regulation and no business. If we are not rigid enough—
I mean, if we are too flexible, we will have the kinds of crises we
saw before.
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So, as I said, we need to look at this carefully. Everything is
interconnected. One failure is going to lead to the failure of many,
and it is going to hurt taxpayers. So we have to be careful. We
have to be careful.

But we should not fool ourselves into thinking a bigger capital
cushion always means a safer system. Advances have occurred in
risk management. Management makes it possible to use capital re-
quirements to make banks internalize their risk, and if a bank
takes a calculated risk, obviously it should have more capital in
those investments than the ones that do not. But if they have to
hold onto too much capital against safe activities, that is where we
are losing out, and I think that is the nub of this problem that we
have to look at.

So a number of Members have discussed these issues, but I have
to say candidly I am concerned that at a time when we are strug-
gling to maintain our stature as the world’s economic center, this
Notice of Proposed Rulemaking can hurt our ability to compete
with France, Germany, and Japan, and particularly London. And
make no mistake about it, London is making a strong effort to re-
place New York as the financial capital. Their regulators are here.
They actually go solicit companies, which we are not doing. And,
in fact, I formed a little group along with Mayor Bloomberg to dis-
cuss what we should do, and we are going to be examining that
very seriously in the next few months.

So let me say here I believe in giving all banks access to the
international Standardized Approach, and that is an important
step and I support it. At least banks will have one option that al-
lows them to follow the same rules as the rest of the world. And
with respect to the Advanced Approach, I am a little less opti-
mistic. I take pride in representing the world’s financial capital. I
want to make sure that our noble intentions do not backfire, and
we need to keep the system safe and strong. We need to give New
York banks a fair shot.

By the way, they are not New York banks anymore. They are in
New York, but they are international banks, and they could locate
somewhere else very quickly. And that is their job. I would get mad
at them if they do it. I would fight less hard for them if they did
it. But their first obligation is to their stockholders. And so this is
a real dilemma.

Senator SCHUMER. And one other point, Mr. Chairman. There
would be value if the GAO were to look at how any differences in
the bank proposal could affect U.S. banks. So I am going to ask the
GAO to conduct an expedited impartial analysis to report on the
differences between the U.S. and foreign implementation of Basel
IT to determine which differences could have an adverse competi-
tive consequence on U.S. banks and an adverse consequence on
safety and soundness.

And with that, Mr. Chairman, I really thank you for holding this
timely and important hearing.

Chairman SHELBY. Thank you, Senator Schumer. Comptroller
Dugan, we will start with you. All of the written testimony will be
made part of the hearing record in its entirety. A lot of you are not
strangers here, so you proceed.
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STATEMENT OF JOHN C. DUGAN,
COMPTROLLER OF THE CURRENCY

Mr. DuGAN. Chairman Shelby, Senator Johnson, and Senator
Schumer, I appreciate this opportunity to discuss the U.S. banking
agencies’ proposals to enhance our regulatory capital program
under Basel II.

The U.S. implementation of Basel II is, at its core, the effort to
move away from the simplistic Basel I capital regime for our larg-
est internationally active banks. The inadequacies of the current
framework are pronounced with respect to these banks, which is a
matter of great concern to the OCC because we are the primary
Federal supervisor for the five largest. These institutions, some of
which hold more than $1 trillion in assets, have complex balance
sheets, take complex risks, and have complex risk management
needs that are fundamentally different from those faced by commu-
nity and mid-sized banks.

Because of these attributes, Basel II is necessarily complex, but
it would be mandatory for only a dozen large U.S. institutions. The
new regime is intended not only to align capital requirements more
closely to the complex risks inherent in these largest institutions,
but, just as important—and this is a total departure from the exist-
ing capital framework—it would also require them to substantially
improve their risk management systems and controls. This would
be accomplished using a common framework and a common lan-
guage across banks that would allow regulators to better quantify
aggregate risk exposures, make more informed supervisory deci-
sions, disclose more meaningful risk information to markets, and
make peer comparisons in ways that we simply cannot do today.

Earlier this month, the agencies took a critical step forward in
this process by approving a notice of proposed rulemaking. In addi-
tion to establishing the basic Basel II framework in the United
States, the NPR addresses two key issues about implementation.

The first concerns the reliability of the framework itself. As you
know, last year’s quantitative impact study of the potential impact
of an earlier version of Basel II predicted substantial drops and dis-
persions in minimum required capital. These QIS—4 results would
be unacceptable to all the agencies if they were the actual results
produced by a final, fully supervised and implemented Basel II
rule. But they were not. Some changes already made in the pro-
posed rule—and others that will be considered during the comment
period—should mitigate the QIS—4 results. More important, we be-
lieve that a fully supervised implementation of a final Basel II rule,
with examiners rigorously scrutinizing the inputs provided by
banks, is likely to prevent unacceptable capital reductions and dis-
persions.

We cannot be sure, however, and that is why the proposed rule
will have strict capital floors in place to prevent such unacceptable
results during a 3-year transition period. This will give us time to
finalize, implement, supervise, and observe “live” Basel II systems.
If during this period we find that the final rule would produce un-
acceptable declines in the absence of these floors, then we will have
to fix the rule before going forward, and all the agencies have com-
mitted to do just that.
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The second issue concerns optionality. The NPR asks whether
Basel II banks should have the option of using a simpler approach.
This is a legitimate competitive question, given that the largest
banks in other Basel II countries have such an option, although,
as a practical matter, all such foreign competitors appear to be
adopting the Advanced Approaches. We are very interested in com-
ments about the potential competitive effects of providing such an
option to U.S. banks.

The OCC has been a frequent critic of many elements of the
Basel II framework, and we have worked hard to make important
changes to the proposal that we thought made sense. But at critical
points in the process, the OCC has supported moving forward to-
ward implementation, and our reason for doing so is simple. An ap-
propriate Basel II regime will help both banks and supervisors ad-
dress the increasingly complex risks faced by our very largest insti-
tutions. While we may not yet have all the details right, and we
will surely make changes as a result of the public comment proc-
ess, I fully support the objectives of the Basel II NPR for the super-
vision of our largest banks. Likewise, for non-Basel II banks, I fully
support our interagency effort to issue the so-called “Basel IA” pro-
posal in the near future as a way to more closely align capital with
risk without unduly increasing regulatory burden.

In closing, let me emphasize that, as we move forward with these
proposals, the agencies will continue to foster an open process, con-
sider all comments, heed good suggestions, and address legitimate
concerns.

Thank you very much.

Chairman SHELBY. Chairman Bair.

STATEMENT OF SHEILA C. BAIR, CHAIRMAN,
FEDERAL DEPOSIT INSURANCE CORPORATION

Ms. BAIR. Thank you, Chairman Shelby, Senator Sarbanes, Mem-
bers of the Committee. I appreciate the opportunity to testify on
behalf of the Federal Deposit Insurance Corporation concerning the
Basel II International Capital Accord.

At the outset, I would like to emphasize that we all support mov-
ing ahead to the next step in the Basel II deliberative process. The
FDIC Board of Directors recently voted to publish the Basel II No-
tice of Proposed Rulemaking for public comment. U.S. bank and
thrift regulators also are developing a more risk-sensitive capital
framework for non-Basel II banks, known as Basel IA, which we
hope to publish for comment in the near future.

While it is important to move ahead with the process, there is
also agreement that we must not do so in a way that will result
in significant reductions in capital or in the creation of wide dis-
parities in capital among different types of insured depository insti-
tutions.

The agencies’ most recent QIS study suggested that the Basel II
Advanced Approaches would result in a substantial reduction in
risk-based capital requirements. The results also showed wide vari-
ations in capital requirements for similar risks. The agencies found
these results unacceptable, and as a result, included a number of
important and essential safeguards in the NPR to address them.
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I look forward to the comments on the NPR, and I will approach
those comments with an open mind. I particularly look forward to
comments on the question of whether the regulators should allow
alternatives to the Advanced Approaches. We have had a number
of requests to allow any U.S. banks to use the Standardized Ap-
proach to capital regulation that is a part of the Basel II Accord.
The U.S. is the only country proposing to make the Advanced Ap-
proaches mandatory for any group of banks.

The Standardized Approach includes a greater array of risk rates
than the current rules. It is simpler and less costly to implement
than the Advanced Approaches. In addition, because there is a floor
for each risk exposure, it does not provide the same potential for
dramatic reductions in capital requirements.

On the other hand, there is the argument that only the Advanced
Approaches would provide an adequate incentive for the strength-
ening of risk measurement systems at our largest banks. Whether
our largest banks should be required to use the Advanced Ap-
proaches is a fundamental issue, and as I just mentioned, I look
forward to public input on this question.

Before concluding my remarks on Basel II, I would like to say
a few words about the leverage ratio. The FDIC has consistently
supported the idea that the leverage ratio, a simple capital-to-as-
sets measure, is a critically important component of our dual cap-
ital regime. I am pleased that all the bank regulators have ex-
pressed their support for preserving the leverage ratio. I appreciate
that banks in most other Basel Committee countries are not con-
strained by a leverage ratio and that effective capital standards
around the world vary widely as a result. Indeed, if large European
banks were subject to the U.S. Prompt Corrective Action standards,
several would be considered as undercapitalized.

For this reason, I believe that the United States should ask the
Basel Committee to initiate consideration of an international lever-
age ratio. The leverage ratio has provided U.S. supervisors with
comfort that banks will maintain a stable case of capital in good
times and bad. Similarly, the establishment of an international le-
verage ratio would go far in strengthening the liquidity and sta-
bility of the international banking system and help limit the con-
sequences of reduced risk-based capital levels with Basel II imple-
mentation.

In conclusion, it is important that we improve the current risk-
based capital rules without significantly reducing capital require-
ments. In addition, we should not allow ourselves to be drawn into
a debate about lowering capital ostensibly as a means of promoting
international competitive advantage. The U.S. has always had high
capital standards, and this has been a source of strength, not
weakness, for our banking system.

I will support implementing the Advanced Approaches only if I
can develop a comfort level that strong capital levels will be pre-
served. To this end, I will review with an open mind the possibility
of allowing the U.S. version of the Standardized Approach as an al-
ternative option for implementation of Basel II.

In addition, as I indicated, the Basel Committee should consider
an international leverage ratio as a way to promote liquidity and
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ensure a baseline of capital for safety and soundness throughout
the global banking system.

I look forward to working with my fellow regulators to achieve
a consensus on an outcome that is in the public interest. I appre-
ciate the opportunity to testify regarding Basel II and look forward
to answering any questions the Committee may have.

Thank you.

Chairman SHELBY. Thank you.

Governor Bies.

STATEMENT OF SUSAN S. BIES, GOVERNOR, FEDERAL RE-
SERVE BOARD OF GOVERNORS, FEDERAL RESERVE SYSTEM

Ms. BIES. Thank you, Mr. Chairman, and I appreciate the atten-
tion of the Members of the Committee.

First of all, I think holding this hearing at this time recognizes
the major events that have occurred in the last month, where we
have issued the Basel II NPR and also the market risk NPR which
will, for the first time, provide similar capital treatment for securi-
ties and banking firms in the United States. It implements a global
accord between the Basel Committee on Banking Supervision and
IOSCO, and I think that also is a major step forward in getting a
more level playing field.

Let me focus today in my remarks on Basel II and where we are.
As has already been mentioned, Basel II and our NPR are pro-
posing that the core banks, who we define as the very largest and
internationally active banks—it would be about a dozen—would
have to adopt the most Advanced Approaches, the A-IRB for credit
risk, and the Advanced Measurement Approach, the AMA for oper-
ational risk.

The U.S. proposed framework has been compared with the Basel
framework other countries will implement where there are a vari-
ety of options in the Basel II framework. One point I would like
to make, though, is in many countries Basel I goes away when that
country adopts Basel II. We have made the choice in the United
States to maintain Basel I for the vast majority of our banking in-
stitutions. For those countries where Basel I goes away, banks in
those countries who are both small and large, therefore, need a va-
riety of approaches. And so some of the Standardized Approaches
were designed by the Basil Committee with the smaller, simpler or-
ganizations in mind when Basel II was drafted. And I think that
is one of the questions we will want to get comments on in the
NPR, of how that would apply in the United States.

The other point I would like to make is that we do know that
while there is large variety, the largest globally active banks at
this time are indicating that all of them are going to adopt the Ad-
vanced Approaches, and that has been stated most recently in a
public format in the Basel Committee’s report on QIS-5. The
United States did not participate, but the other major countries
did, and that is what the large international banks indicated at
that time.

Chairman SHELBY. Does that include the Japanese banks?

Ms. BIES. Yes.

We also have focused so much attention on Pillar 1, I hope people
also recognize that Pillar 2 is there. Pillar 2 involves processes to
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address the kinds of risks that aren’t captured in credit or oper-
ational risks in Pillar 1. It can require additional capital if there
are those other risks, and it is part of the supervisory process that
makes the Basel II Framework so effective.

Finally, in looking at alternative approaches under Basel II, we
also hope we get comment on what the implications are for Pillar
3. Pillar 3 is the public disclosure standard of the Basel II Capital
Accord. One of the challenges here is that we had envisioned in the
U.S. NPR to have the very complete disclosure of risk that the
more sophisticated models would entail. The question then is: will
the disclosures under a Standardized Approach to Pillar 1 be suffi-
cient to give good disclosure of how risks are managed so we have
market discipline about risk-taking of the largest organizations.

We continue to believe at the Fed that Basel I is inadequate for
the largest, most complex U.S. banking organizations because they
cannot fully capture the array of risks that these institutions face.
Basel I does not recognize operational risk embedded in many serv-
ices, and in our Basel I NPR that we are working on, as we did
in the A-NPR, we do not anticipate an operational risk. Now there
is a question that has been added about how to deal with oper-
ational risk if we provide a standardized credit risk approach.

Basel I also does not differentiate the riskiness of assets within
asset types, and we have learned that the large organizations have
quite a variety of the kind of risk exposure even though they have
similar asset types.

Basel II draws upon many of the economic capital models that
the banks use for their own risk management. But one of the chal-
lenges that we have seen is understanding the validity that these
models have because they have different approaches. Already
through the working in QIS-4 and -5, regulators are under-
standing that by requiring a more standardized framework, it al-
lows us more effectively to have transparency into how those mod-
els work and gives us an ability to assess and identify weaknesses
in risk management models. And for that reason, we also think
that it is an important goal to support Basel II.

We will continue to work on QIS—4 questions. We have strength-
ened Basel II in the NPR, and I would note that some of the things
that we have strengthened, the Basel Committee in QIS-5 also
noted as areas that need further attention by the Basel Committee.
And so many of the things we already have put in our NPR I think
create timing differences and will be addressed on a global basis
as the regulators worldwide work to completion of the Basel II.

Finally, I would say, as the central bank, the Federal Reserve
has responsibility for maintaining stable financial markets and en-
suring a strong financial system, and that mandates that we re-
quire banking organizations to operate in a safe and sound manner
with adequate capital that appropriately supports the risks they
choose to take.

And for that reason, the Federal Reserve will continue to work
to make sure that Basel II is implemented in an effective and safe
and sound manner.

Thank you.

Chairman SHELBY. Thank you, Governor Bies.

Director Reich.
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STATEMENT OF JOHN M. REICH, DIRECTOR,
OFFICE OF THRIFT SUPERVISION

Mr. REICH. Thank you, Chairman Shelby. I appreciate the oppor-
tunity to present the views of the Office of Thrift Supervision. I feel
compelled to state that I began my banking career 42 years ago,
in 1964, and I grew up with a generation of bankers who believed
in two principles: one, you cannot have too much capital; and, two,
you cannot have too much in loan loss reserves. And I hold those
principles today as a member of the banking regulatory——

Chairman SHELBY. I think you are a wise man. We all do.
[Laughter.]

Mr. REICH. When I testified before this Committee last year, I re-
ported on the progress with the other Federal banking agencies on
the development of the Basel II Framework, including the then re-
cently completed QIS—4. At the time, I noted that a number of the
concerns with the results of QIS—4. This week, the agencies are
publishing an NPR on Basel II. I believe the NPR addresses a
number of the issues that are raised by QIS—4, but questions obvi-
ously remain, and there is still work to be done between now and
full implementation scheduled for 2012.

I do believe the addition of various prudential safeguards that
are included in the NPR go a long way toward ensuring the safety
and soundness of Basel II in the United States.

Challenging policy issues remain, and we are committed to work-
ing to resolve these issues based on comments received and to be
received from the industry and other interested parties. I believe
that our longer implementation period in the United States will
provide the opportunity and the time to make whatever changes
are necessary to implement Basel II, but this is in part predicated
upon our receipt of ample and detailed comments from institutions
that may be directly or indirectly affected by the proposal.

In my written statement, I detail the various challenges pre-
sented by the Basel II Advanced or models-based approach. While
this approach attempts to level the playing field for banks around
the world and provide a more accurate system of bank capital
based upon risk, it is also complex and costly to implement, and
it presents a number of policy and operational hurdles.

As we develop a more sophisticated risk-based capital frame-
work, it is also important that we consider the Standardized Ap-
proach, the less complex alternative to the Basel II models-based
approach.

The Basel IT NPR requests comment on this alternative, and I
believe it is important for the Federal banking agencies to consider
whether a Standardized Approach could achieve a number of the
same goals as the models-based approach, but at a lower cost and
with greater clarity and transparency.

A critical aspect of the Basel process for U.S. regulators is ensur-
ing that Basel II rules do not competitively disadvantage U.S. insti-
tutions that may choose to continue operating under the Basel I-
based approach. In addition, to address competitive equity con-
cerns, as well as to modernize capital rules for institutions other
than the core institutions that are expected to operate under Basel
II, the banking agencies are also working on modernizing the exist-
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ing Basel I rules, and we expect to release the Basel IA NPR in
the near future.

Before my time as the Director, OTS was an early advocate of
comprehensively revising and modernizing Basel I. We strongly
support amending the existing Basel I standards simultaneously or
in close proximity to Basel II to improve the risk sensitivity of the
current capital framework without unduly burdening affected insti-
tutions.

Finally, while Basel IA is intended to increase risk sensitivity
and minimize potential competitive inequities from Basel II, many
highly capitalized institutions have indicated that they will likely
prefer to continue operating under the rules of Basel I. I am par-
ticularly dedicated to the proposition that we should not unduly
burden these institutions, and I support this flexibility consistent
with balancing safety and soundness with regulatory burden con-
cerns.

The Federal banking agencies anticipate issuing the Basel IA
NPR within the next month, and as with the Basel II NPR, we en-
courage comment on the flexibility of this system operating parallel
with Basel and Basel II-based standards.

OTS supports the goals of Basel II, and we are prepared to make
whatever changes may be required during the next few years of
transition in order to make Basel II work satisfactorily for U.S.-
based institutions. We look forward to continuing the dialog on
Basel II and the parallel implementation of the Basel IA rule-
making, and we will continue to work with this Committee, with
the industry, and with our fellow Federal banking regulators.

Thank you.

Chairman SHELBY. Ms. Taylor.

STATEMENT OF DIANA L. TAYLOR, SUPERINTENDENT OF
BANKS, NEW YORK STATE BANKING DEPARTMENT

Ms. TAYLOR. Good morning, Chairman Shelby, Ranking Member
Sarbanes, and distinguished Members of the Committee. Mr.
Chairman, before I begin my oral statement, I would like to pay
tribute to Senator Sarbanes for his many dedicated years of service
on the Senate Banking Committee. Senator Sarbanes has been a
wonderful person to work with. He has been a true friend to the
States and a staunch protector and defender of States rights, and
we will miss him.

Adoption of Basel II clearly has potential domestic implications
that could affect our banking system and our economy. Specifically,
we must understand the impact of these regulations on safety and
soundness and competitive equity.

CSBS is fully supportive of the original objectives and goals of
Basel II to better align regulatory capital requirements to under-
lying risks and to provide incentives to banks to hold lower-risk as-
sets in their portfolios. However, the changes that would be imple-
mented by Basel II must be well understood and must not have un-
intended consequences that may prove harmful to our valuable
banking infrastructure which has served us so well for so many
years.
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Therefore, before we decide to move ahead with the implementa-
tion of Basel II's Advanced Approaches, I believe we need to ad-
dress a number of important issues.

First, the results of QIS—4 in the United States showed a drastic
drop in required capital. My fellow State supervisors and I have
traditionally been vigilant with regard to capital requirements be-
cause of the pivotal role capital plays in ensuring safety and sound-
ness and in stimulating economic growth. It is our responsibility to
ensure that changes in capital requirements are prudent, do not
unduly benefit one type of bank over another, and that any transi-
tion to a new calculation of capital is carefully managed. In fact,
a major concern of mine as a State banking supervisor is that if
Basel II goes into effect as currently constructed, the result could
be a further erosion of the dual banking system and our Nation’s
broad and diverse financial industry.

Second, in order to successfully implement regulations such as
Basel II in the United States, I believe State supervisors must have
a more substantive role in the drafting and implementation proc-
ess. We are very appreciative of Governor Bies’ willingness to pro-
vide regular briefings to State supervisors on the status of Basel
I and Basel TIA. However, despite our status as the primary super-
visor for most institutions, we have not been included in the draft-
ing process of either Basel II or the Basel IA NPR.

Third, CSBS is pleased with the inclusion of several safeguards
that have been incorporated into the Basel II NPR. Primarily, the
maintenance of the current leverage ratio is crucial in preserving
safety and soundness in the domestic banking system. We com-
mend Chairman Bair for initiating a dialog on the need for an
international leverage ratio. This would be a significant step to
strengthening the international banking system.

I am aware of the criticism of the so-called conservativism of the
U.S. approach to Basel II and the concern about international com-
petitiveness. I do not believe we should be basing competitive eq-
uity on reduced capital. Also, this is an unfounded criticism. U.S.
banks currently hold more capital than international institutions,
yet our banks are generally more profitable than their inter-
national counterparts and remain highly competitive.

I agree that our banks must remain internationally competitive,
but our first priority must be preserving the safety and soundness
of the system and then ensuring a level playing field for our domes-
tic institutions.

We now have the opportunity and the responsibility to make sure
that when Basel II is implemented in the U.S. it will meet the ob-
jectives first put forth in 1999. I propose that we consider simpler
Basel II options until we better understand the consequences of
adopting Basel II's Advanced Approaches. Therefore, CSBS re-
cently requested that the Federal agencies seek public comment on
offering the Standardized Approach in the United States. The
agencies have included such a question in the Basel II NPR, and
we commend them for doing so. In my opinion, it is possible that
adopting the Standardized Approach could allow us to increase the
risk sensitivity and comprehensiveness of current risk-based cap-
ital requirements and establish uniform capital requirements
across all institutions. Our domestic financial system could benefit
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from a less complex, more risk sensitive approach to monitor risk-
based capital requirements.

Ultimately, the intention of Basel II is to produce a stronger
international system that does not weaken our domestic dual bank-
ing system. The objectives put forth in 1999 must be met as we im-
plement Basel II in the coming years. In our rush to improve safety
and soundness and competitive equity in the international system,
we absolutely cannot afford to weaken safety and soundness and
competitive equity in our domestic institutions. As U.S. regulators,
our first priority must be to our domestic institutions.

I commend you, Chairman Shelby, Ranking Member Sarbanes,
and the distinguished Members of the Committee for addressing
this matter. On behalf of CSBS, I thank you for this opportunity
to testify, and I look forward to any questions.

Chairman SHELBY. Thank you.

I will address this first question to Chairman Bair and Governor
Bies. For capital requirements to be effective, regulators must have
a reasonable approximation of what the proper level of bank capital
should be. Using that approximation, they can then determine
whether capital requirements are too strict or too lax. A key ques-
tion for Basel II is whether the expected declines in capital will
leave U.S. banks undercapitalized.

Would you comment, starting with you, Ms. Bair, on whether
U.S. banks are sufficiently capitalized at the present time or
whether they are over- or undercapitalized? And then explain how
you arrive at your conclusion. And how confident are you about
what capital levels will be under Basel II? Do you have an estimate
of the number of Basel II banks whose capital will fall enough to
hit the floors of the Basel II NPR?

That is a mouthful.

Ms. BAIR. A long question. [Laughter.]

Well, I am very comfortable with current capital levels, yes, and
I would repeat:

Chairman SHELBY. Do you believe that our banking system is in
good shape today?

Ms. BAIR. Absolutely. The banking sector is healthy. All indica-
tions are that it continues to be healthy, even though we are seeing
some softening in certain areas. I think our capital standards are
relatively high vis-a-vis other non-U.S. jurisdictions. That plays a
crucial role in the health of our banking system.

I would like to note, when Basel—I was not around when Basel
IT started, but going back and reading the materials of the Basel
Committee itself and its pronouncements, consistently you will see
that the Basel II process was not supposed to be about lowering
capital. It was supposed to be about making the risk-based capital
framework more risk sensitive, not about lowering capital. So it is
frustrating to me—go ahead.

Chairman SHELBY. But the lowering of capital has gotten into
the equation.

Ms. BAIR. It certainly has.

Chairman SHELBY. OK.

Ms. BaIr. That is a frustration to me because I see a healthy
banking sector now, one that has been healthy for many years, and
I see, as others have testified, banks, if anything, hold higher cap-
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ital than their regulatory requirements. So it does not immediately
suggest to me that banks themselves think their capital is too high.

I think going forward the QIS—4 results were very troublesome.
We do not know if QIS—4 is an accurate predictor of what will actu-
ally happen under the Advanced Approaches. Some analysis sug-
gests that actually the capital requirements—the risk-based capital
requirements—could be even lower than suggested by QIS—4. It re-
quires a lot more analysis.

If we go by the QIS—4 results, though, most of the banks partici-
pating in QIS—4 would be considered to be undercapitalized if that
was the only constraint setting their capital. So, yes, I think that
is why all the regulators viewed QIS—4 as unacceptable and why
we need a lot more work and analysis before we know whether this
is going to work or not.

Chairman SHELBY. Do you have an estimate of the number of
Basel II banks whose capital will fall enough to hit the floors in
the Basel II NPR?

Ms. BAIR. I do not know the number off the top of my head. We
could provide it for you.

[The information follows:]
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FEDERAL DEPOSIT INSURANGE CORPORATION, Washington, DC 20428

SHEILA C. BAIR
CHAIRMAN October 18, 2006

Honorable Richard Shelby

Chairman

Committee on Banking, Housing,
and Urban Affairs

‘United States Senate

‘Washington, D.C. 20510

Dear Mr. Chairman:

1 am writing to provide further information in response to a question you asked me
during my testimony on September 26, 2006, before the Senate Committee on Banking,
Housing and Urban Affairs. In particular, you sought information about the number of
banking organizations participating in the agencies’ most recent quantitative impact study
(QIS-4) that are identified by that study as potentially being constrained by the various capital
floors and safeguards included in the Basel II Notice of Proposed Rulemaking (NPR).
Twenty-six banking organizations participated in the study, representing $5.5 trillion in bank
assets, or 57 percent of the assets held by all FDIC-insured banks.

The NPR relies on three basic mechanisms for ensuring that minimum capital
requirements do not fall in an unsafe manner. First, the NPR will impose transitional floors
for each institution to limit reductions in minimum capital to 5 percent per year during the
three-year transition period. Second, the NPR leaves unchanged the existing leverage ratio |
standards, which place hard-and-fast limits on minimum capital. Finally, the NPR indicates
that regulatory changes will be made if Basel I institutions, in aggregate, exhibit a decline of
more that 10 percent in minimum regulatory capital.

The U.S. agencies” QIS-4 suggested that without the safeguards contained in the NPR,
most banks adopting Basel I would have their minimum regulatory capital requirements
reduced to levels that would be considered unsafe and unsound. The safeguards in the Basel

I NPR have been proposed to ensure these banks continue to maintain an adeguate capital
base. The enclosed tables provide further details.

We hope that this information proves helpful. Thank you for the opportunity to
testify. Please do not hesitate to contact me if you have further questions.

Sincerely,

Sheila C, Bair

Enclosure
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Table 1
QIS-4 Changes in Capital Requirements at Bank Holding Companies
{Measured by Bffective Minimom Required Capital}
Holding Company Capital Number of QIS-4 Holding

Companies
Decline of more than 15 percent 17
Decline of between 15 and 10 percent ) 3
1
1
4

Decline of between 10 and 15 percent
Decline of less than 5 percent
Increase

Total QIS-4 banks 26

Table 1 shows that according to QIS~4 results, most banks adopting the advanced approach of
Basel Il would see an immediate reduction in their risk-based capital requirement of more
than 15 percent.” The transitional floors contained in the NPR ensure that any such
reductions in capital requirements for individual banks would be phased in gradually.

Table 2
QIS-4 Capital Requirements Were Well Below Leverage Based Requirements
(Minimum Tier } Requirements as & Percentage of On-Balance Sheet Assets)

Ratio Number of Companies in Range
Less than 2 percent .10
Between 2 and 3 percent 10
Between 3 and 4 percent 4
Between 4 and $ percent 0
Greater that 5 percent 2
Total QIS-4 banks 26

Table 2 shows that according to QIS-4 results, at least 20 of the 26 participating organizations
reported Basel I capital requizernents that if implemented would make them undercapitalized
under current U.S. regulation? The retention of the leverage ratio will ensure that this would

not occur.

! The results described in these tables have some limitations. First, the QIS4 did not collect information sbout
insured banks, only holding companies, While it is possible to draw inft about insured bank results from
the holding company data, such inferences would involve a munber of assumptions. Therefore this response
only estimates information provided at the holding company level. Second, the information provided does not
reflect the application of the so-called 1.06 scaling factor that is contained in the NPR and the international
Basel I Accord. This adj Iriplies the capital requi for credit risk by the number 1,06, but

would not change the overall nature of the results. Third, it is important to note that 21l of the results presented
are estimates provided on a best efforts basis at one point in time.

* Some bank holding companies are subject to s three percent leverage requirement and some to a four percent
levezage requirement. We do not eategorize the four institutions whose tier | capital requirement according to
QIS-4 ranged between 3 percent and 4 percent of assets.
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Chairman SHELBY. Can you do that for the record?

Ms. BAIR. The QIS—4 participants, which included both core and
opt-in banks, most of them would have been below PCA levels.

Chairman SHELBY. Governor Bies, do you have any comments in
that area?

Ms. BiEs. Well, let me start by echoing what Chairman Bair just
said, that none of the regulators would have accepted the state of
the databases and models for any of the banks that participated in
QIS—4.

Having said that, as we got in and looked at the QIS—4 informa-
tion, we really did find areas where either the models as we had
defined them in our regulatory framework or where the banks were
in the stage of implementation made us want to include additional
safeguards in the NPR to strengthen capital in a few areas. And
we have done that in this NPR. And there are a lot of other areas
that we hope to get some input on.

One of the interesting things is that, in the discussion about how
much capital can drop under Basel II, it is important we differen-
tiate between regulatory minimum capital and actual or total cap-
ital that banks hold. Today, banks hold way above regulatory mini-
mums because they are driven more by the marketplace and the
rating agencies and other investors who also require strong capital.
So there is more than one constituency here in terms of looking at
total capital.

So it is not clear to me, no matter what minimum regulatory cap-
ital does, how much that will affect banks’ actual capital.

But we want to make sure, as we work through this, that there
is enough capital for the different risks, both in this NPR and
in

Chairman SHELBY. Well, that is the basis of a sound banking
system, is it not?

Ms. BIES. It is. And one of the challenges we have is the banks
use economic capital models internally that are very similar to
what we have specified. The big difference is the banks use them
to manage their strategy. Long run, where are they going? What
is the kind of variation they are likely to encounter? But as regu-
lators, we want capital to be there when the banks come under
stress, and so we tend to focus on downturn events and more of the
tail losses than the banks do in their internal models. And that is
one of the reasons we are asking for more capital—that is, higher
minimum regulatory capital—than many of them have in their in-
ternal models.

Again, the comments we hope to get on the Basel II framework
will help strengthen that, but we want to make sure we are com-
fortable that the capital is there in those stress periods.

Chairman SHELBY. Governor Bies, Senator Sarbanes brought
this up a few minutes ago. But former FDIC Chairman William
Isaac, who is well respected in the banking area, has raised serious
concerns about the reliability of the data that banks will collect
and compute to determine their capital requirements understand
Basel II's Advanced Approach. In prior testimony to this Com-
mittee, former Chairman of the FDIC Isaac noted that banks do
not have loss data going back far enough and that mergers and ac-
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quisitions in the banking industry have left banks without con-
sistent data.

To what extent, Governor Bies, will these problems with data col-
lection—knowledge, in other words—undermine the effectiveness of
Basel II's Advanced Approach? Have you taken this into consider-
ation? And, if not, will you?

Ms. BIES. We are taking it into consideration. It is one of the
things that we spent a lot of time analyzing in the QIS—4 results
and our foreign counterparts did in QIS-5.

When we look at the capital, we know that all of these models
are providing estimates. Banks also are creating new products all
the time, and one example would be the new mortgage products
that some of us are very concerned about that the banks are under-
estimating risk. But that is why I emphasize that Pillar 2

Chairman SHELBY. Mortgage products with no downpayments,
all those kind of things.

Ms. BIES. Those negative ams and payment shocks and all those
wonderful bells and whistles.

Chairman SHELBY. That should keep bank regulators up at
night.

Ms. BIES. It keeps us awake at night, and that is why Pillar 2
is so important. It allows us as supervisors, where we feel either
it is a new product, the model is not reliable, or it has a kind of
risk that the Pillar 1 does not pick up—because Pillar 1 does not
pick up all risk. We can specify additional capital the banks have
to hold beyond their Pillar 1 numbers.

Chairman SHELBY. Chairman Bair, I am not picking on you.

Ms. BAIR. That is all right.

Chairman SHELBY. You just have a big portfolio here. All of you
do. But in your testimony, you call for considering an international
leverage ratio as a way to eliminate the competitiveness concerns
presented by the retention of the leverage ratio under Basel II, as
well as a way to improve global capital standards.

Could you discuss with us the idea here a little further today and
whether foreign regulators would be receptive to the idea?

Ms. BaIR. Thank you, Mr. Chairman. Yes, the leverage ratio is
obviously a very simple capital-to-assets ratio. There is no cost to
implement it. It is a hard number; it is an easy-to-determine num-
ber.

We have had many years’ experience with it. It has worked very,
very well for the banking system. Canada is the only other country
that has something like a leverage ratio, and the way they cal-
culate theirs is a little different from ours. But I have been en-
gaged in conversations at the staff level and at the principal level
with other Basel country members and their representatives. I will
be going to Mexico next week for the next Basel Committee meet-
ing and hope to be talking more and will be formally pushing to
have an international leverage ratio put on the agenda.

Some responsiveness, some reluctance, a lot of reticence. This ob-
viously is new—not a concept that has been embraced heretofore.
But, I think particularly as we look at the potentially dramatic
drops in risk-based capital under the Advanced Approaches as we
are moving forward, and it is not just U.S. banks that are seeing
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this, that that can make the leverage ratio more attractive as a
hard baseline.

We are not sure we are getting it right with the Advanced Ap-
proaches. That is why we need more work. We are not sure that
we are actually measuring risk under risk-based capital, and one
of the good things that would occur through the leverage ratio is
to give us a baseline, if we are not getting it right, at least pro-
viding a floor under which capital could not drop.

Chairman SHELBY. Senator Sarbanes.

Senator SARBANES. Well, thank you very much, Mr. Chairman,
and I want to thank the panel. I know you summarized the state-
ments, and I have been through the statements, and I appreciate
the time and effort that obviously went into them.

Chairman Bair proposed that we negotiate an international
agreement to establish a common leverage ratio in her testimony.
In the next panel, Professor Tarullo supports that concept with the
recommendation that it includes off-balance-sheet activities as well.

The first question I want to put: Is there anyone at the table who
holds the position that the United States should not continue to re-
quire the leverage ratio? I take it everyone takes the position that
we should require the leverage ratio. Is that correct?

All right. Now, if we continue the leverage ratio, is there any rea-
son not to seek an international agreement on a common leverage
ratio? What is the argument, if any, against at least undertaking
this initiative? Basel I, after all, as I recall, was an effort to raise
the amount of capital in the international banking system, which,
of course, is a very deep concern of ours. And Professor Tarullo in
his statement, which is coming later in the morning—I would like
to get these up in front of you, because you all testify and then you
up and go away, and then these other folks come on, and they
make these statements, and we do not have you here to sort of re-
spond to them. So I am trying to get the horse ahead of the cart
in this respect.

He says, “The last thing many Basel Committee members want
to do is to return to negotiations over international capital stand-
ards. Understandable as that sentiment may be, I would nonethe-
less urge our banking agencies to use the breathing space created
by adoption and implementing regulations for Basel II to pursue al-
ternatives both domestically and internationally. The problem with
the A—IRB approach more than justified this response. At this junc-
ture, the most promising approach may be a relatively simple
international minimum capital rule accompanied by complemen-
tary domestic measures for achieving appropriate bank risk man-
agement and by enhanced international cooperation supervising
complex, multinational banks. Specifically, I would suggest that the
banking agencies raise with the Basel Committee the idea of an
international minimum leverage ratio.”

Then he recognizes that it is a simple rule that does not nec-
essarily address all the complexities, but he says, “Because of its
very simplicity, it is far more transparent in its application, far less
easy to manipulate than more complex regulatory capital require-
ments. It can serve, as it does today in the U.S., as a useful warn-
ing sign to regulators and markets. Its application could be fairly
easily monitored domestically and internationally.”



23

So I come back to my question. If you all believe we should have
the leverage ratio, is there any reason not to seek an international
agreement on a common leverage ratio? Mr. Dugan, why don’t we
begin with you and go right across the panel.

Mr. DUGAN. Sure, Senator. Chairman Bair has put this issue on
the table, but it is not one that we have had a chance to meet on
as a group and discuss.

You have stated the issue quite well in terms of our being com-
mitted to the leverage ratio in the United States. It has worked
well here. Just by way of background, other regulators have not
imposed a leverage ratio in their countries and in the past have
been quite adamant, in many cases, about not believing it is appro-
priate.

I think the concern that some of us have had is if this gets put
into play internationally, what is the tradeoff? What is the poten-
tial price that we would have to pay in such a negotiation? How
would such a leverage ratio be computed? Would there be a risk
that our particular leverage ratio would be decreased as a matter
of international harmony? Because, after all, the Basel Committee
is not and never has been intended to result in identical capital re-
quirements set by an international standard body. There has al-
ways been an element of national discretion. And, while we prefer
the leverage ratio in our country, there are other aspects of the Ac-
cord that other countries prefer that we do not like. I would want
to see what the entire package was before committing to it. I think
those are the kinds of concerns that we need to think about as we
discuss this issue.

Senator SARBANES. Are those concerns so weighty in your mind
that you would not even put it on the table for discussion?

Mr. DugaN. I think that is the discussion we ought to have as
an interagency group. We really have not had any serious discus-
sion about the pros and cons, and I would like to have that discus-
sion.

Senator SARBANES. Ms. Bair, I already know your position, but
go ahead.

[Laughter.]

Ms. BaIr. Well, I would be happy to have anytime, anywhere,
even more discussions on this. I think it is very hard to argue
against at least having a debate on something. And I think we all
agree that any discussion of eliminating the leverage ratio is off the
table domestically. I hope the representatives of the large banks
sitting behind me that are concerned about competitive disparities
and treatment are listening to that, because they are going to have
a leverage ratio here in the United States. So it seems to me that
if people are worried about competitive disparities, frankly, I am
more worried about liquidity and stability in the global banking
system, particularly if we see further declines internationally in
risk-based capital, which right now is the only constraint for the
vast majority of Basel countries. So I think getting it on the table,
at least forcing people to talk about it, is very, very important. We
can control where it goes. I am not going to make any significant
concessions on our own standards to get the debate going, but I
think that we