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THE NEW BASEL ACCORD: IN SEARCH
OF A UNIFIED U.S. POSITION

Thursday, June 19, 2003

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS AND
CONSUMER CREDIT
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The Subcommittee met, pursuant to call, at 10:06 a.m., in Room
2128, Rayburn House Office Building, Hon. Spencer Bachus [Chair-
man of the Subcommittee] presiding.

Present: Representatives Bachus, Kelly, Toomey, Hart, Capito,
Tiberi, Hensarling, Murphy, Brown-Waite, Oxley (ex officio), Sand-
ers, Maloney, Watt, Sherman, Velazquez, Davis and Frank (ex offi-
cio).

Chairman BAcCHUS. [Presiding.] Good morning. The Sub-
committee on Financial Institutions and Consumer Credit is con-
vened. The Subcommittee meets to examine the proposed Basel II
Capital Accord and its potential effects on the domestic and inter-
national banking systems.

The goal of Basel II is to develop a more flexible and forward-
looking capital adequate framework that better reflects the risks
facing banks and encourages them to make ongoing improvements
to their risk assessment capabilities. The Subcommittee on Domes-
tic and International Monetary Policy, Trade and Technology held
a hearing in February to examine the proposal, where we heard
from a distinguished panel of regulators, including Federal Reserve
Vice Chairman Ferguson, Comptroller Hawke, Chairman Powell
and a panel of private sector witnesses.

This hearing revealed that the federal regulators did not have a
unified position on the scope and merits of Basel II. Following this
hearing, I along with Congresswoman Maloney, Chairman Oxley,
Ranking Member Frank, introduced H.R. 2043, the United States
Financial Policy Committee for Fair Capital Standards Act.

H.R. 2043 requires the federal banking regulators to develop a
unified position on issues under consideration and the Basel Com-
mittee on Banking Supervision. Today, we will hear from the Fed-
eral Reserve, OCC and FDIC, along with OTS Director James
Gilleran.

Our second panel of private sector witnesses includes representa-
tives of a large bank, a financial services trade association and uni-
versity professor. I look forward to hearing from today’s witnesses
and thank them for taking time from their busy schedules to join
us.

o))
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I applaud the intent and the objectives of Basel II agreement: to
ensure solvency of our banking institutions and protect against
substantial losses; to create international standards to better man-
age risk; and align regulatory capital to economic risk.

The distinguished witnesses on our first panel are to be com-
mended for the work they have already accomplished on this agree-
ment. Nonetheless, I have concerns regarding Basel II on several
grounds.

First, I believe it is unnecessarily complex and costly, with in-
flexible formulas replacing current rules and supervisory examina-
tions. In addition, I believe that the current draft would create an
uneven playing field, one that unfairly penalizes many banks in
this country, particularly our regional banks.

But my main concern is about the transparency of the Basel
process as a whole and specifically, how the U.S. position at the
Basel Committee is determined. I know that there has been an ex-
tensive comment period. And representatives of the Federal Re-
serve Board assure me that the banks that would be subject to
Basel II approve of it.

Nonetheless, some of the banks have indicated to me, through
their representatives, that they are in fact tremendously concerned
about Basel. I understand that banks that have reservations about
the U.S. position are hesitant to object openly to a regulatory agen-
cy that exercises power over them.

This concern seems reasonable to me. I believe we must arrange
for a full airing of the views of all interested parties, without insti-
tutional constraint.

In addition, it has become clear to me that the bank regulators
are not in agreement on the desirability of the accord as currently
drafted. I am hesitant about this Congress supporting fundamental
changes to our banking system in the face of a lack of consensus
among thoughtful regulators.

And I note at this time that the Senate testimony yesterday by
banking representatives did describe Basel II as a fundamental
change in banking supervision and regulation. H.R. 2043 would re-
quire the regulators to reach agreement by establishing a proce-
dural framework for further deliberations on Basel.

Our bill would create an interagency Committee, chaired by the
Treasury Department, and include federal banking regulators. If
the members cannot reach consensus on a position, the position of
the Treasury would prevail.

It is important that the secretary, as part of the elected adminis-
tration, set U.S. policy. Yesterday, I announced at the Exchequer
Club, that the Subcommittee plans to mark up this legislation in
July.

In closing, I want to thank Chairman Oxley, Ranking Member
Frank and Mrs. Maloney for working with me to develop this legis-
lation. I look forward to working with them and other members of
this Subcommittee on this important issue. I also look forward to
the testimony of our regulators this morning because, as I have
said on two or three occasions, we are concerned that there are dif-
ferent opinions on Basel II and its effect on the banking institu-
tions and our financial system as a whole.
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I now am pleased to recognize Mrs. Maloney for an opening
statement. Or Mr. Frank—I am sorry. Mr. Frank has come in.

[The prepared statement of Hon. Spencer Bachus can be found
on page 62 in the appendix.]

Mrs. MALONEY. I defer to the ranking member of the Committee
and appreciate so much his intelligent concern on this issue and so
many others. Thank you, Barney.

Chairman BACHUS. I just simply did not see that you had come
in. So I apologize.

Mr. FRANK. I try to be as unobtrusive as possible, Mr. Chairman.

[Laughter.]

I appreciate your acknowledging that. I want to comment—and
I appreciate your diligence in giving us a chance to be involved in
this. I must say, I do get the feeling from the Federal Reserve that
our interest is not entirely welcome. But that is one of the things
that concerns me.

I have procedural concerns here as much as substantive. And I
was pleased to hear that you plan to move on this legislation be-
cause I think we have a very big problem in the way in which we
formulate policy here.

Globalization is a fact. It is probably as important in the finan-
cial markets, given the nature of money and its fungability in fi-
nance. Globalization is as powerful a force there as anywhere else.

So formulating American policy to deal with these global issues
is very important. And I think we do not have a coherent process
in place for formulating these.

And we began these conversations. And some financial institu-
tions had substantive concerns, called them to my attention and
the attention of some others.

We began these discussions based on those. But my concern
broadened to include the procedures because we were initially told
that there was a Committee of U.S. regulators that had come up
with this common position.

But it now is clear that two of the three federal agencies disagree
with the position to some extent. And frankly, we were told, to
some extent, by the Federal Reserve it seemed to me, that every-
body was in agreement.

And then we heard from the Comptroller of the Currency and the
head of the FDIC that there was not agreement. And to adapt the
line from Chico Marx when he was caught at something he had de-
nied, the question became, “Who are we going to believe, them or
our own ears?”

And I am going with my ears. And I think what we need to do
is to create a structure here.

I also continue to believe that while I, along with everybody else,
have not just respect but gratitude for the great work that the New
York Federal Reserve Bank does in helping us manage our finan-
cial institutions, it ought never to be considered to be on a par with
those institutions of the federal government which have a Presi-
dential appointee at the head who was confirmed by the Senate.

So when we are told that there is a four-member Committee and
it is the Federal Reserve Board, the New York Fed and the Comp-
troller of the Currency and the FDIC, I think that is not an appro-
priate structure. I should add that I have been concerned about



4

some of the substance. And I will ask some questions specifically
about that.

But I also believe that, given the lack of coherence in the proce-
dures and given the disagreements that evidently exist—and they
are legitimate disagreements. These are not easy questions to an-
swer.

There is nothing wrong at all with there being legitimate dif-
ferences of opinion among regulators. To some extent, they have
different regulatory functions. But they also have inarturial per-
spectiges. And these are the things that we ought to have dis-
cussed.

But given the obvious differences that continue to exist among
the responsible regulators, it seems to me an error for us to go for-
ward with what purports to be an American government position,
which does not represent not just some of the important regulators,
but frankly does not seem to have a lot of support in Congress.

And as much as I respect the work that the Federal Reserve
does, it is not, I think, empowered to speak for the U.S. govern-
ment by itself to the extent that it seems to me to be doing in this
situation. I do think that there needs to be some better working to-
gether.

Now I would assume the Fed would have a major role here, a
lead role in some ways. But I think that we have gotten ahead of
ourselves in purporting to have a unified position from which there
is significant dissent among the relevant regulators and within the
Congress and the relevant Committees.

So I appreciate this further chance to address that. And I thank
you Vgry much, Mr. Chairman, for your very diligent work in this
regard.

Chairman BACHUS. Thank you. Are there other members wishing
to make—Chairman Oxley? Would you like to make an opening
statement?

Mr. OXLEY. Thank you, Mr. Chairman. And thank you for calling
this hearing.

I think the presence of the Chairman and the ranking member
of the full Committee indicate how concerned we are about the
whole process and that this rarely occurs. And I do think it does
point out some concerns that we have, particularly because it does
appear that the regulators have different opinions on this.

Certainly, the last hearing reflected that. And subsequent events
have also indicated a fissure within the regulating community
here. And obviously, there are some concerns on this side of the
dais as well.

I am going to ask unanimous consent that my formal statement
be made a part of the record, Mr. Chairman.

Chairman BAcHUS. Without objection.

Mr. OXLEY. But only to say that I echo some of the concerns that
the gentleman from Massachusetts brought up in regard to the
substance, as well as the process going forward. This is a big deal.
And the decisions ultimately will reflect and affect the financial
system in this country for a long, long time.

And it is critical that we get it right, not just from the banking
perspective, but a number of non-banking perspectives as well. |
notice we have, on the second panel, some testimony from the Bond
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Market Association, which would indicate that there are some folks
that have, perhaps, some opinions as well that are not technically
in the banking community.

So this has a broad reach and a long effect, a long-term effect
on our markets and our banking system. And that is why I applaud
the Chairman for his diligence in this.

We thank him for scheduling a markup on the Oxley-Frank legis-
lation. And I think it does reflect some of the very sincere concerns
that many of us have.

We have a great deal of respect for Mr. Ferguson and for the Fed
and for their distinguished leadership. It does appear that there is
a difference of opinion on this issue. And we need to make certain
that, at the end of the day, we have a unified position from this
side before going forward.

And with that, I yield back the balance of my time.

[The prepared statement of Hon. Michael G. Oxley can be found
on page 60 in the appendix.]

Chairman BAcCHUS. Thank you.

Mrs. Maloney?

Mrs. MALONEY. I thank the Chairman for holding this second
hearing on the Basel II Capital Accord. For more than a year now,
I have been closely following the progress of Basel II.

I participated in the earlier hearing. And I have met with regu-
lators and bankers. After all this discussion, I still believe there are
significant issues appropriate for congressional review. As early as
last August 14, I wrote the regulators about this issue. And I be-
lieve that many of my concerns expressed then are still relevant.
I remain concerned about the inclusion of operational risk in Pillar
1. And most importantly, I want to know more about what the ulti-
mate impact of the accord will be on U.S. competitiveness.

As a New Yorker, I am very aware of the contingency planning
effort that financial institutions are taking for physical attacks. I
want to be reassured that investments and business continuity
planning, backup systems and insurance will not be reduced be-
cause institutions have to devote resources to capital charges for
operational risk.

From an international competitiveness standpoint, the U.S. is
fortunate that we have the opportunity today to receive testimony
from probably the most sophisticated and most professional group
of financial service regulators in the world. In each country where
Basel II is applied, the domestic regulators will ultimately be re-
sponsible for the compliance of the in-country institutions.

Not every country has as distinguished a group of regulators as
the U.S. And I fear that differing levels of application by various
international regulators of such an enormously complex proposal
could affect the competitiveness of our industry and have an impact
on all of our constituents and our economy.

For these reasons, I am pleased to have joined Chairman Bachus,
Chairman Oxley and Ranking Member Frank in introducing H.R.
2043, the United States Financial Policy Committee for Fair Cap-
ital Standards Act. This legislation takes a balanced approach to
ensuring a unified U.S. position at Basel and a full study of the ef-
fects of the accord on our domestic industry.
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I look forward to the markup in July. And I look forward to
working with the Chairman on this proposal. And I thank him
again for making it a priority of this Subcommittee.

And as I said, I am highly, highly concerned about the impact
of Basel on the competitiveness of our financial institutions, our fi-
nancial system. We should not do anything that would place the
United States at a disadvantage by having a higher capital stand-
ard for U.S. institutions.

I yield back.

Chairman BACHUS. Gentleman from Pennsylvania is recognized.

Mr. TooMEY. Thank you, Mr. Chairman. I just want to briefly
second the comments generally that the gentlelady from New York
just made. One of my concerns is that we have the most robust,
in some ways most aggressive and most effective regulatory frame-
work for financial institutions arguably in the entire world.

We also have some of the most competitive and most successful
financial institutions in the world. And I am a little bit concerned
about one specific aspect of the proposed capital requirements.

And that would be that we would use a Pillar 1 approach for
operational risk, which strikes me in many ways more appro-
priately dealt with under the Pillar 2 approach. And I am con-
cerned that if we go with the Pillar 1 specific capital requirement,
we would in fact be placing our financial institutions, extremely
well regulated, extremely successful in a variety of ways, at a com-
petitive disadvantage to other financial institutions.

So I hope we get a chance to explore that issue at this hearing
today. And I thank you for conducting this hearing, Mr. Chairman.

Chairman BAcCHUS. Mr. Davis, do you have an opening state-
ment? All right. Thank you.

Ms. Kelly or Mr. Hensarling? All right.

If there are no further opening statements, at this time I want
to welcome our first panel of distinguished witnesses. From my left
to right, they are: the Honorable Roger W. Ferguson, Jr., Vice
Chairman, Board of Governors of the Federal Reserve System; the
Honorable John D. Hawke, Jr., Comptroller, Office of Comptroller
of the Currency; the Honorable Donald Powell, Chairman of the
Federal Deposit Insurance Corporation; and the Honorable James
E. Gilleran, Director, Office of Thrift Supervision.

I would like to commend you gentlemen on your work to date on
the Basel Agreement, Basel II, and for the attention you have paid
to this issue. I think there have already been positive changes in
the U.S. position. We applaud those.

I note from your testimony today, Vice Chairman, that you indi-
cated further movement on the real estate issue, and I commend
you for that.

At this time, we will start with Vice Chairman Ferguson. We
welcome your testimony. You will not be limited by the 5-minute
rule. And I am sorry that some of you may not have received that
message earlier. I apologize for that.
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STATEMENT OF HON. ROGER W. FERGUSON, JR., VICE CHAIR-
MAN, BOARD OF GOVERNORS OF THE FEDERAL RESERVE
SYSTEM

Mr. FERGUSON. Chairman Bachus, members of the Subcommittee
on Financial Institutions and Consumer Credit, Chairman Oxley,
Ranking Member Frank, thank you for inviting me to testify on be-
half of the Federal Reserve Board on Basel II and H.R. 2043.

I will be brief. But I ask that my entire statement be included
in the record.

The development of Basel II over the past 5 years has been
transparent and has been supported by a large number of public
papers and documents on the concepts, framework and options, as
well as by a large number of meetings with bankers. Over the past
18 months, I have chaired a series of meetings with bankers, often
jointly with Comptroller Hawke.

The banking agencies last month held three regional meetings
with banks that would not, under the U.S. proposal, be required to
adopt Basel II, but may have an interest in choosing to do so. The
comment period for the third Basel consultative paper, sometimes
called CP-3, is now in progress.

And in about a month, the banking agencies in this country hope
to release an advance notice of proposed rulemaking, so-called
ANPR, that will outline and seek comment on specific proposals for
the application of Basel II in this country. We continue to be open-
minded about new suggestions, backed by evidence and analysis,
and approaches that simplify the proposal, but still attain its objec-
tives.

When the comments on CP-3 and ANPR have been received, the
agencies will review them and meet to discuss whether change are
required in the Basel II proposal. In November, we have scheduled
to meet in Basel to negotiate our remaining differences.

Realistically, this part of the schedule may be too tight because
it may not provide U.S. negotiators with sufficient time to digest
the comments on the ANPR and develop a national position to
present to our negotiating partners. Some slippage in the schedule
will no doubt occur.

Implementation in this country of any final agreement on Basel
II would require a notice of proposed rulemaking, an NPR, in this
country in 2004 and, of course, a review of comments from that no-
tice of proposed rulemaking. Additional quantitative impact studies
starting in 2004, and probably conducted for the next 2 years, will
also be necessary so we can be more certain of the impact of the
proposed changes on individual banks and the banking system.

As it stands now, by the fall of 2004, core and opt-in banks will
be asked to develop an action plan leading up to final implementa-
tion. Whenever a final rule is developed, in 2004 or in 2005, there
would be at least a 2-year lag before implementation.

Within that implementation interval, the large banks to which
Basel II will be applied in this country will be developing their in-
dividual bank implementation work plans in conjunction with their
supervisor. As you know, most of the banks in this country will re-
main under the current capital rules. No bank that will be required
or chooses to adopt the new capital accord would be forced into a
regime for which it is not ready.
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To be sure, supervisors will expect a formal plan with a reason-
able implementation date from the latter banks once a final rule
is developed. But no bank will be required to adopt Basel II if it
has not yet built the required infrastructure.

At any time during that period, we can slow down the schedule
or revise the rules if there is a good reason to do so.

Mr. Chairman, you have asked for the Board’s views on H.R.
2043. We understand and support the bill’s objective, to ensure
that the people sitting at this table work together cooperatively and
that all of us shape our positions, especially at Basel, with a full
understanding of the likely effects of any decisions on our economy.

With respect, however, the Board believes that the current proc-
ess achieves those goals and that legislation is not necessary.

Moreover, H.R. 2043 could be counterproductive. In the Board’s
view, the agencies have demonstrated their ability to work to-
gether, one must admit sometimes not as smoothly as perhaps oth-
ers would like.

But also, we have demonstrated our ability to change our minds
on the basis of evidence and persuasion, as you have indicated, Mr.
Chairman, in your opening remarks. The bill would reduce our
ability to negotiate with our foreign counterparts, eliminate the
room for us to disagree and work out our differences and involve
Congress in technical supervisory and regulatory issues that are
probably better left to the supervisors.

Obviously, of course, we recognize the appropriate interest and
role of Congress in aggressive oversight. And in that regard, I am
obviously pleased to be here.

Let me now turn to three other issues that have been raised
about the current Basel II proposal. The first is competitive equity.

While this concern takes several forms, the most frequently
voiced is the view that competitive imbalances might result from
what is called a bifurcated set of rules, requiring Basel II for large
banks, while applying the current capital rules for all other U.S.
banks.

The fear is that the banks that remain under the current capital
rules, with capital charges that are not as risk sensitive, might be
at a competitive disadvantage compared to Basel II banks that
would get lower capital charges on less risky assets.

We take this concern seriously and will be exploring it through
the ANPR. But without prejudging the issue, there are reasons to
believe that little, if any, competitive disadvantage would be
brought to those banks remaining under the current capital re-
gime.

The basic question is the role of minimum regulatory capital re-
quirements in the determination of the price and availability of
credit. Our understanding of bank pricing is that it starts with the
capital allocations that the banks themselves make internally,
within their own organizations, then factors in explicit recognition
of the riskiness of the credit and is then further adjusted on the
basis of market conditions and local competition from bank and
non-bank sources.

In some markets, some banks will be relatively passive price tak-
ers. In either case, regulatory capital is mostly irrelevant in the
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pricing decision and therefore, unlikely to cause competitive dis-
parities.

Moreover, most banks—and especially the smaller ones—hold
capital far in excess of regulatory minimums for various reasons.
Thus, changes in their own or others’ minimum regulatory capital,
as might occur under Basel II, probably would not have much effect
on the level of capital they choose to hold and would therefore not
necessarily affect either internal capital allocations or the resulting
pricing.

Finally, the banks that most frequently express a fear of being
disadvantaged by a bifurcated regulatory regime have for years
faced capital arbitrage from larger rivals, who are able to reduce
their capital charges by securitizing loans, for which the regulatory
charge was too high relative to the market or economic capital
charge.

The advanced versions of Basel II to be adopted here would pro-
vide, in effect, risk-sensitive capital charges for lower-risk assets
that are similar to what the larger banks have, for years, already
obtained through capital arbitrage. In short, competitive realities
between banks might not change in many markets in which min-
imum regulatory capital charges would become more explicitly risk
sensitive.

Now I do not mean to dismiss competitive equity concerns. In-
deed, I hope that the comments on the ANPR bring forth insights
and analyses that respond directly to the issues, particularly the
observations that I have just made.

But to take a different view, we need to see reasoned analysis,
and not just assertions.

The second area of concern that I would like to focus on is the
proposed Pillar 1 treatment of operational risk. Operational risk re-
fers to losses from failures of systems, controls or people.

Capital charges for such risks have been implicit under Basel 1
for the last 15 years. These risks will, for the first time, be explic-
itly subject to capital charges under the Basel II proposal. Oper-
ational disruptions have caused banks to suffer huge losses and, in
some cases, failures—both here and abroad. My written testimony
provides some recent and familiar examples.

In an increasingly technologically-driven banking system, oper-
ational risks have become an even larger share of total risk. At
some banks, they are indeed the dominant risk.

To avoid addressing them would be imprudent and would leave
a considerable gap in our regulatory system. The Advanced Meas-
urement Approach—or the so-called AMA approach—which I am
sure we will discuss further, for determining capital charges and
operational risk, is a principles-based approach that would obligate
banks to evaluate their own operational risks in a structured but
flexible way.

Importantly, a bank could reduce its operational risk charge by
adopting procedures, systems and controls that reduce its risk or
by shifting the risk to others through measures such as insurance.
Some banks, for which operational risk is the dominant risk, op-
pose an explicit capital charge and would prefer the operational
risk be handled case by case through the supervisory review of
buffer capital under Pillar 2 of the Basel II proposal, rather than
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being subject to an explicit regulatory capital charge under Pillar
1

The Federal Reserve believes that would be a mistake because
it would greatly reduce the transparency of risk and capital that
is such an important part of Basel II. It would lessen potential
market discipline and would make it very difficult to treat risk
comparably across banks because Pillar 2 is judgmentally based.

The third concern I would like to discuss is the fear that the com-
bination of credit and operational risk capital charges for those
U.S. banks that are under Basel IT would decline too much for pru-
dent supervisory purposes. Speaking for the Federal Reserve
Board, let me undermine that we could not support a final Basel
II that caused capital to decline to unsafe and unsound levels at
the largest banks.

There will be several stages before final implementation, at
which resulting capital levels can and will be evaluated. At any of
those stages, if the evidence suggests that the capital were declin-
ing too much, the Federal Reserve would insist that Basel II be ad-
justed or recalibrated, regardless of the difficulties with bankers
here and abroad, or with supervisors in other countries.

But let us keep this in mind: supervisors can achieve their objec-
tive of maintaining the same level of average capital in the banking
industry either by requiring that each bank maintain its Basel I
capital levels or by recognizing that there will be some divergence
levels of capital among banks because they will be dictated by dif-
ferent risk profiles of the banks.

To go through the process of devising a more risk-sensitive cap-
ital framework, just to end with the Basel I result in each bank,
is pointless. Greater dispersion in required capital ratios, if reflec-
tive of underlying risk, is an objective, not a problem to be over-
come.

Of course, one must also recognize that capital ratios are not the
sole consideration. The improved risk measurement and manage-
ment and its integration into the supervisory system under Basel
II are also critical to ensuring the safety and soundness of the
banking system.

Let me just say, by way of conclusion, that the Basel II frame-
work is the product of an extensive, multi year dialogue with the
banking industry, regarding evolving best practice risk manage-
ment techniques in every significant area of banking activity. Ac-
cordingly, by aligning supervision and regulation with these tech-
niques, it provides a great step forward in protecting our financial
system and those of other nations to the benefit of our own citizens.

We now face three choices. We can reject Basel II or we can
delay Basel II as an indirect way of sidetracking it. Or we can con-
tinue the domestic and international process, using the public com-
ment and implementation process to make whatever changes are
necessary to make Basel II work effectively and efficiently.

The first two options require staying on Basel I, which is not a
viable option for our largest banks. The third option recognizes that
an international capital framework is in our self interest, since our
institutions are the major beneficiaries of a sound international fi-
nancial system.

The Fed strongly supports the third option.
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I will be happy to respond to questions. Thank you, Mr. Chair-
man.

[The prepared statement of Hon. Roger W. Ferguson can be
found on page 82 in the appendix.]

Chairman BAcHUS. I appreciate that.

Comptroller Hawke?

STATEMENT OF JOHN D. HAWKE, JR., COMPTROLLER, OFFICE
OF THE COMPTROLLER OF CURRENCY

Mr. HAWKE. Thank you, Chairman Bachus, members of the——

Chairman BAcHUS. Is the microphone on?

Mr. HAWKE. It is the job of the Fed to help the OCC.

[Laughter.]

Chairman BAcCHUS. That was the Vice Chairman that turned
your microphone on.

Mr. HAWKE. Again, I think it reflects on the fact that they have
an unlimited budget and they can study things like this.

[Laughter.]

Chairman Bachus, thank you, Chairman Oxley, Ranking Mem-
ber Frank and members of the Subcommittee. We appreciate the
opportunity to participate in this hearing. And I very much wel-
come the interest and involvement of the Subcommittee in these
important issues.

I want to assure the Subcommittee that the OCC, which has the
sole statutory responsibility for promulgating capital regulations
for national banks, will not endorse a final Basel II framework for
U.S. banks until we have determined, through our domestic rule-
making process, that any changes to our capital regulations are
practical, effective and in the best interests of the U.S. public and
our banking system.

In response to a point that Ranking Member Frank made in his
introductory remarks about who is in charge here, I think it is im-
portant to recognize that Congress has clearly allocated to each of
the federal banking agencies responsibility for overseeing the cap-
ital of banks within their jurisdiction and for adopting capital regu-
lations. The Fed has authority over bank holding companies and
state member banks; the FDIC over state non-member banks; and
the OCC over national banks. So it is up to each of us, in the final
analysis, to make our own decision. But the need for achieving
agreement among the agencies, I think, is recognized by us all.

My written testimony provides a detailed discussion of the back-
ground and content of Basel II and the important issues with
which this Subcommittee is properly concerned. I would like to use
this time to make several important points that may help to put
today’s testimony into proper focus.

First, all of the U.S. banking agencies share a concern about the
potential effect of Basel II on the capital levels of large U.S. banks.
Our banking system has performed remarkably well in the difficult
economic conditions in recent years, and I believe that is due, in
significant part, to the strong capital position our banks have
maintained. While a more risk-sensitive system of capital calcula-
tion might be expected to have the effect of reducing the capital of
some banks, we would not be comfortable if the consequence of
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Basel II were to bring about very large decreases in required min-
imum capital levels.

By the same token, if Basel II were to threaten significant in-
creases in the capital of some banks, it could undermine support
for the proposal itself and might threaten the competitiveness of
those banks. As things stand today, we simply do not have suffi-
ciently reliable information on the effect of these proposals on indi-
vidual institutions or on the banking industry as a whole.

Before we can make a valid assessment of whether the results
are appropriate and acceptable, we have to know, to a much great-
er degree of reliability than we now have, just what the results of
Basel II will be.

The OCC believes that significant additional quantitative impact
analysis will be necessary. Even if the Basel Committee does not
itself undertake such a study—and I think that would be the pre-
ferred approach—I believe it is absolutely essential that the U.S.
agencies make such an assessment prior to the adoption of final
implementing regulations. I strongly believe that we cannot respon-
sibly adopt final rules implementing Basel II until we have not
only determined with a high degree of reliability what the impact
will be on the capital of our banks, but have made the judgment
that that impact is acceptable and conducive to the maintenance of
a safe and sound banking system in the United States.

Second, a number of Subcommittee members have commented on
differences among the U.S. banking agencies and are of the view
that a new interagency coordinating mechanism is needed. Mr.
Chairman, you and some of your colleagues have introduced H.R.
2043, a bill that would establish an interagency Committee whose
purpose would be to resolve such differences. While I am sympa-
thetic to the concerns that underlie this legislation, with great re-
spect, I suggest that it is not necessary at this time.

There have, indeed, been some differences among the agencies
during this process. But I believe the agencies have generally
worked exceedingly well together on the Basel II project for the
past 4 years, and I am confident that we will continue to do so. To
be sure, we have not always agreed on every one of the multitude
of complex issues that Basel II has presented, but that is no more
than one would expect when a group of experts have brought their
individual perspectives to bear on difficult and complex issues.
Where there have been differences, we have worked our way
through them in a highly professional and collaborative manner. In
a few weeks, we will be jointly issuing an Advance Notice of Pro-
posed Rulemaking, seeking broad comment on the Basel II struc-
ture, together with draft supervisory guidance for those of our
banks that will be subject to Basel II. Both the ANPR and the
guidance have been developed in a collaborative process in which
each of the agencies has had substantial input.

I believe we agree on the need for further quantitative impact
study before Basel II is finally put in concrete although I do not
want to speak for Governor Ferguson on that.

I think it is probably correct to say that we at the OCC have had
some reservations that the Fed does not share about the overall ap-
proach to Basel. For example, I commented in my earlier testimony
about the complexity of Basel II. I have a concern about complexity
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because it seems to me that complexity could work toward competi-
tive inequalities across countries, given the difference in the nature
of supervision from country to country. Governor Ferguson, I think
at the last hearing, pointed out that we live in a complex world and
we are dealing with complex subjects, and complexity is a nec-
essary consequence of this process.

We may have some difference of perspective on time schedule. I
think the Fed wants—and I do not mean to speak for the Fed—
but I think the Fed wants to adhere to the current time schedule.
We certainly would like to, if it is possible. But I think we may
have the view, more so than others, that achieving the present
time schedule is a daunting challenge.

While we had differed on operational risk at earlier stages of this
process, I want to make clear that we are completely comfortable
and supportive of the treatment of operational risk under the AMA
approach in Pillar 1. And I would like to expand on that just for
a moment because this is such an important issue for the Sub-
committee.

As the Subcommittee knows, I had argued earlier in the Basel
Committee that operational risk should be treated under Pillar 2
because it involved qualitative judgments about the adequacy of in-
ternal control systems. Nobody else on the Committee agreed with
that. And it was very clear to me that that view would not be ac-
cepted by the Committee.

As a result, we and the Fed worked very closely together devel-
oping the Advanced Measurement Approach to operational risk.
The product of that collaboration, I think, has been very produc-
tive. We are completely comfortable that the AMA approach to
operational risk imports a degree of supervisory discretion and
judgment of exactly the sort that would come to bear if this had
been a Pillar 2 issue. Indeed, I think that if operational risk were
to be treated under Pillar 2, it would be essential for us to have
a framework for the consideration of operational risk that would
probably look very much like what we presently have under the
AMA approach. So I do not think the Pillar 1 versus Pillar 2 issue
should any longer be a matter of significant concern.

Third, as I said earlier, I think we are all committed to a process
that has real integrity to it. The current Basel Committee timeline
presents, as I said, a daunting challenge to both the U.S. banking
agencies and the banking industry. And while it is clearly nec-
essary to address the acknowledged deficiencies in the current
Basel Capital Accord, the banking agencies must better understand
the full range and scale of likely consequences before finalizing any
proposal.

We have identified in our written testimony a lengthy and formi-
dable list of critical milestones that the agencies must meet under
the current Basel II timeline. They include: first, consideration by
the Basel Committee itself of the comments that have been re-
ceived on CP-3, its latest consultative paper. Next, the preparation
and issuance by the U.S. agencies of the Advanced Notice of Pro-
posed Rulemaking and draft supervisory guidance that goes with
it, with a 90-day period for comments. At the end of that comment
period, we will jointly consider those comments, analyze them, and
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make a judgment about the implications of those comments for the
final iteration of the Basel document.

The Basel Committee is presently scheduled to meet in Decem-
ber, which will give us the opportunity to feed back into the Com-
mittee the results of that ANPR process. We are also going to be
requesting comment in the ANPR process on the economic impact
of Basel II.

Executive Order 12866 requires that we make an economic im-
pact analysis in the case of any significant regulatory action, which
is defined to mean an action that will have an annual effect on the
economy of $100 million or more. We are soliciting information to
enable us to determine whether that executive order will be trig-
gered by the Basel proposal. If it is, we will conduct that economic
analysis as part of this process.

After the Basel Committee issues the definitive paper, the U.S.
agencies will jointly draft and put out for additional public com-
ment the final version of the regulations that will implement Basel
II. At some point during that process—earlier rather than later, I
hope—we will conduct an additional quantitative impact study to
determine exactly what the capital impact will be.

We will then consider all the comments that are received in the
NPR process and come to a final decision as to whether we should
issue the final U.S. implementing regulation and what it should
look like. If we find that our current target implementation date
of January 1, 2007 is simply not doable, consistent with that proc-
ess—and my personal opinion is that realization of that target may
be very difficult—we will take additional time. But I think it is still
too early to draw that conclusion.

The important point here is that we will take great care not to
let the timeframe shape the debate. If we determine that changes
to the proposal are necessary, we will make those views known to
the Basel Committee. And we will not implement the accord until
those changes are made.

I would like to make one more point. Some have viewed the new
Basel II approach as leaving it up to the banks to determine their
own minimum capital essentially, putting the fox in charge of the
chicken coop. I do not think that is the case by any means.

While the banks internal models and risk assessment systems
will be the starting point for the calculation of capital, bank super-
visors will be heavily involved at every stage of the process. We
will publish extensive guidance and standards that the banks will
have to observe. There will be standards set out in the Basel docu-
ments themselves. We will not only validate the models and sys-
tems that banks propose to use, but we will assure that they are
being applied with integrity.

In my view, the bank supervisory system that we have in the
U.S. is unsurpassed anywhere in the world, in both its quality and
in the intensity with which it is applied, and we are not going to
allow Basel II to change that. In fact, if we do not believe, at the
end of the day, that Basel II will enhance the quality and effective-
ness of our supervision, we should have serious reservations about
proceeding in this direction.

Moreover, while Basel II has largely been designed by economists
and mathematicians and while these “quants” will play an impor-
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tant role in our oversight of the implementation of Basel II, the
role of our traditional bank examiners will continue to be of enor-
mous importance. Such values as asset quality, credit culture, man-
agerial competence and the adequacy of internal controls cannot be
determined by mathematical models or formulas, nor can many of
the risks that banks face be properly evaluated except by the appli-
cation of seasoned and expert judgment. I can assure you that
those national banks covered by Basel II will continue to be closely
monitored and supervised by highly qualified and experienced na-
tional bank examiners who will continue to have a full-time, on-site
presence.

I am pleased to have the opportunity to provide our views on this
important initiative, I would be happy to answer any questions you
may have.

[The prepared statement of Hon. John D. Hawke can be found
on page 141 in the appendix.]

Chairman BACHUS. Thank you.

Chairman Powell?

STATEMENT OF DONALD POWELL, CHAIRMAN, FEDERAL
DEPOSIT INSURANCE CORPORATION

Mr. POoweLL. Thank you, Chairman Bachus and members of the
Subcommittee for your interest in the new Basel Capital Accord. I
believe that Basel II ranks among the most important pieces of
proposed banking regulation in our nation’s history.

The FDIC supports the goal of lining up capital regulation with
the economic substance of risk that banks take. Basel II encour-
ages a disciplined approach to risk management and it addresses
important weaknesses in our current capital rules. We applaud the
intense and prolonged efforts that have been made to address these
important issues.

Since my testimony before the Subcommittee on Domestic and
International Monetary Policy, Trade and Technology, on February
27, 2003, there has been good progress on the domestic implemen-
tation efforts. The federal banking and thrift regulatory agencies
are working hard to issue an Advance Notice of Proposed Rule-
making for comment this summer. The proposed rulemaking will
identify those aspects of Basel II that will be proposed for adoption
in the U.S. for application to a small group of large banking organi-
zations. At this time, we are addressing various technical issues,
developing interagency guidance and conducting industry outreach.

Specifically, we have conducted outreach sessions to banking in-
stitutions of varying size at meetings held in Chicago, Atlanta and
New York. We are approaching a crossroads where judgments will
need to be made on some critical issues. The interagency process
and the public comment period will help us reach those judgment,
and I am confident that our process will result in an appropriate
outcome. My written testimony provides a broad overview of some
of the critical judgments that will need to be made before the agen-
cies commit to adopt Basel II in the United States.

The first key issue is capital adequacy. The Basel II formulas
allow, at least in principal, for significant capital reductions. The
proposals issued by the Basel Committee specify that after a phase-
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in period, there would be no floor on the level of risk-based capital
that banks would be required to hold.

The level of risk-based capital that banks actually hold would de-
pend upon their own internal estimates of risk—validated by their
supervisors—and on the demands of the marketplace. It is difficult
to predict the ultimate effect of Basel II on overall bank capital,
but we do know that the formulas are forceful tools for affecting
risk-based capital requirements.

There is no question the Basel formulas will help the regulators
segregate risk. But the formulas cannot stand on their own.

Banks face other risks besides credit risk and operational risk.
Lending behavior can change over time, causing losses to escalate
in activities perceived as low risk.

The simple fact is that no one knows what the future holds. For
these and other reasons, the FDIC believes that Basel II must be
supplemented by the continued application of existing regulatory
minimum leverage capital and prompt corrective action require-
ments. I am gratified at the support that my fellow bank regulators
have expressed for this conclusion.

We also understand that a leverage ratio alone cannot provide
protection without the support of sound, risk-based capital rules. It
will be necessary to better understand the impact of the proposals
on the capital required for specific activities. Finally, maintaining
capital adequacy under Basel II would be an ongoing task. Vali-
dating banks’ internal risk estimates would be a challenge. Doing
so consistently across agencies would be a greater challenge, for
which an interagency process would be needed.

The other key issue is competitive equity. Basel II has been ex-
pected to provide some degree of regulatory capital relief. The
banks that stand to be directly affected by Basel II have expressed
strong support for such capital relief. They have expressed concern
where they believe Basel Il capital was too high.

The key policy question is: what economic benefits and costs
would come with changes in regulatory capital requirements?
Would the economic benefit of lower risk-based capital require-
ments for large banks enhance their competitive posture or accel-
erate industry consolidation?

We recognize there are differences of opinion about the impor-
tance of competitive equity issues, and that is why we need to pay
close attention to the comments we receive on this issue. The agen-
cies received a number of comments on both sides of this issue at
recent industry outreach meetings, and this dialogue will continue.

With respect to proposed House legislation, the FDIC appreciates
the goal of H.R. 2043, “The United States Financial Policy Com-
mittee for Fair Capital Standards Act.” We share in Congress’s de-
sire to ensure that uniform U.S. positions are developed and com-
municated to the Basel Committee. However, we do not believe
that H.R. 2043 is the best means to accomplish this end. The legis-
lation would, in effect, move the important task of capital regula-
tion away from the agencies with decades of experience in this
arena to the United States Treasury Department.

This could compromise the independence of the federal banking
regulators and impair our ability to handle an important function
of prudential regulation at a particularly sensitive time.
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As our testimony indicates, we are working with the other regu-
latory agencies to develop interagency positions regarding the do-
mestic application of Basel II. The bank regulatory agencies are ac-
tively engaged in an almost daily dialogue on issues and concerns.
We will take whatever time is necessary to seek input from all in-
terested parties prior to the final adoption of the new framework
in the U.S., especially the concerns of banks that may feel they will
be disadvantaged in competing with Basel II banks.

In short, the ingredients for the success of Basel II continue to
be: one, appropriate minimum capital standards; two, a consistent
approach to validating banks’ risk estimates; three, an adequate
vetting of competitive issues; and four, time to address these and
other policy issues as we finalize our views on this new Accord.

We will continue to work closely with our fellow regulators to
work through these important issues and reach the right conclu-
sions. We are committed to evaluating the cost and benefits of the
Basel II proposal and their impact on the U.S. banking industry
and the safety-and-soundness of the financial system. Thank you
for the opportunity to present the views of the FDIC.

[The prepared statement of Hon. Donald Powell can be found on
page 167 in the appendix.]

Chairman BAcCHUS. All right.

Director?

Thank you. Thank you.

Mr. Gilleran, I am sorry.

STATEMENT OF JAMES GILLERAN, DIRECTOR, OFFICE OF
THRIFT SUPERVISION

Mr. GILLERAN. Mr. Chairman, Ranking Member Frank, thank
you for including me in this panel.

Chairman BACHUS. I think we have a microphone problem.

Mr. GILLERAN. I think all of the concerns that I have—the OTS
has—have been already expressed. So I will just make some gen-
eral comments before we turn it over to questions. I would ask that
my written comments be included in the record.

Up until this time, the OTS has not been involved in the inter-
national accord efforts, even though we have had people who have
been involved in Subcommittee work here in the United States. Bill
McDonough did invite me to attend the last Basel meeting as an
observer, which I did.

And subsequently, I have asked the replacement for Mr.
McDonough as head of the Basel Committee, who is now the head
regulator in Spain, for an official seat on the Basel Committee. And
I am told that that is a definite possibility for the future.

I think it is important that the OTS be included as a full voting
member on Basel because of the OTS unique focus on the mortgage
industry. And our interest is, number one, to share with others our
perspective on mortgage lending here in the United States and
internationally, since at least one of our major thrifts will be in-
cluded within the Basel Accord, if it is adopted.

And we also have a focus on interest rate risk that is unique in
the industry. And each quarter, we mark to market our entire in-
dustry, from an interest rate-risk point of view. So I think that
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that also is a contribution to the understanding of interest rate and
the whole subject of risk and capital.

My own personal views on Basel are that I believe that the Basel
work to date has moved the ball forward in terms of understanding
the relationship of risk and setting capital. Basel I was a simple
method, but very effective really, since it was first adopted because
Basel I capital has held up very well over very tumultuous eco-
nomic times.

And it has produced capital levels that are now viewed as being
quite substantial. And in fact, the financial services industries have
just completed 2 years of probably the best results it has ever had.
And in addition, this year looks awfully good too.

So Basel I has functioned well, even though I think that almost
everybody would admit that if we just stayed with Basel I, we
would want to make additions to it, so that it takes into consider-
ation more of the kinds of differentiation of risks that we now have
in the financial services industry. So I completely support the fact
that we would have to do additional work on Basel I if that was
the only thing that we had.

It has been expressed here that Basel II would only be applicable
to 10 of the major international banks in the United States and
perhaps 10 others who will opt in. I have received information from
a number of people that there will be literally hundreds of other
banks that will make application to the regulators to be able to use
Basel II because I think it is perceived that Basel II will result in
lower capital levels.

And I think everybody—almost everybody—concludes that lower
capital levels will mean greater competitiveness. It is also an issue
too in connection with what happens to the community banks in
the United States.

Because if the major banks are allowed to have lower capital lev-
els but the community banks will continue with higher capital lev-
els under Basel I, then that will mean that they can be acquired,
quite simply, by the major banks. And we will have a further roll-
up of the community banking system here in the United States.
And that has to be evaluated by Congress, along with everything
else, as to whether or not that is a good thing to have happen.

So I believe we have to do a lot of work. I believe a lot of work
has been done.

I salute those who have really been working on it so hard in the
past. We intend to be part of it going forward in the future. And
I believe that your attention to this matter is very well deserved.

Thank you for inviting me. I look forward to questions.

[The prepared statement of Hon. James E. Gilleran can be found
on page 114 in the appendix.]

Chairman BAcCHUS. Thank you. At this time, we will start ques-
tions.

And Vice Chairman Ferguson, my first question is, you have
commented—Ilet me read testimony from yesterday’s hearing in the
Senate. D. Wilson Ervin, Credit Suisse First Boston, are you aware
of his testimony on Basel II?

Mr. FERGUSON. I am generally aware of it. But it would certainly
be helpful for you to read the quote that you want me to respond
to.
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Chairman BACHUS. He said the proposed accord is not a minor
refinement to the banking regulatory process, but is instead a
wholesale reform of bank regulation, a regime that covers roughly
$2 trillion of capital and is a key economic engine. Do you agree
with that?

Mr. FERGUSON. I believe that what the proposed accord is doing
is to catch up with where the leading edge banks are. So yes, it
is a change. It is a change from Basel I, without question.

We have to move from Basel I because we believe it is no longer
appropriate for our largest banks. It does not give good signals on
the risks that they are undertaking. I do believe it is a major
change, yes.

It is, however, a change that is catching up with what the lead-
ing edge banks are doing. The ideas embedded in Basel II are not
things that we, as regulators, thought up independently from the
industry. It is a catching up to where the industry is.

But yes, it is a major change.

Chairman BAcHUS. All right. What I guess I am having trouble
seeing is—and you said that Basel II is an acknowledgment of
what the largest banks are doing today.

Mr. FERGUSON. What the leading edge largest banks are doing—
not all of them, but what many of them are doing.

Chairman BACHUS. Many of them. And your part of your testi-
mony—is designed to have a regulatory capital system that reflects
what the largest banks are doing today. And I think Senator Sar-
banes asked you. And you saw it as just an acknowledgment about
what they were doing today.

You mean what they need to be doing today or what they are
doing today?

Mr. FERGUSON. I am trying to use the word “leading edge.” Out
of the many banks that we have, there are some—not all, some—
that are using the kind of quantitatively-driven approaches to esti-
mating their own internal capital, economic capital, getting a much
better feel for the risks in their lending behavior, their credit be-
havior.

Importantly, we had a discussion at the Federal Reserve Bank
of New York about 10 days ago, almost 2 weeks ago now, where
we saw again some leading edge banks are doing exactly the same
kind of quantified approach to operational risk that is being pro-
posed under the AMA. So both on the credit risk side and the oper-
ational risk side, there are examples of banks that are moving very
much in this direction.

There are some large banks that I think are further behind,
some that are further ahead. So it is a validation, in a sense, that
we reflect, and we encourage banks and give them incentives to
continue to move in this direction. And we think it is quite doable
because there are a number of banks that have already started to
move in this direction.

It still will require the, supervisory validation of the databases
that they use, the approaches that they use to quantify. So as my
colleague, Comptroller Hawke has indicated, there is still a great
deal of room for supervisory oversight to guarantee that what
comes out seems appropriate.
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And, it is important to recognize that the information that the
banks provide is an input to formulas that the supervisors put for-
ward. So that ultimately, it is the supervisors and the supervisory
approaches and formulas that determine the capital.

Chairman BACHUS. Let me ask you this. The same gentleman
testified that the current Basel proposal is unnecessarily complex
and costly. But you are actually saying that——

Mr. FERGUSON. I am the first to admit that it is complex. I am
not denying in any sense the complication here.

I think it is too simple to say that, in my view, it is complex be-
cause we live in a complex world. That is partially true. But that
is—

Chairman BAcHUS. Can you tell me some banks that would com-
ply with this today? You say that some of the leading edge banks
already are?

Mr. FERGUSON. Well, would comply with every component of it
today? I am not sure there are any banks that would comply with
every component.

Chairman BAcHUS. With the major components.

Mr. FERGUSON. There are a number that are moving in this di-
rection relatively quickly. I am a little cautious here to give out
confidential information. But I will assure you that there are some
banks that we have looked at. And we are comfortable that, cer-
tainly by the implementation date, they will be ready.

Chairman BACHUS. But all your major banks today——

Mr. FERGUSON. I am sorry, sir?

Chairman BacHUS. All your major banks today are sound.

Mr. FERGUSON. This is not a question of sound

Chairman BAcCHUS. I understand that. But their own models
show that several of them are going to have to raise significant
amounts of capital. Do you disagree with their models?

Mr. FERGUSON. That they are going to have to raise capital? 1
think what will happen is that some will find that their regulatory
minimum capital goes up. Some will find that the regulatory min-
imum

Chairman BACHUS. Right. Some go up, some go down. But for
those that go up——

Mr. FERGUSON. But that is not a bad sign. It means that their
regulatory capital is going to reflect what many of them already
recognize as what they need to hold internally.

I do not think there are any banks that are going to have to go
out and raise new capital. They will simply have regulatory capital
that is adjusted either up or down. But it is not inconsistent with
their own view, necessarily, of their risk.

Chairman BAcHUSs. Okay. All right. Let me ask you this. This is
probably, maybe, the most important question I will ask you today.

Comptroller Hawke and Chairman Powell said that we will take
whatever time necessary to reach a consensus. Do you agree with
that statement?

Mr. FERGUSON. I do. As Comptroller Hawke was describing areas
of agreement and disagreement, I sent him a little note and per-
haps a little body language that suggest otherwise. But I think we
are in close agreement on exactly that point.
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I have said in my opening statement here that the original time-
table of trying to meet in November is unreasonable at this stage,
and seems likely to slip. He described it as daunting. I would not
have made it to this table if I were not prepared to take on a
daunting challenge, so I am not intimidated by it.

But I know we will have a lot of work to do. I am cautiously opti-
mistic that we will get to the end of the year and have plenty of
time to look at the comments, listen to the comments and respond
to them, and develop a negotiating position.

If it turns up that we cannot, then we will take the time re-
quired.

Chairman BACHUS. Okay. So we do not have—there is no dead-
line out there. We cannot say we have to do it by a certain

Mr. FERGUSON. Let me be very clear. As with anything in life,
there are cost and benefits. It is appropriate to get the benefit of
taking a sufficient amount of time, sir. But it is also important for
all of us to recognize that there are great costs of uncertainty to
our banks.

There are a number of banks that want to know where they
should be investing, what kind of databases are required. So we
have to move ahead as expeditiously as possible, in order to mini-
mize the uncertainty in the banking industry.

This is not a matter to take lightly on either side. It is not a mat-
ter to rush into and ignore the comments, which we would not do.
Nor is it a matter to go too slowly and leave uncertainty in the
banking industry. Having seen 4 to 5 years of consultative papers,
outreach meetings, quantitative impact studies, they are asking for
a certain amount of certainty.

And one of the things that you certainly will have seen, because
you followed yesterday’s testimony as well, while there are a range
of views, when it is wrapped up, everyone recognizes that we need
to move off of Basel I, both on the first panel and the second.

I think Senator Sarbanes asked the question, in which the agree-
ment was yes. Everyone recognizes that we need to move to a
framework that is quite like Basel II, without question.

There is still room to discuss a lot of the details. But the concept
of moving in this direction is well accepted, both by the regulators
and, I think, in general the private sector.

And we have to be careful not to slow it down unnecessarily,
slow it down enough to listen to the comments, but not unneces-
sarily to the point that we are leaving uncertainty in the banking
industry and leaving our largest banks on an old accord that we
knowdhas passed its useful life, as far as the largest banks are con-
cerned.

Chairman BACHUS. Thank you.

Ms. Maloney? Mr. Frank, I am sorry.

Mr. FraANK. Thank you, Mr. Chairman. I know there has been
frankly some effort to say that there really is agreement and you
are all going to be able to work this out.

But I would just make a suggestion to you. If this is an agree-
ment, if you guys ever disagree, sell tickets, because it will be a
hell of a show.

Mr. Powell on June 9th said in a memo that we have, “The
framework is being rushed into place with discussions of significant
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alternatives now virtually ruled out by the timeline and by the
international collaborative nature of the project.” You do say, in a
generous show of courtesy, you acknowledge the recognition by Vice
Chairman Ferguson that this may, indeed, be the case.

You know, virtually anything may indeed be the case in this
world. But then Mr. Ferguson expressed his view that this great
rush to judgment may indeed be the case, in his answering memo,
by saying, “The Fed believes it is important to move on to the next
step in an international process that has already created too much
uncertainty.”

I mean, there is clearly more disagreement here than people are
acknowledging. And I do not understand what you think you gain
bylthat. And I understand there are some constraints and let’s be
polite.

But I have to say, Mr. Ferguson, you lose some credibility with
me when you say, “We are all together here.” There seems to be
much more disagreement.

I do have a couple of specific questions.

Mr. Hawke, you say that when you were for Pillar 2 instead of
Pillar 1, you were the only member of the Committee who felt that,
so you were outvoted. Mr. Powell, did you have a horse in that race
between Pillar 1 and Pillar 2?

Mr. PoweLL. I did not.

Mr. FRANK. You did not. So Mr. Hawke, you were outvoted one
to one.

Mr. POWELL. I am sorry?

Mr. FRANK. Then Mr. Hawke was outvoted one to one. I mean,
there were three federal agencies on this. You did not have a vote.

Mr. POWELL. I came into the process late. But I would have to
refer to some of our folks that were in the process. But I think we
were in support of Pillar 2.

Mr. FRANK. You were for Pillar 2? And Mr. Hawke, you were for
Pillar 2. And Mr. Ferguson was for Pillar 1. So Pillar 2 lost one
to two.

Mr. HAWKE. Pillar 2 lost, Congressman Frank, in the Basel Com-
mittee. Pillar 2 lost by

Mr. FrRANK. Oh, not within the United States, but internation-
ally, is that?

Mr. HAWKE. Yes.

Mr. FRaANK. Okay, so the United States position——

Mr. HAWKE. I made that argument in the Basel Committee.

Mr. FRANK. I was not clear about that. The other question I
would have for the gentleman from the OTS, you said you were
asked to be made a voting member of the Basel Committee.

Mr. GILLERAN. I was not a voting member, no. Not.

Mr. FRANK. You said you had asked to be one.

Mr. GILLERAN. Yes.

Mr. FRANK. Well, who are the voting members of the Basel Com-
mittee. Are the other three? I mean, there is an international Basel
Committee. You are all voting members. I am now unclear.

Mr. GILLERAN. There are three U.S. members.

Mr. FRANK. What?

Mr. GILLERAN. One is the head of the New York Fed. And then
there is a Washington
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Mr. FrRANK. Excuse me, are you asking to be a voting member
of the International Basel Committee or the American Basel Com-
mittee?

Mr. GILLERAN. I would like to be either. But I will take the U.S.

Mr. FRANK. So you are asking to be a voting member of the U.S.
Committee. But they do not seem to count the votes. I mean, that
is like—I do not know why you want to vote.

Then I continue to be perplexed by this. And let me ask, Mr. Fer-
guson, both Mr. Powell and Mr. Hawke seem to have severe res-
ervations about the current timeline. At least, that is—can you tell
us that until they agree, their agencies agree that we are ready to
go, that we are not going to go? Is that something we can——

Mr. FERGUSON. I can tell you that. Yes.

Mr. FRANK. Okay. Then let me ask you another question. And I
understand, Mr. Powell, you make a point about getting Treasury
into it. And that is something I will think about.

But I still have to say, this is the most incoherent decision mak-
ing process I have encountered on very important issues. And by
the way, who will it be up to to make him a voting member?

Do you know? You said you talked to the guy from Spain. I
mean, is he deciding who is a voting member in America?

Mr. GILLERAN. Right. Well, he is the Chairman of the Basel

Mr. FRANK. But does he decide who gets a vote in the United
States?

Mr. GILLERAN. He has a vote. And he is now Chairman. So he
will determine when other countries and whether or not

Mr. FRANK. But what is his input into whether you get a vote
in the United States Committee? I mean, I thought you said you
were trying to get to be a voting member of the U.S. Committee.
And we are going to ask a guy from Spain to do that?

Mr. GILLERAN. Well, I did.

Mr. FRANK. That is why I think we need some clarity.

Now Mr. Ferguson, one substantive question. I understand one
of your arguments has been—and I appreciate the willingness you
have had to meet with us and talk and explain these things. I
mean, it can be frustrating because these are complicated and we
do not ever know as much about them as you do because of the dif-
ference in our focus of attention—and maybe even our attention
span, but I will speak only personally there.

On the question, you have said, well, the amount of capital may
not be that much. It would not be necessarily increased. But there
is a big gain in transparency.

And you and I have had this conversation, that you said that you
thought some of the institutions, while they might now have cap-
ital, have not been transparent about it. I relayed that concern to
some of the institutions that had raised this with me.

And I am told that one of them, State Street Bank, said that
they would be willing to work on ways to increase the transparency
of the capital. And that did not seem to resonate much.

So are there not ways or are there ways that we could require
these institutions—talking about operational risk now—to increase
the transparency of the capital that might be helpful here? And I
was frankly—I encouraged them to go and talk to you about that.
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And the impression I got was that they did not think this really
meant as much to you as I had thought it did.

Mr. FERGUSON. Transparency always means a great deal to me.
And there should not be any doubt about it.

And yes, the institution that you talked to called me the other
day to say they would be interested in pursuing ways to have more
transparency. Recognize the benefits of Pillar 1, which is what we
are talking about, versus Pillar 2 are in part because of trans-
parency, not exclusively.

Mr. FRANK. Right.

Mr. FERGUSON. I am sorry, Congressman Frank, may I finish?

Mr. FRANK. I am sorry. I thought you were finished.

Mr. FERGUSON. No, not yet.

Mr. FRANK. My attention span again. I apologize.

Mr. FERGUSON. There are a number of other benefits from Pillar
1 that are important. One is that it allows for greater com-
parability because it is important to have framework——

Mr. FRANK. Okay. In other words, what you are saying is that
even if they could resolve the transparency issue, that would not
affect your view on

Mr. FERGUSON. No, I did not say it did not have any effect on
my view. What I said, Congressman, is not that it would not have
an effect on my view. Obviously, it would have an effect on my
view.

I think it is not the only reason to favor Pillar 1.

Mr. FRANK. Okay.

Mr. FERGUSON. And as you have heard now at this stage, the
regulatory group in front of you

Mr. FRANK. By a vote of one to two.

Mr. FERGUSON. No, Congressman Frank, that is unfair.

Mr. FRANK. How did the American—what was——

Mr. FERGUSON. It is unfair because, as I think you heard the
Comptroller say, we collectively developed what we think of as a
very solid middle ground.

Mr. FRANK. After he felt he had been outvoted, he said that.

Mr. FERGUSON. He had been outvoted by the entire Committee.

Mr. FRANK. But let me—if the Comptroller thinks I am mis-
quoting him, he is free to interrupt me. I give him that permission.

The last question I have is this. You say one of the reasons for
speed or for moving quickly, despite others’ reservations, is

Mr. FERGUSON. Can I interrupt you? I did not say “moving quick-
ly.” I said “reasons to move ahead.”

Mr. FRANK. Okay. But you said one of the problems was the un-
certainty that the financial institutions are suffering from. I just
want to give you a comment.

Not a single bank has called me up and said, “Hey, I am really
feeling angst here from the uncertainty. Would you move quickly?”

So you say that it is important to move quickly because you want
to relieve the uncertainty of the banks. But they are calmer than
you think they are.

Mr. FERGUSON. It is a good thing we have calm regulators and
calm banks. I did not say “move quickly.” I said to “continue to
move.”
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Mr. FRANK. I understand. But you said a reason for progress and
not as much delay.

Mr. FERGUSON. Right.

Mr. FRANK. Are you not in disagreement with your colleagues
about how much delay?

Mr. FERGUSON. No, I am not in disagreement with my colleagues
at all.

Mr. FRANK. Dr. Ferguson, I have to say I do not believe that. I
mean, you are not leveling with us. There is clearly a difference of
opinion on how quickly this ought to go.

Mr. FERGUSON. No, Congressman Frank, there is not a disagree-
ment on how quickly this should go. We all agree that we have to
put out an ANPR in about

Mr. FRANK. Okay, well then——

Mr. FERGUSON. We all agree that we need to have a comment pe-
riod. We all agree

Mr. FRANK. Report to——

Mr. FERGUSON. Sir, may I finish?

Chairman BACHUS. Let me say this, we have actually got 2 min-
utes left on the floor.

Mr. FRANK. All right. I apologize.

Mr. FERGUSON. No, I think it is fair to ask questions. But I am
giving you honest answers. I am not, in any sense, disagreeing
with what anyone else here——

Mr. FRANK. That is not what these two memos clearly suggest.

Chairman BAcHUS. Could I interject? Vice Chairman, could
you—would you write Chairman Oxley and Chairman Frank a let-
ter and just confirm what you have said this morning?

Mr. FERGUSON. That we will have a comment period?

Chairman BacHUS. That you will not:

Mr. FERGUSON. Of course.

Chairman BACHUS. That you will not move forward until

Mr. FRANK. Mr. Chairman, I will return to listen, not to ask any
questions. But I owe them. I will return after I vote to listen.

Chairman BACHUS. We will return. And we ask the panel—we
will reconvene at a quarter till 12. Thank you.

[Recess.]

Chairman BACHUS. The hearing will come to order. We welcome
our four witnesses back. And at this time, two of the witnesses
wanted to respond to Mr. Frank. So I will recognize the ranking
member for that purpose.

Mr. FrRANK. I simply—both Dr. Ferguson and Mr. Gilleran had
comments to make. And I, having used up my time, I hope they
will get as much time as they need to respond.

Mr. GILLERAN. I just wanted to clarify the record is that the OTS
is fully engaged with the other regulators here going forward in the
United States. And we are a party to the ANPR that will be coming
out.

And it is the international piece in Basel that I was talking
about, that we have not been—had a seat at the table. I have been
informed by Comptroller Hawke that Basel has never really ever
taken a vote.




26

So you cannot be a voting member. But we would like to be at
the table going forward, so that we can add our unique perspective
on the mortgage market to the group.

Mr. FRANK. Dr. Ferguson may have felt that I did not give him
a chance. So I apologize.

Mr. FERGUSON. I have the impression that some of my colleagues
here want to deal with some of your questions.

Mr. POwWELL. May I make a comment, Congressman? With regard
to the different views and differences of opinions, clearly that is
true.

In my short period in Washington, I have watched; there is not
much consensus on very many issues. And time builds consensus.
People have an opportunity to express their views.

I indeed did send that memorandum to Vice Chairman Ferguson
and to Comptroller Hawke and expressed our views. And I have
met with Vice Chairman Ferguson at least on two different occa-
sions, going over some of my concerns and some of my views.

He has accepted those concerns and views in the spirit they were
given. On one occasion, he called me back and said that he is doing
some more study about one of the specific issues that I talked
about.

I am confident—I am confident—in the process. As Comptroller
Hawke mentioned, people of good will, in fact, have differences of
opinion. And I think it is important that we express our differences
of opinion.

But I am confident that the process will ultimately get us to a
consensus. There will be give and take in this process, and as each
of the panel members here have expressed, we will not be governed
by the timeline just in order to make a certain timeline. Governor
Ferguson, Comptroller Hawke, Director Gilleran, and I do have dif-
ferences of opinion. But we have worked through other issues. And
I am confident we will work through these issues.

Mr. FRANK. Let me just—you do not then feel pressured by any
timeline? You feel you have adequate time to work it out?

Mr. POWELL. No, sir. I do not feel pressure in any way.

Mr. FRANK. And you will not feel pressured to give in before you
are satisfied?

Mr. POWELL. Nor do I feel pressure to change my views, nor feel
any pressure not to express my views.

Mr. FRANK. I have never noticed a deficiency in your willingness
to deal in those regards.

Mr. PoweELL. Thank you.

Chairman BACHUS. Let me clarify something. Right before we
left, Vice Chairman, I asked you—in fact, Chairman Powell’s state-
ment just then sort of reminded me that he is confident. And
Comptroller Hawke has said he is confident that you all will come
to a consensus at some point.

And you assured us that—I believe I have heard that you have
assured us that you will not sign off until there is consensus and
agreement between the regulators?

Mr. FERGUSON. That is correct.

Chairman BACHUS. Now in that regard, we are talking about the
same thing, and that is the international Basel agreement?

Mr. FERGUSON. Yes, that is correct.
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Chairman BacHUS. Okay. Thank you.

So you will not sign the international agreement until there is.

Mr. FERGUSON. I cannot. I mean, you have to understand that
the Fed is only one of the regulators here. We cannot, independ-
ently of the other regulators, move forward. We need to have ex-
actly what you want us to have, which is a common view before
we go ahead.

Chairman BACHUS. But there is a U.S. agreement on how you
regulate between the regulators. There is also the international
agreement which you sign.

And what I am focusing on is that you will not sign.

Mr. FERGUSON. First, there is nothing to sign. But we will not
agree to anything that we are not all appropriately comfortable
with.

Chairman BacHUS. Okay.

Comptroller Hawke?

Mr. FERGUSON. Are you comfortable with that, sir?

Chairman BACHUS. Yes.

Mr. HAWKE. Mr. Chairman, let me go back to the timeline of the
process itself. The comment period on our ANPR closes in October.
There is a meeting of the Basel Committee scheduled in December.
We will take a broad range of comments that come out of that
ANPR process and make an initial judgment about whether and to
what extent we think changes should be made in the final docu-
ment that is going to come before the Committee in December. The
Committee will then put that out as the final document. The Com-
mittee, in the 4.5 years that I have been on it, has never taken a
vote on anything. Things seem to get done by osmosis.

That document will be the Committee’s view on the final paper.
We are not obligated to apply it to U.S. banks until we complete
our domestic rulemaking process that implements Basel II through
our rules.

The final step in that rulemaking process will be the Notice of
Proposed Rulemaking, which will come after the issuance of the
Basel paper. That is when we are going to do the final quantitative
impact study that will measure the impact on capital of the Basel
paper. If that quantitative impact study returns information to us
that suggests that the impact on U.S. bank capital is going to be
unacceptable, as the Vice Chairman said, there are a number of
things that we can insist on with the Basel Committee before we
go final with our implementing regulations.

So there are a number of decision points along the way before
we get to the very end of the line, which is the adoption of the U.S.
regulations implementing Basel II.

Mr. FRANK. Mr. Chairman, would you yield to me for 30 seconds
for a question? Because that is interesting to me. And I must say,
my impression before the Comptroller spoke was that once the
agreement was signed, our flexibility was not very great.

I mean, how much could you undo? Are you not bound by—are
you talking about details? Or could you say, “Well, we do not want
operational risk capital” or “We do not want this?”

Subsequent to signing, when we do our regulation, how much are
we constrained by international obligation? How free are we?
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Mr. HAWKE. Well, first of all, this is not a treaty where we have
a legal obligation. But I think it is probably fair to say that once
the Basel Committee goes out with its final paper, we either should
object to it if we have fundamental reservations, or we should ac-
quiesce in its being published. But during the subsequent domestic
rulemaking proceeding and the quantitative impact study that will
accompany that, we are going to have to make a very important
judgment, and that is: what is the impact of this paper going to be
on the capital of our banks? We have not had a reliable

Mr. FRANK. How free will you feel to undo parts of what you
agreed to?

Mr. HAWKE. Well, I would feel free if we conclude as a result of
the quantitative impact study that the capital impact on our banks
would be unacceptable—unacceptably high or unacceptably low to
simply not implement it.

Chairman BAcHUS. And that would mean, even if it resulted in
some competitive disadvantages for certain banks over other banks
or if it impacted specialty banks or if it impacted banks with high
commercial real estate holdings.

Mr. HAWKE. Those are issues, Mr. Chairman, that I think we
ought to have a better hold on at the end of the ANPR process. We
are going to be receiving comment on the competitive impact before
the end of this year. So we ought to be informed on those issues
before we go back to the Basel Committee in December.

Mr. FRaNK. Can we hear from Dr. Ferguson on that, Mr. Chair-
man?

Mr. FERGUSON. Let me first agree with the direction that Comp-
troller Hawke was going in response to your question, Congress-
man Frank. We should have a strong sense of agreement about the
broad contours before the Committee wraps up its work, without
question.

I agree with him that the proposal or the approach for next year
will be to put out a notice of proposed rulemaking; to start a quan-
titative impact study; to get the comments from that notice of pro-
posed rulemaking; to get the input from the quantitative impact
study; to collectively make a judgment as to whether or not there
is a need to go back and reopen; to do what we call recalibration,
which is to adjust some of the weights in one way or the other, to
make other adjustments that we think are appropriate before we
sign on.

And as the Comptroller has indicated, this is not self-executing.
It needs some rules here in the U.S. And before we finalize those
rules, I think it is important to do the process.

Mr. FRANK. But you are assuming——

Mr. FERGUSON. And, if we need to, go back and renegotiate. And
we have said that. This is not the first time we have said that.

Mr. FRANK. When you talk about the timetable, you are assum-
ing that this would be done by the end of this year, the inter-
national agreement.

Mr. FERGUSON. As the Comptroller says, it is a daunting task.
We have to work hard to see if we can get there. We will go to the
December meeting with our collective reflections on the comments
and lay out to our negotiating partners what the U.S. positions are.
And we will see how far we can get.
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The expectation, the commitment the Committee has made to the
world, is that we will attempt to get some finality the end of this
year. I want to try to live up to that if we can.

If it turns out that we cannot reach a consensus on the Com-
mittee, then so be it.

Let me add one other point on this. If I can take another minute
to give the Committee a really clear view, because I see this is an
issue of some uncertainty.

Not only is 2004 a chance where we will have a quantitative im-
pact study. But as I said in my opening statement, there will be—
I think—a quantitative impact study in 2005. There will probably
be one in 2006.

At each one of those, we will get a better handle on the impact
on our banks and the banking system overall. And frankly, I be-
lieve that if we have to go back and reopen and recalibrate to some
degree, we have the right to do that. We have been clear that we
intend to do it.

Chhairman BacHUS. When you say you think that we have that
right.

Mr. FERGUSON. No, we intend to do it. We have the right.

Chairman BACHUS. We do have the right?

Mr. FERGUSON. We have the right to do it. We will, if we do not
like and are uncomfortable with the quantitative impact on the
banks in the U.S., go back and recalibrate. Period. Full stop. De-
clarative sentence. I hope it is clear.

Mr. HAWKE. Mr. Chairman, can I just add one point on that?

Chairman BACHUS. Yes.

Mr. HAWKE. Up until now, the Committee itself has done three
quantitative impact studies, but they have not had a final docu-
ment to work against. So it has not been possible to calculate the
impact of Basel II on our banks because we were dealing with a
work in progress. It will not really be possible to calculate the im-
pact until our banks get all their systems up and running and we
have a fully operational system. But after the Committee comes out
with the final version of the paper, we will be in a much better po-
sition to go through a quantitative impact study, that will be care-
fully overseen by the regulators, to make a judgment about what
the impact will be. That is an absolutely essential step, in my view,
and satisfactory results will be a precondition to our final adoption
of the implementing regulation.

Chairman BacHUS. Thank you. And let me say this, what I am
going to do at this time, Mr. Toomey, the gentleman from Pennsyl-
vania, is going to take the chair and recognize Mr. Gilleran. He has
been wanting to respond.

What we are doing, as you have noticed, is we are going to give
each member remaining here 10 minutes of questioning because
these are very important matters. And I think, Mr. Frank, I would
agree, we have taken close to 10 minutes.

[Laughter.]

Mr. FrRANK. Is 12 close to 10?

[Laughter.]

Chairman BACHUS. So what we will do is Mr. Toomey will take
the chair. He will have his 10 minutes to question. Then we will
go to Ms. Maloney and the other two members that are here.
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And the other members that arrive after that will have 5 min-
utes.

Mr. TooMEY. [Presiding.] Thank you, Mr. Chairman. At this
time, I would recognize Mr. Gilleran to respond.

Mr. GILLERAN. I just want to say that Basel II is no different
than Basel I as far as it relates to the authority of the U.S. super-
visors to request capital and to obtain capital that they think is
necessary. If Basel I came up with the calculation that the regu-
lators disagreed with, the regulators are not bound by Basel I, in
terms of the capital that is required.

And they would not be bound by Basel II in any different way.
And I think it is very important to point that out, that Basel II is
a technique to get to a number. But it does not bind the regulators
as to what is required in any specific instance.

Mr. TooMEY. Thank you. I would like to begin my questions fol-
lowing up on the question of the question of the impact on the com-
petitiveness of American banks if we were to proceed with the
Basel II proposals. And specifically, it is my understanding that the
majority of the institutions that engage in the asset management
operations, for instance, do not come under Basel requirements at
all. It does not apply to them.

And in addition, it is my understanding that the actual capital
required by the market for the conduct of this business is consider-
ably less than what the Pillar 1 requirement under Basel II would
impose. So I guess my first question for either Mr. Ferguson and/
or Mr. Hawke would be, number one, does this discrepancy be-
tween what the market requires and what the Basel proposal pro-
poses, does that suggest a flaw in the requirements?

And secondly, if we were to adopt this Pillar 1 requirement,
wouldn’t that put our American institutions at a significant com-
petitive disadvantage and have all the unintended consequences
that flow from that, including creating incentives to push this busi-
ness elsewhere to avoid this capital requirement?

Mr. FERGUSON. Was that question addressed to me, sir?

Mr. TOOMEY. Actually, if you and Mr. Hawke would both address
the question, I would appreciate that.

Mr. FERGUSON. Okay. Well, I hope we get the same answer.

First, we will be asking questions about the competitive impact
broadly. And it will include, by implication, the kinds of issues that
you have just raised. So we will get the facts, as far as the industry
sees them.

Secondly, I would say, recognize that there are already bank and
non-bank participants in the asset management activity. As far as
I can tell, the capital requirements are probably slightly different
because the market has slightly different requirements versus
what the banks have to hold.

There are reasons that we have capital requirements for banks,
obviously, because they are regulated institutions. They have ac-
cess to a variety of things that deal with the safety net. And so as
we think about the competitive differences, we have to calibrate it
against what currently exists, as opposed to an ideal world.

To try to respond to a technical question, just to make sure you
understand what the accord calls for, it calls for capital with re-
spect to the credit elements of the asset management activity. Inso-
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far as a bank that is an asset manager makes a loan as part of
that activity, that would require capital.

General asset management as an activity does not, I believe, at-
tract capital. And the way that gets calculated will depend very
much on the inputs, the probability of default, et cetera, that are
involved.

Mr. TooMEY. I may have misspoke. I was referring to the oper-
ational activities generally.

Mr. FERGUSON. Oh, operational activities generally. Oh, I am
sorry. So your issue then is about operational risk.

Mr. TooMEY. That is right.

Mr. FERGUSON. Oh. I thought you said asset management.

Mr. TOOMEY. I am sorry. I did, I think.

Mr. FERGUSON. Let me then, since you and I know Congress-
woman Maloney is also interested in this issue, I will also continue
a bit on operational risk.

The first point to make is operational risk already attracts an
implicit capital charge. We are not doing something new by having
capital for operational risk.

Excluding or even leaving what the regulators call for, large fi-
nancial institutions, large banks in particular, already hold eco-
nomic capital, the capital they themselves determine, in order to
deal with the challenge of operational failures. We have done a sur-
vey that shows in the world at large, for larger institutions, out of
their economic capital, the capital they impose upon themselves,
about 14 to 15 percent of that capital is being held for operational
risk matters.

So just to get the lay of the land, there is already regulatory cap-
ital for operational risk, regulatory minimum capital and the banks
themselves impose their own economic capital.

Mr. TOOMEY. But that is a significantly lower number than what
is contemplated by Pillar 1?

Mr. FERGUSON. No, that is not true. No, that is not true.

Mr. TOOMEY. Oh, it is not.

Mr. FERGUSON. I think there may be a little bit of a misunder-
standing. There was a time, several drafts ago, when operational
risk charges were either tied to gross revenue or you may be think-
ing of a number of 20 percent that was floated at one point.

That is not the proposal. The proposal under the Advanced Meas-
urement Approach, the AMA approach, as I have described it and
as Comptroller Hawke, who was part of developing this idea de-
scribed a bit, is a principles-based approach that does not have im-
plicit in it a specific target number of capital.

Rather, it asks the banks to use some quantification that we as
regulators can replicate, that we can understand, that is not purely
top-down, judgmental, a guess, if you will. But based on an anal-
ysis of their own experience, the experience of others, what is
called scenario analysis and a few other techniques that are rel-
atively common in this area, to determine their perception of the
operational risks they might face.

Mr. TooMEY. Okay.

Mr. FERGUSON. And then how they offset it. And that will lead
to a capital charge. But it will not necessarily be higher. We do not
know if it is going to be higher or lower than the 15 percent that—
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or 14 to 15 percent—of economic capital that is currently held, that
I have just alluded to.

Mr. TooMEY. Okay.

Mr. FERGUSON. I hope that is clear.

Mr. TooMEY. Yeah, it is surprising. I was under the impression
that it is extremely likely that it would be considerably higher than
the economic capital that the market requires today. But that
is—

Mr. FERGUSON. I do not think we can have a point of view that
it is extremely likely to be one thing or another until the banks
work their way through it. A number of banks have already devel-
oped some of these approaches and are moving along, which gives
me some comfort that what we are proposing, what is being pro-
posed with this AMA approach, is really quite doable.

But it is, I think, premature to say it is extremely likely to lead
to a particular number in the industry.

Mr. TooMEY. Okay.

Mr. Hawke, is that your view as well?

Mr. HAWKE. I generally agree with Governor Ferguson. I would
just make a couple of points.

We already have differences today between regulated financial
institutions that carry on such things as asset management activi-
ties and non-regulated institutions that carry on the same activi-
ties. There are pluses and minuses in each case. The regulated in-
stitutions have access to the discount window. They have the ben-
efit of the federal safety net and the like. The non-regulated insti-
tutions do not have the burden or regulatorily imposed minimum
capital requirements.

We are going to be seeking comment on the competitive effects
in the Advanced Notice of Proposed Rulemaking proceeding. We
would be concerned if one of the consequences of Basel II were to
cause the de-banking of banks that were engaged in these activi-
ties. So this is an issue that we are going to focus on in this proc-
ess.

Mr. TooMEY. Okay. So do you share the view that it is not pos-
sible to determine, generally speaking, that these rules would re-
quire greater capital than the market currently imposes?

Mr. HAWKE. I think it is premature to make that judgment. The
AMA approach has a lot of complexities to it. We have very exten-
sive supervisory guidance that is about to be put out for comment
that details this whole process. Until that guidance is finalized and
we get a final Basel paper, I think it is premature to make a judg-
ment about what the ultimate capital impact is going to be from
the operational risk charge.

Mr. TooMEY. My next question for you, Mr. Hawke, is that you
had mentioned earlier that you had previously argued against the
Pillar 1 capital for operational risk, if I understand correctly. And
I am not aware of what has changed with regard to the arguments
that have historically been made against that. So I am just won-
dering what your thought process was to cause you to come to a
different conclusion.

Mr. HAWKE. Well, in part—and I do not mean to be facetious—
but in part, it was deference to the shortness of life. I argued in
the Committee for 4 years that because operational risk was a sub-
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ject that involved the need to make qualitative judgments about a
bank’s internal control systems, it was appropriate to deal with it
under Pillar 2.

The Committee does not take votes, but I can tell you that there
was nobody on the Basel Committee—25 people—who shared that
view. It was not going to prevail. So rather than continuing to
make the argument, we and the Fed worked together, I think very
constructively, to develop the AMA approach.

I am completely comfortable with the AMA approach to oper-
ational risk because I think it imports exactly that degree of super-
visory discretion and supervisory qualitative analysis that I would
have hoped for under Pillar 2. And I made the point earlier that
even if this were a Pillar 2 issue, we would still have to have a
framework for the supervisors to assess operational risk. My guess
is that that framework would end up looking a lot like what we
have in the AMA approach.

Mr. TooMEY. Okay. Well, thank you very much. My time is run-
ning out.

I would be happy to recognize the gentlelady from New York.

Mrs. MALONEY. Thank you, Mr. Toomey. Thank you. And I thank
all of the panelists.

What I am most concerned about is the competitiveness feature.
And apparently, all of you agree that it will not be a disadvantage
to American financial systems.

I would just want to know what proof there is. You mentioned
we have had two quantitative studies. There is another one that
will be ongoing.

So I would like to ask Mr. Ferguson and Mr. Hawke, I would like
to see the proof and the studies that you have done to make sure
that American institutions are not disadvantaged. You testified
that tzihe capital requirement would be lower under the number two
accord.

Is that correct? Requirements for American banks? I heard some-
one say that. No?

It will not be? Okay, but——

Mr. HAWKE. That remains to be seen.

Mrs. MALONEY. It remains to be seen. And what studies have you
done and what proof do you have—beginning with Mr. Ferguson—
to show that we will not be at a competitive disadvantage? What
was your process to determine that?

Mr. FERGUSON. First, what we are expressing is an opinion. We
viflill be asking questions in the ANPR to determine how others view
this.

Let me explain a bit of how at least I have come to the opinion
at this stage that

Mrs. MALONEY. Do you have anything in writing that supports
your opinion? Any studies or research that support the opinion you
came to?

Mr. FERGUSON. Well, if you would let me, I will tell you what I
have and then you can tell me if it is sufficient. Does that work?

Mrs. MALONEY. Great.

Mr. FERGUSON. Good. Here is why I had the view that I have.
First, the reason we are engaged in an international exercise is to
create a level playing field across nations. If we chose one capital
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approach and other countries chose another, the probability of an
uneven playing field would go up.

So the entire goal of having an international accord that is ham-
mered out over 4 years and has a variety of approaches that you
have heard about, is to increase the probability of a level playing
field internationally. Because large, internationally active banks
will be on a comparable set of rules, by and large.

Secondly, one of those rules involves transparency, which is to
say banks disclosing not just the regulatory minimum capital
under the set of rules, but also disclosing some of the inputs—not
anything that is competitively sensitive, but some of the inputs—
so that market analysts can observe the inputs of Bank A versus
Bank B, whether or not the capital outcome looks the same. So it
is not just that the rules are, broadly speaking, similar, but also
the disclosure allows the market to do some comparisons across in-
stitutions.

The third thing that we have tried to do in order to minimize the
risk of disparities is create a process within this Committee, called
the Accord Implementation Group that brings together the various
regulators from around the world that are involved in this to talk
about how they are making judgments on things, such as: How do
you validate the inputs? What data does one look at? That type of
thing, to try to create a strong sense of a level playing field among,
if you will, the umpires, the regulators internationally. So that we,
here in the U.S., are to some degree encouraging improved super-
visory oversight that we think will come closer to ours, which again
should give us some comfort.

The fourth degree of comfort frankly is that if it turns out that
this is not the case, that these three things I have just talked about
are not the case, we will certainly hear from our institutions if they
are feeling competitively disadvantaged. I have not heard that at
this stage. But it will be the ultimate control.

And finally, as I said, we will be asking questions to see if the
industry or others see within the accord and the approaches that
we are planning to take to implement it, any flat spots, any lacu-
nae, any gray areas where they can see some room for competitive
disadvantage.

I believe that those different approaches should be sufficient to
give us a much better feel in response to your question. And you
may have other questions. But that is the basis on which I have
based the opinion I have so far.

Mrs. MALONEY. Well, are you concerned that the vigor with
which the Basel Accord is implemented in the U.S. by our regu-
lators, which are very vigilant, could be a potential disadvantage
for other international banks where their regulators are not as
stringent? That could be a possible disadvantage to our banks.

Mr. FERGUSON. Are you addressing that question to me or to
someone else?

Mrs. MALONEY. Yes, to anyone.

Mr. FERGUSON. Well, I will answer. But then I would be more
thaﬁl happy to have some of my colleagues on the panel answer as
well.

Mrs. MALONEY. It may be applied differently in different coun-
tries.
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Mr. FERGUSON. That is the reason why we have developed this
Accord Implementation Group, to try to create a more consistent
application of this accord across borders. I would say one other
thing as well, I believe that we have the world’s strongest banking
system, some of the most sophisticated banks.

Mrs. MALONEY. Without a doubt.

Mr. FERGUSON. Without a doubt.

I believe that is partially the case because they are, by their na-
ture, well managed. In fact, much of it is due to that.

I think some of it is due to the fact that we have very solid regu-
lators here that are pushing the best practice. I think there is—
and one can look at other countries where their banking system is,
to use a colloquial term, “flat on its back” because they have had
frankly perhaps lax—too lax—regulations.

Mrs. MALONEY. Exactly, that is my point.

Mr. FERGUSON. Exactly. But let me finish. I understand. And the
point I am making is that a strong banking system does not result
from lax regulation. A strong banking system results from good
regulation.

We are going to continue to do good regulation here, supporting
a strong banking system. And, through this Accord Implementation
}(Erroup, encouraging others to maintain a level of supervisory be-

avior —

Mrs. MALONEY. In all due respect, I have noticed our country,
through the United Nations and through other means, try to im-
press other countries with certain standards. And they really have
not listened to us, from the Presidents, the premiers, their elected
government. But I would like to hear from Mr. Hawke. I am spe-
cifically interested in written documentation that I can read that
shows that our financial institutions will not be placed at a dis-
advantage.

This is tremendously important to me. The financial system is
the main employer in the district that I represent. And they are
domestic banks, international banks.

And I am concerned that there be some type of way, that either
with this capital charge or the operational charge or whatever, we
could be placed—or even with regulatory, more severe regulatory
oversight, placed at a disadvantage. And I am interested in any
written documentation that shows the process that we will not be
disadvantaged.

Do you know of any? Or have you done any, Mr. Hawke?

Mr. HAWKE. Congresswoman Maloney, I do not know that there
is any—or could be any—written documentation of the sort that
you are asking for. Let me say that I completely agree with every-
thing that Governor Ferguson has said. I think he gave a very com-
plete and cogent answer to the question of competitive equality.
The whole purpose of this Basel effort is to try to bring about com-
petitive equality.

I do share the concern that differences in the nature of super-
vision from country to country could result in disparate application
of Basel II, but the Accord Implementation Group will be one of the
safeguards there. Frankly, I think the Basel Committee itself needs
to address standards of supervision in member countries. That is
certainly something that we will be arguing for.
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But I cannot hold out that there is any documentation that could
be created or that exists of the sort you are looking for on these
issues. We are going to be making a quantitative impact study that
will look at the impact of Basel II on the capital of our banks. We
will have to make a judgment whether that is acceptable or not ac-
ceptable and what it does to the competitiveness of our banks.

Mrs. MALONEY. So that will be written evidence when you com-
plete this study.

Mr. HAWKE. That will be some evidence that will enable us to
make a judgment, that is right.

Mrs. MALONEY. Can I ask, Mr. Hawke, how would a regulatory
capital charge, as contemplated by Basel II, have benefited a bank
located near the World Trade Center on September 11th? Can you
explain what benefit and operational risk-based capital charge
could have played in preventing the financial impact of the ter-
rorist attack?

Specifically, are you concerned that requiring banks to hold cap-
ital for such extreme events as September 11th could divert re-
S()lurce% from contingency planning and development of backup fa-
cilities?

Mr. HAWKE. No, not at all. I think, with great respect, that point-
ing to the September 11th events and catastrophic events of that
sort misses the point. The point is that every bank has operational
riiks that adhere in the nature of the business to one extent or an-
other.

The objective is to focus banks’ attention on how they manage
those risks. How does the bank itself get prepared to deal with a
whole variety of different types of operational glitches, whether it
is the defalcation of a key employee or a system going down be-
cause of some external event? And the objective is to assure that
the bank is holding capital that would help it protect itself against
those risks. So you cannot really say that operational risk is going
i“i{ do something specific with respect to a catastrophic event
ike

Mrs. MALONEY. Well, then another specific question for you and
Mr. Ferguson on operational risk, as it now stands, the capital pro-
posal includes a charge for the potential costs associated with U.S.
tort liability, discrimination, suitability and similar laws that we
have passed. Many of the protections are not available to individ-
uals in the EU or Japan or other countries.

In the U.S., these protections are the result of decades of work
to promote civil rights. And do you think a capital charge for this
will have an adverse competitive impact on U.S. banks and per-
haps reduce the compliance efforts?

In other words, is there a danger that we are encouraging other
countries not to protect civil rights or undermining our own protec-
tions by requiring capital for these kinds of suits? And what is the
evidence that the costs associated with litigation has resulted in a
bank failure?

Mr. FERGUSON. I guess I will take the first pass to that. And let
me echo and reinforce something that Comptroller Hawke said.

The purpose of having capital is not to prevent. We could not
possibly with capital prevent something like September 11th. That
is not what capital does.
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Mrs. MALONEY. I want to talk about the response from it.

Mr. FERGUSON. Let me—let me——

Mrs. MALONEY. Okay.

Mr. FERGUSON. The point of this focus, as Comptroller Hawke
has indicated, on operational risk is that it is a real risk. In my
statement, I have included 10 examples. A few of them were ones
in which banks failed because of an operational problem—fortu-
nately, small and medium-sized banks, not large banks.

A number of them are examples where an operational failure,
failure to comply with laws, failure to run a system smoothly, led
to a large reduction in or could have led to a large reduction in cap-
ital, costing literally $600 million, $700 million—hundreds of mil-
lions of dollars. So part of the challenge here is to build a suffi-
ciently strong capital base to deal with a risk of an operational fail-
ure.

The advantage, as Comptroller Hawke implied and I will try to
make clear, and we saw this on September 11th, is that institu-
tions that have a strong capital base continue to have access to
markets so they can get the liquidity that they need to keep their
ongoing operations. It will not prevent a failure.

Now the second part of it, the second reason to have this focus
on operational risk and to have a capital charge associated with it,
is that a number of banks have indicated and we have seen as an
independent supervisory judgment, that the need to understand
the operational risk that an institution might be subject to does, in
fact, do just what you want to have does, in fact, do just what you
want to have done. That understanding gives those banks an incen-
tive to comply with laws, to build the kinds of safeguards to avoid
defalcation, to move their backup sites to locations that are more
secure, et cetera.

All of that gets an advantage under these kinds of accords, the
AMA that we are talking about. Or purchasing insurance also will
give an advantage.

So the entire structure of the AMA is meant to give incentives
to make the investments, to comply with laws, et cetera, that you
have indicated. It does not undercut it. In fact, it reinforces the
kinds of good management behavior that you and we both want to
reinforce in these operational areas.

Mr. HAWKE. Can I just add one point? I think there is some mis-
conception about how this works.

We are not going to tell a bank that they have to have an oper-
ational risk charge that deals with tort liability and another charge
that deals with some other potential risk. We are going to be ask-
ing the banks, first of all, to assemble data about the kinds of
losses that they have had in the past and to look at where the
losses have been with other banks. We are going to be looking at
their internal risk management systems and how they themselves
address these operational risks.

If tort liability is a risk that U.S. banks have that their foreign
counterparts do not have, that is not caused by bank regulators.
That is caused by our legal system. The practical reality is that it
is a risk that our banks have that other banks do not have. The
question that we ask is how are our banks managing that risk?
How are they responding to that risk? The idea of an operational
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risk charge is to make sure that the capital base of our banks takes
into account the whole variety of operational risks that our banks
face.

Mr. FERGUSON. And one other thing, international banks that op-
erate here in the U.S. should be holding capital for the kinds of
risks they face here in the U.S. And so if they are operating in the
U.S. and are subject therefore to the kinds of concerns that you
have just raised, one would expect, their regulators should expect
and we should expect their local subsidiaries, if they are on this ap-
proach, to be holding capital. So there is no international inequity
that would emerge in this.

Mrs. MALONEY. Okay, my time is up. But these small banks that
you say failed would not have been covered by Basel II.

Mr. FERGUSON. There are large banks. The whole goal here is not
only to avoid failure. It is also to deal with having a capital cushion
so that when you have a large hit of hundreds of millions of dol-
lars, and if you look at my chart, you see hits as big as $1.2 bil-
lion—$1.1 billion, $1.3 billion you can survive.

It is true, medium-sized banks have failed. But it is also true
that large banks have been asked to leave the United States or
have had a change of ownership or have also had some difficulties,
for which we want and they should have a capital base, even if
they do not suffer a failure.

One should not think of this as an on-off switch. Either you fail
or you do not. There is also a risk of a severe reduction in capital
for which you want to build a cushion to avoid failure.

And so you should not think of this as purely: did they fail or
did not they fail? You should also think of whether or not you need
the capital base to keep ongoing operations and avoid failure. And
that is what capital does. It allows you to continue in the market
and continue to thrive, to fund yourself.

So that failure is not the only test that matters here. It is also
significant loss of hundreds of millions of dollars that would eat
into the capital base.

And there is a great deal of evidence of losses of the $400 million,
$500 million, $600 million amount, that we as regulators should
not simply ignore because it was not a failure.

Mrs. MALONEY. My time is up.

Chairman BACHUS. [Presiding.] Thank you.

Mr. Ferguson, I am going to ask you one question. Then Mr.
Watt will conclude the panel’s questions.

You have indicated on page five of your testimony that we have
concluded that despite our supervisory judgment on the potential
risk of these exposures—I am talking about the commercial real es-
tate loan capitalization—that we could not support requiring a
higher minimum capital charge on these loans. And we will not do
so.
What do you see the final standards will look like on the capital
charge for commercial real estate?

Mr. FERGUSON. The proposed accord has the possibility of two
different types of capital charges for commercial real estate, some
higher and some lower, depending on the nature of the real estate.
Based on the data that has come forward—and there may be some
new data that comes—but based on the data that has come for-
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ward, I believe the proposal will have most commercial real estate

on what is called the low volatility curve or a lower curve that is

similar to the C&I, the commercial and industrial loan curve. And

{:)hat‘i{ is, I think, quite consistent with the input from a number of
anks.

There may be some kind of high volatility real estate—acquisi-
tion, development and construction loans of certain sorts—where
the data still suggests they should have a slightly higher charge.
But I think the vast majority of commercial real estate will be on
the lower curve and have a charge similar to commercial and in-
dustrial loans.

Chairman BACHUS. And you know I have expressed my concern
to you before. And I appreciate the changes that you all have made,
based on this new evidence.

We do not want to retard growth. And in some areas of the
United States, they are growing very rapidly. And you mentioned
construction loans. Obviously, that is new construction. And that is
evidence of growth.

And I hope that you will continue to look at that.

I am not sure that construction lending, in my mind, is as
risky—and I am just anecdotally—because that represents some-
one’s investing in a new project.

Mr. FERGUSON. We do not want to retard growth at all. We want
capital to reflect risk. And as you know, because you were referring
to it, when the data come in, we change our minds if the data are
supportive of a change of opinion. We will continue to watch this
pretty closely.

We have already shown a great deal of flexibility. And if new
data sets suggest that we should rethink the position we have now,
you have my commitment that we will do that because we have al-
ready given evidence that we have done it in the past.

Chairman BACHUS. Because as you know, we have states that
are growing at 20 percent every 10 years in population, unlike
most parts of Europe, where they do not have those.

Mr. FERGUSON. Well, this is an area, sir, where there is national
discretion. So we will develop a capital approach with respect to
real estate and these two different curves that reflect U.S. data pri-
marily.

Chairman BACHUS. Thank you.

Mr. Watt?

Mr. WATT. Thank you, Mr. Chairman.

I want to assure the Chairman that I will not take the full 10
minutes, unless you all take it answering two questions. And I
want to apologize to the witnesses for not being here for the testi-
mony.

Unfortunately, I would much have preferred to have been here.
I was in a hearing about whether we should prohibit lawsuits
against—on behalf of people who get fat against McDonald’s and
other fast food providers.

[Laughter.]

No pun intended, a very heavy responsibility.

Just two questions. First of all, I have noted in Mr. Ferguson’s
testimony and Mr. Powell’s testimony—and I did not get a chance
to look at Mr. Gilleran’s testimony. I did not see anything on it in
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Mr. Hawke’s testimony. At least Mr. Ferguson and Mr. Powell
think that H.R. 2043 could be counterproductive.

I wanted to see if that was the uniform opinion of everybody on
the panel. I have Mr. Ferguson and Mr. Powell. What about Mr.
Hawke?

Mr. HAWKE. Congressman Watt, in my oral statement, I said
that while I am sympathetic with the underlying concerns that led
to H.R. 2043, we did not think that it was necessary at this time.
There has been a very collaborative process that has been followed
by the regulators. There are dozens and dozens of issues that come
up, most of which we agree on, some of which we do not agree on.
The need for some external process to force resolution of issues, I
think, is not there.

We have a collaborative process going forward that is going to in-
volve joint notices of rulemaking and joint publication of super-
visory guidance. I think we are very much together on these issues
going forward.

In addition, there is an executive order that requires certain
kinds of economic analysis to be made in connection with any rule-
making that would have a substantial effect on the economy. That
is defined to mean an effect of $100 million or more annually. We
will be soliciting comment in our Advance Notice of Proposed Rule-
making to give us the information to determine whether this rule-
making will actually have that kind of impact. And if it does, then
much of the same kind of economic analysis that would be called
for in H.R. 2043 would be provided under that executive order.

So, with great respect, we do not think that legislation of this
sort is needed at this time.

Mr. WATT. Mr. Gilleran?

Mr. GILLERAN. As I said in my written testimony, to the extent
that the OTS is mentioned in it, we completely agree with it, and
that is that we be part of the process going forward. I think that
the regulators have shown——

Mr. WATT. Have you not been part of this process?

Mr. GILLERAN. We have not been part of the international proc-
ess up until this time. We have been part of the working groups
here in the United States. And we will be part of it going forward,
in the sense that we will be a party to the ANPR that we have put
out and the deliberative process that will take place going forward.
So your support in that regard is welcome.

On the issue of how this decision is made going forward, I believe
that the regulators have shown the ability to cooperate, to delib-
erate and come to very, very reasonable conclusions. So that I be-
lieve the process of Basel II, with your strong oversight and inter-
est, I believe your interest has made a difference already. And I be-
lieve the Senate Banking Committee’s interest has made a dif-
ference.

But I believe that the process, going forward, should be left to
the bank regulators.

Mr. WATT. Now while you have the floor, I noticed that when Ms.
Maloney was asking questions, you raised your hand at one point.
And apparently, nobody saw you. I wanted to make sure you got
a chance to make the point, whatever that point was, that you
wanted to make.
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Mr. GILLERAN. Thank you. Well, I was just going to, on the point
of international competitiveness, I wanted to react to that. Because
in a prior career, I was superintendent of banks in California and
worked with a great number of international regulators.

And it is my view, as has been already expressed here in our
written documents and in person, that the United States is the
strongest bank regulator, without question. And we have countries
out there where bank regulation is weak and that they have not
applied concepts that we apply here in the United States correctly.

There are countries out there that have not written off loans and
that are just starting to react to the loans they have in their bank
portfolios now. Their inability to have a strong international bank-
ing system has been to their detriment.

Because what has happened in those countries that do not have
one is that they have a misallocation of capital within the country.
They keep funding companies that are losing and not funding new
technology.

So I think that they are the biggest losers of not correctly allo-
cating capital. And I believe that since there are countries that are
not doing it well now, there will be countries that will be not doing
it well in the future.

I do not think it disadvantages the United States or United
States banks because I think we are the winner for strong bank su-
pervision.

Mr. WATT. Thank you.

Finally, a natural segue from my first question about H.R. 2043
and your responses to the need for that, in general, is there any-
thing that you can identify that this Subcommittee, the full Com-
mittee or Congress needs to be doing as you keep going through the
schedule that is outlined in your testimony? And if there are any
things that we need to be particularly aware of, it would be helpful
for at least me to know that.

Mr. HAWKE. I think, Congressman Watt, that the Financial Serv-
ices Committee’s involvement has been very healthy for this proc-
ess. It has certainly strengthened our hand in the Basel discus-
sions.

Some of the other countries that are participating in this process
have had their legislatures involved from the very outset. And
some members of the Basel Committee were constrained in the po-
sitions that they could take in the Committee by their parliaments
right from the beginning of the process. We were not. We have
worked together as a group of regulators and participated in that
process.

But I welcome the oversight and the interest of the Committee
in the process. I think the Committee’s continued dialogue with the
regulators is important. I think ultimately, it will strengthen our
position vis-a-vis the Basel Committee. We look forward to it.

Mr. WATT. Mr. Powell, anything else you can think of that we
need to be doing? Mr. Gilleran? I am going to come back to Mr.
Ferguson and give him the last word on this.

Mr. GILLERAN. I think you should continue what you are doing.
I think your interest and your oversight is important to us. I think
that we should have a meeting like this sometime in November or
early December, so that we can report back on our findings and as-
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sure you that whatever those findings are, that we are in a position
to go forward.

Mr. WATT. Mr. Ferguson?

Mr. FERGUSON. I would echo many of the comments from Comp-
troller Hawke. And I would add one other, which is that in a de-
mocracy, it is extremely important, I think, to have these kinds of
hearings, to give some legitimacy to a regulatory process.

I realize that I and we have all been appointed by the President
and confirmed by the Senate. But to have both sides—Senate and
House—asking tough questions and being educated, I think gives
us a greater sense of legitimacy to the industry overall because
they know that we have had to come here and deal with some very
tough questioning.

And I think, therefore, this kind of oversight is very useful, not
just because of the ability to talk to our negotiating partners over-
seas about the messages we are receiving, but also frankly our abil-
ity to talk to each other and to the U.S. population about the fact
that indeed, we have gone through a full process that has not just
the usual external comment period, but this kind of give and take.
So I do also endorse your interest and thank you for the oppor-
tunity to

Mr. WATT. Any suggestions about any other things we need to
be doing, other than maybe getting a follow-up report at some
point?

Mr. FERGUSON. I would say—well, there are two things that I am
sure you will do. One is I am sure you will keep those cards and
letters coming. And so, by definition, I welcome that.

And secondly, I think——

Mr. WATT. Only to the extent our banks keep those cards and let-
ters coming—and constituents keep those cards and letters coming.

Mr. FERGUSON. And I am sure they will because that is what this
is all about. And I would say just asking for feedback in the form
we all collectively think would be appropriate, obviously is the
other thing.

Mr. WATT. Thank you.

Chairman BACHUS. Thank you, Mr. Watts. At this time, we will
discharge the first panel. We very much appreciate your testimony.
And I very much agree with you that the Committee’s activity has
been productive.

So I appreciate all of your candor and participation in this impor-
tant issue. And we are confident that you all will come to a con-
sensus.

Thank you.

At this time, we will call our second panel. I want to welcome
our second panel. I am actually going to introduce three of the pan-
elists. And then Ms. Hart is going to introduce Mr. Elliott.

The first panelist or the second panelist, seeing as Mr. Elliott is
going to be introduced by Ms. Hart, is Dr. Benton Gup. He is the
Chair of Banking at the University of Alabama. Prior to that, he
was the Chair of Banking at both the University of Virginia and
the University of Tulsa.

Prior to that, he was a staff economist for the Federal Reserve
Bank of Cleveland and has been the author of so many books, it
would be impossible to list them, many of them used widely in the
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banking industry and also in the university. His publications have
appeared in a number of journals.

So we welcome you, Dr. Gup.

Mr. Gup. Thank you.

Chairman BAcHUS. Our second panelist or our next panelist is
Micah Green of the Bond Market Institute. And I notice, between
our third and fourth panelists, is that you both have your doctorate
degree from George Washington University, so both graduates.
That is correct, isn’t it?

Mr. GREEN. My law degree. But thank you for the——

Chairman BAcHUS. Law degree. I consider that a graduate de-
gree or post-graduate degree. Micah Green is President of the Bond
Market Association. That is an association of 220 member firms,
which collectively account for 95 percent of the nation’s municipal
security underwriting and includes all the primary dealers and
other key participants in the U.S. government and federal agency
security market and all major dealers and municipal and corporate
debt securities, mortgage securities and money market instru-
ments. And you will be testifying on behalf of the Bond Market As-
sociation.

He received his J.D. and bachelor’s degree from George Wash-
ington University.

Our final panelist is Ms. Karen Thomas. She is Director of Regu-
latory Affairs and Senior Regulatory Counsel for the Independent
Community Bankers of Alabama—not of Alabama, of America, a
national trade association representing 5,000 community banks.
She has frequently published articles in the Wall Street Journal,
American Banker and quoted in American Banker and BNA’s Re-
port for Executives and appeared on numerous TV shows—CNBC,
Nightly News, et cetera.

You are a graduate of the College of William and Mary and re-
ceived her J.D. with honors from George Washington University’s
Law Center. So you are both law graduates from George Wash-
ington.

So I welcome you both.

At this time, I am going to turn the chair over to the gentlelady
from Pennsylvania, Ms. Hart. And we will try to expedite this
hearing. Thank you.

Ms. HART. [Presiding.] Thank the Chairman also for allowing me
to introduce Mr. Elliott, who is from my area. Steven G. Elliott is
Senior Vice Chairman of Mellon Financial Corporation. He is re-
sponsible for the corporation’s asset servicing and human resources
services businesses, including global security services, securities
lending, foreign exchange, Mellon investor services, Buck Consult-
ants and Mellon HR Solutions.

The corporation’s finance, treasury, technology and real estate
and Mellon’s venture capital businesses also report to Mr. Elliott.
And he serves on the Board of Directors of Mellon Financial Cor-
poration and also on the Board of Directors of Mellon Bank, N.A.

Mr. Elliott joined Mellon in 1987 as Executive Vice President and
head of the Finance Department. He was named CFO in 1990, Vice
Chairman in 1992 and Senior Vice Chairman in 1998. There was
clearly no age requirement for that job.
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Previously, Mr. Elliott served in executive positions at First
Commerce Corporation, Crocker National Bank, Continental Illi-
nois National Bank and First Interstate Bank of California. He is
a member of the American Institute of CPAs, the Financial Execu-
tives Institute and the Financial Services Roundtable.

He also serves on the boards of the Pittsburgh Cultural Trust
and the UPMC Health System. That is the University of Pitts-
burgh Medical Center Health System.

He is a native of Delta, Colorado. Mr. Elliott also received a
bachelor’s degree in finance from the University of Houston and a
master’s in business administration from Northwestern Univer-
sity’s Kellogg School of Management.

I will also add, it is nice to see the reverse migration from Colo-
rado to Pittsburgh, instead of from Pittsburgh to Colorado. Thank
you for joining us also, Mr. Elliott.

Is that a vote? Okay. We are going to have a vote. But I am
going to let you start, Mr. Elliott. And we may suspend in just a
little while so that members can actually get over to the vote.

STATEMENT OF STEVEN G. ELLIOTT, SENIOR VICE CHAIRMAN,
MELLON FINANCIAL CORPORATION

Mr. ELLIOTT. Thank you very much, Representative Hart.

Mellon is a financial services company with 22,500 employees in
21 countries. As indicated, we provide institutional asset manage-
ment, mutual funds, private wealth management, asset servicing,
human resources and treasury services. Mellon has approximately
$2.9 trillion in assets under management, administration or cus-
tody, including $566 billion under management.

It is indeed a pleasure to appear today before you to discuss our
views on the pending changes to the capital, supervision and disclo-
sure rules. Although complex, sometimes very much so, these new
rules will have a profound impact on the competitiveness of U.S.
financial services firms and on the products they provide to Amer-
ican consumers, companies and investors.

Basel will have a particularly dramatic impact on Mellon’s lines
of business, where U.S. banks now have a global comparative ad-
vantage through aggressive investment and leading edge tech-
nology and the sophisticated risk management and related systems
developed to support these activities.

Basel’s rules also will have a profound impact on the global econ-
omy. Although the rules are not now scheduled to go into effect be-
fore 2007, they will in fact have a major impact on financial mar-
kets far more quickly. Thus, your review—and that of other panels
in the Congress—is timely and commendable.

At the outset, I would like to express Mellon’s gratitude to all of
the regulators—U.S. and global—that spent literally thousands of
hours crafting these revisions. Of particular note is the new em-
phasis on a more balanced approach to bank regulation—what
Basel is calling the Three Pillar Approach.

I strongly agree that capital rules are not the sole touchstone of
bank safety and soundness. Indeed, undue reliance on capital ade-
quacy can divert attention from latent, serious problems in internal
controls, strategic decision-making and other key risk areas.
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Thus, Basel’s decision to look not only at capital, but also at su-
pervision and disclosure, will result in a far stronger global finan-
cial system going forward. All of the hard work is also justified by
the worthy goal with which Basel started: an end to regulatory cap-
ital arbitrage.

All sophisticated banks and their holding companies—Mellon in-
cluded—have gotten better in the past decade at spotting inconsist-
encies between the regulatory capital standards that bind us and
the economic ones that are demanded by the broader markets. Bet-
ter alignment of regulatory and economic capital will reduce this
dichotomy and ensure that capital requirement incentives promote
the laudable supervisory goal of increased bank safety and sound-
ness.

Unfortunately, since Basel started, its goals appear to have
changed. As recently stated in a document released by U.S. regu-
lators, the Basel goals now are improving internal controls and
capital allocation, promoting market discipline and adding a new
capital charge for operational risk.

Mellon strongly supports the first two goals. But the third—a
new one—in fact undermines the first two by creating perverse in-
centives to undue risk taking. The operational risk-based capital
requirement could also put U.S. banks at a serious competitive dis-
advantage versus non-banks here—and I want to emphasize versus
noniganks here—and non-U.S. financial services firms around the
world.

The U.S. decision not to impose the most flawed operational risk-
based capital proposals does not negate the fact that these will be
mandated elsewhere, with potential serious safety-and soundness
results. Setting operational risk-based capital as a simple percent-
age of gross revenue creates perverse incentives to risk taking, as
I have mentioned in my written testimony. And the U.S. should
fight hard against this in Basel II to ensure that all of the world’s
large banks are under a proper regulatory capital regime, not just
those here in the United States.

Systemic risk must be an overriding consideration as Basel II is
finalized. And the operational risk-based capital proposal thus
poses especially serious challenges, in our view. As requested by
the Subcommittee, I shall focus my comments today on issues of
particular importance in the U.S., with a focus on recommenda-
tions for the pending advance notice of proposed rulemaking to be
released by the bank regulators.

I would recommend: first, complete elimination of the Pillar 1
operational risk capital charge. The goal of promoting internal con-
trols and capital allocation can far better be achieved through ad-
dressing operational risk-based capital in Pillar 2; namely, im-
proved bank supervision.

Second, the U.S. should not force all large banks into the most
advanced versions of Basel II, as these are also the most complex
and not necessarily appropriate for all large banks. Specialized
banks like Mellon, for example, which holds less than $5 billion of
loans in our lead bank, do not require the advanced internal rat-
ings-based approach for our credit book. The standardized approach
for credit risk that will be used by the European Union appro-
priately controls regulatory arbitrage for specialized banks.
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Third, there is no need to continue the arbitrary eight to 10 per-
cent capital ratio or the overall leverage capital standards. To
achieve the end of the regulatory arbitrage that Basel and the U.S.
regulators rightly seek, low-risk banks should hold regulatory cap-
ital appropriate to this position, which could be well below current
regulatory levels set in 1988.

On the other hand, high-risk banks should similarly hold the ap-
propriate amount of capital, likely far more than what they cur-
rently do. A simple, overall capital ratio undermines the goal for
which Basel and the U.S. have worked so hard for so long.

Finally, operational risk-based capital should not be used as a
Pillar 1 or a Pillar 2 top off to credit risk capital. Each bank should
hold regulatory capital appropriate to its risk profile, with market
forces and the bank’s judgment determining when more than the
risk-determined amounts of capital be held.

Thank you. And I would be pleased to answer any questions.

[The prepared statement of Steven G. Elliott can be found on
page 66 in the appendix.]

Ms. HART. Thank you, Mr. Elliot. At this time, we are going to
recess the Committee so that the members can vote. And we are
going to reconvene at 1:45, with a pretty long series of votes. So
if the panel wants to maybe grab lunch or something, feel free to
do that.

But we will be back at 1:45.

[Recess.]

Chairman BACHUS. [Presiding.] The Subcommittee on Financial
Institutions and Consumer Credit will come back to order. I apolo-
gize to our panelists for the interruption. We had votes on the floor.

It is my understanding, Mr. Elliot, that you testified.

And Dr. Gup, we look forward to your testimony. And I recognize
you at this time for your testimony.

STATEMENT OF BENTON GUP, CHAIR OF BANKING,
UNIVERSITY OF ALABAMA

Mr. Gup. Mr. Chairman and members of the Committee, thank
you for the opportunity to testify here. I am going to summarize
my written comments that I would like included in the record.

The 1988 Basel Accord provided a minimum capital standard of
eight percent of risk weighted assets for internationally active
banks to ensure an adequate level of capital and provide competi-
tive equality. The “one size fits all” capital standard was a good
starting point.

But as banks face a growing range of risks and new technologies,
it became clear that the capital requirements had to be made more
risk sensitive. The result is Basel II.

Federal Reserve Vice Chairman Ferguson said on June 10th that
regulators expect to require 10 or more of the largest banks to use
the Basel II Advance Internals Risk-Based approach for credit risk.
Other large banks may elect to use the Advanced IRB approach.
And the remaining banks will continue to use the 1988 capital
standards.

In my written testimony, I said the regulators would require
about 20 banks to meet the new standards. The difference in the
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number of banks required to use the advanced IRB does not affect
my conclusions.

The major point is that about 70 large banks, with assets of $10
billion or more, those banks whose stocks are actively traded be-
lieve that if they want to be considered major league players by eq-
uity analysts and their stockholders must use the advanced IRB
approach. In addition, they must declare that they are using it in
their financial reports.

The advantage to banks using the advanced IRB approach is that
they may have lower capital charges on certain loans than banks
using the 1988 capital standards. This creates competitive inequal-
ity.

The disadvantage is the high cost of implementing Basel II,
which ranges from $10 million to $150 million.

The treatment of real estate loans in Basel II is another problem
because real estate loans constitute a large portion of the portfolios
of large regional banks. The U.S. bank regulators’ perception of
risks associated with real estate loans are based in part on the loss
experiences of the late 1980’s and early 1990’s.

During that period, the losses on real estate loans were highly
concentrated geographically in Texas, Massachusetts and Con-
necticut and mostly in small banks. It is important to keep in mind
that this occurred before deregulation and significant changes in fi-
nancial technology.

Thus, looking at the 1980’s and early 1990’s to determine capital
requirements for today is analogous to driving down a steep, wind-
ing mountain road by only looking out the back window; a crash
is inevitable.

Today, real estate lending at large regional banks is different for
the following reasons: banks can expand geographically and avoid
excessive concentration; they can buy or sell mortgages via
securitization; they can hedge with derivatives; they can have low
loan-to-value ratios and they can use high credit scores, such as
FICO scores.

Fannie Mae and Freddie Mac provide examples of how these
tools may be used. In addition, Fannie Mae and Freddie Mac have
only three percent capital requirement.

In conclusion, the Basel II capital requirements create an uneven
playing field, giving an advantage on capital charges to those
banks using the advanced IRB approach. The capital charges on
commercial real estate loans in Basel II are excessive. A risk
weight of 150 percent may mean that a bank must hold more than
eight percent capital on such loans.

However, as noted previously, banks can manage their portfolios
using the same tools as Fannie Mae and Freddie Mac. And these
government-sponsored entities have only three percent capital re-
quirement.

The bottom line is that there will be competitive inequality in
bank capital under Basel II.

Thank you very much. And I will be glad to answer any ques-
tions.

[The prepared statement of Benton E. Gup can be found on page
128 in the appendix.]

Chairman BACHUS. Appreciate that.
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Mr. Green?

STATEMENT OF MICAH S. GREEN, PRESIDENT, THE BOND
MARKET ASSOCIATION

Mr. GREEN. Thank you, Chairman Bachus, for the opportunity to
testify today on Basel II.

As you indicated earlier, the Bond Market Association represents
the U.S. and global bond markets. Together with our affiliates, the
American and European securitization forums, we also represent
many of the major participants in the growing securitization mar-
kets in the United States and Europe.

The following comments focus on those issues related to Basel 11
that are most important to our membership. First, let me say the
association supports the Basel Committee’s overall goal of
rationalizing the current risk-based capital regime and aligning
regulatory capital requirements more closely to actual risk.

We are grateful to the Federal Reserve Board in particular, Vice
Chairman Roger Ferguson and other U.S. bank regulatory agencies
for working with us to address the issues presented by the pro-
posed capital accord revisions that are important to our member-
ship. We are still concerned, however, that if not amended, Basel
II will diminish the economic benefits derived from large and grow-
ing sectors of the capital markets, benefits which accrue to con-
sumers, as well as businesses.

And I also want to congratulate you, Mr. Chairman, and Chair-
man Oxley and Congressman Frank, for bringing this Committee
hearing together today. It really has been important to the process
of elevating the dialogue between regulators, the Congress and the
affected parties. And I think it is a very positive development.

I will first make one general comment on the direction of Basel
II and then focus on two areas of most importance to us—
securitization and the repurchase agreement and securities lending
market.

With regard to Basel II broadly, we believe it is important that
this agreement not be viewed as the last word on regulatory cap-
ital. Risk management techniques are continually evolving. And
the financial markets need a regulatory capital accord that evolves
with them.

Basel II must therefore be crafted in a way that ensures it can
better adapt to changing market products and development. Ulti-
mately, the global financial community will need to move toward
a broader reliance on internal risk models to determine appropriate
capital levels.

On securitization, which is a process of converting illiquid finan-
cial assets, like loans or other receivables, into securities which can
be traded in the capital markets, it is a large and growing market-
place, with tremendous economic benefits for consumers and busi-
nesses.

Securitization lowers borrowing costs for consumers and others,
improves risk management, draws new sources of capital to the
lending markets. Consumers benefit from these efficiencies with
lower interest rates; in a sense, bringing the high finance, the tech-
nology of finance down to the consumer level through lower cost
home mortgage.
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To give you an example of the size of the markets, in the last
7 years, the U.S. securitization market has grown fivefold to $2.7
trillion. In Europe, it has grown twentyfold—to a smaller level—
but twentyfold to $151 billion. And in Asia, where the
securitization market is just getting started, it has grown in the
last 7 years 510-fold to $51 billion.

Financial institutions participate in this marketplace as issuers
and investors and as part of their risk management functions. For
securitization generally under Basel II, the proposed risk weights
for securitization positions held by banks are simply too high in
light of the actual credit risk presented by these products.

The proposed rules use unrealistically conservative assumptions
that cumulatively would require financial institutions to set aside
excessive levels of capital. Considering who ultimately benefits
from a vibrant securitization market—home and car buyers—this
is very important.

These concerns must be addressed. And they are addressed fully
in our written testimony.

Lastly, repo and securities lending transactions, although little
known outside the wholesale financial markets, are vital to our
capital markets’ liquidity and efficiency. Repo and securities lend-
ing transactions allow market participants to finance and hedge
trading positions safely, cheaply and efficiently. In fact, the Federal
Reserve uses this marketplace to implement monetary policy.

Basel II may require banks to take capital charges inconsistent
with the actual level of risk present in repo and securities lending
transactions. Financial institutions should have greater flexibility
to employ supervisory-approved internal risk models created to as-
sess counter party risk in order to accurately reflect risks present
in these transactions. These issues are also dealt with in more de-
tail in my written testimony.

And finally, we agree completely that the current regulatory
scheme for bank capital—Basel I—needs significant revision. The
current regulations are outdated and inflexible.

Updating the regime can produce significant benefits, including
the promotion of fair global competition, incentives for better inter-
nal risk management and an economically efficient allocation of
capital. Getting it wrong, however, and implementing capital regu-
lations which do not reflect modern practices or true credit risks
on banks’ balance sheets will diminish or eliminate market effi-
ciencies that benefit everyone.

The Basel Committee is on the right track in developing new
capital standards. But significant work still needs to be done.

In order to preserve the efficiency of our capital markets, the
treatment of securitization, repo and securities lending products, it
needs to be amended. We intend to continue our active dialogue
with U.S. and international bank regulators on the issues ad-
dressed above. We have every hope that these issues can and will
be resolved before Basel II becomes final.

Thank you for the opportunity to testify, Mr. Chairman.

[The prepared statement of Micah S. Green can be found on page
122 in the appendix.]

Chairman BacHUS. Thank you. I would say this, Mr. Green,
securitization, which we also are hearing that a lot in our FCRA
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hearings, because with many auto loans, as well as mortgage loans
and in consumer loans, securitized, it is important that we have a
national uniform credit reporting system too.

And I had heard, in those hearings we have been conducting,
amazing testimony on how much that does bring down interest
rﬁtes. It is quite amazing. So I just point that out. I appreciate
that.

Ms. Thomas?

STATEMENT OF KAREN M. THOMAS, DIRECTOR OF REGU-
LATORY AFFAIRS AND SENIOR REGULATORY COUNSEL,
INDEPENDENT COMMUNITY BANKERS OF AMERICA

Ms. THOMAS. Mr. Chairman, thank you very much. I am pleased
to appear today on behalf of the Independent Community Bankers
of America, to discuss Basel II and its implications for community
banks in the United States.

First and foremost, ICBA applauds the U.S. regulators for their
announced intention to limit the scope of application of Basel II in
the U.S. and not to require it for second-tier and community banks.
Capital adequacy rules must be appropriate to the size and com-
plexity of operations of the bank.

The Basel I Accord has worked well for community banks and
generally remains well suited to assess capital adequacy for these
banks. The significant and far-reaching changes to the capital ade-
quacy framework contemplated by Basel II are unduly complex and
costly for U.S. community banks and would be unnecessarily bur-
densome.

Stated simply, Basel II is overkill for non-complex community
banks. And the cost and burdens of adhering to Basel II would out-
weigh the benefits—if any—of moving to the new accord.

The internal ratings-based approach is simply infeasible for com-
munity banks. Community banks do not have the resources to use
costly, sophisticated internal risk rating models.

A community bank is not likely to have a sufficient volume of
credits to maintain a sophisticated, statistically valid model with
sufficiently meaningful risk refinement to justify the high cost of
extensive data collection, recordkeeping and model maintenance.

The standardized approach, despite its additional complexity
over Basel I, may not materially affect a non-complex bank’s min-
imum capital requirements once the additional charge for oper-
ational risk under Basel II is taken into account. But as with any
change, the standardized approach would present the burden of
learning and mastering a new scheme, changing systems and soft-
ware, and retraining management, boards and employees with lit-
tle corresponding benefit to justify the cost for community banks.

Even though we are pleased with the decision regarding the
scope of application of Basel II in the U.S., that does not mean we
do not have some concerns about the impact of Basel II on commu-
nity banks. In particular, we are concerned that Basel II may place
community banks at a competitive disadvantage.

Basel II will yield lower capital requirements for retail credit, in-
cluding mortgages and other loans to individuals and small busi-
nesses. These are the very credits where community banks compete
with large banks.
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Regulatory capital is a key factor in profitability and return on
equity. There is a cost to a bank for maintaining capital. The lower
capital requirements for retail credits may result in a cost advan-
tage and correspondingly, a pricing advantage for large banks that
are subject to Basel II.

Our concern is heightened by the Quantitative Impact Study 3,
which compares the average risk weights and capital charges
under Basel I and Basel II. Total retail credit capital charges under
the advanced IRB approach are estimated to decrease by 50 per-
cent, including 60 percent for mortgages and 41 percent for non-
mortgages.

ICBA urges U.S. regulators to examine the question of competi-
tive impact on Basel I banks closely. Small and medium-sized insti-
tutions play an important role in the economy by providing credit
to consumers and small and medium-sized businesses.

For this reason, it is imperative to consider the competitive im-
pact and implications Basel II will have for second-tier and commu-
nity banks, as well as for their customers. To balance any competi-
tive inequities, regulators may have to consider making appro-
priate adjustments for Basel I banks, such as additional risk buck-
ets or changes in risk weights to increase risk sensitivity.

In addition, regulators should consider whether to allow second-
tier banks and community banks the option to apply the Basel II
standardized approach in order to avail themselves of its lower risk
weights for retail credit. Problems with the operational risk charge
under a standardized approach would have to be addressed, how-
ever.

In sum, ICBA supports limiting the scope of application of Basel
II in the U.S. At the same time, the concerns about competitive eq-
uity between Basel I and Basel II banks must be carefully exam-
ined and addressed.

Thank you for the opportunity to appear before you today. I
would be happy to respond to your questions.

[The prepared statement of Karen M. Thomas can be found on
page 182 in the appendix.]

Chairman BAcCHUS. Thank you. I am going to ask the first two
questions of the entire panel. And I will start with Mr. Elliott and
answer in order. And you do not have to, if you do not want to re-
spond to either one of these two questions, you do not have to.

First, would you share with the Committee your organization’s
involvement in the development of the Basel Capital Accords and
the third consultative paper, if at all. Did you meet with all the
regulators involved? Or only with some of them? And do you feel
that the concerns you raised were properly addressed in the third
paper?

Mr. ELLiOTT. At Mellon, we have been very actively involved in
not only the most recent paper, but all of the previous papers as
well. I had a number of dialogues with the regulators. For us, our
primary regulators are the Comptroller of the Currency and the
Federal Reserve Board.

Not only have they visited us at our headquarters in Pittsburgh,
but we have gone to a series of outreach meetings that they have
conducted. And there has been a lot of ability to be part of the proc-
ess.
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So I think from a process perspective, Mellon is comfortable that
the regulators have been giving us adequate opportunity to have
our views heard.

Chairman BACHUS. Were your concerns addressed?

Mr. ELLioTT. No. We still have a major concern as it relates to
the operational risk charge. Part of it obviously is with our mix of
businesses, where we do very little lending directly. And thus, the
operational risk issue becomes larger.

And the one in which we have difficulty is that most of our com-
petitors, many of them are non-banks and would not be subject to
the same type of capital requirements, not only here, but also glob-
ally. And a lot of the risks that are currently part of Pillar 2 super-
visory, like interest rate risk, liquidity risk, strategic risk, these
will continue to be dealt with in Pillar 2.

And we are puzzled, if you will, as to why operational risk by
itself is being singled out for an explicit capital charge. Our view
is that it should be back in Pillar 2, along with these other major
type of risks that affect all institutions.

Chairman BACHUS. So you feel like this could actually put you
at a competitive disadvantage?

Mr. ELLIOTT. Yes, we do.

Chairman BAcCHUS. Dr. Gup, I do not guess—you have not actu-
ally been part of the process?

Mﬁ' GuP. Well, the University of Alabama has no direct interest
in this.

Chairman BACHUS. Sure.

Mr. Gup. I have a research interest in this. I am working on a
book of selected readings and invited articles by myself and others
on the subject of Basel. We will have a panel that presented some
of this in a meeting last week in Ireland, dealing with Pillar 3,
which has not been discussed here.

At the Financial Management meeting in Denver in October, we
are having a panel of government regulators, academics and others,
practitioners, discussing Basel II. The following year in Zurich, we
are having another panel on this.

So we are presenting a wide variety of views. I will be presenting
some of my views also to the Australian Institute of Banking and
Finance, which is like the American Bankers’ Association Down
Under, later this summer. So we are getting a global perspective.
And I am trying to get some research input into this area.

Chairman BACHUS. You said that you talked to your colleagues
in Europe about Basel II when you were in Ireland?

Mr. GuUp. Asia, all over. Yes, sir.

Chairman BAcHUS. What can you share with the Committee
about what you learned over there in Ireland?

Mr. GUP. I could not find anybody that likes it. Everybody seems
to agree that Basel I is outdated and we have to move forward. But
the degree of complexity is a major disadvantage of using Basel II.
It has a lot of problems.

It is a good starting point. It is a work in progress.

Che;irman BacHUS. So the Europeans have some of the same con-
cerns?

Mr. Gup. Absolutely.

Chairman BACHUS. Okay.
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Mr. Green?

Mr. GREEN. Mr. Chairman, the Bond Market Association, since
our principal focus—not our sole focus, but our principal focus—has
been around the product areas I mentioned, has been deeply in-
volved for a long time, particularly in the United States, working
with the Federal Reserve, as well as the New York Fed, where
President McDonough was so deeply involved in the Basel Com-
mittee for many years. And there has been very good dialogue over
that period of time.

Also, since the U.S. securitization market was so well formed al-
ready, there was a sense that the European participants in Basel
may not be fully aware of the impact that would have on the Euro-
pean securitization market. And our affiliate organization, the Eu-
ropean Securitization Forum, which is a purely European-based or-
ganization, has had regular ongoing dialogues with European regu-
lators to try to ensure that they have a full and complete under-
standing of that market. And together, we have also had discus-
sions with them on the repurchase agreement side.

Also, the Bond Market Association, both through its office Lon-
don but also in its membership in the International Council of Se-
curities Association, which is made up of 25 or 26 various associa-
tions and self-regulatory organizations from around the world,
meets a couple of times a year. And Basel has been a subject mat-
ter of discussion for many years to ensure that, at the association
representational level, there is some degree of coordination.

Are we there yet? I am not sure we would be here testifying, say-
ing that it needs improvement, if we were fully satisfied with the
Third Consultative Paper.

Our hope is that on the issues that we have talked about on
securitization and repurchase agreements, that between Third Con-
sultative Paper and the final Basel agreement, there will be contin-
ued improvement to address those issues. Because the issues that
we feel are our focus affect real people and consumers who need
to buy homes and buy cars and need access to capital.

In fact, the University of Alabama may, in fact, care about that.
And we would hope that before Basel is complete, these issues can
be addressed.

Chairman BAcHUS. If the Basel Accord went into effect, as pres-
ently constituted, and there are no more changes with regard to
1s{em;ritiz:ation, what will be the impact on the securitization mar-

et?

And number two, will the Bond Market Association support
Basel II, even if the changes you have suggested are not adopted
or included?

Mr. GREEN. Answering your second question first, there is una-
nimity among the market participants in our organization that
Basel I is outdated and inflexible. And therefore, the status quo is
not good.

The general direction of Basel II is very promising. And the spe-
cifics—in a sense, the details—need improving. But the general di-
rection is an improvement upon the status quo, which is why we
are supportive of the general direction of Basel II.

If the issues that we have raised are not fixed, the impact would
be focusing on securitization. Financial institutions, if they have to
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charge more risk capital on their balance sheet than what is appro-
priate, based on the actual risk, then their ability to participate in
that marketplace will be hampered.

The depth of liquidity in that marketplace will be hampered.
That affects the pricing in that marketplace.

And since that marketplace is where home mortgages and car
loans and credit card receivables are securitized, when you ad-
versely affect the pricing in that market, it will raise the cost of
borrowing in that market, which then gets down to the consumer
level.

So I am not going to say the sky is going to fall out of the sky.
But pure market logic would have it that if you inhibit their ability
to participate and you inhibit liquidity, you change pricing and you
increase the cost of capital, which affects consumers.

So that will happen. And that is why we are here today. And we
appreciate the opportunity.

Chairman BACHUS. Yeah, thank you. Well, that would not only
maybe drive up the loans, it would also—would it affect the
amount of funds available to make loans?

Mr. GREEN. Absolutely because one of the principal purposes of
the securitization marketplace is to ensure that on financial insti-
tutions’ balance sheets are not loans that are just stagnant. And
they can get rid of those loans on their balance sheet and get fresh
capital.

They can also, in a very sophisticated way, manage their risks
and match their assets with their liabilities much better. So by in-
hibiting their ability to participate in that marketplace, it will in
fact lower the supply of lendable capital.

Chairman BAcCHUS. And that would, I think, affect your lower
and middle income families probably disproportionately.

Mr. GREEN. Certainly, as any consumer who needs a car or a
house or a refinanced mortgage or a credit card, yes.

Chairman BacHUS. Okay. Thank you.

Ms. Thomas, do you recall the original question?

Ms. THOMAS. Yes, I do.

[Laughter.]

Chairman BacHUS. Would you like to respond?

Ms. THOMAS. Certainly. ICBA has had a number of opportunities
and a variety of opportunities to meet and talk with the regulators
about Basel II. This has included a number of our banker members
as well.

We have met with individual agencies on an informal basis. We
have met with all the agencies on an interagency basis together,
as well. We have participated in the comment letter process regu-
larly on this issue.

And we know that the regulators’ door is always open to us if we
have any questions. If we need to be briefed, if we have any con-
cerns we want to express, we know well that we can do that.

The other thing I would like to mention is that ICBA was the
only U.S. trade association that participated in a meeting with the
Basel Committee itself in July 2001. The Committee convened a
meeting of representatives of small and medium-sized banking in-
stitutions around the world to hear our concerns.
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So we had an unprecedented opportunity to speak directly to the
Basel Committee itself. And it was there that the U.S. regulators
ErStk signaled their intention not to apply Basel II to community

anks.

And at that point, that was our major concern. We saw incredible
increase in regulatory burden, if that were the case. Our concerns
were certainly addressed there, as the agencies have announced
that they do not intend to do that.

I think now one of the main issues that we see is the competitive
impact. And I think you heard from the first panel that they intend
to take a close look at that issue.

And they have been looking at it. And they intend to look at it
closely, moving forward, particularly in the ANPR process.

Chairman BACHUS. And that is on small lending, mortgage lend-
ing and residential mortgage

Ms. THOMAS. For our bankers, we are concerned about those re-
tail credits, which are defined as mortgages and other loans to indi-
viduals and small businesses.

Chairman BACHUS. Okay. And even though the agreement does
not specifically apply to you, it would wash over and could affect
your competitiveness on that market?

Ms. THOMAS. Yes. We see that the Basel II banks, they plan on
using the changes in Basel II to more finely price their products
and services. They want the ability to price according to economic,
as opposed to regulatory capital, try to match the economic capital
more to regulatory capital.

Our concern is that smaller banks, not being subject to Basel 1II,
are going to have higher capital requirements for those same loans
and credits. And all other things being equal, a larger institution
will be able to price something lower but still achieve the same re-
turln 01; capital as the smaller bank, which has to price it at a high-
er level.

So we are concerned about the competitive impact there. Some
of the larger community banks that are publicly traded, they com-
pete in the capital markets for capital. And they need to realize
certain returns on equity in order to be competitive.

And so we do see that as an issue. And one of the answers may
be to make some additional adjustments for Basel I banks to ad-
dress those inequities.

Chairman BACHUS. Have you suggested any change in Basel II
to address your concern about these business lines?

Ms. THOMAS. Not so much in the Basel II. I think we think that
itbwilll{ be more appropriate to make an adjustment for the Basel
I banks.

Chairman BACHUS. All right. Thank you.

Ms. Maloney?

Mrs. MALONEY. Thank you very much. My biggest concern with
Basel II is the impact on the competitiveness of the U.S. financial
services industry. And I understand some banks support it and
some have questions.

But as a whole, I think this competitiveness issue is the most im-
portant to address before the accord is implemented. And I want
to be clear that I am not looking for an American advantage. I just
want to make sure that our industry does not face a disadvantage.
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With this as a priority, I worked with the Chairman to introduce
H.R. 2043. And one of the primary aspects of the bill establishes
an interagency Committee, made up of the Treasury Secretary, the
Federal Reserve, OCC and FDIC, to develop a uniform position on
issues before the accord, before Basel II.

If the members of the interagency Committee could not agree on
apposition, the position of the Secretary of the Treasury would be
the determinative position. It also requires a report to Congress be-
fore a decision is made; not that we could stop any decision, but
at least we would be informed of what it is.

And I was particularly concerned about not having any concrete
evidence on the fact that our financial institutions were not dis-
advantaged. I would like to ask any of the panelists if they would
like to comment on the legislation, if you think it is necessary or
not.

Mr. ELLIOTT. One place where this may be into the competitive-
ness issue that you are referring to is that Basel II, as designed,
really is only on the banking institution component of financial
services. There are many parts of financial services here in the
U.S., as well as globally, that Basel II would not apply to.

And an institution like Mellon that I am associated with, many
of our competitors are non-bank financial institution competitors.
And here is where we feel the real inequality of the proposal.

Our hope would be that, from a regulatory perspective, the regu-
lators would be able to come to an agreement that would not penal-
ize the banking sector, if you will, of financial services and that
hopefully legislation would not be required.

But having said that, at the same time, we are looking very
much in terms of how competitive we can be. If our capital is high-
er, that means our return on equity is lower. That means our stock
to investors is not viewed as attractively.

And our ability then to access the capital markets to, in essence,
grow the institution, is in essence hindered. In many ways, many
of these risks we have been talking about, earnings, current earn-
ings basically cover all of the risks. And we think that is a part
of the dimension that they really have not addressed.

Mrs. MALONEY. Well, Mr. Elliott, just following up on it, we had
quite a discussion earlier with the regulators. And they seem to be
in agreement now on the Pillar 1 approach to operational risk.

And I want to know, on a daily basis, what do you do to manage
operational risk? And how will a Pillar 1 approach lead to greater
transparency? Or will it not?

Could you—if you heard that earlier comment on operational
risk.

Mr. ELLIOTT. Yes, I did. Obviously, risk management for any fi-
nancial institution has to be a core competency at the end of the
day. And if you were to look in terms of not only the human capital
that we put against it—you know the human intellect—as well as
our internal systems, this is something that we are constantly en-
hancing and spending a great deal of money on, on a current basis.

And we do not feel an explicit capital charge is going to enhance
that process. In fact, if you think about it, it is really paying for
it twice. You are paying for it in capital. And you are paying for
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it through earnings by having a very robust risk management sys-
tem.

So our view would be that disclosure, which is part of the Pillar
3, which we really have not talked about a whole lot today. This
transparency issue, we think, is very important. We are very will-
ing. And we think frankly that most financial institutions are lead-
ers in transparency.

The tradeoff in transparency is if you have too much, in essence,
there is too much overload possibilities of all your disclosures. So
t}ﬁey do have to be focused. They do have to be on the relevant
things.

Obviously, from a regulatory perspective, the regulators have ac-
cess to all of our internal systems, all of our internal ways of look-
ing at risk, be it either operational risk or interest rate or liquidity.
And our view is that the strength of the regulatory system basi-
cally is the way that you address this, as opposed to a capital
charge that is difficult, if not impossible, to calculate and then com-
pare from institution to institution.

Mrs. MALONEY. Thank you.

Would Mr. Green like to comment on the legislation?

Mr. GREEN. Congresswoman Maloney, while we appreciate the
spirit with which the legislation was introduced, we do not have a
formal position on it. I would just comment, and again, from our
relatively narrow markets’ perspective, but I would just comment,
thinking about the last 2 days. I testified at the Senate hearing
yesterday.

And the combination of these two hearings has probably done a
great deal to achieve the underlying purpose, and that is devel-
oping a dialogue with the regulators, sending a signal to the regu-
lators, allowing those affected by Basel II to have a forum to speak
and have the regulators and legislators hear that. And I think we
are all coming from these hearings with a clearer direction of what
needs to happen between the Third Consultative Paper, the final
Basel Accord and then the ultimate national implementation of it.

So we applaud what you have done to this date. And for that rea-
son, in our narrow market’s perspective, we do not have a position
on the legislation.

Mrs. MALONEY. Would anyone else like to comment? And the
Chairman has informed me that we need to get ready for the next
hearing.

They gave us additional time on this incredibly important issue.
And I thank the Chairman.

If anyone else would like to comment, fine.

Chairman BAcHUS. Thank you. I would make just one final com-
ment.

Dr. Gup, I notice that you mentioned that some of our banks that
do not participate in Basel II could be competitively disadvantaged.
And Ms. Thomas, I think you have some of the same concerns.

And I did note—and I do not know whether it was in the Senate
testimony or in the submitted testimony today—that Director
Gilleran, actually one of the concerns he expressed is that this may
result in a wave of acquisitions, which is obviously a concern.

That could even happen to a larger institution that was maybe,
like Mellon Bank, that your business model was such that it
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caused you to be non-competitive. And you might actually, you
know, your one alternative would be to be acquired, I would think.
I am not sure that would happen.

The other thing I would say, Mr. Elliott, the Federal Reserve or
the regulators have never expressed any concern over how you ad-
dress operational risk today, I would not think. Have they? Not to
a great extent.

Mr. ELLIOTT. Mr. Chairman, I am not sure I understand your
question.

Chairman BacHUS. Okay, have you—maybe I will ask another
way. Have you ever had a problem or a concern with your manage-
meng of operational risk? Or have they ever had a problem or con-
cern?

Mr. ErLioTT. With respect to our organization, no, they have had
no concerns as to either our management of operational risk or how
we would invest in the risk process. We get very high scores with
respect to how we manage that aspect of our business.

Chairman BACHUS. Right. And yet, under this agreement, they
would substitute basically, with a complex and costly formula, for
how you presently manage that risk.

Mr. ELLIOTT. And part of the costliness would be adding a capital
charge to our organization that, in essence, we would have to pass
on to our customers or, in essence, be uncompetitive against our
competition that would not have such a charge.

Chairman BAcHUS. Certainly, the description that this will sim-
ply bring some of our larger banks in is simply a reflection of what
they are already doing. That is certainly not the case with Mellon.

Mr. ELLIOTT. That is correct, yes.

Chairman BACHUS. Thank you.

If there are no further questions, I thank the second panel for
your testimony. And you are discharged at this time. Thank you.

[Whereupon, at 2:35 p.m., the Subcommittee was adjourned.]
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Opening Statement

Chairman Michael G. Oxley

Committee on Financial Services
Subcommittee on Financial Institutions and Consumer Credit
“The New Basel Accord — In Search of a Unified U.S. Position”

June 19, 2003

1 would like to thank Subcommittee Chairman Bachus for holding this
important and timely hearing on the new Basel Capital proposal. I look forward to
hearing from the witnesses on the state of the Basel negotiations, the third
consultative paper, and on H.R. 2043, the “United States Financial Policy
Committee for Fair Capital Standards Act,” which I have co-sponsored along with
my colleague, the Ranking Member on the Committee, Mr. Frank. This legislation
was developed following a hearing the Committee held in February on the Basel
negotiations. What we learned from that hearing was that not only were many
financial institutions concerned that Basel II could adversely affect them, but more
importantly that the federal regulators responsible for negotiating the proposal
could not agree on how Basel II would be implemented or the impact it would have
on U.S. banks.

This lack of consensus among the agencies responsible for ensuring the safety
and soundness of our banking system is alarming and should cause us to pause
before moving forward on Basel 11

In February we heard concerns related to the mandatory capital charges for
operational risk and credit risk, the effect this agreement will have on real estate
lending, and the potential for disparate treatment of small to medium sized
institutions. As a result of that hearing, I understand that there has been some
progress made on the real estate concerns, however additional issues have come to
light. Non-bank financial institutions have expressed concerns over the potential
impact of Basel II on their businesses. Additionally, there have been concerns
raised by the EU over the decision to apply Basel II to only the 10 largest financial
institutions in the U.S. I would like to know how the third consultative paper
addresses all of these outstanding issues and whether there is any willingness to
entertain further changes to the Basel II proposal.

I understand the comment period on the third consultative paper will close in
July and the Advanced Notice of Rule Making will begin shortly there after. 1do
not understand why the regulators are moving forward with rule making prior to
examining all of the comments filed during the comment period and prior to a final
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agreement on Basel 11 which is scheduled for December of this year. It seems to me
that the concerns that have been raised are being largely ignored while the proposal
continues to move forward.

I would like the record to reflect that we did try to have additional witness on
the second panel that would be supportive of the Basel II proposal, however we
could not find any institution that was completely supportive of Basel II. [ am in
agreement that there needs to be changes to the Basel Accord. The practice of risk
arbitrage has made Basel I less effective than when it was adopted in the late
1980s. My concern is that Basel I goes too far and will hinder the banking system
more than it will protect it. Basel II has been in development for several years and
has gone through many stages.

We are in the process of the third consultation on the Basel I proposal. In
my opinion, there are still some kinks that need to be worked out. With a proposal
that is so far reaching, and which changes the fundamental way many banks do
business, it is my hope that the regulators will develop a unified position on Basel
II, go back to the Basel Committee, and return with an agreement that protects the
banking system while ensuring that there are no unintended consequences.

HitH
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OPENING STATEMENT OF
CHAIRMAN SPENCER BACHUS
FINANCIAL INSTITUTIONS AND CONSUMER CREDIT
SUBCOMMITTEE
“THE NEW BASEL ACCORD - IN SEARCH OF A UNIFIED
U.S. POSITION”
JUNE 19, 2003

The Subcommittee meets today to examine the proposed Basel I Capital Accord
and its potential effects on the domestic and international banking systems. The goal of
Basel I1 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.

The Subcommittee on Domestic and International Monetary Policy, Trade and
Technology (DIMP) held a hearing in February to examine the Basel II proposal where
we heard from a distinguished panel of regulators, including Federal Reserve Vice
Chairman Ferguson, Comptroller Hawke, FDIC Chairman Powell and a panel of private
sector witnesses. This hearing revealed that the federal regulators did not have a unified

position on the scope and the merits of the Basel II proposal.

Following this hearing, 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. H.R. 2043 requires the federal banking
regulators to develop a unified position on issues under consideration in the Basel
Committee on Banking Supervision. Today we will again hear from the Federal Reserve,

OCC, and FDIC along with OTS Director Jim Gilleran. Our second panel of private
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sector witnesses includes a large bank, financial services trade associations and an
academic. Ilook forward to hearing from today’s witnesses and thank them for taking

time from their busy schedules to join us.

I applaud the intent and objectives of the Basel II Agreement: to ensure solvency
of our banking institutions and protect against substantial losses, and to create
international standards to better manage risk and align regulatory capital to economic
risk. The distinguished witnesses on our first panel are to be commended for the work

they have already accomplished on this agreement.

Nonetheless I have concerns regarding Basel I on several grounds. First, I
believe it is unnecessarily complex and costly with inflexible formulas replacing current
rules and supervisory examinations. 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. But my main concern is about the transparency of the
Basel process as a whole and specifically, about how the U.S. position at the Basel

Committee is determined.

I know that there has been an extensive comment process, and representatives of
the Federal Reserve Board assure me that the banks that would be subject to Basel II
approve of it. Nonetheless, some of those banks have indicated to me through their
representatives that they are, in fact, concerned about Basel. I understand that banks that
have reservations about the United States position are hesitant to object openly to a

regulatory agency that exercises power over them. This concern seems reasonable to me,
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and I believe we must arrange for a full airing of the views of all interested parties

without institutional constraints.

In addition, it has become clear to me that the banking regulators are not in
agreement on the desirability of the accord as currently drafted. I am hesitant about
supporting fundamental changes to our banking system in the face of a lack of consensus

among thoughtful regulators.

H.R. 2043 would require the regulators to reach agreement by establishing a
procedural framework for further deliberations on Basel. Our bill would create an inter-
agency committee chaired by the Treasury Department and include federal banking
regulators. If the members cannot reach consensus on a position, the position of the
Treasury would prevail. It is important that the Secretary, as part of the elected
Administration, set U.S. policy. Yesterday, I announced at the Exchequer club that the

subcommittes plans to mark up this legislation in July.

In closing, I want to thank Chairman Oxley, Ranking Member Frank and Mrs.
Maloney for working with me to develop this legislation. Ilook forward to working with

them and the other members of this subcommittee on this important issue.

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

statement.
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Opening Statement by Congressman Paul E. Gillmor
House Financial Services Committee

Subcommittee on Financial Institutions and Consumer Credit Hearing entitled, “The New
Basel Accord — In Search of a Unified U.S. Position”

Thank you, Mr. Chairman, for holding this important hearing. 1 appreciate this
opportunity to be updated on negotiations regarding the new Basel Capital Accord {Basel

1I) to regulate international banking risk.

Currently, over 100 nations utilize the original Basel Accord (Basel I) model for capital
standards. However, I understand many financial institutions concerns that this general
approach failed to take into consideration the specific characteristics of larger entities,
frequently changing market conditions, and risk reduction strategies implemented by

individual financial institutions.

Basel Il addresses these concerns under its three pillar system including: minimum
capital requirements, supervisory review, and greater public disclosure. Basel I provides
for greater flexibility in the determination of a bank’s capital requirements, allowing two

separate methods to be utilized by small and large institutions.

As was made clear during this committee’s Subcommittee on Domestic and International
Monetary Policy, Trade and Technology hearing on Basel 11, federal regulators have
failed to take a unified position on the current proposal. I look forward to learning more
regarding their opinions this morning and to hearing from industry representatives on any
remaining concerns with the Basel I proposal. In particular, I want to be sure that
allowing the separate methods for determining credit risk does not put one type of

institution at a competitive disadvantage.

Thank you again, Mr, Chairman, for bringing these important negotiations to this

subcommittee’s attention. 1 look forward to a very informative session.
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1t is a pleasure to appear today before you to discuss Mellon Financial Corporation’s
views on the pending changes to the capital, supervision and disclosure rules. Although
complex-—sometimes extraordinarily so — these new rules will have a profound impact on
the competitiveness of U.S. financial services firms and on the products they provide to
American consumers, companies and investors. Basel’s rules also will have a profound
impact on the global economy. Although the rules are not now scheduled to go into
effect before 2007, they will in fact have a major impact on financial markets far more
quickly. Thus, your review — and that of other panels in the Congress — is timely and

commendable.

The Basel rules are of keen concem to Mellon because we focus on specialized lines of
business around the world. We are a financial services company with 22,500 employees
in 21 countries. Headquartered in Pittsburgh, Mellon is one of the world's leading
providers of financial services for institutions, corporations and individuals, providing
institutional asset management, mutual funds, private wealth management, asset
servicing, human resources and treasury services. Basel will have a major impact on all
of these lines of business, where U.S. banks now have created a global comparative
advantage through aggressive investment in leading-edge technology and the
sophisticated risk management and related systems developed to support these activities.
Mellon has approximately $2.9 trillion in assets under management, administration or

custody, including $566 billion under management.
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At the outset, I would like to express Mellon’s gratitude to all of the regulators — U.S. and
elsewhere — who have spent literally thousands of hours crafting these revisions. Of
particular note is the new emphasis on a more balanced approach to bank regulation —
what Basel is calling the “three pillar” approach. I strongly agree that capital rules aren’t
the sole touchstone of bank safety and soundness. Indeed, undue reliance on capital
adequacy can divert attention from latent, serious problems in internal controls, strategic
decision-making and other key risk areas. Thus, Basel’s decision to look not only at
capital, but also at supervision and disclosure will result in a far stronger global financial

system going forward.

All of the hard work is also justified by the worthy goal with which Basel started: an end
to regulatory capital arbitrage. All sophisticated banks and their holding companies ~
Mellon included — have gotten better in the past decade at spotting inconsistencies
between the regulatory capital standards that bind us and the economic ones that are
demanded by the broader markets. Better alignment of regulatory and economic capital
will reduce this dichotomy and ensure that regulatory capital incentives promote the

laudable supervisory goal of increased bank safety and soundness.

Unfortunately, since Basel started, its goals appear to have changed. As recently stated in
a document released by U.S. regulators, the Basel goals now are improving internal
controls and capital allocation, promoting market discipline and adding a new capital
charge for operational risk. Mellon strongly supports the first two goals, but the third - a

new one — in fact undermines the first two by creating perverse incentives to undue risk
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taking. The operational risk-based capital (ORBC) requirement could also put U.S.
banks at a serious competitive disadvantage versus non-banks here and non-U.S.
financial services firms around the world. The U.S. decision not to impose the most
flawed ORBC proposals, namely the basic and standardized capital approaches, does not
negate the fact that these will be mandated elsewhere, with potential serious safety-and-
soundness results. Setting ORBC on a simple percentage of gross income creates
perverse incentives to risk-taking, as I shall discuss in more detail below, and the U.S.
should fight hard against this in Basel II to ensure that all of the world’s large banks are
under a proper regulatory capital regime, not just those here at home. Systemic risk must
be an over-riding consideration as Basel Il is finalized, and the ORBC proposal thus

poses especially serious challenges.

As requested by the Subcommittee, I shall focus my comments today on issues of
particular importance in the U.S., with a focus on recommendations for the pending
advance notice of proposed rulemaking (ANPR) to be released by the bank regulators. 1

would like to recommend:

» complete elimination of the “Pillar 1” ORBC charge. The goal of promoting
internal controls and capital allocation can far better be achieved through
addressing ORBC in “Pillar 2” — i.e., improved bank supervision;

o the U.S. should not force all large banks into the most advanced versions of
Basel I, as these are also the most complex and not necessarily appropriate

for all large banks. Specialized banks like Mellon (which holds less than $5
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billion in loans in its lead bank) do not require the advanced internal ratings-
based approach for our credit risk book of business. The standardized
approach for credit risk that will be used in the European Union appropriately
controls regulatory arbitrage for specialized banks;

¢ there is no need to continue the arbitrary 8% or 10% capital ratios, or the
overall leverage capital standards. To achieve the end of the arbitrage that
Basel and the U.S. regulators rightly seek, low-risk banks should hold
regulatory capital appropriate to their position — which could be well below
the current regulatory levels set in 1988. High-risk banks should similarly
hold the right amount of capital, likely far more than now imposed. A simple,
overall capital ratio undermines the goal for which Basel and the U.S. have
worked so hard for so long; and

» operational risk-based capital should not be used in either Pillar 1 or Pillar 2 to
“top off” credit risk capital. Each bank should hold regulatory capital
appropriate to its risk profile, with market forces and the bank’s preferences

determining when more than the risk-determined amounts of capital are held.

Operational Risk-Based Capital: Take it Out of Mandatory
Regulatory Capital Requirements

Like many specialized U.S. banks, Mellon is extremely concerned that imposition of the
ORBC charge will have an unintended and undesirable impact — and not just on us. We

see very unfortunate policy consequences, as well as adverse competitive ones, from this
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proposal. As a result, Mellon is a member of the Financial Guardian Group, an

organization for those U.S. banks most concerned with this section of Basel I1.

Let me first detail the policy concerns we have with the ORBC charge. Fundamentally,
Basel ~ and the U.S. regulators, if they follow it or if it can’t be changed ~ would impose
a regulatory capital charge against a risk that can’t be measured or even defined in a
fashion on which all agree. Indeed, the Risk Management Group of the Basel
Committee’s most recent review of operational risk said that its own data should be used
with “caution” because they “do not permit identification of business lines and/or event
types that are the largest source of operational risk.” Basel in this survey found that
banks in the still small sample from which data can be obtained (only 89 banks in 19
countries responded to the survey) view appropriate amounts of operational risk in ranges
from .09% to 41% - a huge range from which no meaningful conclusions can be drawn.
How can Basel or the U.S. press on with a capital charge on which there is so much

variation?

How is operational risk defined? Basel of course has tried to do so, but there’s still no
agreement on whether catastrophic risk — September 11, for example, is in or out. The
most recent version of Basel Il indicates that banks under the most sophisticated version
of the ORBC charge must account for this catastrophic risk, even though no one knows
how to measure it, let alone decide just how much capital would be enough — or if any

amount of capital would be sufficient.
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There’s also still no agreement on how to differentiate operational risk from credit risk
and how to reflect well-understood risk mitigation steps like reserves and insurance.
Fraund, for example, is counted by Basel as an operational risk, but most lenders -
especially retail ones - consider this a routine credit risk. Credit-card lenders, for
example, have well-tested models that accurately predict how much fraud to expect in
their various books of business, and these are reflected in pricing, earnings, and reserves.
A capital charge atop these simply serves no purpose — other than perhaps to increase the
cost of credit to American consumers. As I shall discuss a bit later, the new capital
charge for “legal risk” puts U.S. banks at an undue competitive disadvantage because of
the unique nature of our laws. However, it is also one where reserves are required when
material legal problems arise. Basel Il includes no credit for these reserves, even under
the advanced measurement approach. This double-charge is unnecessary and
inappropriate, and it also shows how much work remains to be done to understand when

operational risk truly poses a safety-and-soundness problem.

Fundamentally, regulatory capital is the wrong way to address operational risk, especially
catastrophic events. Had this requirement been in effect on September 11, what good
would it have done? Just how much capital could the banks at Ground Zero have held to
fend off the planes or ensure quick resumption of operations? Capital is intended in part
as a discipline on management and directors to ensure that sharecholder money is at first
risk before deposit insurance funds or the resources of a central bank lender of last resort
are called upon. This makes lots of sense in areas where banks run risk for profit, but no

institution puts itself at catastrophic operational risk to bypass the regulators. What
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works to prevent and mitigate operational risk — even catastrophic ones - are back-up
facilities, extensive policies and procedures, training, contingency planning and insurance
~ all of which proved their worth on the tragic day of September 11 and the days

thereafter.

In fact, a regulatory ORBC charge creates a perverse incentive to avoid these proven
forms of operational risk management and mitigation. The U.S. appears to have
recognized this by its decision not to impose the “basic indicator” and “standardized”
versions of ORBC in Basel II. These are based solely on a percentage of gross income —
a crude number which has no known relationship to the actual amount of operational risk
a bank may run. Indeed, gross income is often inverse to risk, as less profitable banks
may very well run higher amounts of operational risk. Moreover, such an approach
penalizes those institutions that have better controls and systems, as such attributes will
be recognized in the marketplace of sophisticated buyers and those institutions will likely
have higher gross income but thereby incur a larger ORBC charge. Even though the U.S.
doesn’t plan to impose the gross income-based charge. it should fight hard against it in
Basel because imposition of this approach creates risk for the global financial system and,

thus, U.S. banks and the economy that depends on them.

Further, the “advanced measurement approach”™ (AMA) the U.S. plans to impose does not
correct the fundamental flaws in the regulatory ORBC proposal. As noted, there’s no
agreed-upon definition of operational risk, nor any good measurement of it. Putting

ORBC in Pillar 1, even with deference to internal models, doesn’t solve these basic
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policy problems and creates serious competitive problems for specialized U.S. banks as a

result.

Unique U. S. Considerations

Under U.S. law (for example, the FDIC Improvement Act and Gramm-Leach-Bliley Act)
capital counts. This is right and proper, but it is sadly not the case in many other
jurisdictions where large financial services firms compete vigorously against Mellon and
other U.S. institutions. Pillar 2 in the Basel rules is intended to address problems where
banks do not meet the capital standards, but the Basel II proposal says sanctions can
include “moral” guidance and directives to improve risk management — that is, closed-
door discussions that can allow banks to operate below Basel standards for years. In
sharp contrast, U.S. banks are subject to major sanctions if they fail the “adequate”
capital tests (such as Prompt Corrective Action sanctions), and financial holding
companies must hold only “well-capitalized” banks. Thus, once ORBC is in the
regulatory capital standards — regardless of its manifest flaws — U.S. banks will
absolutely and unconditionally have to comply with its requirements, and European or

Japanese banks could be held to far less stringent account.

A Pillar 2 supervisory standard would give U.S. regulators all the power they need to
impose the appropriate amounts of operational risk-based capital — indeed U.S. regulators
are already holding banks here to that standard under Federal Reserve Supervisory Letter
SR 99-18. Thus, U.S. regulators should be putting their effort into ensuring that other

national supervisors adopt the tough approach to appropriate regulatory capital for credit
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and market risk, not super-imposing a flawed charge here to keep the Basel Il
negotiations moving forward. It should be noted that Interest Rate Risk, which led to the
enactment of FDICIA and the massive thrift failures of the late 1980°s, is not subject to a
Pillar One capital charge, although that risk is quite measurable and has actually led to

bank failures and instead is treated under Pillar Two.

Further, the ORBC capital charges under Basel II - including the advanced one planned
here — includes a regulatory capital charge for “legal” risk. This is defined to include the
risk resulting from tort liability, securities suitability standards, and the laws against loan
and employment discrimination — among many others. These standards, of course, do not
apply in many other nations. We fail to understand why U.S. regulators would agree to a
capital charge for U. S. banking institutions arising from laws and regulations unique to
the US that are designed to achieve our own social objectives — especially given the
unique U.S. requirement for reserves against material legal risk. In addition, these are
laws which have no known bearing on any bank’s failure. In cases where a bank may be
subject to legal risk, securities law requires full disclosure of material concern — with the

ORBC proposal thus having no impact on market discipline.

As U.S. regulators consider Basel II’s impact, another unique factor should be given
careful scrutiny. Not only does regulatory capital matter the most in the U. S. for banks,
but banks (and their parent financial holding companies) are also the only financial
services firms that come under bank regulatory capital standards. Thus, to the degree that

bank regulatory capital differs from the economic capital demanded by the marketplace,
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U.S. banks will be placed in a different competitive position from major financial
services firms that operate outside the banking rules. When bank capital standards are
too low — as is the case in some key credit risk areas — this pushes low-risk assets out of
the bank with perverse safety-and-soundness impact. When regulatory capital is too high

— as will be the case with ORBC — non-barks have a major competitive advantage.

U.S. regulators could address this competitive problem by adopting a truly “functional
regulatory” approach to the Basel standards. Currently, Basel II requires imposition of
all of the new capital requirements at the holding company level. This may make sense
in the EU or Japan, where the laws permit up-streaming banking standards to the parent
level, but it raises profound competitive problems here where the law does not allow this.
To date, the Federal Reserve — the holding company regulator — has generally mandated
consolidation of capital to include bank-like standards on non-banking operations. The
sole exception to this is investment companies, which Congress mandated in GLBA be
outside of bank-like capital imposed through the holding company. Imposing bank-like
capital in the U.S. only on banks would help resolve the many competitive problems in
this market where bank holding companies compete against major non-bank financial

services firms.

This competitive issue is of particular concern to specialized banks. In areas like asset
management and payments processing, many major competitors operate outside the
banking rules. U.S. law allows these companies to have insured depositories for

specialized purposes — credit cards, for example — but to offer asset management or

10
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similar services in holding company entities that don’t come under the bank regulators’
oversight and supervision. In fact, 180 of the largest 200 asset managers in the U.S. are
non-banks. Similarly, the four largest payments processors are non-banks. This makes
such firms major competitors with a competitive leg up. Should the U.S. rules include
the Basel ORBC charge, specialized banks will be placed at such a competitive
disadvantage that they will have to consider revising their charters into the non-banks
their competitors successfully manage free of ORBC capital charges. This does nothing
to promote the safety-and-soundness objectives that bank regulators rightly seek. In fact,
it would increase systemic risk by potentialty pushing business outside the strong and

effective U.S. bank regulatory system.

Regardless of all of the acknowledged flaws in the ORBC proposal noted above, EU
regulators at least have the hixury of knowing that they will bring all large financial
services firms into the new scheme. This won’t do anything to solve the systemic risks
caused by perverse incentives, but it at least won’t push key financial activities outside

the banking charter.

No One-Size-Fits-All Approach

U.S. regulators are considering a unique approach to Basel implementation not only by
imposing the new rules only on the largest internationally active banks, but also by
imposing only the most sophisticated versions of the capital rules, namely, the Advanced

Internal Ratings-Based approach on the credit side and AMA on the operational risk side.

i1
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As noted, this does nothing to fix the admitted flaws in the simpler approaches to ORBC.
Further, it could force U.S. banks with small books of credit risk to assume substantial

and unnecessary cost.

Mellon concurs that the standardized version of the credit risk-based capital (CRBC)
rules includes many simplifications that lead regulatory capital to diverge from economic
capital. However, we believe these differences do not pose serious risk in banks with
small, relatively simple and generally low-risk credit risk books. Mellon is one such
bank, as our major focus is on the specialized lines of individual and institutional services

I have noted above.

A recent survey of the cost of Basel implementation at large banks puts the cost of
developing the data and running the Basel models at between $50 million and $200
million per bank. We see no need to run this large cost when simpler CRBC models are
at hand that address the largest problems in Basel I. Again, many of our competitors are
non-banks, so this cost will put us at an undue competitive disadvantage in relation to the
improved safety-and-soundness for which we, like our regulators, aspire. Given the other
charter options available to U.S. banks, undue Basel costs with adverse competitive
implications will exacerbate the move towards non-bank charters. The adverse
competitive situation is aggravated where a nonbank affiliate of a bank or financial
holding company is subject to Basel Il while its nonbank competitors are free of those

capital requirements.
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Risk-Based Capital Should Vary with Risk

Another potential unique aspect of the U.S. Basel rules is a requirement that each bank’s
capital not fall below current requirements. Since Basel II's goal is to end the arbitrary
capital standards mandated by Basel I, super-imposing a total amount of capital unrelated

to risk atop the results of the complex Basel II models quite simply makes no sense.

We believe each bank’s capital should rise or fall with its risk. Banks that invest in
nothing but very high-quality assets and supplement these with state-of-the-art risk
management techniques should not have to “top off” their regulatory capital to the same
levels set for far riskier banks. Indeed, if required to do so, low-risk banks which will
have to otherwise set aside capital to meet Basel Il will very likely need to run higher
risks in order to push for returns on capital high enough to meet market expectations.
Basel I is intended to end risk arbitrage to promote safety-and-soundness, but an
arbitrary requirement to meet an overall 8% capital standard on top of the results of

accepted internal models will have a perverse result.

ORBC Shouldn’t Be Used to Fill CRBC Holes

As the Basel I models have been run of late, banks with low-risk books of business are
in fact finding that their CRBC might fall below current levels. This is a reward for

appropriate risk management, and should be permitted in the final rule. Fearful of any

13
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such drops, however, regulators are using the ORBC requirement as one of their solutions
to this non-existent problem. As the recent quantitative impact survey of Basel II makes
clear, total capital under the advanced Basel II models could drop for all large banks in
the G-10 countries (which includes the U.S.) by 11% -— with the ORBC requirement
bringing levels back to current requirements. Banks with big books of mortgages or
consumer loans could see their CRBC drop still further, with ORBC again being used to

plug any such holes.

Interestingly, some recent U.S. data suggest that the Basel results may under-estimate
total CRBC, based in part on optimistic assumptions built into the models of reporting
banks. U.S. regulators have seriously questioned some of these results, although they are
in the Basel survey, and the actual U.S. CRBC standards could be far more stringent. If
50, then ORBC will be an added charge on top of a sharp increase in overall credit risk-
based capital, possibly resulting in a major curtailment of banking operations with undue

economic consequences at home and abroad.

The Basel quantitative impact survey also indicates that the banks with the largest
increase tend to be the most specialized institutions, even though they carry little credit
risk. This is the result of the new ORBC charge, but Basel data also show that these same
specialized banks have the lowest incidence of actual operational losses. Capital simply

shouldn’t go up so much for them in order to keep credit risk capital at its current level.

14
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Further, credit and operational risk don’t necessarily bear any relation to each other.
Banks with lots of credit risk because of their subprime or similar loan portfolios can
have terrific operational risk management and mitigation processes in place; conversely,

banks with low credit risk can be ill-prepared for sudden operational disruptions.

As aresult, regulators should assess safety-and-soundness on these two very different
dimensions in a fashion appropriate to each. CRBC should be set in accordance with
actual credit risk, and operational risk of concern to supervisors should be addressed
through vigorous safeguards and, if necessary, sanctions. U.S. regulators have full
authority to impose these — indeed, they do so now - and Basel II should focus on
ensuring that all other nations bring their standards up to these levels and then enforce

them.

In conclusion, we believe the issue of how operational risk is treated in Basel II has the
potential to have major unfavorable competitive implications for the US banking
institutions and affiliates that have made major investments in technology, systems and
controls over the years. These prudent investments have resulted in favorable

comparative advantages for those organizations and the US that could be quickly lost.
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Chairman Bachus, Congressman Sanders, members of the Subcommittee on
Financial Institutions and Consumer Credit, thank you for inviting me here this morning
to testify on behalf of the Board of Governors of the Federal Reserve System on Basel II
and H.R. 2043. Basel I, of course, is shorthand for the proposal being negotiated in
Basel, Switzerland, among the major countries of the world to develop a new agreement
on capital standards for internationally active banking organizations. This new accord
would replace the existing accord, Basel I, developed fifteen years ago.

Basel I and the Changing Marketplace

Basel I has served the United States well, by facilitating an intemnational capital
standard that contributes to competitive equity between our banks and foreign banks in
markets here and abroad. It has, unfortunately, outlived its usefulness for our larger
banking organizations, which have become increasingly complex and driven by new
technologies that permit financial transactions unimagined when Basel I was initiated as
the international standard.

From the perspective of banks, supervisors, counterparties, and stakeholders,
capital is a cushion to ensure banks’ safety and soundness and to provide a benchmark by
which their financial condition can be measured. The nature of how the large banks of
the world do business has changed so much that, for them, Basel I now provides neither
an appropriate cushion nor an accurate risk benchmark. For these large banks, Basel 1
has to be replaced, particularly in a world whose financial markets are so interrelated that
significant difficulties at any one of the largest banks would place the world financial

system at risk.
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Basel I versus Basel 11

We are fortunate that changes in technology in the last decade have permitted
modem principles of finance to be applied in banking, especially at the larger banks. The
new methodologies have already begun to revolutionize risk measurement and
management in ways that promise greater safety, soundness, and stability in our banking
and financial system, particularly if the new methods are hamnessed to the supervisory
process. Basel II holds out that promise and builds on the best practices in risk
management in banking over the past decade.

The Federal Reserve believes it is imperative that both banks and their supervisors
act now to improve risk measurement and management; to link, to the extent that we can,
the amount of required capital to the amount of risk taken; to attempt to further focus the
supervisor-bank dialogue on the measurement and management of risk and the risk-
capital nexus; and to make all of this transparent to the counterparties and uninsured
depositors that ultimately fund--and hence share--these risk positions. That is what Basel
II seeks to do while at the same time also seeking a level regulatory playing field for
banks that compete across borders.

How does Basel II differ from Basel I? As under Basel I, a bank’s risk-based
capital ratio would have a numerator representing the capital available to the bank and a
denominator that is a measure of the risks faced by the bank, referred to as “nisk-weighted
assets.” The definition of regulatory capital in the form of equity, reserves, and
subordinated debt and the minimum required ratio, eight percent, are not changing. What
would be different is the definition of risk-weighted assets, that is, the methods used to

measure the “riskiness” of the loans and investments held by the bank. It is this modified
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definition of risk-weighted assets, the greater risk-sensitivity, that is the hallmark of Basel
1. The modified definition of risk-weighted assets will also include an explicit, rather
than implicit, treatment of “operational risk.”
Developing Basel I

The development of Basel 11 has been highly transparent and over the past five
years has been supported by a large number of public papers and documents on the
concepts, framework, and options. The Basel consultative paper (CP3) published in late
April was the third in the series. After each previous consultative paper, extensive public
comment has been followed by significant refinement and improvement of the proposal.
CP3 itself 1s out for public comment until July 31.

During the past five years, a number of meetings with bankers have been held in
Basel and elsewhere, including in the United States. Over the past eighteen months, 1
have chaired a series of meetings with bankers, often jointly with Comptroller Hawke.
More than twenty U.S. banks late last year joined 365 others around the world in the third
Quantitative Impact Study (QIS3) intended to estimate the impacts of Basel II on their
operations. The banking agencies last month held three regional meetings with banks that
would not, under the U.S. proposal, be required to adopt Basel 11, but may have an
interest in choosing to do so. Our purpose was to ensure that these banks understand the
proposal and the options it provides them.' In about one month the banking agencies in
this country hope to release an Advance Notice of Proposed Rule Making (ANPR) that

will outline and seek comment on specific proposals for the application of Basel II in this

' The documents used in these presentations are available at the Board's web site,
bup www, foderalreserve.gov/banknreg him (See “Documents Relating to U.S. Implementation of Basel
).
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country. In the last week or so we have also released two White Papers to help
commenters frame their views on commercial real estate and the capital implications of
recognizing certain guarantees. These, too, are available at our website.

This dialogue with bankers has had a substantive impact on the Basel If proposal.
1 have attached to my statement a comparison of some of the major provisions of Basel I1
as proposed in each of the three consultative documents published by the Basel
Supervisor’s Committee (appendix 1). As you can see, commenters have had a
significant effect on the shape and detail of the proposal. For example, comments about
the proposed crude formulas for addressing operational risk led to a change in the way
capital for operational risk may be calculated; the change allows banks to use their own
methods for assessing this form of risk as long as these methods are sufficiently
comprehensive and systematic and meet a set of principles-based qualifying criteria.
Industry comments and suggestions have also led to a significant evolution since the first
consultative paper in the mechanism for establishing capital for credit risk; as a result, a
large number of exposure types are now treated separately. Similarly, disclosure rules
have been simplified and streamlined in response to industry concerns. Most important,
the Basel Committee, and certainly all the U.S. representatives, still have an open mind
on all the provisions in CP3 and will try once again to evaluate commenters’ views and
suggestions as we try to complete negotiations by the end of this year.

Perhaps an example of the importance of supporting evidence in causing a change
in positions might be useful. As some members of this committee know, the Federal
Reserve had concluded earlier, on the basis of both supervisory judgment and the

available evidence, that the risk associated with commercial real estate loans on certain
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existing or completed property required a capital charge higher than that on other
commercial real estate and on commercial and industrial loans. In recent weeks,
however, our analysis of additional data suggested that the evidence was contradictory.
With such inconsistent empirical evidence, we concluded that, despite our supervisory
judgment on the potential risk of these exposures, we could not support requiring a higher
minimum capital charge on these loans, and we will not do so.

In the same vein, we remain open minded about new suggestions, backed by
evidence and analysis, and approaches that simplify the proposal but still attain its
objectives. Both the modifications of the proposals in CP3 and the changes in U.S.
supervisory views, as evidenced by the commercial real estate proposal, testify to the
willingness of the agencies, even at this late stage of the negotiating process, to entertain
new ideas and to change previous views when warranted.

It should be underlined that response to public comments has eliminated
complexity in some parts of the proposal but added complexity in others. Banking
organizations have different procedures and processes; one-size-fits-all rules would force
many organizations to spend large sums and reduce their operating efficiencies to change
their approaches. Permitting banks to use their own methodologies requires regulatory
options that, in turn, impose rules that are more complex. Indeed, recent suggestions
from bankers have led us to add questions to our ANPR with the goal of obtaining
information that may lead to additional options, and hence complexities, in Basel II in our

final round of negotiations.
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Scope of Application in the United States

We are interested in comments from all sections of the banking industry, even
though nearly all the banking organizations in this country will remain under the current
capital regime. Ibegan my statement today with the observation that Basel I, the basis
for the current capital rules, has outlived its usefulness for the larger banking
organizations. How then did we conclude that most of our banks should remain under
rules based on the old accord?

Banks Remaining Under Current Capital Rules

To begin with, most of our banks do not yet need the full panoply of sophisticated
risk-management techniques required under the advanced versions of Basel II. In
addition, for various reasons, most of our banks now hold considerable capital in excess
of regulatory minimums: More than 93 percent have risk-weighted capital ratios in excess
of 10 percent--an attained ratio that is 25 percent above the current regulatory minimum.

Moreover, U.S. banks have long been subject to a comprehensive and thorough
supervisory process that is much less common in most other countries planning to
implement Basel I1. Indeed, U.S. supervisors will continue to be interested in reviewing
and understanding the risk measurement and management process of all banks, those that
remain on Basel I and those that adopt Basel II. Our banks also disclose considerable
information through regulatory reports and under accounting and Securities and
Exchange Commission rules so that our banks are already providing significant
disclosures--consistent with another aspect of Basel 11.

Thus, when we balanced the costs that would be faced by thousands of our banks

under a new capital regime against the benefits--slightly more risk sensitivity of capital
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requirements under, say, the standardized version of Basel II for credit risk, and
somewhat more disclosure--it did not seem to be worthwhile to require most of our banks
to take that step. Countries with an institutional structure different from ours might
clearly find universal application of Basel II to be of benefit to their banking system, but
we do not think that imposing Basel II on most of our banks is either necessary or
practical.

Banks Moving to Basel IT

We have an entirely different view for our largest and most complicated banking
organizations, especially those with significant operations abroad. Among the important
objectives of both Basel I and the proposed Basel II is the promotion of competitive
consistency of capital requirements for banks that compete directly in global markets.
The focus on global markets is one of the reasons that we did not believe it was necessary
to impose Base! II on most U.S. banks because they operate virtually entirely in domestic
markets.

Another important objective in developing the negotiating positions for U.S.
supervisors has been encouraging the largest banking organizations of the world to
continue to incorporate into their operations the most sophisticated risk measurement and
management techniques. As I have noted, these entities use financial instruments and
procedures that are not adequately captured by the Basel I paradigm. They have already
begun to use--or have the capability to adopt--the techniques of modem finance to
measure and manage their exposures; and, as I noted, difficulty at one of the largest
banking organizations could have drastic impacts on global financial markets. In our

view, prudential supervisors and central bankers would be remiss if they did not address
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the evolving complexity of our largest banks and ensure that modem techniques were
being used to manage the risks being taken. The U.S. supervisors have concluded that
the advanced versions of Basel [I--the Advanced Internal Ratings Based (A-IRB)
approach for measuring credit risk and the Advanced Measurement Approaches (AMA)
for measuring operational risk--are best suited to achieve this last objective.

Under the A-IRB approach, a banking organization would have to estimate, for
each credit exposure, the probability that the borrower will default, the likely size of the
loss that will be incurred in the event of default, and--where the lender has an undrawn
line of credit or loan commitment to the borrower--an estimate of what the amount
borrowed is likely to be at the time a default occurs. These three key inputs--probability
of default (PD), loss given default (LGD), and exposure at default (EAD)--are inputs that
would be used in formulas provided by supervisors to determine the minimum required
capital for a given portfolio of exposure. While the organization would estimate these
key inputs, the estimates would have to be rigorously based on empirical information,
using procedures and controls validated by its supervisor, and the results would have to
accurately measure risk.

Those banks that are required, or choose, to adopt the A-IRB approach to
measuring credit risk, would also be required to hold capital for operational risk, using a
procedure to establish the size of that charge known as the Advanced Management
Approach (AMA). Under the AMA, banks themselves would bear the primary
responsibility for developing their own methodology for assessing their own operational
risk capital requirement. To be sure, supervisors would require that the procedures used

are comprehensive, systematic, and consistent with certain broad outlines, and must
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review and validate each bank’s process. In this way, a bank’s “op risk” capital charge
would reflect its own environment and controls. Importantly, the size of the charge could
be reduced by actions that the bank takes to mitigate operational risk. This would
provide an important incentive for the bank to take actions to limit their potential losses
from operational problems.

To promote a more level global playing field, the banking agencies in the United
States will be proposing in the forthcoming ANPR that those U.S. banking organizations
with foreign exposure above a specified amount would be in a “core” set of banks--those
that would be required to adopt Basel II. To improve risk management for those
organizations whose disruption would have the largest effect on the global economy, we
would also require banks whose scale exceeds a specified amount to be in the core set of
banks, although the amount of overlap with the banks already included under the foreign
asset standard is quite large. To further ensure that we meet our responsibilities
regarding stability, the agencies will propose, as I noted, that all banks adopting Basel II
in the United States would be required to adopt the most sophisticated versions of the
new accord--the A-IRB for credit risk and the AMA for operational risk. We are
proposing that U.S. implementation of Basel Il exclude from use for credit risk the less
sophisticated, Foundation Internal Ratings Based (F-IRB) approach and the least
sophisticated, Standardized approach, and that it exclude from use for operational risk the
Basic Indicator approach and the Standardized approach.

Ten U.S. banks meet the proposed criteria to be among the core group of banks
and thus would be required, under our proposal, to adopt A-IRB and AMA. As they

grow, other banks could very well meet the criteria and thus shift into the core group in
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the years ahead. We would also permit any bank that meets the infrastructure
requirements--the ability to quantify and develop the necessary risk parameters on credit
exposures and develop measurement systems for operational risk exposures--voluntarily
to choose Basel II using the A-IRB and AMA. We estimate that ten large banks now
outside the core group would make this decision before the initial implementation date
after they make the necessary cost-benefit calculations. These banks would no doubt
consider both the capital impact of Basel II as well as the message they want to send their
counterparties about their risk-management techniques.

Over time, other large banks, perhaps responding to market pressure and facing
declining costs and wider understanding of the technology, may also choose this capital
regime, but we do not think that the cost-benefit assessment will induce smaller banks to
do so for a very long time. Our discussions with the rating agencies confirm they do not
expect that regional banks would find adoption of Basel II to be cost effective in the
initial implementation period. Preliminary surveys of the views of bank equity security
analysts indicate they are more focused on the disclosure aspects of Basel 11, rather than
on the scope of application. To be clear, supervisors have no intentions of pressuring any
of the non-mandatory banks to adopt Basel I1.

If, indeed, ten core banks and about ten other banks adopt Basel II before the
initial implementation date, they would today account for 99 percent of the foreign assets
and two-thirds of all the assets of domestic U.S. banking organizations, a coverage
indicative of the importance of these entities to the global banking and financial system.
These data are also indicative of our intention to meet our responsibilities for

international competitive equity and best-practice policies at the organizations critical to
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our financial stability while minimizing cost and disruption for the purely domestic, less
complicated organizations.
Competitive Equity

The proposed application of Basel II has raised some concems about competitive
equity for U.S. banks. Some are concerned that the U.S. supervisors would be more
stringent in their application of Basel II rules than other countries and would thereby
place U.S. banks at a competitive disadvantage. To address this concern, the Basel
agreement establishes an Accord Implementation Group (AIG), made up of senior
supervisors from each Basel member country, which has already begun to meet. It is the
AIG’s task to work out eommon standards and procedures and act as a forum in which
conflicts can be addressed. No doubt some differences in application would be
unavoidable across banking systems with different institutional and supervisory
structures, but all of the supervisors, and certainly the Federal Reserve, would remain
alert to this issue and work to minimize it. [ also emphasize that, as is the case today,
U.S. bank subsidiaries of foreign banks would be operating under U.S. rules, just as
foreign bank subsidiaries of U.S. banks would be operating under host-country rules.

Another issue relates to the concern among U. S. Basel 11 banks about the
potential competitive edge that might be given to any bank that would have its capital
requirements lowered by more than that of another Basel II bank. The essence of Basel II
is that it is designed to link the capital requirement to the risk of the exposures of each
individual bank. A bank that holds mainly lower-risk assets, such as high-quality
residential mortgages, would have no advantage over a rival that holds mainly lower-

quality, and therefore riskier, commercial loans just because the former would have lower



94

-12-

required capital charges. The capital requirements should be a function of risk taken,
and, under Basel 11, if the two banks have very similar loans, they both should have very
similar capital charges. For this reason, competitive equity among Basel II banks in this
country should not be a genuine issue, since capital should reflect the risks taken. Under
the current capital regime, banks with different risk profiles have the same capital
requirements, creating now a competitive inequity for the banks that have chosen lower
risk profiles.

The most frequently voiced concern about possible competitive imbalance reflects
the “bifurcated” rules implicit in the U.S. supervisors” proposed scope of application: that
is, imposing Basel II, via A-IRB and AMA, for a small number of large banks, and the
current capital rules for all other U.S. banks. The stated concern of some observers is
that the banks that remain under the current capital rules, with capital charges that are not
as risk sensitive, would be at a competitive disadvantage against Basel II banks that
would have lower capital charges on less-risky assets. Of course, Basel II banks would
have higher capital charges on higher-risk assets and would bear the cost of adopting a
new infrastructure, neither of which Basel I banks will have. And any bank that might
feel threatened could adopt Basel 11 if they made the investment required to reach the
qualifying criteria.

But a concern remains about competitive equity in our proposed scope of
application, one that could present some difficult trade-offs if the competitive issue is real
and significant. On the one hand is the pressing need to reform the capital system for the

largest banks and the practical arguments for retaining the present system for most U.S.
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banks. Against that is the concern that there will be an unintended consequence of
disadvantaging those banks that remain on the current capital regime.

We take the latter concern seriously and will be exploring it through the ANPR.
But, without prejudging the issue, we see reasons to believe that banks remaining under
the current capital regime, as outlined by the agencies’ proposed scope of application and
the resultant bifurcated regulatory capital system, would experience little, if any,
competitive disadvantage.

The basic question is the role of regulatory capital minimums in the determination
of the price and availability of credit. Economic analysis suggests that regulatory capital
should be considerably less important than the capital allocations that banks make
internally within their organization, so-called economic capital. Our understanding of
bank pricing is that it starts with the economic capital and the explicit recognition of the
riskiness of the credit and is then adjusted on the basis of market conditions and local
competition from bank and nonbank sources. In some markets, some banks will be
relatively passive price takers. In either case, regulatory capital is mostly irrelevant in the
pricing decision, and therefore unlikely to cause competitive disparities.

Moreover, most banks, and especially the smaller ones, hold capital far in excess
of regulatory minimums for various reasons. Thus, changes in their own or rivals’
regulatory capital minimums generally would not have any effect on the level of capital
they choose to hold and would therefore not necessarily affect internal capital allocations
for pricing purposes.

In addition, the banks that most frequently express a fear of being disadvantaged

by a bifurcated regulatory regime have for years faced capital arbitrage from larger rivals
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who were able to reduce their capital charges by securitizing loans for which the
regulatory charge was too high relative to the market or economic capital charge. The
more risk-sensitive A-IRB in fact would reduce the regulatory capital charge in just those
areas in which banks are now engaging in capital arbitrage transactions that produce an
effective reduction in their current regulatory capital charges. The more risk-sensitive A-
IRB imposes, in effect, risk-sensitive capital charges that for lower-risk assets are similar
to what the larger banks have been successful for years in obtaining through capital
arbitrage transactions. In short, competitive realities may not change in many markets
where capital charges would become more explicitly risk sensitive.

Concerns have also been raised about the effect of Basel II on the competitive
relationships between depository institutions and their non-depository rivals. Of course,
the same argument that economic capital is the driving force in pricing applies. It is only
reinforced by the fact that the cost of capital and funding is less at insured depositories
than at their non-depository rivals because of the safety net. Insured deposits and access
to the Federal Reserve discount window (and Federal Home Loan Bank advances) lets
insured depositories operate with far less capital or collateralization than the market
would otherwise require and does require of non-depository rivals. Again, Basel I is not
going to change those market realities.

Let me repeat that I do not mean to dismiss competitive equity concerns. Indeed,
I hope that the comments on the ANPR bring forth insights and analyses that respond
directly to the issues, particularly the observations I have just made. But, I must say, we

need to see reasoned analysis and not assertions.
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Operational Risk

This discussion has centered on addressing credit risk--the risk that the lender will
suffer a loss because of the inability of a borrower to repay obligations on schedule. A
few words on operational risk are now in order. Operational risk refers to losses from
failures of systems, controls, or people and will, for the first time, be explicitly subject to
capital charges under Basel II. Neither operational risk nor capital to offset it are new
concepts. Supervisors have been expecting banks to manage operational risk for some
time and banks have been holding capital against it. Under Basel I both risks have been
implicitly covered in one risk measure and capital charge. But Basel II, by designing a
risk-based system for credit risk, separates the two risks and would require capital to be
held for each separately.

Operational disruptions have caused banks to suffer huge losses and, in some
cases, failure here and abroad. At times they have dominated the business news and even
the front pages. Appendix 2 to this statement lists some of these recent events here and
abroad. In an increasingly technology-driven banking system, operational risks have
become an even larger share of total risk; at some banks they are the dominant risk. To
avoid addressing them would be imprudent and would leave a considerable gap in our
regulatory system.

Imposing a capital charge to cover operational risk would no more eliminate
operational risk than does a charge for credit risk eliminate credit risk. For both risks,
capital is a measure of a bank’s ability to absorb losses and survive. The AMA for
determining capital charges on operational risk is a principles-based approach that

obligates banks to evaluate their own operational risks in a structured but flexible way.
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Importantly, a bank could reduce its operational-risk charge by adopting procedures,
systems, and controls that reduce its risk or by shifting the risk to others through, for
example, insurance. This approach parallels that for credit risk, in which capital charges
can be reduced by shifting to less-risky exposures or by adopting risk-mitigation
techniques such as collateral or guarantees.

Some banks for which operational risk is the dominant one oppose our proposal
for an explicit capital charge on operational risk. Some of these organizations tend to
have little credit exposure and hence very small required capital under the current
regime, but would have significant required capital charges should operational risk be
explicitly treated under Pillar 1 of Basel IL. Such banks, and also some whose principal
risks are credit-related, would prefer that operational risk be handled case by case through
the supervisory review of buffer capital under Pillar 2 of the Basel proposal rather than be
subject to an explicit capital charge under Pillar 1. The Federal Reserve believes that
would be a mistake, greatly reducing the transparency of risk and capital that is such an
important part of Basel 11, and making 1t difficult to treat risks comparably across banks
because Pillar 2 is judgmentally based.

The Federal Reserve takes comfort from the fact that most of the banks to which
Basel 11 will apply in the United States are well along in developing their AMA-based
operational risk capital charge and believe that the process has already induced them to
adopt risk-reducing innovations. Late last month, at a conference held at the Federal
Reserve Bank of New York, presentations on operational risk illustrated the significant
advances in operational risk quantification being made by most internationally active

banks. The presentations were from representatives of major banks in Europe, Asia, and
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North America. Many of the presenters provided detailed descriptions of techniques their
own institutions are incorporating for operational risk management.” Many banks also
acknowledged the important role the Basel process played in encouraging them to
develop improved operational risk measurement and management processes.
Overall Capital and an Evolving Basel I1

Before I move on to other issues, I would like to address the concern that the
combination of credit and operational risk capital charges for those U.S. banks that are
under Basel I would decline too much for prudent supervisory purposes. Speaking for
the Federal Reserve Board, let me underline that we could not support a final Basel II that
we believed caused capital to decline to unsafe and unsound levels at the largest banks.
That is why we anticipate that the U.S. authorities would conduct a Quantitative Impact
Study (QIS) in 2004 to supplement the one conducted late last year; I anticipate at least
one or two more before final implementation. It is also why CP3 calls for one year of
paraltel (Basel I and 1) capital calculation and a two-year phase-in with capital floors set
at 90 and 80 percent, respectively, of the Basel I levels before full Basel II
implementation. At any of those stages, if the evidence suggested that capital were
declining too much, the Federal Reserve Board would insist that Basel II be adjusted or
recalibrated, regardless of the difficulties with bankers here and abroad or with
supervisors in other countries. This is the stated position of the Board and our supervisors
and has not changed during the process.

Maintaining the current level of average capital in the banking industry can be

accomplished either by requiring each bank to maintain its Basel I capital level or by

? These presentations are publicly available on the Federal Reserve Bank of New York website,
hitp://www.newyorkfed.org/pihome/news/speeches/2003/con052903 htmi
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recognizing that there will be divergent levels among banks dictated by different risk
profiles. To go through the process of devising a more risk-sensitive capital framework
just to end with the Basel I result seems pointless. In the Board’s view, banks with lower
risk profiles should have, as a matter of sound public policy, lower capital than banks
with higher risk profiles. Greater dispersion in required capital ratios, if reflective of
underlying risk, is an objective, not a problem to be overcome. Of course, capital ratios
are not the sole consideration. The improved risk measurement and management, and
their integration into the supervisory system under Basel 11, are also critical to ensuring
the safety and soundness of the banking system. When coupled with special U.S.
features that are not changed by Basel II, such as prompt corrective action, minimum
leverage ratios, statutory provisions that make capital a prerequisite to exercising
additional powers, and market demands for buffer capital, some modest reduction in the
minimum regulatory capital for sound, well managed banks could be tolerable if it is
consistent with improved risk management.

1 should also underline that Basel 11 is designed to adapt to changing technology
and procedures. I fully expect that in the years ahead banks and supervisors will develop
better ways of estimating risk parameters as well as functions that convert those
parameters to capital requirements. When they do, these changes can be substituted
directly into the Basel II framework, portfolio by portfolio if necessary. Basel II will not
lock risk management into any particular structure; rather Basel II will evolve as best

practice evolves and, as it were, be evergreen.
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The Schedule

A few words now about the Basel II schedule. In a few weeks, the agencies will
be publishing their joint ANPR for a ninety-day comment period, and will also issue
early drafts of related supervisory guidance so that banks can have a fuller understanding
of supervisory expectations and more carefully begin their planning process. The
comments on the domestic rulemaking as well as on CP3 will be critical in developing
the negotiating position of the U.S. agencies, and highlighting the need for any potential
modifications in the proposal. The U.S. agencies are committed to careful and
considered review of the comments received.

When the comments on CP3 and the ANPR have been received, the agencies will
review them and meet to discuss whether changes are required in the Basel 1I proposal.
In November, we are scheduled to meet in Basel to negotiate our remaining differences.
1 fear this part of the schedule may be too tight because it may not provide U.S.
negotiators with sufficient time to digest the comments on the ANPR and develop a
national position to present to our negotiating partners. There may well be some slippage
from the November target, but this slippage in the schedule is unlikely to be very great.

In any event, implementation in this country of the final agreement on Basel II
will require a Notice of Proposed Rulemaking (NPR) in 2004 and a review of comments
followed by a final rule before the end of 2004. On a parallel track, core banks and
potential opt-in banks in the United States will be having preliminary discussions with
their relevant supervisors in 2003 and 2004 to develop a work plan and schedule. As1l
noted, we intend to conduct more Quantitative Impact Studies, starting in 2004, so we

can be more certain of the impact of the proposed changes on individual banks and the
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banking system. As it stands now, core and opt-in banks will be asked by the fall of 2004
to develop an action plan leading up to final implementation. Impiementation by the end
of 2006 would be desirable, but each bank’s plan will be based on a joint assessment by
the individual bank and its relevant supervisors of a realistic schedule; for some banks the
adoption date may be beyond the end of 2006 because of the complexity of the required
changes in systems. It is our preference to have an institution “do it right” rather than “do
it quickly.” We do not plan to force any bank into a regime for which it is not ready, but
supervisors do expect a formal plan and a reasonable implementation date. At any time
during that period, we can slow down the schedule or revise the rules if there is a good
reason to do so.
H.R. 2043

This subcommittee has asked the Federal Reserve for its views on HR. 2043. We
agree with a key motivation of that bill: to ensure that the agencies work together and that
any position taken in negotiation by U.S. representatives is reached with full
understanding of its effect on the banking industry and the public more generally. We
believe that the current process does just that, and that the bill may not help in the
achievement of those goals and could be counterproductive. The agencies have long
demonstrated that on various matters, including Basel II, they have been able to reach
agreement and come to a common position. Sometimes the process is smooth and other
times less so, but it always ends in a position that we believe reflects the best interests of
the United States. The agencies also have demonstrated their open mindedness and
willingness to look at facts, to evaluate alternative views and judgments, and to change

their minds on the basis of both public comment and interagency discussions; my
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statement gives some examples of this. The agencies need to continue to have the room
to disagree and work out their differences on the basis of their experience and expertise.
A formal structure to force consensus on Basel issues is not needed.

Indeed, the Board is concerned that, if adopted, H.R. 2043 would reduce our
ability to negotiate with other countries’ representatives on matters of importance to
American banks and our financial system. Our counterparties would know that we could
not bargain or make commitments until we received congressional guidance, a process
likely to slow negotiations or bring them to a halt. Meanwhile, Basel I, an outdated and
ineffective regulatory structure for our largest banks, would continue in effect.

Finally, we believe that the bill, if enacted, would set an unfortunate precedent of
congressional involvement in technical supervisory and regulatory issues. We both
expect and welcome congressional oversight, but H.R. 2043 is, in our judgment,
unnecessary.

Summary

The existing capital regime must be replaced for the large, internationally active
banks whose operations have outgrown the simple paradigm of Basel I and whose scale
requires improved risk management and supervisory techniques in order to minimize the
risk of disruptions to world financial markets. Fortunately, the state of the art of risk
measurement and management has improved dramatically since the first capital Accord
was adopted, and the new techniques are the basis for the proposed new Accord. In my
judgment, we have no alternative but to adopt, as soon as practical, these approaches for

bank supervision of our larger banks.
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The Basel II framework is the product of extensive multiyear dialogues with the
banking industry regarding evolving best practice risk-management techniques in every
significant area of banking activity. Accordingly, by aligning supervision and regulation
with these techniques, it provides a great step forward in protecting our financial system
and that of other nations to the benefit of our citizens. Basel II will provide strong
incentives for banks to continue improving their internal risk-management capabilities as
well as the tools for supervisors to focus on emerging problems and issues more rapidly
than ever before.

Unfortunately, no change in bank regulatory policy can be made without
inevitably confronting a number of dissatisfied banks, regardless of the potential benefits
of the proposed change for the banking system, the economy, and the public as a whole.
We now face three choices. We can reject Basel II. We can sidetrack it by delay. Or we
can continue the domestic and international process, using the public comment and
implementation process to make whatever changes are necessary to make Basel 11 work
more effectively and efficiently. The first two options require staying with Basel 1, which
is simply not viable for our largest banks. The third option recognizes that an
international capital framework is in the self-interest of the United States, since our
institutions are the major beneficiary of a sound intemnational financial system. The
Board strongly supports the third option.

1 am pleased to appear before you today to report on this effort as it nears
completion. Open discussion of complex issues has been at the heart of the Basel [1
development process from the outset and will continue to characterize it as Basel II

evolves further.
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APPENDIX 1
Moedifications to the New Basel Capital Accord

The following table provides a summary of modifications made by the Basel
Committee on Banking Supervision (Committee) to its proposal for a New Basel Capital
Accord (New Accord). Since release of its first consulitative paper in June 1999, the
Committee has been engaged in extensive dialogue with banking organizations and other
interested parties regarding the new capital adequacy framework. These consultations
have included release of three consultative papers as well as the completion of several
quantitative impact studies in which banks were asked to assess the impact of the
Committee’s proposal on their current portfolios.

In many instances, the additional information obtained from market participants
was instrumental to additional analyses conducted by the Committee. The table captures
changes made to the approaches to be implemented in the United States: the Advanced
Internal Ratings Based (A-IRB) approach to credit risk and the Advanced Measurement
Approach (AMA) to operational risk. Modifications to the Standardized approach to
credit risk, as well as the Basic Indicator and Standardized approach to operational risk
are not featured.
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APPENDIX 2
Large Losses from Operational Risk

1992-2002

10 Large Operational Losses Affecting Banks and Bank Affiliates

. Amount
Loss # ($M). Firm Year : Description .

1 1,110 Daiwa Bank Ltd. 1995 Between 1983 and 1995, Daiwa Bank incurred $1.1 bill
in losses due to unauthorized trading.

2 1,330 Barmgs PLC 1995 A $1.3 billion loss due to unauthorized trading triggerec
the bank's collapse.

3 900 J.P. Morgan Chase 2002 J.P. Morgan Chase established a $900 million reserve fc
Enron-related litigation and regulatory matters.

4 770 First National Bank 2001 The bank failed due to embezzlement and loan fraud

Of Keystone perpetrated by senior managers.

5 691  Allied Irish Banks 2002 Allied Irish Bank incurred losses of $691 million due to
unauthorized trading that had occurred over the previou
five years.

6 636 Morgan Grenfell 1997 A fund manager violated regulations limiting investmen

Asset Management in unlisted securities for three large mutual funds.

(Deutsche Bank) Deutsche Bank had to inject GBP 180 million to keep tt
funds liquid, with total costs in the matter exceeding GE
400 million.

7 611 Republic New York 2001 Republic Bank paid $611M in restitution and fines

Corp. sternming from its 1ole as custodian of securities sold by
Princeton Economics International, which had issued fa
account statements and commingled client money.

8 490 Bank of America 2002 Bank of America agreed to settle class action lawsuits fi
in the wake of its merger with NationsBank. The suits
alleged omissions relating to its relationship with D.E.
Shaw & Co.

9 440 Standard Chartered 1992 Standard Chartered Bank lost $440M in connection wit}

Bank PLC the Bombay stock market scandal. A government pane

charged that the banks involved broke Indian banking la
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Testimony on Basel II Capital Accord
by
James E. Gilleran
Director, Office of Thrift Supervision
before the
Subcommittee on Financial Institutions and Consumer Credit
of the
House Financial Services Committee

June 19, 2003

I. Introduction

Good morning, Chairman Bachus, Congressman Sanders, and members of
the Subcommittee. Thank you for the opportunity to discuss the proposed revisions
to the 1988 Capital Accord (Basel I) developed by the Basel Committee on Banking
Supervision (BSC). Although the Office of Thrift Supervision (OTS) has been
involved in the Basel process for some time, we have only recently attempted to
engage ourselves in the process internationally. While we are very supportive of the
Basel process, there are numerous policy implications involved in the recently
proposed international capital standards for banking organizations in the United
States. These include issues that we all must strive to understand and address. 1
welcome your efforts to highlight these pending and important changes.

The proposed change in capital standards currently under consideration
arises from a third Consultative Paper, CP-3, recently issued for public comment by
the BSC. CP-3 is expected to result in the New Basel Capital Accord, or Basel I1.
Basel IT will directly affect the largest and most internationally active banking
organizations around the world, including approximately ten banking organizations
in the United States. Basel Il may also significantly impact, albeit indirectly, all
other banking organizations around the world, including roughly 9500 institutions in
the United States. These institutions include large, medium, and small banks and
thrifis that operate nationally, regionally, and at the community level, many of
which compete domestically with our largest internationally active banking
organizations.

Before getting into the substance of my discussion on Basel II, there is one
point relevant to the ongoing Basel process that I believe is important. While we
have been very involved domestically in the Basel process for a number of years, as
I mention above, OTS is currently attempting to take a more active role
internationally because of the impact of Basel on the institutions we regulate. In this
regard, I would urge the Chairman and members of the Subcommittee to include
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OTS within the context of any legislation, such as H.R. 2043, that would establish
an interagency committee within the United States to oversee Basel issues. Ifa
United States Financial Policy Committee is established, it is extremely important
that OTS, the primary federal regulator of all savings associations, be included.

II. Development of Basel I

Basel I, signed in 1988, addressed only the largest, internationally active
banks in G-10 countries and encouraged countries outside the G-10 to adopt the
framework for their banks that were operating internationally. The underlying
principles of Basel 1, however, were intended to apply to all banking organizations
of any size and activity. Thus, while OTS did not sign Basel I, we applied it along
with the other federal banking agencies. Since Basel I, the four banking agencies
have developed risk-based capital standards consistent with its underlying
principles, but with modifications intended to enhance risk sensitivity.

In connection with our involvement and experience with Basel I, OTS has
been monitoring for many years the work leading up to Base! II. Because of the
potential impact of Basel II on the institutions we regulate, we recently stepped up
our involvement in the Basel process. In anticipation of the domestic application of
Basel 11, OTS is participating fully in preparation of an interagency Advanced
Notice of Proposed Rulemaking (ANPR), with accompanying supervisory
guidance, to be published in the Federal Register in the near future. The initiative
will trigger the official kick-off of the national debate on the subject of new
international capital standards, but, as you are aware, many of the issues raised by
Basel I1 have already attracted significant attention. While OTS has not been
directly involved in the international deliberations to date, our role on the domestic
front—particularly in the mortgage markets—provides us a unique and useful
perspective for this discussion.

In Basel I, the BSC identified two fundamental objectives at the heart of its
work on regulatory convergence. As the Committee 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.” Although the BSC developed a far more detailed and risk-
sensitive capital adequacy framework in Basel II than in the original accord, it does
not stray from the objectives set 15 years earlier. In fact, the BSC expanded upon
these objectives as a guide to its efforts in producing the current proposal. In
particular, the Committee observed that Basel Il should:
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Continue to promote safety and soundness and at least maintain the
current overall level of capital in the system;

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

¢ 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.

While the objectives for Basel II set forth by the BSC are important to ensure
consistency and competitiveness among internationally active banking
organizations, the impact of the proposed changes may affect many other banking
entities domestically. It is important to encourage a thorough discussion among the
regulators, Congress, and the thousands of banking organizations in the United
States that may be affected, directly or indirectly, by Basel II. Hearings such as this
and the upcoming ANPR will help stimulate this debate.

II1. Overview of Basel I1

Basel II contains three “pillars” that are intended to be mutually reinforcing.
Pillar 1 is a minimum regulatory capital requirement; Pillar 2 addresses supervisory
review; and Pillar 3 is intended to promote risk and capital transparency. Briefly, a
description of these is as follows:

e Pillar 1 includes a credit risk component that is measured by either a
standardized approach or one of two internal ratings-based approaches.
The two ratings-based approaches or models are the Advanced Internal
Ratings-Based (AIRB) approach and the “Foundation” approach. Pillar 1
also includes an operational risk component that has several optional
approaches. The centerpiece of the operational risk component of Pillar 1
also permits use of an internal model, the Advanced Measurement
Approach (AMA).

e Pillar 2 is viewed by the BSC as a way for the banking supervisors to
attain better overall risk management and intemal controls at the banking
organizations we regulate.

e Pillar 3 includes a wide range of disclosure initiatives designed to make
the risk and capital positions of banking organizations more transparent.
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IV. Issues for Consideration

As I noted at the outset, OTS has only recently sought to be involved
internationally in the Basel process. While we are supportive of this process and
encouraged by the work completed so far, both domestically and internationally,
there are a number of issues that we have considered regarding the application of
Basel II in the United States. In the following discussion, [ highlight some of these
issues.

A. Competitive Equality

Regardless of how we strive to explain Basel II, the extraordinary technical
detail at its core is substantial. Our banking organizations will need to master the
complexity of Basel Il to provide effective feedback during the upcoming ANPR
comment process on the balance of its burdens and benefits. As we proceed, we
need their input to weigh changes to our existing capital rules, and to assure
ourselves that our actions do not significantly alter the competitive landscape for all
U.S. banking entities. We want to assure that United States banking organizations
remain healthy, competitive, and well capitalized.

The key principle underlying Basel I, and the basis for the advancement
from Basel 1, is greater risk sensitivity. This principle has as much meaning for a
small community banking organization as it does for a large internationally active
institution. The challenge lies in how to address this issue simultaneously for both
types of banking organizations, especially considering that under the proposed
scope of application in the United States all but the few largest banking
organizations will not be “Basel II banks.” A significant issue in this debate is
whether we maintain consistent capital standards for all banking organizations for
lending activities that have the same risk characteristics.

From our standpoint, maintaining competitive equality for community banks
is important, particularly as our economy is showing encouraging signs of
improvement. Community banking organizations play a significant role in small
business lending, which feeds new job creation. “Community banks are one of the
key sources of credit and other financial services to small businesses—the most
prolific job creating sector of our economy. Small businesses employ 60 percent
of the xllation‘s workforce and have created two-thirds of all the net new jobs since
1970.”

! Statement of Paul G. Merski, Chief Economist and Director of Federal Tax Policy, Independent Community
Bankers of America, before the House Small Business Committee, March 1, 2002.



119

Another aspect of this issue that we must consider is the extent to which we
alter our existing capital rules, applicable to all banks, to accommodate changes
proposed by Basel I. For example, under Basel I, the blunt-edged risk-based
capital requirement for 1-4 family residential mortgages (a 50 percent risk-weight,
or 4 percent capital requirement) is not commensurate with the historical risk
associated with residential mortgage lending in the United States. For residential
mortgage loans with relatively low loan-to-value ratios, a substantially lower risk-
weight is more reflective of loss experience. By contrast, the federal banking
agencies have concluded that for some concentrations of subprime loans, a
significantly higher risk weight than 100 percent—and therefore, a capital
requirement higher than 8 percent—might be more appropriate. While Basel Il is
intended to enhance the risk sensitivity of our capital rules, it is important that the
proposed changes are truly reflective of actual risk, as measured over an appropriate
historical timeframe.

B. Supervisory Effectiveness

Another important issue is the potential impact of Basel II on our supervisory
effectiveness. The United States bank regulatory system is considered to be among
the most comprehensive and admired in the world. Capital requirements are only
part of our multi-faceted supervisory response to ensure safety and soundness. Our
supervisory system is grounded in a regular program of on-site examinations
complemented by comprehensive and frequent reporting and off-site monitoring—a
level of supervisory review that may be unparalleled.

As we move forward with a relatively dramatic approach that places a
tremendous emphasis on capital, we must be careful not to minimize or diminish the
other supervisory tools and regulatory judgment that is integral to our supervisory
system. In particular, we should focus on how Basel 11 fits within and improves our
system, and how to strike the right balance between capital rules and effective
supervisory oversight. In the end, sound regulatory judgment is the key to our
supervisory effectiveness and cannot be compromised.

C. Accountability in a Ratings-Based Capital Model

A corollary to this issue is the role of examiners and our examination process
in evaluating ratings-based models dictated in a Basel II supervisory world. The
application of Basel II in the United States will include complex mathematical
formulas and models used to measure regulatory capital levels for our largest
financial institutions. While prior regulatory approval is required to use the models,
once obtained, an institution would effectively set its own capital requirements.
This would be based largely on inputs derived from credit assessments from the
institution’s own credit risk and operational risk models.
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The accuracy and consistency of ratings is extremely important in any
ratings-based system. Numerous subjective decisions are made daily by bank
personnel regarding model inputs. These inputs involve judgments made on items
such as rating a loan’s probability of default, an estimate of loss given default, and
the probability of a major loss arising from an institution’s operational risk. Itis
important to keep in mind that these are human inputs, and are not infallible. Of
particular concern is how to account for the subjectivity of the “human factor” as we
implement and apply Basel II.

Equally important is that we take the steps necessary to support and train our
examiners who will be expected to review the many subjective decisions made
under, and evaluate the mathematical models of, Basel II. We must also consider
how the Basel I models and mathematical formulas reconcile with our existing
rules, such as with our asset risk classification and prompt corrective action rules.
This includes whether any of our existing rules, in addition to risk-based capital,
would have to be changed to accommodate Basel II.

D. Operational Risk

Another important issue is the operational risk capital charge in Basel I1.
The concerns include the difficulty of trying to measure something that cannot be
readily modeled. Currently, the ability to measure and quantify operational risk is
less advanced than the measurement and quantification of credit risk. In addition,
the boundaries between credit risk and operational risk are not always clear.
Another question is whether operational risk should receive a more qualitative Pillar
2 supervisory review as opposed to the quantitative Pillar 1 approach proposed in
Basel 1I. This question is significant because assessment of operational risk
inherently involves human judgment, which lies more squarely within Pillar 2.

There are also questions about the availability of good data to measure
operational risk. Under the AMA model of Pillar 1, the most sophisticated
institutions would use available external data to measure risk and compute their own
capital charge. While data may be readily available for ordinary risk events that can
be budgeted, truly high-risk loss events occur infrequently. We must consider how
to proceed where there is a lack of readily available data for precisely the type of
risk for which capital may be most relevant to a particular institution or group of
institutions.

We will also want to consider the positive effect that an institution’s internal
systems and controls have on operational risk exposure. In computing their
operational risk capital charge, it is important to understand whether and how
different institutions would allocate capital appropriately for weaknesses in their
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internal systems and controls, as well as the disincentives in doing so. This is
important to ensure both consistency and accuracy in the operational risk capital
charge.

V. Conclusion

Thank you, Chairman Bachus, Congressman Sanders, and members of the
Subcommittee for the opportunity to testify on Basel II. As you are aware, Basel 11
raises very significant issues not only for our very largest banking organizations, but
potentiaily for all our insured institutions. I urge all of the members of the
Subcommittee to remain involved in this process going forward. In addition, I
reiterate my request that OTS be included on any committee formed by Congress to
oversee Basel issues in the United States.
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On the Basel Il Capital Accord

The Bond Market Association is grateful for the opportunity to testify on the Basel
Committee on Banking Supervision’s proposed new capital accords, or Basel II. The
Bond Market Association represents securities firms and banks that underwrite,
distribute and trade debt securities domestically and internationally. Association
member firms account for in excess of 95 percent of all primary issuance and
secondary market activity in the U.S. debt capital markets. Through our affiliate
American and European Securitization Forums, we represent a majority of the
participants in the growing securitization markets in the United States and Europe.
The following comments focus on only those issues related to Basel 1! that are most
important to our membership.

1. TBMA Supports the Goals of Basel }i

The Association supports the Basel Committee's overall goal of rationalizing the
current risk-based capital regime, and aligning regulatory capital requirements more
closely with actual credit risk. This goal is critically important to the global financial
market, in which capital flows are increasingly mobile and interdependent. Also, we
are grateful to the Federal Reserve Board and other U.S. bank regulatory agencies for
working with us to address the issues presented by the proposed capital accord
revisions that affect the domestic bond market. While some of our concerns
expressed previously were addressed in the Basel Committee's third consultative
paper (CP3) on Basel II, critical issues still remain.

The Basel Committee has an important role in promoting a prudential but efficient
allocation of capital throughout the banking system. An updated regulatory

capital regime can produce significant benefits, including the promotion of fair global
competition, the creation of incentives for better internal risk management, and an
economically efficient allocation of capital to its most productive uses.
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Although we support the direction and goals embodied in Basel Ii, the revised Accord
should not be viewed as the last word on regulatory capital. In attempting to
promulgate a universal rules-based system that applies the same basic capital
requirements to all regulated financial institutions, Basel II—like its predecessor—is
overly rigid and prescriptive in certain critical respects. However, no such “one-size-
fits-all” regulatory capital regime can fully accommodate the unique needs of these
diverse institutions, or flexibly respond to rapid changes in the financial markets in
which they operate, without suffering from this basic limitation. To overcome this
deficiency, the global financial community will need to move toward a broader
reliance on internal risk models, with supervisory review and approval, to determine
appropriate regulatory capital levels, and we encourage financial market regulators to
continue moving in this direction.

In the meantime, our comments focus on aspects of the proposed Accord that we
believe will, at least in the short term, facilitate the goal of aligning regulatory capital
requirements more closely with actual credit risk.

The Association has principally focused on two areas of the proposed Basel Accord
that significantly affect the bond markets—securitizations and collateralized
transactions, including securities repurchase (repo) and securities lending
arrangements. By creating more risk-sensitive capital standards in these areas, Basel
1I can ensure these transactions continue to serve as useful funding, liquidity and risk
management tools.

Securitizations allow banks and other entities to obtain efficient funding and to
remove certain risks from their balance sheet so they can be borne by other partics
who desire such an exposure. Repo and securities lending transactions also aid
institutions in managing risk by allowing them to readily obtain securities in order to
meet delivery obligations and to hedge exposures arising from separate transactions.
Setting regulatory capital charges too high for these increasingly important and
widely used arrangements threatens to distort economic decision making on the part
of a financial institution. This has the potential of eroding the significant benefits that
consumers and businesses alike realize from securitization and collateralized
transactions.

il. Background on the Securitization and the Repo and Securities Lending Markets
Il. a. Market Size

The past several years have seen phenomenal global growth of the securitization
market. Since 1995, the U.S., European and Asian markets combined have grown
from $497 billion to $2.9 trillion The U.S. market by itself has accounted for about
95 percent of that volume.

The repo market has also shown steady growth over the same period, Approximately
$1.7 trillion in repo and securities lending transactions were outstanding on average
in 1996 and today an average $3.7 trillion are outstanding. Hundreds of billions of
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dollars in repo transactions are conducted daily to fund the positions of bond market
participants and allow the Federal Reserve Board to conduct open market operations.

if. b. Benefits of Securitization and Securities Lending and Repo Agreements

Securitization offers numerous benefits to consumers, investors, regulators,
corporations and financial institutions.

Securitization has developed as a large market that provides an efficient funding
mechanism for originators of receivables, loans, bonds, mortgages and other financial
assets. Securitization performs a crucial role for the entire U.S. economy by
providing liquidity to nearly all major sectors including the residential and
commercial real estate industry, the automobile industry, the consumer credit
industry, the leasing industry, and the bank commercial lending and corporate credit
markets. In addition, securitization has provided a means for banks to effectively
disperse the nisk of various positions they hold throughout the broader financial
market.

Securitization provides low-cost financing for banks and other companies, lowers
borrowing costs for consumers and home buyers, adds liquidity to banks’ balance
sheets, provides for efficient bank balance sheet and capital management, and draws
non-traditional sources of capital to the consumer and corporate lending markets.
The efficiencies introduced by securitization are passed on to consumers and
businesses in the form of more widely available credit, lower interest rates and lower
prices.

Securities Lending and Repurchase Transactions

Securities lending and repo transactions are integral to maintaining liquidity in the
capital markets. They are a secure and flexible method of obtaining funding and
securities for market participants. For example, a market participant may purchase
securities which are then sold in a repo transaction, with an agreement to repurchase
such securities sometime in the future. The repo seller can use the proceeds of this
transaction to fund their initial purchase. The repo buyer is able to invest funds for
short periods in a safe and liquid product. By providing a ready source of funding,
repos and securities lending transactions are critical to maintaining liquidity in the
bond markets. In the Treasury markets in particular, this liquidity ensures that the
Treasury’s borrowing costs are kept low. In short, America’s capital markets operate
as efficiently as they do because wholesale market participants can use repos and
securities lending transaction to finance and hedge positions. The liquidity and
efficiency provided by the repo market lowers financing costs for the federal
government, home buyers, corporations and consumers.

1il. Basel II's Impact on Securitization and the Repo and Securities Lending Market

The Association applauds the goal of the Basel Accord to allow financial institutions
the ability to more closely tailor risk-based capital requirements to the actual amount
of risk present in financial transactions. The proposed Accord, however, does not

currently meet this goal because under the proposal, institutions would be required to
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maintain a higher level of capital than is warranted by the practical risk of their
positions. We have summarized below some of our principal concerns in connection
with the proposed capital treatment of securitization exposures and repo and
securities lending transactions. The Association is continuing to develop additional
quantitative and analytical arguments to support these points, which will be submitted
prior to the July 31 comment deadline in response to the CP3. The Association will
share our comments with committee members at that time.

il a. Securitization

The Association is troubled by the treatment in Basel II of certain securitization
products and positions. We are especially concerned that if Basel Il is not amended,
the onerous capital charges imposed on banks will discourage them from engaging in
securitization transactions. As a result, the benefits conveyed by a robust and
efficient securitization market would be diminished or lost.

Securitization Risk Weights Are Too High

The floor capital charge is too high for many types of securitization positions, given
their actual risk profile. Sub-investment grade positions in particular attract too high
a capital charge under the proposals, given the actual credit risk they present. Many
of the key assumptions underlying securitization formulas and risk weights are too
conservative, and lack a proper theoretical or empirical foundation.

By setting the floor requirements at a higher level than the actual risk of a position,
Basel II reduces incentives for banks fo participate in securitizations. This would
lower incentives to conduct transactions that actually lessen a bank’s risk exposure
and that allow banks effectively to disseminate the risk of a particular transaction
throughout the marketplace.

Conservative Rules Result in Inordinately High Charges

In establishing rules governing the manner in which regulatory capital computations
are to be made, Basel 11 defaults to the conservative alternative so often that—
cumulatively—these rules result in an inappropriately high capital charge for
securitizations. For example, given the general ability under Basel II to rely upon
qualified external ratings to determine regulatory capital requirements, we believe
that originators of securitized assets should be able to use such ratings to determine
risk weights, even if this produces a lower capital charge than if the assets had not
been securitized. Originators do not have this ability under the proposal as drafted.
There are numerous other examples of excessively conservative rules that—in the
aggregate—produce unduly high capital charges for securitizations.

Synthetic Securitizations Should Not Be Discriminated Against

Higher capital charges should not be levied against synthetic securitizations, in
comparison to traditional asset securitizations. (Synthetic securitizations involve the
bundling and securitization of credit exposures, rather than the underlying financial
assets.) Synthetic securitizations are increasingly used by financial institutions to
manage their balance sheets, and provide additional options and flexibility for risk
management. Since the risk profile of a synthetic asset is the same as for a cash asset.
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the risk based capital treatment should be equivalent. However, this would not be the
outcome under the proposals as currently drafted and, in several respects, synthetic
securitization positions attract inordinately high capital charges.

Limited Credit Risk Inherent in Liquidity Facilities Should be Recognized

In a number of important respects the Basel II proposals would require financial
institutions to hold disproportionately high levels of capital against liquidity facilities
they provide in connection with securitizations. Such liquidity facilities are extended
by financial institutions to a variety of securitization issuance vehicles, including but
not limited to asset-backed commercial paper conduits. Through the securitization
market, these conduits provide competitive short-term financing for a wide range of
asset originators. The performance history of liquidity facilities in this context
demonstrates that the likelihood of draws are extremely low, and the incidence of
credit losses negligible.

‘We believe that internal modeling is the most appropriate method for determining
regulatory capital for liquidity facilities. The key operational requirement for
liquidity facilities is that there be an asset quality test that adjusts dynamically to
preclude funding of defaulted assets. Such a dynamic test is one that is built into
liquidity facilities that have been in the market for years, and that has led to historical
performance data showing the relatively low risk of draws and of losses on such
draws.

Under Basel II, if a liquidity position is not rated, we believe that a bank should be
able to look through to the risk weight assigned to the underlying transaction that the
liquidity supports if that underlying transaction has been externally rated. Given that
the underlying transaction reflects the ultimate risk of a liquidity position, we see no
reason not to permit the reliance on the rating of that transaction if a liquidity position
itself is not rated.

I, b. Securities Lending and Repurchase Transactions

The Association is concerned that Basel I1, as proposed, falls short with regard to
recognizing modern risk-management techniques as they relate to secured
transactions such as securities lending and repurchase transactions. By failing to
account for methods widely used to mitigate risk exposure, capital charges for banks
would not reflect true balance sheet risk. The undue capital charges would ultimately
result in less efficient and more costly markets.

Encourage the Use of Cross-Product Netting as a Risk Management Techniques

The Association believes that the manner in which risk based capital requirements for
repo and securities lending transactions are calculated should be revisited along with
the treatment of similar collateralized transactions. The Association strongly believes
that transactions which present similar risks—and mitigate against similar risks—as
repo and securities lending transactions should be treated in the same way for risk-
based capital purposes. Many financial institutions currently manage risks for all
collateratized transactions in a uniform manner.
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After conforming the manner in which risk is calculated for repo and securities
lending transactions and other collateralized transactions, the Basel Accord should
take the next logical step and allow for recognition of the netting of exposures across
such transactions. Currently the Basel Accord contemplates netting only between
repo and securities lending transactions. It is widely recognized that netting
exposures across different transactions helps financial institutions reduce their
exposure to the risks such transactions present. Providing incentives in the Basel
Accord through broader recognition of cross-product netting will provide added
incentives for financial institutions to implement this risk-reducing practice.

Encourage the Use of Internal Risk Models .

It is the Association’s view that allowing financial institutions to utilize internal risk
models—as Basel I would—to determine counterparty risk for collateralized
transactions is a step in the right direction. Basel I should not, however, dictate rigid
rules as to what models financial institutions must utilize in determining risk. The
Accord should allow financial institutions to utilize their own risk models subject to
the review and approval of national supervisors under Pillar 2 of the Basel Accord.
Otherwise, financial institutions would likely devote resources to creating a model
that may not accurately capture the risks present in collateralized transactions. In
addition, the Association believes the Accord should not set out a rigid backtesting
regime for such models. (In this case, backtesting refers to evaluating the
performance of a model based on historical data.) In any event, the backtesting
regime currently set out in the Basel Accord risks dissuading financial institutions
from improving upon their existing risk management practices through the use of
internal risk models by risking the imposition of significantly increased capital
charges. As currently contemplated, should the results of the backtesting regime
generate a number of mismatches or “exceptions” between estimated and actual data,
an institution’s risk-based capital charge would be significantly increased. Such
backtesting regime—and its potentially punitive results—do not have any
commercially reasonable basis in relation to the repo and securities lending markets.

IV. Conclusion

The Association supports the overall goal of the Basel Committee to align capital
requirements for financial institutions more closely to actual credit risk. While the
revised Accord has the potential to move regulatory capital requirements in the right
direction, the Association continues to have fundamental concerns with the proposal
that must be addressed to uphold the Basel Committee’s stated goals without causing
economic distortions in the securitization, repo and securities lending markets.

The Association looks forward to continuing its dialogue with the Federal Reserve
Board and other U.S. regulators on the issues we have addressed above. We plan to
offer formal comments on the third consultative paper this summer, and when the
Board issues its advanced notice of proposed rulemaking describing the U.S.
implementation of Basel 11, the Association will provide further input.
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T stimony before the U.S. House of Representatives, Committee on
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Credit, June 19, 2003
By
Benton E. Gup, Ph.D.

The University of Alabama'

BASEL 1l CREATES AN UNEVEN PLAYING FIELD

The 1988 Basel Capital Accord provided a minimum capital requirement of
8% of risk weighted assets for internationally active banks in order to 1) ensure
an adequate level of capital and 2) competitive equality. It is the second point,
competitive equality that is addressed here. Competitive equality referred to the
fact that at that time, banks in the major trading countries had significantly
different capital ratios. Those with lower capital ratios had lower costs of funds
and a competitive advantage in the loan markets of the world. Thus, one of the
purposes of the 1988 Accord was to even the playing field in terms of capital
requirements. It was successful. By the turn of the century, the 8% capital
standagd has been adopted in more than 100 countries with internationally active
banks.

The 8% capital standard is a “one size fits all" measure. It focused on
credit risk, which was a good starting point; but banks face a wider variety of
risks. Accordingly, in 1996, an amendment was introduced that allowed banks to
deal with trading/market risks. And in 1999, the Basel Committee on Banking
Supervision proposed a New Capital Adequacy Framework io replace the 1988
Accord. The end product will be the New Basel Capital Accord (Basel iI) that is
expected to be adopted in 2006. The good news is that Basel Il will provide
greater flexibility and risk sensitivity than the 1988 Accord. The bad news is that it
will create competitive inequality which was one of major reasons behind the
framing of the 1988 Accord.

Basel Il provides three options for calculating risk weighted assets for
credit risk.®

1) The Standard Approachis similar to the 1988 Accord. However,
some adjustments to the risk weights are made for sovereign
exposures, non-governmental public sector entities, and muitilateral
development banks. A 100% risk weight means a full capital charge

' Benton E. Gup, Ph.D.
Box 870224

Room 200 Alston Hall
University of Alabama
Tuscaloosa, AL 35487

Phone 205-348-8984
Fax  205-348-0590

2 “The New Basel Capital Accord,” Press Release, January 16, 2001.
3 "Overview of the New Basel Capital Accord,” April 2003.
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equal to 8% of that value. A 50% risk weight means a capital
charge of 4% (0.5 x 8%) of that value. For corporate lending, Basel
I provides risk weights of 20%, 50%, 100%, and 150%.

2) The Foundation Internal Ratings Based (IRB) Approach.

3) The Advanced Internal Ratings Based (IRB) Approach. The
Advanced IRB approach is similar to the Foundation IRB approach.
However, under the Foundation IRB, the bank supervisors provide
the estimates of the values used in establishing losses (e.g., loss
given default [LGD], exposure at default [EAD], and maturity [M])
that are used in the modeis. Under the Advanced IRB, the bank
provides the probability of default [PD], LGD, EAD, and M. The
range of risk weights under the Foundation and Advanced IRB
approaches is greater than under the Standard Approach. Credit
risk mitigation and securitization are considered under both
approaches.

Bank Capital

Table 1 shows the total risk based capital ratios for all FDIC -insured
commercial banks in 2002. The ratios range from 17% for the smallest banks fo
12% for the largest ones. There are 80 large banks with assets greater than $10
billion, and 7,807 smaller banks. The smail banks have excess capital. The
capital for the large banks exceeds the 8% minimum, and provides a cushion for
growth, During the 1997-2002 (4™ Qtr.) period, large bank assets increased 66%.
During that same period, the assets of smaller banks remained virtually
unchanged.

Table 1
Total Risk Based Capital Ratio at FDIC-Insured Commercial Banks
Full Year 2002

Less than $100 million to | $1 billion to Greater than
$100 million in | $1 billion in $10 billion in $10 billion in
assets assets assets assels
12.78% 17.10% 14.20% 14.53% 12.12%
Average
capital ratio
for all banks
7,887 banks 4,168 3,314 325 80

Source: FDIC Quarterly Banking Profile, Fourth Quarter, 2002, Table IH-A
http:/fwww2.fdic.gov/gbp/2002dec/cb3.htmi

Federal banking regulators are expected to require about twenty of the

largest commercial banks to use the Advanced IRB approach. The other banks
will be given a choice of using the Advanced IRB approach or continue to use the
1988 Basel Capital Accord standard. Because the smaller banks have excess
capital, and less need to enter the national and international capital markets than



130

the large banks, the 1988 Basel Capital Accord will work for them. That leaves
about 60 large banks in a quandary. Which approach should they use?

One factor affecting their decision is the cost ofimplementing Basel I that
ranges from $10 million for small banks to $150 million or more for large banks.*
For example, Credit Suisse First Boston estimated that the initial costs of
complying with Basel Il would range from $52 million to $75 miliion, plus
substantial costs for maintaining the systems.®

Stock market and debt market values are important too. Some bankers
whose stocks are actively traded believe that they must choose the Advanced
IRB approach if they want to be considered major league players by equity
analysts and shareholders. Otherwise, they will be considered minor league
players, and it could adversely affect the price of their stocks. The issue of
whether a bank is a major league player appears to be of greater concern to
equity analysts than to credit rating agencies.

Different Methods of Calculating Credit Risk Give Different Capital
Requirements

Large banks will probably select the Advanced IRB method for calculating
risk weighted assets because it gives them the greatest potential for reducing the
amount capital that they must allocate for credit risk. Thus, a bank using the
Advanced IRB method for calculating risk may have lower capital requirements
for a loan than a bank using the 1988 Basel Accord standards. By way of
illustration, consider a $100 commercial loan with a 1-year maturity. An FDIC
study by French, Stark, Cave, and Feid (2003) revealed that under the Standard
Approach — which is similar to the 1988 Basel Accord standards, the loan has a
100% risk weight and the capital charge is $8. Under the Advanced IRB
approach, if the loan has an initial S&P rating of “A+,” a 10% loss given default
(LGD), and a 0.3 probability of default (PD), it would have a 1.72 risk weight that
equates to a capital charge of $0.14 ($8 x 0.0172 = $0.1376).

The LGD, PD and EAD used in the Advanced IRB method to evaluate a
particular loan may vary from bank to bank depending on the underlying
assumptions, judgments, quality and quantity of the data, and the models they
use. ltis possible that some banks using the Advanced IRB method may
understate the risks to minimize the initial risk capital required in order to price a
loan below their competitors. Even if such banks don’t “game” the system, the
Advanced IRB typically produces lower capital requirements. To the extent that
capital is taken into account in pricing loans, this creates an uneven playing field
for the 7,800+ banks using the 1988 Basel Accord standard.

Real Estate

Real estate loans are singled out because they constitute a larger
percentage of the loan portfolios of the larger regional banks than of the largest
banks in our system. The risk weights assigned by Basel li to real estate loans

* Petrou (2003).
° Ervin (2003).
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appear to be excessive in light of the changes that have occurred in that industry.
The past and the present are discussed below.

An FDIC study, History of the Eighties (1997, Vol. 1), found that real
estate loans were the main cause of losses at failed and surviving banks in the
U.S. in the 1980s and early 1990s. An International Monetary Fund study by
Lindgren, Garcia, and Saal (1996) found that real estate loans contributed to
banking sector problems in Finland, France, Japan, Malaysia, Norway, Spain,
and Sweden. A World Bank study by Sheng (1996) identified real estate losses
with banking problems in Argentina, Chile, Columbia, Ghana, Yugoslavia, and
elsewhere. Finally, Gup (1998), studying international banking crises, identified
real estate loans as contributing to more bank failures than any other category of
loans. The bottom line is that real estate lending can be risky. Why?

The 1985-1991 Period

in order to answer that question for real estate loans in the U.S., we
examine one of the worst periods in banking history, and then contrast it to 2002.
As shown in Table 2, 1,260 FDIC -insured commercial banks failed during
the1985-1992 period. During this period, real estate loans expressed as a
percentage of net loans and leases increased from 27% to 44%.

In order to examine the failed banks in greater detail, we focus on 1991.%
Table 3 shows that most of the banks that failed were small: 9% had assets of
less than $100 million and 23% had assets $100 million to $1 billion. Stated
otherwise, 92% of the banks that failed were small, community banks. Table 3
also reveals that most of the failed banks were located in the Northeast and
Southwest.

Bad real estate loans were a major factor in many of the failures. Figure 1
shows a map of troubled real estate loans by state in 1991. The darkest color on
the map depicts states with 8% or more troubled real estate assets. They are
located primarily in the Southwest and Northeast, Banks located in Texas,
Connecticut, and Massachusetts accounted for the greatest concentration of
failures. Other parts of the country fared better.

The map in Figure 1 and the data in Tables 3 provide unique insights. The
real estate problems were highly concentrated in selected states. Because small
banks serve their local communities, they were impacted the most by downturns
in their real estate markets in the sense that they could not diversify their real
estate loan risk. The same was true for the larger banks that failed. However, the
composition of loans and charge-offs rates of loans differed substantially
between small and large banks (see Table 5).

In the early 1990s, bank operations were restricted geographically. It was
not until 1994 that the Riegle-Neal Interstate Branching Efficiency Act was
passed that allowed interstate bank acquisitions.

In 1991, commercial and ind ustrial loans accounted for 27% of total loans
and leases and real estate loans accounted for about 43%. However, as shown
in Table 4 - FDIC Assets in Liquidation, C&l loans exceeded real estate loans.

5 1991 was selected because the data were complete and consistent in the sources cited in
Tables 2-5. Data for 1992 was not consistent.
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This suggests that commercial loans also contributed significantly to bank
failures, and that bad real estate loans were not the sole cause.
Table 2
FDIC Insured Bank Failures, Deposits, and Real Estate Loans

Year | Bank Bank Total Net Real
Failures | Deposits | Real Loans | Estate
(1,260) | at Failed | Estate | and loans/net
Banks Loans | Leases | Loans
$ bill, at ail $ bill and
($180) banks Leases
$ bill. %
1992 | 120 $41 $868 $1,977 143.9%
1991 1124 54 851 1,998 42.6
1990 | 168 15 830 2,055 1404
1989 | 206 24 762 2,004 38.0
1988 | 200 25 675 1,886 36.8
1987 | 184 6 600 1,779 33.7
1986 | 138 7 515 1,728 29.8
1985 | 120 8 439 1,608 273

Annual Report 2002, FDIC, p. 111; FDIC, "Real Estate Loans,” Table CB12,
hitp://www2idic.gov/hsob/hsobRpt.asp.

Table 3
1991 Failed Banks by Asset Size and Location
Bank Asset Size 1991 Failed Banks

Greater than $10 billion 2 (1%)
$1 billion - $10 billion 9(7%)
$100 million - $1 billion 28 (23%)
Less than $100 million 85 (69%)

Total 124 100%
Northeast 45 (36%)
Southwest 38 (31%)

“Banks Failures and Assistance,” 1991, FDIC,
http://www.fdic.gov/bank/historical/bank/1991/index.htm!
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Table 4
1991 FDIC End of Year Assets in Liquidation
Asset Type Book Value ($ billions)
Commercial Loans $15.3
Mortgage Loans 12.8
Other Loans 14
Real Estate Owned 6.0
Judgments 19
Securities 0.3
Other Assets 5.6
Total $43.3
Managing the Crisis: The FDIC and RTC Experience, 1998. Table 15-4.
Table 5
Percent of Real Estate Loans Charged Off (Net), Yearend 1991
All Banks Assets Assets Assets Assets
Less than $100 $1-10 Greater
$100 million - Billion than $10
million $1 billion billion
All Real 0.98% 0.26 0.45 1.02 1.54
Estate Loans
Construction 3.02 0.45 1.43 3.12 4.38
&
development
Commercial 1.24 0.40 0.62 1.18 2.21
Multifamily 2.01 0.51 0.56 1.58 3.75
residential
1-4 Family 0.20 0.18 0.18 0.28 0.14
Home equity 0.14 0.27 0.11 0.15 0.10
lines of credit

Source: The FDIC Quarterly Banking Profile, Fourth Quarter, 1991, page 4.
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Figure 17
Troubled Heal Estate Asset Hates By State
December 31, 1991

Real Estate Lending 2002

The dynamics of real estate lending have changed dramatically as a result
of deregulation and changes in technology.

Geographic Diversification: As a result of the previously mentioned
Riegle-Neal Act, and other laws deregulating banking activities, such as Gramm-
Leach-Bliley, large banks today enjoy geographic and product diversification that
allows them to limit their loan risk in specific markets. No longer is a bank limited
fo one city or one state. It can expand throughout the United States to obtain an
optimal allocation of its loan portfolio.

Securitization: Securitization of loans benefits both the sellers and the
buyers. The sellers can reduce their balance sheet risks and increase their fee
income. Fannie Mae, for example, buys home mortgages and mortgage related
products from banks and other financial institutions. Fannie Mae also guarantees
some mortgage products. The buyers can diversify their loan portfolios by buying
loans from different geographic areas, and with different degrees of risk.

Derivatives: Derivatives are widely used by about 400 banks to hedge
interest rate and credit risks.® The Fannie Mae 2002 Annual Report® does an

7 The FDIC Quarterly Banking Profile, Fourth Quarter, 1991, Chart F.
8*0CC Bank Derivatives Report, Third Quarter 2002,” December 2002,
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outstanding job explaining how this Government Sponsored Enterprise (GSE)
uses derivatives to hedge interest rate and credit risk. Table 6, from Fannie
Mae’s 2002 Annual Report, illustrates the type of instruments used, what they
are hedging, and the purposes of the hedged fransactions. The annual report of
Fannie Mae should be read by ali real estate lenders to gain insights about how

to mitigate the risks associated with such loans. "
Table 6

Fannie Mae’s Use of Derivatives
"TABLE 24: PRIMARY TYPES OF DERIVATIVES USED

"Derivative Hedging Instrument "Hedged Item Purpose of the Hedge Transaction
Pay-fixed, recei iable Variabl debe “To protect against an increase in interest
swap Asticipated issuance of debt rates by converting the debe’s variable rate

to a fixed rate.

Receive-fixed, pay-variable interest-rate Noncallable fixed-rate debt To protect agsinst a decline in interest rates.

swap Converts the debt’s fized rate to 3 variable
rate.

Basis swap or spread-fock Variable-rarc assets and liabilices “To “lock-in” of preserve the spread between
V:riabae-nuc. interestcarning assews and

. bt h sl 2o

Pay-fixed swaption Varishle-ratz debt "To protect against an increase in interest

rates by having an option w convert
. floating-rate debt to a fixed rate.

Caps Variable-rute debt To protect against an increasein interest
rates by providing a limit on the intersst
cost ont our debt in 1 rising race

Receive-fixed swapton Noncatlable fixed-rave debt T Kromagzinst a decline in interest rates
by having an option to convert fixed-rte
debt v floating-rate debr,

Foreign currency swa; Foreign currency-denominated debt To protect against Auctastions in exchange

& At rates on non-U.S. dollar-denominated debt
by converting the interest expense and
principal payment on foreign-denominated
debt to U.S. dollardenominated debe.

Loan-to-Value (LTV) Ratios: The Fannie Mae 2002 Annual Report (page
71) states that “LTV ratio is a strong predictor of credit performance. The
likelihood of default and the gross severity of a loss in the event of a default are
lower as the LTV ratio decreases, all other factors held equal.” This is true for
both residential and commercial real estate.

The average loan to price ratio on new single family homes in the U.S. in
2002 was 77.8%, not much different from the 75.0% in 1991."" Data are not
available for commercial and other real estate LTVs, Nevertheless, the same
principal applies — high LTVs are associated with high risk.

Credit Scores: Inrecent years, credit scores developed by Fair Isaac &
Co. (FICO scores) have become widely used as an indicator of credit quality for
retail borrowers. ' The FICO scores range from 150 to 950. Scores below 620

fOSee pages 61-63 in the Fannie Mae 2002 Annual Report.

Also see Poole (2003) for a discussion of the GSEs role in the housing markets and financial
stabitity.
" Federal Reserve Builetin, May 2003, A 32; U.S. Department of Commerce, Statistical Abstract
of the United States, 1393, Table 811.
"2 For additional information, see www.myfico.com.
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are considered subprime. The higher the score the better, and the less likely the
chance of default.

Bank Failures and Loans Charged-Off in 2002: Ten FDIC insured
banks failed in 2002, the largest number of bank failures since 1994. The failures
reflected slow economic growth and problems with subprime lending.

The data presented in Table 7 shows the loans that were charged off in 2002.
Notice that all real estate loans had a charge-off rate of 0.15%, while C&l loans
and loans to individuals had charge-off rates of 1.76% and 3.34% respectively.

This may suggest that the real estate market has suffered less than the
other markets. It also may suggest that the real estate lenders have taken
advantage of the risk mitigation techniques described above. In either case, it
appears that real estate today is not as risky as it was during the 1985-1892
period. Accordingly, the Basel I risk weights for real estate need to be adjusted
to level the playing field.

Finally, it is interesting to note that Fannie Mae and Freddie Mac, whose
portfolios consist primarily of single -family and muitifamily mortgage products,
are required to hold far less regulatory capital (about 3%) than commercial banks
(about 8%). However, the risk weight for home mortgages in the Basel I
Standard approach could be a low as 40%. That risk weight translates into a
regulatory capital charge of 3.2% (40% x 8% = 3.2%). The capital charge under
the IRB Approach could range from 7.2% to 21.5% depending on the
assumptions made about the probability of default (PD) and the loss given
default (LGD)."

Both Fannie and Freddie make the point that the U.S. government does
not guarantee their debts. Nevertheless, the capital markets seem willing to
accept their low capital ratios. This suggests that the capital markets consider
their real estate lending to be relatively low risk because of their portfolio
management techniques they use.

CONCLUSIONS

The main point made here is that Basel Il creates an uneven playing field
for the large, but not the largest banks in the U.S. Bank regulators will require our
largest banks to use the costly and complex Advanced IRB approach to comply
with Basel ll. Some of the other large banks believe that if they don’t use that
approach, it will have adverse consequences in the capital markets. If they want
to be considered in the same league as the largest banks, they will have to
comply with the same standards. And in this post-Enron, WorldCom,
HealthSouth period of accounting skullduggery, stock analysts and investors will
want to know which Basel Il approach banks are using. The Securities and
Exchange Commission Reg FD (Fair Disclosure) requires companies that
disclose material nonpublic information to disseminate it broadly. Therefore,
there in little doubt that all banks that are active in the capital markets should
state in their annual reports which {RB method they use.

Another major point is that our largest banks are not as heavily invested in
real estate loans as the large banks. For example, commercial real estate

'3 “Basel Briefing 5” (May 2003}, p. 22.
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accounts for less than 2% of the loans at Citibank and J.P. Morgan Chase while
it accounts for more than 20% of the loans at Colonial and Regions banks.

The fact that the Basel |l risk weights on commercial real estate loans is 150% or
higher means that banks holding such loans may need more than the required
8% minimum capital to make and hold such loans. One implication of this is that
banks with adequate or excess capital will make such loans. Another possibility
is that the bank will issue more capital. A third implication is that, banks may get
out of that business because of the high capital charges.

As a corollary, we should ask if the high capital charges on real estate are
necessary. The answer is yes, and no. There is no doubt that highly
concentrated loan portfolios consisting of high LTV real estate loans are very
risky. That-was the case in the late 1980s and early 1990s in the U.S. and it still
may be the case in some foreign countries. However, in the U.S. today, real
estate loan portfolios can be diversified geographically and by products, hedged
with derivatives, and have less risk by having lower LTVs and higher FICO
scores. These techniques will make future real state bubbles less of a threat to
financial stability than they were in the past. Fannie Mae and Freddie Mac
provide examples of how such techniques can be used. in such cases, the Basel
Il capital risk weights are excessive.

One final thought concerning the statistical methodology of the Advanced
IRB approach that permits each bank to have different capital charges for the
same type of loan. As previously noted, the capital charge for home mortgages
can range from 7.2% to 21.5% or more depending on the assumptions made
about the probability of default (PD) and the loss given default (LGD). ™ Simply
stated, the IRB methodology depends too much on past data fo predict future
losses. Looking at the real estate problems of the 1980s in Texas and
Massachusetts to predict future real estate bubbles in the 21% century is
analogous to driving down a steep, winding mountain road by only looking out
the back window. A crash is inevitable.

Because the risk management techniques used today are dynamic, the
data and the new and existing variables in the IRB models need to be updated
constantly. This is a costly and time consuming process. A bank that can afford
to develop modeis that are advantageous to them will probably have the lowest
capital charges, and a competitive advantage. Stated otherwise, once again
there will be competitive inequality in bank capital. Recall that ensuring
competitive equality was one of the two reasons given for enacting the 1988
Basel Capital Accord.

" vBasel Briefing 5” (May 2003), p. 22.
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Table 7 .
Total Loans and Percentage Charged-Off, 2002
$ Billions Percentage Percentage
of Total of Loans
Loans and Charged-Off
Leases
Total Loans $4,163.4 100% 1.11%
and leases
All real 2,068.0 49.7 0.15
estate loans
Construction 207.4 5.0 0.17
and
development
Commercial 555.8 13.3 0.15
real estate
Multifamily 719 17 0.07
residential
Home equity 2146 52 0.19
loans
1-4 Family 945.9 22.7 0.14
Commercial 912.0 21.8 1.76
and
Industrial
Loans to 703.6 16.9 3.34
Individuals
Credit card 275.8 6.6 6.38
loans
Other loans fo 427.8 10.3 1.46
Individuals
Other loans 479.8 115 0.58
and leases

Source: Quarterly Banking Profile, Fourth Quarter, 2002, Washington,

D.C., Federal Deposit Insurance Corporation, 2003, Table V-A.

11
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Introduction

Chairman Bachus, Congressman Sanders, and members of the Subcommittee, thank you for
inviting the Office of the Comptroller of the Currency (OCC) to participate in this hearing on
proposed revisions to the 1988 Capital Accord developed by the Basel Committee on Banking
Supervision (Basel Committee). I welcome the efforts of the Subcommittee to focus attention on
these critical issues. The health of the U.S. commercial banking system is a critical element to a
strong economy. Thus, it’s essential that any regulatory changes that might affect the condition
and competitiveness of our banking system be fully understood and carefully evaluated by the

banking industry, the U.S. Congress and the American public.

The 1988 Accord, referred to as Basel [, established the framework for the risk-based capital
adequacy standards applicable to internationally active commercial banks in all of the G-10
countries, and it has been adopted by most other banking authorities around the world. U.S.
banking and thrift agencies have applied the 1988 framework to all U.S. insured depository

institutions.

By the late 1990s, it became evident that Basel I had become outdated. The increased scope and
complexity of the banking activities of our largest banking institutions over the last decade, and
the unintended consequences of various provisions of the regulations, severely undercut the
utility of the Capital Accord. Basel I simply does not provide a meaningful measure of the risks

faced by large, internationally active banks or the capital they should hold against those risks.

Consequently, over the past several years, the Basel Committee has been developing a more
detailed and risk sensitive capital adequacy framework to replace Basel I. The Committee’s first
draft document, Consultative Paper No. 1 (CP-1), was issued in June 1999. It laid the
groundwork for the new capital adequacy framework (Basel II), but provided few details. The
Committee provided additional detail on the specifics of Basel 11 in its January 2001 issuance of
Consultative Paper No. 2 (CP-2). Although more detailed, CP-2 still left a number of key issues
unaddressed and unresolved. The Committee’s most recent paper, Consultative Paper No. 3

(CP-3), which I will discuss today, was issued on April 29 of this year.
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As work on these consultative papers has progressed, the Basel Committee also has attempted to
gauge the impact of its proposals on the required capital levels of banking institutions through a
series of quantitative impact studies. In May, the Committee published the results of the most
recent assessment, the third quantitative impact study (QIS-3). While the Committee concluded
that the results were generally in line with the objectives of Basel II, the QIS-3 data still do not
provide a sufficiently reliable estimate of the likely regulatory capital requirements for banks
subject to Basel 1. More work in this area is clearly warranted and I will discuss this later in my

testimony.

The Basel Committee has outlined an aggressive timeline for the remaining actions leading to the
adoption of Basel II. As a consequence, the U.S. banking agencies, the agencies responsible for
the maintenance of capital adequacy standards for U.S. financial institutions, are faced with a
daunting task. While we will work eamestly in this effort, the timeline should be seen as a
means to an end, not an end in itself. As will be highlighted in my testimony, basic principles of
safety and soundness demand that the banking agencies have a more complete understanding of
the consequences of this proposal on the overall capital levels of affected institutions, the
competitive effects on our financial system, and associated compliance costs and burdens before

moving forward to finalize this proposal.

Our current primary focus in this effort is the development of U.S. implementing regulations and
policies. As I will discuss later, the OCC and the other U.S. banking agencies will soon issue for
comment proposed revisions to U.S. risk-based capital regulations to reflect the primary
components of Basel II. Let me be absolutely clear about the integrity of this rulemaking
process — the OCC, which has the sole statutory responsibility for promuigating capital
regulations for national banks, will not begin implementing a final Basel 1l framework until we
have conducted whatever cost-benefit and impact analyses that are required, and fully considered
all comments received during our notice and comment process — as we would with any domestic
rulemaking. If we determine through this process that changes to the proposal are necessary, we
will not implement proposed revisions until appropriate changes are made. We made this point

quite clearly to our Basel Committee colleagues before we agreed to go forward with CP-3.
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Indeed, many of them will also have to go through their own internal domestic processes before

they can adopt the Basel II framework.

Current Basel Proposal

The Basel Committee deserves considerable credit for its articulation of Basel If in CP-3. The
proposal is still exceedingly complex, but CP-3 is a clearer presentation of inherently difficult
material than its predecessors. This is an important step, since regardless of the complexity of
the proposal, it is important that the industry and other interested parties have a clear

understanding of the proposed Accord.

The attachment to this written statement provides a summary of the substantive provisions
contained in CP-3. As before, this iteration of the proposed new Accord has three mutually
reinforcing “pillars” that comprise the framework for assessing bank capital adequacy. The first
pillar of the new Accord is the minimum regulatory capital requirement. The Pillar 1 capital
requirement includes a credit risk charge, measured by either a standardized approach or one of
the new internal ratings-based (IRB) approaches (foundation or advanced), an operational risk
charge, and a market risk charge. Again, the attached document provides a more detailed

description of the various components of the Pillar 1 charge.

Pillar 2 addresses supervisory review. It is “intended to ensure not only that banks have
adequate capital to support all the risks in their business, but also to encourage banks to develop
and use better risk management techniques in monitoring and managing these risks.” This pillar
encourages supervisors to assess banks’ internal approaches to capital allocation and internal
assessments of capital adequacy, and, subject to national discretion, provides an opportunity for
the supervisor to indicate where such approaches do not appear sufficient. Pillar 2 should also be
seen as a way to focus supervisors on other means of addressing risks in a bank’s portfolio, such

as improving overall risk management techniques and internal controls.

The third pillar recognizes that market discipline has the potential to reinforce capital regulation

and other supervisory efforts to ensure the safety and soundness of the banking system. Thus,
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the Committee is proposing a wide range of disclosure initiatives, which are designed to make
the risk and capital positions of a bank more transparent. As a bank begins to use the more
advanced methodologies, such as the Advanced IRB approach, the new Accord will require a
significant increase in the level of disclosure. In essence, the tradeoff for greater reliance on a

bank’s own assessment of the building blocks of capital adequacy is greater transparency.

U.S. Implementation Actions

It is important to recognize that the Basel Accord is not self-executing in the U.S. Even when
adopted by the Basel Committee, Basel Il will not apply to U.S. institutions unless and until the
U.S. banking agencies adopt regulations to implement it. In accordance with the Administrative
Procedure Act, 5 U.S.C. 551, et seq., the U.S. banking agencies must publish notice and seek
comment from all interested persons on any such proposal, and must fully consider those
comments, before adopting a new capital regulation in final form. Obviously, the OCC and the
other federal banking agencies intend to comply fully with these requirements. The importance
of this rulemaking makes this comment process particularly critical to our success. Thus, we
welcome this process as a means for positive contribution to this deliberative effort. We believe
that the solicitation and assessment of comments is a critical step in determining the feasibility,

effectiveness, and expected consequences of Basel II and related domestic capital regulations.

Next month, the U.S. banking agencies expect to jointly issue an Advance Notice of Proposed
Rulemaking {ANPR) soliciting comment on proposed revisions to the existing domestic capital
adequacy regulations that would implement Basel II. The ANPR will be largely based on CP-3,
and will provide a description of proposed revisions to current capital regulations, while seeking
comment on outstanding or contentious issues associated with the proposal. The ANPR will also
request information on the cost of implementing the proposal, and will seek comment on the
competitive implications in both domestic and international markets for banks of all sizes. In
conjunction with the ANPR, the banking agencies will also issue for comment draft 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 IRB for corporate credits. Recognizing that CP-3 is a complex document, we
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understand the importance of providing U.S. banks an opportunity to review and comment on
U.S. implementing documents as soon as practicable. By describing these concepts within the
context of our existing regulatory and supervisory regime, the ANPR and draft guidance will

provide a meaningful forum for a full discussion of Basel 11

After assessing comments generated during the ANPR process, the U.S. banking agencies will
consider a complete cost analysis in accordance with applicable rulemaking requirements,
including the standards of Executive Order 12866, discussed below, and will develop specific
regulatory language for a joint Notice of Proposed Rulemaking (NPR). Again, the banking
industry and other interested parties will have an opportunity to comment on this fully articulated

proposal before any revisions to our capital regulations are finalized.

Let me now focus on two important, unique features of the U.S. regulatory capital regime that
will be highlighted in the ANPR and NPR - the scope of application of Basel 11 and the content
and structure of the proposed revisions to the capital adequacy regulations. First, the U.S.
expects to set forth in the ANPR proposed criteria for identifying which banks in the U.S. will be
subject to the new Accord. Despite language in the 1988 Capital Accord that permitted a more
limited application, U.S. banking and thrift agencies applied the Basel framework to all U.S.
mnsured depository institutions. As we will highlight in the forthcoming ANPR, the U.S.
agencies have determined to apply Basel I concepts more narrowly. Specifically, consistent
with the focus of the Basel Capital Accord on banks that compete in the global market place, we
will propose applying Basel II concepts on a mandatory basis only to large, internationally active
institutions that compete on a significant global basis with other financial service providers.
Other institutions will have the opportunity to voluntarily opt into the Basel framework upon

application to, and approval by, their primary federal supervisor.

Preliminary analysis by the U.S. agencies suggests that under the narrow approach we are
proposing, there are currently fewer than a dozen U.S. banks that would be mandatorily subject
to Basel II-based regulatory capital requirements. Of course, the approach of requiring only a

simall population of banks to comply with Basel II will be subject to notice and comment in the
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ANPR and will be definitively resolved only after the U.S. rulemaking process has been

completed.

Second, in developing revisions to existing capital adequacy regulations, U.S. banking agencies
recognize that the revised regulation, and interagency implementation policies, need not follow
the literal structure and language of Basel II. While consistent with the objectives, general
principles and core elements of the revised Basel Accord, the language, structure and degree of
detail of U.S. implementing documents may be very different from Basel II. These
implementation differences are reflective of the particular statutory, regulatory and accounting
structures and practices in place in the U.S. It is important to note that U.S. implementation
actions do not contemplate changes to many fundamental aspects of our regulatory/supervisory
process, including a focus on regular on-site supervision, our prompt corrective action rules, and
our minimum leverage ratio for capital adequacy. As described more fully in the attachment, the
U.S. agencies will propose for notice and comment a Basel II-based regime incorporating only
the Advanced IRB approach for credit risk, the AMA for operational risk, and the internal

models approach for market risk.

We are also very cognizant that in connection with this, or any rulemaking, existing requirements
may compel preparation of detailed analysis of the costs, benefits, and other effects of our
regulations, depending on threshold determinations of whether the rulemaking in question
triggers the substantive requirements of particular statutes or Executive Orders. Relevant
requirements are set forth in the Regulatory Flexibility Act (RFA), the Unfunded Mandates
Reform Act of 1995 (UMRA) and Executive Order 12866 (EO 12866). Issuance of the ANPR
will help us identify and determine costs, benefits, and other effects of the proposed rulemaking,

for purposes of complying with these requirements.
Timin
As I noted early on in my testimony, the Basel Committee timeline presents a daunting task to

both the U.S. banking agencies and the banking industry. While it is clearly necessary to move

forward in addressing the acknowledged deficiencies in the current Base] Capital Accord, the
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banking agencies must better understand the full range and scale of likely consequences before

finalizing any proposal. The list provided below identifies the milestones the OCC must meet

under the current Basel II timeline. Each step is critical in a prudential consideration of Basel I

in the U.S.:

Consideration of comments received by the Basel Committee on CP-3. The comment

period on this document concludes on July 31.

Finalization, issuance and consideration of comments on the U.S. ANPR. Based on

current estimates, the notice and comment period will run from July to October.

Finalization, issuance and consideration of comments on supervisory guidance on

Corporate IRB and AMA methodologies. Based on current estimates, the notice and

comment period will run from July to October.

Development_issuance and consideration of comments on supervisory guidance on other

substantive aspects of Basel [I-based regulations, especially including retail IRB. Based

on current estimates, the agencies hope to commence solicitation of comment on this
guidance by year-end 2003.

Participation in the Basel Committee’s consideration of Basel II. Under the current

timeline, the Committee is to consider approval of Basel If in December of this year.

Development, issuance and analysis of results of additional agency efforts to evaluate the

prospective effects of Basel Il implementation. EO 12866 may compel the OCC and OTS

to undertake such analysis prior to the issuance of an NPR. Even without regard to this

requirement, however, it is essential that we have a reliable estimate of the impact of
Basel I on the capital and competitive position of U.S. banks.

Development, issuance and consideration of comments on the U.S. NPR. This document

would only be issued after the Basel Committee finalizes its consideration of Basel II. If
the existing timeline is maintained, solicitation of comment on the NPR would
commence no earlier that the first quarter of 2004.

Development and issuance of @ U.S. final rule and supervisory guidance. Again,

assuming the present timeline is maintained, our best estimate for the issue date of a final
rule implementing Basel I1 is the third or fourth quarter of 2004.

Completion of all necessary supervision-related steps to implement Basel II-based

regulations in advance of the presently proposed December 20006 effective date. Most
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significantly, the agencies need to determine whether each bank subject to Basel Il-based
regulations has appropriate systems and procedures in place to qualify for using the

A-IRB and AMA.

HR. 2043

Mr. Chairman, you and some of your colleagues have introduced H.R. 2043, a bill that would
establish an interagency committee, the United States Financial Policy Committee (USFPC). The
USFPC would be chaired by the Secretary of the Treasury, and its other members would be the
Comptroller of the Currency, and the Chairmen of the Federal Reserve Board and the FDIC.
Broadly speaking, the purpose of this Committee would be to develop uniform U.S. positions on
issues before the Basel Committee and require the banking agencies, in consultation with the
Secretary of the Treasury, to evaluate the impact of the proposed Accord taking into account
certain specific factors, inclading the costs associated with implementation of the Accord and its
competitive effects. In cases where a uniform position could not be reached, the position of the

Secretary of the Treasury would be determinative.

M. Chairman, we understand — and we share - your desire to make sure that the banking
agencies adopt a uniform approach and that the impact of Basel I is well understood before it is
adopted. However, we do not belicve legislation is needed to compel that result. As Ihave
already discussed, the next key step in the United States is the rulemaking process. That process
is subject to requirements, including those contained in the statutes and the Executive Order that
I mentioned earlier, that we believe will address the key concerns underlying the proposed

legislation.

In this regard it is important to note that the rulemaking process is already an interagency process
involving all the banking agencies in joint rulemaking. While we have not all agreed on every
issue, the interagency approach has been very collaborative, and I am confident we will be able

to work out any remaining differences in pursuit of our mutual objective.
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As noted earlier, we are under an obligation to consider the costs and competitive effects of
proposals like Basel 1. This evaluation of the impact of Basel II involves factors similar to that
proposed under HR. 2034. Specifically, EO 12866 requires the OCC and OTS to provide
specific information to OMB’s Office of Information and Regulatory Affairs (OIRA), including
an assessment of the costs and benefits of the regulatory action, if the agency or OIRA
determines that a proposed regulation is a “significant regulatory action.” A “significant
regulatory action” is defined to include a rule that may have an annual effect on the economy of
$100 million or more, or have a material adverse effect on the economy, a sector of the economy,
productivity, jobs, or several other factors. The RFA requires an agency to consider whether a
rule will have a "significant economic impact" on a "substantial number" of small businesses,
including, of course, small banks. The UMRA requires an agency to prepare a written statement
if a proposed or final rule includes a "Federal mandate," that is, a Federally imposed requirement
that may, among other things, result in private sector expenditures for compliance of $100
million or more in any one year. If a written statement is required under the UMRA, it would
include a qualitative and quantitative assessment of the anticipated costs and benefits of the
Federal mandate and, to the extent feasible, estimates of its effect on the international

competitiveness of United States goods and services.

Status of Basel Proposal — Outstanding Issues

In comrmencing an objective assessment of the status of Basel I, it is important to reiterate and
reaffirm the commendable work of the Basel Committee, and in particular, the strong and
intelligent leadership of its former Chairman, William McDonough. The OCC firmly supports
the objectives of Basel II.  These objectives constitute a sound conceptual basis for the
development of a new regulatory capital regime and should continue to serve as a useful
benchmark to gauge our progress in this effort. Nonetheless, much of that conceptual basis has
not been tested in practice in any manner approaching the magnitude of Basel Il. We continue to
be concerned about the potential for unintended or unanticipated consequences of the Basel I

proposals.
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Implementation Challenges

At its foundation, the Basel Il proposals permit qualifying institutions to calculate their minimum
risk-based capital requirements by reference to their own internal systems and methodologies.
While it is the hallmark of Basel 11, a greater alignment of internal risk assessment with
minimum regulatory capital derived through internal models represents a radical departure from
our existing regulatory capital framework. As we will highlight in the ANPR and accompanying
guidance, this reliance on internal risk assessment systems mandates changes in the way we
structure our capital regulations and, in certain important respects, how we conduct our
supervisory acti?ities. The fundamental question for the banking agencies in assessing Basel I
is the issue the OCC has previously identified — whether the regime will work in practice, as well

as theory, as the basis for a regulatory capital regime.

For bank supervisors and other external stakeholders to be in a position to rely on a bank’s
internal process in the establishment of regulatory capital requirements, there must be a high
degree of confidence that regulators can establish and enforce appropriate risk measurement and
management standards consistently across the banks subject to a Basel II-based regime. The
challenge for supervisors is to create a verifiably accurate system that appropriately balances the
need for flexibility, to promote continued improvement in risk management practices, with the
need for objective standards, to ensure consistency in application across institutions and

supervisors, both foreign and domestic.

The capital rule we implement must respect the evolutionary nature of risk management. As
regulators, we must acknowledge that we are still in the relatively early days of model-based
credit and operational risk measurement and management, and we must recognize the
inevitability of further innovation and improvements in this area. This respect for the
evolutionary nature of this discipline must then be reconciled with the need for objective
standards to ensure consistency in application. Much of the detail and complexity within Basel
II derives from the need to establish more objective expectations for bank rating systems, control

mechanisms, audit processes, data systems, and other internal determinations of risk by
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individual banks. In many cases, this has led to the establishment of supervisory standards in

areas previously left to management discretion or supervisory judgment.

Not surprisingly, the regulatory community has struggled with the establishment of these
standards. Failing to achieve the proper balance for these often conflicting objectives while
moving forward with the radically different Basel II-based regime can have dramatic
consequences. If our regulation and supervisory process is overly flexible, bank internal
calculations of capital adequacy may prove insufficient, non-comparable, or both. If we err on
the other extreme, we establish an excessively prescriptive supervisory regime that stifles

innovation, imposes undue regulatory burden and inappropriately narrows the role of judgment.

This need to carefully balance dramatically opposed objectives, together with the significant
uncertainties that still exist about the practical feasibility of these proposed changes to the
Capital Accord, raise doubts about the achievability of the timeframe established by the Basel

Committee.

Competitive Equality

A stated goal of the Basel Committee in developing Basel II was that “the Accord should
continue to enhance competitive equality.” Realistically, we are not yet in a position to assess
definitively the full range of consequences from the implementation of Basel I, including its
effect on competitive equality in the global financial marketplace. There are risks that Basel I1
may create or exacerbate relative advantages between domestic banks and foreign banks;
between banks and non-banks; and between large domestic banks and mid-size/small domestic
banks. It is imperative that the U.S. banking agencies remain sensitive to these concerns and
assess, to the extent possible, any unintended consequences resulting from the implementation of
Basel II.

One of the primary objectives of the Basel Committee itself is the reduction of gaps and
differences in international supervisory coverage by national supervisory agencies, especially as

it relates to large intemnationally active banks that compete on a significant global basis with
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other financial service providers. This principle of competitive equality and a level playing field
for international banks is an admirable one, and an appropriate goal of the Committee's efforts.
Yet, the very complexity of the rules themselves calls this objective into question. Bank
supervision varies significantly from one country to another in approach, intrusiveness, and
quality. Is it realistic to think that an enormously complex set of rules will be applied in an
eventhanded way across such a broad spectrum of supervisory regimes? For example, the OCC
has as many as 30 to 40 full-time resident examiners in our largest banks. They are intimately
involved as supervisors in assessing the banks' operations and judging the banks' compliance
with a myriad of laws, rules, and guidelines. Some other countries may send examiners in once a
year to a comparably sized institution, or may examine such an institution thoroughly only every

five years, or may put heavy reliance on the oversight of outside auditors.!

It's fair to ask, I think, in which type of supervisory regime detailed, prescriptive capital rules are
more likely to be robustly and reliably enforced. The Basel Committee has not undertaken to set
standards of supervision for member countries. Yet the attainment of competitive equity among
internationally active banks is a bedrock principle of Basel Il Can we really achieve competitive
equality without addressing disparities in supervision, particularly when we are operating on the
assumption that the complex new rules we're writing will be applied in an evenhanded way

throughout the world?

Another principle source of competition for many banks is not other insured depository
institutions, but non-banks. This situation is especially pronounced in businesses such as asset
management and payments processing. As you are aware, however, regulations implementing
Basel II-based concepts in the U.S. will apply only to insured depository institutions and their
holding companies. While differences in regulatory requirements for banks and non-banks exist
today, many institutions have voiced concern that implementation of Basel Il may unduly
exacerbate the current differences. These concerns have been mainly focused on the effects on
competition from the application of the operational risk proposal and the enhanced disclosures

required under Pillar 3.

'See, Daniel E. Nolle, “Bank Supervision in the U.S. and the G-10: Implications for Basel IL,” RMA Journal, June
2003,
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Finally, there is concern about the potential effect of Basel II on the competitive balance between
large and small banks. As implemented in the U.S., Basel Il would result in a bifurcated
regulatory capital regime, with large banks subject to Basel II-based requirements and 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, corplexity, and risk
profile of banking 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. In fact, the banking agencies
sought comment from the banking industry, especially smaller institutions, on the development
of a simplified capital framework specifically for non-complex institutions.” Industry comments
were overwhelming negative on the proposal — most institutions felt that the cost of adopting a
new regulatory capital regime outweighed any potential benefits. Accordingly, the banking

agencies tabled the proposal.

With that said, the banking agencies need to continue to assess the competitive effects of a
bifurcated regulatory capital regime, and it is one of the areas on which we will seek guidance in
our ANPR. There are several concerns in this regard. First, banks using a Basel [I-based regime
may have a lower minimum capital requirement, allowing those banks to grow and compete
more aggressively with smaller banks for both assets and liabilities. To be sure, banks subject to
the new Basel Il requirements will incur very significant systems and compliance costs in
preparing for the new regime. These concerns are discussed in more detail in the “Calibration”
section below. Moreover, banks using a Basel II-based regime may have significantly higher or
lower marginal regulatory capital charges than non-Basel banks for some types of loan producs,
resulting in potential pricing differentials. While Basel II might enable larger banks to compete
more effectively for high quality credits, it could also result in larger concentrations of lower
quality credits in smaller institutions. Finally, the potential implications on industry

consolidation are simply not known. The banking agencies must continue to assess this situation

? See Advance Notice of Proposed Rulemaking, Simplified Capital Framework for Non-Complex Institutions, 65 FR
66193 (November 3, 2000).
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and, if warranted, take steps to mitigate adverse effects on the competitive balance between large
and small banks. We would be seriously concerned if, as an unintended consequence of the

implementation of Basel II, we significantly alter the structure of banking in the U.S.

Calibration

The first objective of the Basel Committee in embarking on the Basel 1I effort was to calibrate
minimum capital requirements to bring about a level of capital in the industry that, on average, is
approximately equal to the global requirements of the present Basel Accord. That calibration
was to be designed to provide an incentive to banks to develop and maintain sophisticated and

risk-sensitive internal ratings-based systems.

In order to gauge its success in meeting that objective, the Basel Committee attempted to
measure the impact of its proposals on the required capital levels of banking institutions through
several quantitative impact studies. On May 5, 2003, the Committee published an overview of
the results of its most recent assessment, the third quantitative impact study (QIS-3). On the
basis of QIS-3 results, the Committee concluded that the aggregate results were generally in line

with the objectives established for Basel II.

Unfortunately, the QIS-3 data do not provide a reliable estimate of the likely regulatory capital
requirements for banks subject to Basel [I. Banks encountered several practical impediments to
providing accurate estimates of the effect of the proposals on their measured ratios; thus, the
estimated risk-based capital ratios were subject to a substantial margin of error. For example, in
many cases, existing bank systems were not able to produce the data requirements necessary for
inputs required by the new Accord. In some areas, the QIS-3 instructions were not sufficiently
clear or were misinterpreted, and in other cases, the proposals were still in flux as banks were
completing the survey. Most important, QIS-3 was completed without the rigorous supervisory

validation and oversight that would occur when the proposal actually takes effect.

A key concern is that focusing on the overall results of the QIS-3 exercise masks the wide

dispersion of results for individual institutions. In the U.S., measured against current risk-

14
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weighted assets, the use of advanced approaches yielded results that ranged from a decrease in
regulatory capital requirements of 36% to an increase of 43%. Similarly broad dispersions are
found in a great many of the underlying components that make up the total capital requirement.
While some dispersion of results in a traly more risk-sensitive framework would be expected, we
are not convinced that the wide ranges indicated by QIS-3 can be explained by relative
differences in risk among institutions; it appears that comparability of QIS-3 results among

different institutions may be severely lacking.

Finally, the quantitative studies that have been done to date have been based on unilateral inputs
from the participating banks. We and other supervisors have had only very limited ability to
review the veracity of the results. I want to be clear that we have no reason to believe that U.S.
banks did not make every effort to provide results as accurate as possible given the constraints
they were operating under. Nonetheless, it is certainly conceivable — I would say highly likely —
that the results might change significantly, and not necessarily in any particular direction, when
all the intricacies of real-world implementation come into play. It seems fair to assume that
banks will have fewer incentives to take conservative stances and greater incentives to exploit
any loopholes or gray areas in the final rules; the extent to which these effects might be offset (or

exceeded by) greater supervisory oversight is unknown.

Notwithstanding the significant uncertainties noted above, it presently appears that the required
capital levels of some U.S. institutions could drop significantly, even taking into account the
temporary minimum floor capital requirements, discussed in the attachment. The OCC does not
believe that some reduction in minimum regulatory capital requirements for certain institutions
is, in and of itself, an adverse feature of Basel II. Such a result is only acceptable, however, if
the reduction is based on a regulatory capital regime that appropriately reflects the degree of risk
in that bank’s positions and activities. Given the fact that relevant bank systems and procedures
are still in development, the OCC is not yet in a position to make that determination as it relates
to Basel . As such, the OCC is not yet comfortable allowing national banks to materially lower
their current capital levels simply on the basis of the output of the currently proposed Basel II

framework.
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The OCC expects that an additional quantitative study will be necessary after the Basel
Committee’s work on Basel If is completed. Ideally, this should take the form of another global
study by the Basel Committee itself — i.e., a QIS-4. However, even if the Basel Committee does
not undertake such a study, I believe that it is absolutely essential that the U.S. agencies do so
prior to the adoption of final implementing regulations. Istrongly believe that we cannot
responsibly adopt fmal’ rules implementing Basel I until we have not only determined with a
high degree of reliability what the impact will be on the capital of our banks, but we have made
the judgment that the impact is acceptable and conducive to the maintenance of a safe and sound

banking system in the U.S.
Conclusion

As 1 have indicated, the OCC firmly supports the objectives of Basel Il — a more risk-sensitive
and accurate capital regime. However, in light of the issues that been identified with the current
iteration of Basel 11, the U.S. banking agencies must now determine how best to proceed on this
critically important issue. 1believe the following are essential elements in the agencies’

consideration of Basel II implementation within the U.S.

First, the agencies need to move forward with the solicitation of comments on a Basel Il-related
ANPR and associated guidance. That is the most effective mechanism to a have full and

complete consideration of the proposal from all interested parties. The solicitation of comments
on a proposed regulatory and supervisory structure for Basel 1 implementation will also permit

supervisors to tangibly assess the feasibility of the proposal.

Second, the agencies need to undertake additional steps to evaluate the costs, benefits, and other
effects of the proposal before moving forward with any final regulatory action. Frankly, we
simply need additional information to reasonably address the numerous issues, concerns and
uncertainties associated with Basel Il implementation. We must better understand the likely
consequences of this proposal on overall capital levels of affected institutions, the competitive
effects on our financial system, and associated compliance costs and burdens. In determining the

appropriate additional steps, the agencies should consider the obligations imposed under EOQ
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12866, the other statutory requirements for consideration of costs and impact, lessons learned

from QIS-3, and perhaps, a U.S. version of QIS-4.

Third, as I have consistently reiterated, if we determine through this process that changes to the
Basel 11 proposal are necessary, the U.S. agencies must pursue those changes, both domestically
and in the Basel Committee. In this regard, the U.S. agencies should not foreclose consideration
of alternative proposals that address the acknowledged deficiencies of the 1988 Accord but that

do not constitute such a radical departure from our existing regulatory capital framework.

Fourth, the overarching consideration for supervisors in moving forward on Basel Il is the need
to act in accordance with our primary mission — to ensure the continued maintenance of a robust
and safe and sound banking system. We need to incent banks to continue to better measure and
manage the full panoply of risks they face and to make use of new and evolving risk
management practices. We must also ensure that prudential consideration of safety and

soundness principles remain paramount.

As I said in the beginning of my statement, the OCC, the agency to which Congress has
committed the authority to define capital requirements for national banks, will not sign off on
implementation of a final Basel II framework until we have fully considered all comments
received during our notice and comment process. Given the importance of this proposal, the
significant issues that remain unresolved, and the prospect that whatever emerges from this
process is likely to govern the financial landscape for years to come, we need to take whatever
time is necessary to develop and implement a revised risk-based capital regime that achieves the

stated objectives of the Basel Committee in both theory as well as practice.

T am pleased to have had this opportunity to provide our views on this important initiative, and I

would be happy to answer any questions you may have.
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Attachment

Summary of Basel II: The Proposed New Accord
Office of the Comptroller of the Currency

The Basel Committee (the Committee) has been developing the new Accord over the past five
years. During that time, three full-scale consultative papers (June 1999, January 2001 and April
2003) and numerous working papers supporting various elements of the new Accord have been
released to the industry for comment. This summary is intended to convey a general idea of the
structure and substance of the proposed new Accord, and does not attempt to provide a complete
analysis. It is based on the most recent publications from the Basel Committee, notably the New
Basel Capital Accord (Consultative Document) which is out for comment until July 31; the
document can be found on the Commuittee’s website at http://www . bis.ore/bebs/index_ htm.

The new Accord will include menus of approaches for measuring the capital required for credit
risk, market risk, and operational risk. For credit risk and operational risk, each of the proposed
approaches is described briefly below; capital charges for market risk are unchanged in the new
Accord and are not discussed here. Some of the approaches described are unlikely to be
implemented in the U.S. and have been noted as such. Moreover, based on preliminary analysis
by the U.S. agencies, currently there are less than a dozen U.S. banks that would be mandatorily
subject to Basel-based regulatory capital requirements. While other banks would be permitted to
opt in to the Basel rules (subject to meeting prudential qualification requirements), the U.S.
capital rules will remain in place for the vast majority of U.S. banks that either are not required
to or do not opt to apply the Basel Il framework. Of course, any issues regarding U.S.
implementation of the new Accord will be definitively resolved only after the U.S. rulemaking
process has been completed.

The current structure of the Accord has been influenced by the results of several quantitative
impact studies (QIS), the most recent of which was completed in December 2002.
Approximately 20 US banks participated in the QIS exercise in December and the results have
been factored into the most recent version of the Accord. Changes were made in several areas
including the treatment of retail credits, specialized lending, securitization, and operational risk.

General Structure of the Proposed New Accord

The new Accord has three mutually reinforcing “pillars” that make up the framework for
assessing capital adequacy in a bank. The first pillar of the new Accord is the minimum
regulatory capital charge. In order to calculate the capital charge under Pillar 1, banks will have
to determine the individual charges for credit, market, and operational risk. The new Accord
offers a series of options for calculating credit and operational risk. Market risk will remain
unchanged from a 1996 amendment to the Accord. The new options for credit and operational
risk were designed to be available to a wide range of banks, from relatively simple to very
complex. For credit risk, the Pillar 1 capital requirement includes both the standardized
approach, updated since the 1988 Accord, and the new Internal Ratings-Based (IRB) approaches
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(foundation and advanced). Pillar 1 has been the focal point of much of the discussion and
comment from the industry on the new Accord.

Pillar 2 covers supervisory review and banks’ obligation to hold sufficient capital vis-a-vis their
risk profile. The pillar is “intended to ensure not only that banks have adequate capital to

support all the risks in their business, but also to encourage banks to develop and use better risk
management techniques in monitoring and managing these risks.” This pillar encourages
supervisors to assess banks’ internal approaches to capital allocation and internal assessments of
capital adequacy. It provides an opportunity for the supervisor to indicate where such
approaches do not appear sufficient. Pillar 2 is also a way to focus supervisors on other means of
addressing risks in bank’s portfolio, such as improving risk management techniques and internal
controls.

The third pillar recognizes that market discipline has the potential to reinforce capital regulation
and other supervisory efforts to ensure the safety and soundness of the banking system. Thus,
the new Accord proposes a wide range of disclosure initiatives, which are designed to make the
risk and capital positions of a bank more transparent. As a bank begins to use the more advanced
methodologies for market and operational risk, the new Accord will require a significant increase
in the level of disclosure. In essence, the tradeoff for greater reliance on a bank’s own
assessment of capital adequacy is greater transparency. This pillar has been subject to numerous
changes as the Committee has worked to balance the need for robust disclosure with a
recoguition of the proprietary and confidential nature of some of the information.

Capital for Credit Risk

Under Basel ]I, banks must select one of three approaches to determine their capital for credit
risk. The three approaches, from simplest to most complex are: the standardized approach, the
foundation IRB and the advanced IRB.

Standardized Approach

The 1988 Accord introduced the standardized risk-bucketing approach for setting the minimum
regulatory capital requirement, which is still used in the U.S. today. The approach has been
subject to criticism that it lacks sufficient risk sensitivity. The revised standardized approach
under Basel Il enhances the 1988 Accord by providing greater, though still limited, risk
sensitivity.

Key changes to create a more risk-sensitive framework include the refinement and addition of
risk buckets, the introduction of external credit ratings, and a wider recognition of credit risk
mitigation techniques. Risk weights are still determined by category of the borrower—
sovereign, bank or corporate—but within each of these categories changes have been made to
make the capital more reflective of the riskiness of the asset category. For example, the risk
weight on mortgage loans has decreased from 50% to 35% and the risk weight on certain retail
credits has moved from 100% to 75%. Risk weights for externally-rated corporate credits,
currently 100%, will range from 20% to 150%. Sovereign risk weights are no longer dependent
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upon whether a country is a member of the Organization for Economic Cooperation and
Development (OECD), but rather on the external rating identified for the country.

The standardized approach is not likely to be implemented in the U.S. U.S. supervisors believe
that credit risk measured under the standardized approach of Basel II would generally not be
appreciably different than that measured under current rules for most U.S. banks, and the
marginal changes in capital requirements would not justify the cost of implementation.

Internal Ratings-Based Approach (Foundation and Advanced)

The IRB approach represents a fundamental shift in the Committee’s thinking on regulatory
capital. It builds on internal credit risk rating practices used by some institutions to estimate the
amount of capital they believe necessary to support their economic risks. In recent years, as a
result of technological and financial innovations and the growth of the securities markets, leading
banking institutions throughout the world have improved their measurement and management of
credit risks. These developments have encouraged the supervisory authorities to devote greater
attention to introducing more risk-sensitive regulatory capital requirements, particularly for
large, complex banking organizations.

Banks must meet an extensive set of eligibility standards or “qualifying criteria” in order to use
the IRB approach. Because the requirements include both qualitative and quantitative measures,
national supervisors will need to evaluate compliance with them to determine which banks may
apply the new framework. The requirements vary by both the type of exposure and whether the
bank intends to use the simpler foundation IRB framework or the more advanced IRB
framework. The requirements are extensive and cover a number of different areas, including
rating system design, risk rating system operations, corporate governance, and validation of
internal estimates. A brief sample of actual criteria include:

¢ The board of directors and sentor management have a responsibility to oversee all
material aspects of the IRB framework, including rating and probability of default (PD)
estimation processes, frequency and content of risk rating management reports,
documentation of risk rating determinations, and evaluation of control functions.

e A one-year PD estimate for each grade must be provided as a minimum input.

* Banks must collect and store historical data on borrower defaults, rating decisions, rating
histories, rating migration, information used to assign ratings, PD estimate histories, key
borrower characteristics, and facility information.

As mentioned above, the requirements that a bank must meet are partially dependent upon which
of the two IRB approaches a bank will use. The first methodology, called the foundation
approach, requires fewer direct inputs by banks and provides several supervisory parameters that,
in many cases, carry over from those proposed for the standardized approach. For a variety of
reasons, the U.S. does not plan to introduce the foundation approach in its regulations. The
second approach, the advanced IRB approach, allows banks much greater use of their internal
assessments in calculating the regulatory capital requirements. This flexibility is subject to the
constraints of prudential regulation, current banking practices and capabilities, and the need for
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sufficiently compatible standards among countries to maintain competitive equality among banks
worldwide.

There are four key inputs that are needed under IRB, for both the foundation and advanced
approaches. The first element is the PD of a borrower; the bank is required to provide the PD in
both the foundation and the advanced approaches. The second input is the estimate of loss
severity, known as the loss given default (LGD). The final two elements are the amount at risk
in the event of default or exposure at default (EAD) and the facility’s remaining maturity (M).
LGD, EAD, and M are provided by supervisors in the foundation approach, but must be provided
by banks operating under the advanced approach (subject to supervisory review and validation).
For each exposure, the risk weight is a function of PD, LGD, and EAD.

The IRB approach envisions internal rating systems that are two-dimensional. One dimension
focuses on the borrower’s financial capacity and PD estimates that quantify the likelthood of
default by the borrower, independent of the structure of the facility. The other dimension takes
into account transaction-specific factors such as terms, structure, and collateral. These
characteristics would determine the second dimension, i.e., the LGD. Implicit in this treatment is
the assumption that when a borrower defaults on one obligation, it will generally default on all
its obligations. (This assumption is relaxed with the IRB treatment of retail portfolios.)

Caleulating the capital charge under the IRB approach involves several steps. The first of these
steps is the breakdown of the bank’s portfolio into five categories: corporate (including
commercial real estate), retail, bank, sovereign, and equity. The IRB rules differ to varying
degrees across these portfolios. As a result, the IRB capital charge is calculated by category,
with the PD, LGD, and EAD inputs potentially differing across these categories. Supervisory
approval is needed before banks can use the IRB approach for any of the five categories. The
minimum requirements described above were written to apply across these five types of
eXposures.

Another important step is the determination by the bank of the PDs for its loan grading
categories. The PD of an exposure is the one-year PD associated with the borrower grade,
subject to a floor of 0.03% (excluding sovereigns). The determination of PDs for borrowers
supported by guarantees or credit derivatives is more complex. Banks under the advanced
approach would use their internal assessments of the degree of risk transfer within supervisory
defined parameters, while those under the foundation approach would use the framework set
forth in the new credit risk mitigation provisions. Overall, the PD must be “‘grounded in
historical experience and empirical evidence,” while being “forward looking” and
“conservative.”” A reference definition of default has been developed for use in PD estimation
and internal data collection of realized defaults.

Once the PD has been established, banks must then establish the dimensions of LGD based on
collateral and M. Under the foundation approach, M is assumed to be 2.5 years. There are
several options that may be selected for the advanced approach, but in general, M is defined as
the greater of one year or the remaining effective maturity in years.
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After the bank determines the PDs and LGDs for ail applicable exposures, these combinations
can be mapped into regulatory risk weights. The risk weights, which are calibrated to include
coverage for both expected and unexpected losses, are expressed as a continuous function. The
minimum capital charge is then determined by multiplying the risk weight by the amount
expected to be outstanding at the time of default (EAD), and by 8%.

A final step in this process involves the ongoing review by the supervisors of the systems used to
develop the IRB capital charge. Periodically, supervisors will need to validate these systems and
review the internal controls that provide the foundation for the IRB approach. In addition,
supervisors will also have to consider, under Pillar 2, whether the amount of capital generated by
the IRB approach is commensurate with the bank’s risk profile.

Implementation of the IRB Approach

In addition to the requirement that a bank meet the qualifying or eligibility criteria, the new
Accord requires that banks using the IRB approach run parallel systems for one year before
implementation. This means that a bank planning to implement the IRB approach in December
2006, will actually have to begin calculating results as of December 2005, while continuing to
run its current systems.

Adjustments to the Capital Charge for Credit Risk

There are additional considerations that banks may have to factor in when determining the
capital charge for credit risk. These additional considerations will further adjust required capital,
outside of the requirements of the different approaches to credit risk. The two primary
adjustments that might be made to the credit risk charge are for credit risk mitigation and asset
securitization.

Credit Risk Mitigation

The new Accord provides a measure of capital relief for certain qualifying risk-mitigating
techniques used by banks. However, it is important to note that most of the credit risk mitigation
proposals in the new Accord are only directly relevant to the standardized or foundation IRB
approaches, which are not likely to be used in the U.S. In the advanced IRB approach, credit risk
mitigation must meet certain qualitative requirements, such as legal certainty. In addition,
specific proposals related to maturity mismatches and backtesting requirements of certain model
results are applicable to the advanced IRB approach. Otherwise, it is assumed that any credit
risk mitigation efforts will be factored into the PDs and LGDs assigned by the bank.

With that caveat in mind, the section on credit risk mitigation in the new Accord attempts to
provide rough approximations of the risk reduction attributable to various forms of collateralized
credit exposures, guarantees, credit derivatives, and on-balance sheet netting arrangements. The
Committee has proposed a conceptual approach to these risk mitigation techniques that, while
recognizing their risk reduction benefits, attempts to capture the additional risks posed by such
transactions.
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The credit risk mitigation proposal provides both a simple and a comprehensive approach to
dealing with collateral. The proposal expands the range of eligible collateral from that
recognized in Basel 1. It also discusses the appropriate treatment for maturity mismatches
between the credit risk mitigant and the underlying credit exposure. The proposal introduces
haircuts, which the bank may estimate, to cover the market price and foreign exchange volatility
that may be inherent in collateral. The proposal allows banks to greatly reduce the capital
requirements for exposures with large amounts of high quality collateral. There are strict
quantitative and qualitative factors that must be met in order for a bank to be permitted to use its
own haircut estimates. The proposal encourages the use of credit risk mitigation by expanding
the type of collateral, guarantors, and transaction structures that are recognized for capital
reduction. Different types of credit risk mitigation techniques pose different levels of additional
risk; the proposal incorporates flexibility that recognizes these differences and adjusts the capital
treatment accordingly.

Asset Securitization

Asset securitization is clearly an important issue in the U.S., as the securitization market is
significantly greater than the securitization market of any other Basel-member country. The
Committee believes that it is important to construct a more comprehensive framework to better
reflect the risks inherent in the many forms of asset securitizations, including traditional and
synthetic forms.

The securitization framework in the new Basel Accord applies generally when there is a
transaction that involves the stratification or tranching of credit risk. The Committee has
developed securitization approaches for both standardized and IRB banks. The level of
complexity is significantly higher for IRB banks. The framework tries to focus on the economic
substance of the transaction, rather than its legal form.

Under the proposal for the treatment of securitizations by standardized banks, the capital charge
is generally determined by multiplying the amount of the securitization exposure by the risk
weight mapped to the long- and short-term rating categories. Off-balance sheet exposures are
subject to a conversion factor before the appropriate risk weight is applied. The proposal does
allow for some recognition of credit risk mitigants provided on securitization exposures, but that
recognition is permitted only when the bank meets a series of stringent criteria.

Banks that adopt the IRB approach for credit risk are generally required to use one of two
methods for determining capital requirements for securitization exposures. One method is the
Supervisory Formula Approach (SFA), under which capital is calculated through the use of five
bank-supplied inputs: the IRB capital charge on the underlying securitized exposures (as if held
directly on the bank’s balance sheet); the tranche’s credit enhancement level and thickness; the
pool’s effective number of loans; and the pool’s exposure-weighted average loss given default
(LGD). The second method is known as the Ratings Based Approach (RBA). Under this
approach, capital is determined by multiplying the amount of the exposure by the appropriate
asset-backed security risk weights, which depend on external rating grades, short- or long-term.
Granularity of the pool and the level of seniority of the position are also considered.
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The securitization proposal is one of the newest pieces of the Accord and its potential impact on
the industry is still being assessed. In the December 2002 QIS exercise, banks were asked for
the first time to provide data on the relative impact of the proposals. The QIS results did not
provide entirely reliable resuits. However, the Committee has responded to some of the concerns
raised during the QIS process by making changes to the securitization framework. One key
change was the introduction of a simpler approach for liquidity facilities.

Operational Risk

One of the most significant changes in the new Accord is the proposal for an operational risk
charge. Itis expected to represent, on average, 10-15% of the total minimum regulatory capital
charge. The framework is based upon the following operational risk definition: the risk of loss
resulting from inadequate or failed internal processes, people, and systems or from external
events, This includes legal risk, but excludes strategic and reputational risks.

The Committee has proposed three approaches to calculate the operational risk charge, which
represent a continuum of increasing sophistication and risk sensitivity. The Basic Indicator
Approach (BIA) is the simplest of the three approaches; the capital charge is determined by
taking an alpha factor decided by the Committee and multiplying it by an indicator, gross
income. The next approach is known as the Standardized Approach and is similar to the BIA,
but breaks out gross income into business lines. The Committee has introduced an Alternative
Standardized Approach to address some of the concems raised by the results of the December
2002 QIS exercise; this is not a separate approach, but rather a modification to the Standardized
Approach. Because there is no compelling link between these measures and the level of
operational risk, the U.S. does not plan to utilize the BIA or the Standardized Approach
(including the Alternative Standardized Approach) to determine the capital charge for
operational risk.

The Committee has made the most significant changes to the advanced approach since it was
originally introduced in January 2001. At that time, the Committee envisaged a single, very
prescriptive advanced approach for operational risk, similar to credit risk. However, after
numerous comments from the industry, the Committee made substantive changes in the proposal
to reflect the evolutionary nature of the operational risk framework. The Committee recognized
that, unlike credit risk, there are very little data and no internal systems specifically designed to
target operational risk; instead, banks and supervisors rely primarily on internal controls to deal
with a myriad of banking risks that cannot be as readily quantified as credit and market risks.

The Committee considered the comments and analyzed the state of the art of operational risk and
developed what is known as the Advanced Measurement Approaches (AMA). Rather than
prescribing one methodology, the AMA will allow banks the option of designing the operational
risk measurement framework that best suits their institution, subject to some broad criteria. The
criteria will be the key to achieving a certain level of consistency and comparability among
institutions, as well as providing a margin of comfort to supervisors who must assess these
differing systems. The criteria currently identified in the new Accord include the need for
internal and external data, scenario analysis, and consideration of business environment and
internal control factors. Banks may also, under the AMA, consider the impact of risk mitigation
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(such as insurance), again subject to certain criteria set to ensure that the risk mitigants act as an
effective capital-replacement tool.

Temporary Capital Floors

Two floors that have been established for the Basel Il framework. In the first year of
implementation, an institution’s required minimum level of regulatory risk-based capital cannot
be less than 90 percent of the minimum level of capital that would be required under the
Agencies’ general risk-based capital rules. In the following year, an institution’s minimum level
of regulatory risk-based capital cannot be less than 80 percent of the minimum amount required
under the Agencies’ general risk-based capital rules.
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Thank you, Mr. Chairman and members of the Subcommittee. I welcome the
opportunity to testify on behalf of the Federal Deposit Insurance Corporation on the
development of revised international capital standards (Basel II), the status of the
implementation of the standards in the United States, and H.R. 2043, “The United States

Financial Policy Committee For Fair Capital Standards Act.”

Since my testimony before the Subcommittee on Domestic and International
Monetary Policy, Trade and Technology, on February 27, 2003, there has been good
progress on the domestic implementation efforts. The federal banking and thrift
regulatory agencies are working hard to issue an Advance Notice of Proposed
Rulemaking (ANPR) for comment this summer. The ANPR will identify those aspects of
Basel 11 that will be proposed for adoption in the U.S. for application to a small group of
large banking organizations. At this time, we are addressing various technical issues,
developing interagency guidance, and conducting industry outreach. Specifically, we
have conducted outreach sessions to banking institutions of varying size at meetings held

in Chicago, Atlanta and New York.

My testimony will discuss the FDIC’s assessment of the status of Basel II and its
application to U.S. banking institutions in light of the principal concerns detailed in our

February 27, 2003, testimony. Also, I offer the FDIC’s views on H.R. 2043,
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Introduction

Basel 11 would change bank capital regulation in the United States in at least three
important ways. First, rather than emphasizing simple pre-set minimum numerical
capital ratios, Basel II would allow qualifying banks to use their own internal risk
estimates as inputs to regulator-supplied formulas with the supervisors providing
oversight and evaluation of the banks’ ability to measure risk. Second, the new
framework would formally adopt a “bifurcated” capital system in the U.S.: one set of
rules for the large, complex and internationally active institutions, and another set for the
balance of banks in the country. A third key change is that the total minimum regulatory
capital charge under the new framework will include an explicit charge for operational
risk. For those large institutions that qualify, the new framework may lead to reduced
credit risk capital requirements for certain asset classes with additional capital held based

on a flexible operational risk charge.

The FDIC supports the overall goal of Basel II, which is to create regulatory
capital standards that are more sensitive to the economic substance of risks taken by these
large banks, to limit their opportunities for regulatory capital arbitrage and to encourage

sound risk management.

Over the years that Basel II has been under development, the Basel Committee

and the U.S. federal supervisors have reached out to the industry and the public for
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comment on how to more closely align the proposed new framework with the ways that
large banks measure risk. There have been quantitative impact studies to assess the
potential impact on capital levels. We have been engaged in roundtables and discussions.
Over this time, various aspects of the new framework have been refined and changed.
Today, these refinements are reflected in CP3, which the Basel Committee recently

released for additional comment.

The work in this country continues. The agencies intend to issue an Advance
Notice of Proposed Rulemaking (ANPR) that will suggest how CP3 will be proposed for
adoption in the U.S. and will seek additional comment on all facets of Basel II. As in the
past, it can be anticipated that further changes to the framework may be required. The
FDIC is committed to an interagency process to achieve the overall goals of Basel Il and

to fully understand its possible impact on bank capital levels and competitiveness.

The goal of more closely tying regulatory capital to banks’ own internal
assessment of risk is a good one. This goal is reached in part by using regulatory capital
formulas that are based on ways of measuring credit risk and allocating internal capital
that, to some degree, are already in place in Jarge banks. The term “economic capital” is
often used to refer to the amount of capital that should be allocated to an activity
according to the results of a numerical loss analysis. Banks use models based on
historical data and economic analysis to estimate future losses and the amount of income,
reserves and capital needed to ensure their portfolios conform to management’s target

level of risk.
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These calculations produce different results for different bank activities. For
example, the measured risk on residential mortgages might be much less than the
measured risk on construction loans. The bank might use the economic capital measures
to compute its risk-adjusted returns on the two activities and to assist its pricing
decisions. This is a disciplined approach to risk management, and Basel II establishes
firm expectations for banks to be rigorous in this respect. Basel II expands these risk
management expectations beyond the area of credit risk and into the realm of operational

risk.

Tying capital requirements closer to risk and increasing the incentives for
disciplined risk management have the potential to improve the safety and soundness of
the U.S. financial system. The FDIC supports enhancing the incentives for the largest
banks in the U.S. to strengthen risk management processes. Tying regulatory capital
closer to risk would reduce the incentives for banks to make uneconomic decisions

designed to reduce regulatory capital.

At the same time, the domestic impact of Basel II has not been determined.
Given current analysis, it seems likely Basel 1 will confer some degree of regulatory
capital benefits on the limited number of banks that qualify, in exchange for their
substantial investments in systems and infrastructure intended to improve risk

management. The critical issue for the safety and soundness of our financial system 1s
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whether the improvements in risk management systems, and the resulting bank risk

profiles, would justify the level of capital reductions that banks might ultimately realize.

It is virtually impossible to quantify at this time the potential changes in capital
under Base! II. Basel II proposes floors by which risk-based capital would be allowed to
decline by at most 10 percent the first year of implementation, and at most 20 percent the
second year. After the second year, Basel Il does not impose a floor on the minimum
risk-based capital requirement. A quantitative study conducted in the fall of 2002
showed a wide range of changes in capital requirements for 19 large U.S. banks under the
Advanced Internal Ratings Based (A-IRB) approach, with an average reduction in capital
requirements for credit risk of 17 percent. In this study, the reduction in capital was
offset by the operational risk capital charge, which was substantial. However, the amount
of this operational risk charge was by necessity estimated using an approach that will not

be used in the U.S.

The agencies understand that the results to date of the impact studies do not
provide a full picture of the possible impact of Basel II. There are many moving parts to
the proposal and the banks’ participation in the study was on a best efforts basis.
Moreover, in the U.S,, leverage ratio floors and the demands of the marketplace would

act as a constraint on the potential reduction in actual capital.

Still, these initial estimated results show that the Basel II formulas are potent

instruments for affecting risk-based capital requirements in the U.S. This is a matter of
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great interest to the FDIC and we are committed to working with the other banking
agencies as we move forward to more accurately assess the impact of the proposed new

standards.

A significant business challenge for the banking and thrift agencies would be how
to achieve interagency consistency in the application of these complex rules. Required
capital charges will depend heavily on the ongoing judgments of banks and regulators

about a variety of specific risks.

In addition to understanding the impact of Basel II on capital levels, we must also
understand the significance of mandating two tiers of regulatory capital standards -- a
bifurcated framework that will offer competitors different regulatory capital charges for
similar assets. The critical issues in terms of the competitive playing field are whether
the direct competitors of a core group of about ten large banks would feel forced to opt-in
to the new framework for competitive reasons, and whether banks in the tier below those

able to opt-in would be at substantial competitive risk.

To resolve these fundamental issues satisfactorily, much hard work remains.

Given the magnitude of the issues, we must proceed carefully.
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Capital Adequacy

The U.S. banking system has weathered the last ten years better than the banking
systems of some other countries for a number of reasons. One significant reason is strong
capital levels. Bank capital is subject to federal legislation and regulation because of its
critical importance to the health and well-being of the U.S. financial system. An
adequate capital cushion enhances banks’ financial flexibility and their ability to
withstand periods of adversity. As insurer, the FDIC has a vital stake in the adequacy of
bank capital-—as do our fellow regulators and all U.S. taxpayers. Congress recognized
this important principle when it established the Prompt Corrective Action (PCA)
requirements in the Federal Deposit Insurance Corporation Improvement Act. A critical
aspect of the existing PCA regulations is the minimum leverage capital requirement. To
be considered well-capitalized, a bank must have a ratio of Tier 1 capital-to-total assets
(the leverage ratio) of at least five percent. Banks with leverage ratios under four percent
are considered undercapitalized. The agencies agree that maintaining the minimum
regulatory capital standards as reflected in the current PCA legislation and existing

implementing regulations is important.

Capital is not the only thing needed for safety-and-soundness. The strong risk
management that Basel Il promotes is also essential. There is no denying that banks with
good risk management and a lower-risk profile should be able to operate with somewhat

less capital than more-risky banks. But there is also no denying that when the unexpected
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happens, the hard-earned benefits of risk management can evaporate overnight without

adequate capital.

The sophistication of the measurement of economic capital can make it easy to
lose sight of the fact that, in reality, no one knows the range of potential future losses for
a given activity, or the associated probabilities. Certain risk management practitioners
express great faith in the calculation of economic capital, and believe that the regulatory
capital standard should in all instances be less than the economic capital amount. The
idea behind this philosophy is that banks tend to be forced out of low-risk activities
where regulatory capital requirements exceed economic capital requirements. It is this
belief that gives us concern about a clash of expectations about Basel I between a
number of prominent risk management practitioners on the one hand, and the FDIC and

our fellow bank regulatory agencies on the other.

As the regulators move forward to finalize our views on Basel II, we need to
proceed cautiously. Where a proposal seems to run counter to established U.S.
supervisory practice, we need to ask whether the established practice should be re-
examined in light of the proposed new rules, or whether the new rules need to be re-

examined for U.S. purposes.

Basel 11 is the object of intense scrutiny and comment. Changes have been and
will be suggested by banks in many areas, including the treatment of commercial real

estate, credit cards (and the related issue of future margin income), mortgages,
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securitizations, and capital recognition of certain risk-mitigating activities. The potential
for many moving parts could make it difficult to evaluate the capital impact or the
competitive impact of Basel Il Yet, we believe that we must achieve a better
understanding of these issues before the bank regulatory agencies commit the U.S. to the

new framework.

Interagency Consistency

Basel I would provide banks and supervisors some flexibility to determine what
capital would be held on an ongoing basis. The degree of conservatism to apply to a
particular situation would often be a judgment call. Is the loss given default on a secured
commercial loan likely to be 20 percent or 40 percent? Capital for that loan would
double, or be cut in half, depending on the answer -- and the answer could well depend
on a mix of historical data, the specific underwriting methods used by individual banks
and the specific analytical techniques banks use to make their case. Supervisors would
need to validate — uniformly and consistently across banks — the answers to such
questions. In this new framework, regulators must be prepared to challenge the modeled
outputs of sophisticated risk measurement systems of the largest U.S. financial
institutions, a difficult and demanding task. It will require courage and discipline to

respond to this new challenge.

Much progress has been made by the regulators and the industry in deciding how

this validation might be done. Interagency guidelines are being drafted and
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implementation approaches are being discussed. The FDIC has an active interest in the
development of a sound approach to ensure the consistent and uniform review of bank

risk measurement systems under Basel 11

A Level Playing Field

Capitalism, with its inevitable winners and losers, is about competition. It is the
job of the regulators to make certain that the competition is fair. In our capitalist system,
one of the key functions of regulation is to ensure the rules do not display favoritism and
that the competitive struggle is carried out on equal terms. We need to evaluate Basel 1

against this standard before committing to implement it in the U.S,

The proposed agreement raises important questions. The fundamental question is
what are the economic benefits of the regulatory capital relief some banks might realize
under Basel II? Conversely, what are the costs of additional capital they might be
required to hold for certain activities? Would small or mid-sized regional banks, unable
to qualify for the new framework, become acquisition targets of Basel II banks whose
reduced capital has boosted their returns on equity? Would a large credit card bank that
must hold capital for unused credit card lines be at a disadvantage to a non-Basel bank
that faces no such requirements? Would a securitizing regional bank that is forced to
deduct most of its retained interests from capital be at a disadvantage to a Base] bank
whose deductions from capital would now be capped? What would be the ramifications

of significantly reduced capital requirements for Basel banks on specific assets held by
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banks of all sizes, such as mortgage-backed securities issued by the federal government-

sponsored enterprises?

The Basel Il formulas are designed to work for large diversified portfolios, and
the capital requirements they produce might be too low for most small banks. The Basel
framework also requires significant systems investments at a level likely beyond the
reach of — and not essential for — small institutions. Therefore, it is not practical to think
that any competitive concerns that may exist could be resolved simply by allowing all

banks access to the Basel framework.

To a large extent, the banking system in the U.S. is already a two-tier system,
with large financial institutions possessing the vast majority of U.S. bank assets. Still, we
must evaluate thoroughly whether Basel II will unnecessarily disturb this current, albeit
divided, field of competition. Even though the industry may already be divided between
the large and complex and the small and less complex, banking supervisors must
understand fully whether Basel II adds significant additional competitive pressures or
would trigger additional industry consolidation. The ANPR will seek input from all
interested parties, including banks that believe they will be competitively harmed if they

cannot embrace the Basel I1 framework.

11
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H.R. 2043

Generally, H.R. 2043 would impose a Congressional review procedure and add
new responsibilities to the current interagency decision-making process regarding the

implementation of Basel! II and other international regulatory matters.

The FDIC appreciates the goal of HL.R. 2043, and shares Congress’ desire to
ensure that uniform U.S. positions are developed and communicated to the Basel
Committee. As our testimony indicates, we are working with the other regulatory
agencies to develop interagency positions regarding the domestic application of Basel IL.
The agencies are jointly preparing an ANPR and detailed implementation guidance that
sets standards for those banks that adopt the advanced approaches embodied in Basel 1.
The bank regulatory agencies are actively engaged in an almost daily dialogue on issues
and concerns. We will take whatever time is necessary to seek input from all interested
parties prior to the final adoption of the new framework in the U.S., especially the
coneerns of banks that may feel they will be disadvantaged in competing with Basel I

banks.

We also share Congress’ concern that the impact of Base! Il on U.S. bank capital
levels and competitiveness, and on the U.S. bank supervisory process, be fully
understood before we finally implement these new standards. As we move cautiously
forward to analyze these issues and accomplish these tasks, we will keep Congress

apprised of developments.
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However, we do not believe H.R. 2043 is the best means to accomplish this end.
The legislation would, in effect, move the important task of capital regulation away from
the agencies with decades of experience in this arena to the U.S. Treasury Department.
This could compromise the independence of the Federal banking regulators and impair
our ability to handle an important function of prudential regulation at a particularly

sensitive time. Thus, we strongly urge the Congress not to enact H.R. 2043.

Without question, we understand and embrace the sponsors’ desire for
transparency in the rulemaking process. The development of capital regulations for U.S.
banking organizations demands a full vetting of issues, congressional and industry input,
and interagency coordination. In this decision-making process, which includes the
administrative rulemaking, notice and comment process, we commit to you that all
comments will be considered carefully. We will work with Congress to better resolve the
underlying problem -- transparency in the development of capital standards and more

coordinated decision making.

Conclusion

An Advance Notice of Proposed Rulemaking will be issued this summer and will
reflect the U.S. banking and thrift agencies’ views on how Basel] II would be adopted in
the U.S. More importantly, it will present issues and concerns, and raise questions to the
industry and the public. The comments will provide invaluable insight to many of the

key concerns being raised by the agencies, and by Congress.

13
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Given the importance of these issues, it is vital that we treat the implementation of
Basel II in the U.S. as we would any other proposed regulation—with a dose of
skepticism, a willingness to entertain the discussion of options, and a commitment to
fully explore potential costs and benefits before reaching a final decision. We need to
listen carefully to comments that will be received in the rulemaking process to ensure we

address these threshold issues.

1t also is important that the financial services industry, the Congress, and the
banking agencies have a full opportunity to review the response to the ANPR and achieve
a better understanding of the impact of this proposed agreement before we commit the
U.S. to the Basel Il approach. The FDIC has no interest in delaying the agreement and its
implementation beyond what is necessary to address the issues we have raised and to

understand the impact of this new system of capital regulation.

I 'have full confidence that this interagency process will work and will arrive at an
appropriate outcome. The FDIC will continue to remain fully involved in this process
and will work to ensure that the goals of Basel IT and of Congress are being met as the

process moves forward.

Thank you for the opportunity to present the views of the FDIC.

14
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Mr. Chairman, Ranking member Sanders, and members of the
Committee, my name is Karen Thomas and | am Director of Regulatory Affairs
and Senior Regulatory Counsel for the Independent Community Bankers of
America (“ICBA". | am pleased to appear today on behalf of the ICBA to
discuss Basel Il and its implications for community banks in the United States.

“Basel II” refers to the proposed new, highly complex regulatory capital
accord under development by the Basel Committee on Banking Supervision.
Basel Il is proposed to replace the existing 1988 Accord (Basel 1) with a more risk
sensitive framework in order to improve safety and soundness in the financial
system. The structure of the new accord is built around three pillars: minimum
capital requirements, supervisory review process and market
discipline/disclosure.

The Basel Committee’s third consultative paper on the new accord was
issued for public comment several weeks ago. The U.S. agencies plan to outline
their preliminary proposals for how Basel l will be implemented in this country
next month in an Advance Notice of Proposed Rulemaking.

In this regard, the ICBA applauds the U.S. regulators for their announced
intention to limit the scope of application of Basel Il in the U.S. and not to apply
Basel Il to non-complex community banks. In fact, U.S. regulators plan to require
only the largest ten or twelve U.S. banks to comply with the Advanced Internal
Ratings Based approach for credit risk and the Advanced Measurement
Approach for operational risk. This group of banks is both large in scale and is
engaged in significant international activities. After the first round of final Basel iI
rulemaking, the banking regulators expect that another ten or so of the largest
banks that can meet the qualifying internal infrastructure standards for risk
measurement and management will also elect to comply with Basel Il, due to
competitive or market pressures.

ICBA hopes that in the future U.S. banking regulators will continue to
require only the largest, internationally active U.S. banks to apply Basel 1l and to
exempt “second tier banks” and non-complex community banks. There are
several reasons for recommending this. First, methods of assessing capital
adequacy must be appropriate to the size and complexity of operations of the
bank. Bank consolidation in the United States continues to move the industry
towards a barbell shape with a few large, complex, globally active institutions on

' ICBA is the primary voice for the nation’s community banks, representing some
4,600 institutions with 17,000 locations nationwide. Community banks are independently
owned and operated and are characterized by attention to customer service, lower fees
and small business, agricultural and consumer lending. ICBA’s members hold more
than $526 billion in insured deposits, $643 billion in assets and more than $402 billion in
loans for consumers, small businesses and farms. For more information visit
www.icba.org.
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one end, and thousands of smaller, non-complex, community-focused institutions
on the other. In our view, capital adequacy regulations must recognize the
increasing differences between these two ends of the spectrum.

Second, since an important objective of Basel Il is cross-border
competitive equality, it is not necessary to require smaller banks that do not
compete in international markets to apply Basel Il. Only a handful of the largest
banks account for most of the international banking activities conducted by U.S.
banks. Collectively, the regulators estimate that the 20 or so banking
organizations that will comply with Basel I account for about 99 percent of the
foreign assets held by the top fifty domestic U.S. banking organizations, and for
approximately two-thirds of the domestic assets of U.S. banking organizations.

Third, on average community banks historically have tended to maintain
higher capital ratios than larger institutions. Because of their smaller size, and
limited access to capital markets, they have few alternatives for augmenting
capital—particularly in times of stress—other than through retained earnings.

For this reason and others, they generally maintain a strong capital position, in
excess of regulatory minimums. According to the Federal Reserve, more than 93
percent of the banks that are outside of the top 20 banks have risk-weighted
capital ratios in excess of 10 percent, which is 2 percentage points or 25 percent
higher than the minimum 8 percent required by Basel I. For the 8,800 banks with
less than $1 billion in assets at year-end 2002, the numbers were particularly
striking. Banks with less than $100 million in assets had an aggregate risk-
weighted capital ratio of 16.6 percent; and banks with assets of $100 million to $1
billion had an aggregate risk-weighted capital ratio of 13.8 percent, according to
FDIC data. For banks with more than $10 billion in assets, the figure was 9.14
percent.

Fourth, the goals of Pillar Il (supervisory review) and Pillar Il (disclosure)
of Basel Il have been effectively achieved in the U.S. The U.S. banking
regulators already do a very effective job supervising banks and reviewing their
capital positions. Furthermore, U.S. banks already disclose significant amounts
of financial information, including their capital ratios, through their Call Reports
and, if they are publicly held institutions, in their annual and quarterly reports.

Minimum Capital Requirements (Pillar I)

The proposed Basel 1l accord would make significant and far reaching
changes to minimum capital requirements. Basel Il would allow banks to use
one of three approaches. The Foundation Internal Ratings Based approach and
the Advanced Internal Ratings Based approach use sophisticated internal credit
risk rating models and systems to measure capital adequacy (the IRB approach).
The Standardized approach would substantially refine the current accord and
incorporate external credit ratings and credit risk mitigation elements in the risk-
weight framework.
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The changes to the current capital adequacy framework contemplated in
Basel Hl are unduly complex and costly and unnecessarily burdensome for U.S.
community banks and could resuit in higher minimum capital requirements for
these institutions even though there is no increase in their risk profiles. As ICBA
told U.S. regulators and the Basel Committee in 2001, we believe that Basel Il is
overkill for non-complex community banks, and that the costs and burdens of
adhering to Basel Il wouid outweigh the benefits, if any, of moving to the new
accord. Both the IRB approach and the Standardized approach make changes
that are inapplicable and/or inappropriate for most community banks.

The IRB approach is appropriately applied only to a small number of large
banks. This approach is simply infeasible for community banks, and will remain
so in the future. Community banks do not have the resources to use
sophisticated internal risk rating models—which are overly complex and too
costly for their needs—that meet the accord’s requirements. A community bank
is not likely to have a sufficient volume of credits to maintain a sophisticated,
statistically valid model with the requisite degree or range of meaningful risk
refinement to justify the high costs associated with the extensive data collection,
record keeping, and maintenance of the model.

As for the Standardized approach, community bank credits consist mostly
of retail credits—loans to consumers and small businesses, which will have a risk
weight of 75 percent (versus 100 percent under Basel I). Loan secured by
certain residential real estate will have a 35 percent risk weight (versus 50
percent under Basel I}. Community banks generally do not lend to externally
rated corporate entities and will have a smaller proportion of loans that qualify for
lower capital charges under the credit risk mitigation provisions of Basel I1.2

The Standardized approach—despite its additional complexity, risk
buckets and incorporation of external risk ratings—may not materially affect a
non-complex bank’s minimum capital requirements, when the additional charge
for operational risk required under Basel Il is taken to into account. But, as with
any change, the Standardized approach would present the burdens of learning
and mastering a new scheme, changing systems and software, and retraining
management, boards, and employees—with little corresponding benefit to justify
the costs for community banks.

2 The credit risk mitigation provisions of the Standardized approach will be of
limited use to many community banks because the definition of eligible collateral is
restricted mainly to financial asset collateral, such as cash, highly-rated securities and
gold. As providers of retail credit, the most common form of collateral for community
bank loans is physical collateral such as real estate, automobiles, equipment, inventory,
livestock and crops. Community banks may have a small percentage of loans that are
guaranteed by the U.S. government or an agency thereof, through special programs
administered by the Small Business Administration, Federal Housing Administration, etc.
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In light of the robust system of capital adequacy requirements already in
place in this country, U.S. regulators rightly concluded that the costs of applying
Basel Il to the entire population of U.S. banks would greatly outweigh any
benefits.

ICBA had expressed these views directly to the Basel Committee during a
meeting the Committee held with representatives of small and medium-sized
banks around the world in July 2001. At that meeting, U.S. regulators, with our
full support, said they did not intend to apply the new accord to non-complex
banks. They stressed that because of the distinct attributes and structure of the
banking systems in various countries, each country’s supervisors must have
flexibility to determine the scope of application of the new accord in their own
country. The U.S. diversified financial system, which includes thousands of
smaller community banks, is unique.®

Competitive Concerns

Even though community banks are pleased with the decision regarding
the scope of application of Basel ll in the U.S,, that does not mean that we do not
have concerns about the impact Basel 1l will have on community banks. In
particular, community banks are concerned that Basel Il may place them at a
competitive disadvantage as Basel Il will yield lower capital charges for
residential mortgage, retail, and small business loans.

Larger banks that have the resources and capability to apply Basel l will
choose it over Basel | if they perceive it to be in their best interests to do so.
Under the IRB approach, various types of credits will enjoy much lower risk-
weights and correspondingly lower capital charges than under the Basel | accord.
The Basel Committee intends the lower minimum capital requirements
associated with the more sophisticated methods to provide an incentive for banks
to adopt the costly, more advanced risk assessment and management
techniques.

Thus, banks using the internal ratings-based approach can be expected to
use Basel Il to keep their capital levels very tight. This would result in community
banks having relatively higher minimum capital thresholds, which could put them
at a potential competitive disadvantage.

A review of the Basel Committee’s Quantitative Impact Study 3 (QIS3)
heightens our concemn. Analyzing Basel lI's impact on more than 300 individual
banks, QIS3 compares the average risk weights and capital charges for various

3 At year-end 2002, there were 9,354 FDIC-insured institutions in the U.S.
Approximately 8,800 had assets of less than $1 billion (4,700 with assets of less than
$100 million); 550 had assets of more than $1 billion (106 with assets greater than $10
billion).
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credit portfolios required by the current Basel | accord with those required under
Basel ll. Average risk weights and capital charges for some types of credit and
asset portfolios would increase. But for retail credits, including mortgage and
non-mortgage loans to individuals and small businesses—the very credits where
community banks compete with large banks—the risk weights and capital
charges would significantly decrease. For example, total retail credit capital
charges under the Advanced iRB approach are estimated to decrease by 50
percent (60 percent for mortgages, and 41 percent for non-mortgages) among
the banks in the G10 market area.

There is a cost to a bank for maintaining capital, and regulatory capital is a
key factor in profitability and return on equity. The lower capital requirements
may resulit in a cost advantage, and correspondingly a pricing advantage, in retail
credits for large banks that are subject to Basel Ii.

One key factor is whether a bank’s overall capital requirements, and not
capital allocated for individual portfolios, will govern pricing decisions. Once
operational risk charges are added to regulatory minimums, the overall change in
minimum required capital may be relatively small. The QIS3 result was an
aggregate 2 percent reduction overall using the Advanced IRB approach,
although the experience of individual banks will vary widely. Particularly for a
bank with a large percentage of its portfolio in low-risk weight retail credits, its
overall minimum capital requirements will drop significantly, perhaps as much as
30 percent by some estimates. In addition, in the U.S., the “prompt corrective
action” requirement to maintain a leverage capital ratio of 5 percent in order to be
considered “well-capitalized” may act as a floor on how low regulatory minimums
can go.

ICBA urges U.S. regulators to examine the question of competitive impact
closely, and carefully review the expected practices of Basel I banks, as they
consider implementation of Basel ll. Because of the important role small and
medium-sized institutions play in the economy by providing credit to consumers
and small and medium-sized businesses, it is imperative to consider the
competitive impact Basel 1l will have on second tier and community banks, and
their customers.

If competitive inequities can be expected between Basel | and Basel ||
banks, a suitable response should be to consider whether some adjustments for
Basel | banks, such as additional risk buckets to increase risk sensitivity and help
balance the inequities, are appropriate. In addition, regulators should consider
whether to allow second tier banks and community banks to opt to apply the
Basel I Standardized approach in order to avail themselves of its lower risk
weights for retail credits.
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Challenges for Regulators in Applying Basel i

Regulators must be mindful of the conflict of interest inherent in using
internal capital allocation models to both optimize profitability and increase
returns on the one hand, and determine adequate capital levels on the other.
Institutions using the IRB approach will have incentive to understate risk and
losses in order to reduce capital requirements and increase return on equity. To
guard against this, methods of ensuring accountability on the part of institutions
using the IRB approach must be part of Basel |i.

Under the IRB capital scheme, regulators will ultimately be responsible for
ensuring institutions maintain adequate capital levels and must be very careful to
assure the suitability and validity of IRB models, which may prove to be a
daunting task. Only those institutions that are fruly qualified to use the IRB
approach should be permitted to do so. Mistakes or faulty judgments will have
far reaching implications as regulators face the challenges of supervising large,
complex banking organizations whose failure or disruption of operations present
systemic risk to the domestic and global financial system and economy.

Conclusion

Methods of assessing capital adequacy should be appropriate to the size
and complexity of operations of the bank. In this regard, ICBA strongly supports
the intention of U.S. bank regulators not to require application of the Basel li
capital accord to “second tier” and community banks in the U.S. Basel ll is
unduly complex and unnecessarily burdensome for U.S. community banks. The
Basel | accord has worked well and generaliy remains well suited to assess
capital adequacy for these banks.

At the same time, the ICBA is concerned that the Basel Il changes and
lower minimum capital requirements will result in a competitive and pricing
disadvantage for Basel | banks, particularly with respect to residential mortgage,
retail, and small business loans. We urge careful examination of this issue and
its implications not only for Basel | banks, but for their customers as well. To
address any competitive inequities, regulators should consider appropriate
adjustments for Basel | banks, such as additional risk buckets or changes in risk
weights to increase risk sensitivity.

Thank you for the opportunity to provide ICBA’s views on this important
subject. At the appropriate time, | will be glad to answer any questions you or
members of the Committee may have.
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Honorable Alan Greenspan
Chairman

Federal Reserve Board

20" and Constitution Avenue, NW
Washington, DC 20551

Dear Chairman Greenspan:

At last week’s hearing before the Financial Services Committee you provided a
brief, though timely, discussion of the status of the proposed Basel I Capital Accord. 1
say timely because the Basel Committec on Banking Supervision released its third
consultative paper last week as well. I write in response to that paper as well as your
discussion before the Financial Services Committee.

At the hearing, you stated that you believed the Basel II agreement would be less
burdensome on our financial institutions than their current capital requirements. Further,
you stated that you did not intend to accept a set of Basel I rules that would be
detrimental to U.S. financial institutions. I applaud you for your efforts in this regard.

While I concur that there must be an appropriate emphasis on risk management, I
am concerned over the potential impact the proposed Accord could have on smaller
institutions, particularly regional banks with significant commercial real estate portfolios.
As you may be aware, Alabama, and the Seventh Congressional District in particular, is
the headquarters location for a number of major regional banks, and these banks are
significantly engaged in commiercial real estate lending as a result of the growth nature of
the southeastern market. I am particularly concerned about the potentially negative
impact the proposed Accord could have not only on these institutions, but also upon the
availability of capital in my district and other growth areas of the southeast.

In other words, I am concerned about the impact of the proposed Accord in terms
of credit availability, as well as the impact it could have on major institutions in my state.
These institutions would be affected in severdf ways. First, were they to continue to meet
the credit needs of this region, they would face serious capital costs. Second, as a result
of these capital costs, they would be at a competitive disadvantage vis-a-vis the largest
financial institutions in the country which do not engage in commercial real estate lending

to the same degree as regional and smaller banks. This competitive disadvantage would
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be particularly acute in terms of the treatment the respective institutions would receive in
the capital markets. h N

Iam told that there is data reflecting that real estate Joan losses can be correlated
to the level of equity provided by the borrowers. Thus, what thought, if any, was given to
setting capital levels for commercial real estate loans based on loan to equity ratios, as
opposed to the arbitrary capital charge now proposed under Basel II?

Before the third consultative paper was released, the Committee conducted
qualitative impact study 3 (QIS 3) — its “field test” of the Basel I framework. 1 note that
350 banks in 40 countries participated in that study. Ialso note that dialogue with
industry participants was a critical component of developing this third consultative paper.

I would like to know in some detail the characteristics of the U.S. banks that participated
in QIS 3 and that were engaged in dialogue by the Committee. For instance, how many
banks would be considered “regional” or mid-sized U.S. banks? Did QIS 3, or any other
impact study, assess the competitive advantage or disadvantage that such banks would
experience based on the treatment of commercial real estate in Basel II? In this regard, I
would note that such banks have a much higher level of such lending when compared to
the largest institutions in the United States. Thus, to the extent that they have much
higher capital charges with respect to their type of lending, they will be disadvantaged as
compared to the larger banks in the United States. If so, what changes, if any, have been
made to the Accord based on these studies?

On a related topie, I would like to know whether either the Federal Reserve Board
or the Basel Committee on Banking Supervision has conducted any studies on the impact
the proposed treatment of commercial real estate will have on availability of credit for
commercial real estate projects in the United States and abroad.

TFinally, I would appreciate your thoughts on another matter. Some have
suggested that the proposed Accord would not affect any but a handful of the largest U.S.
banks. Specifically, it has been said that ten or so banks would be required to come under
the new Accord and approximately another ten banks would do so voluntarily. On the
other hand, I understand that a very distinguished professor of banking has estimated that
the capital markets, as a practical matter, will force the top 80 U.S. financial institutions
to utilize the advanced internal ratings-based approach of Basel II. These institutions
hold roughly two-thirds of the banking assets in the U.S. I would appreciate your
thoughts on these differing points of view. If you disagree with the professor in terms of
likely market reaction, 1 would appreciate your stating the basis of your disagreement and
the degree of confidence you have that he is incorrect.

As I mentioned previously, I commeng your efforts to improve the capital
adequacy framework for banks and other financial institutions. In so doing, I would urge
you to ensure that the framework is improved for all banks, not simply the largest banks
and financial institutions. Further, I would hope that you and the Board would avoid
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taking any step that could unnecessarily restrict growth in the southeast and elsewhere. I
look forward to hearing from you soon. :

Sincerely,

Ot 03

Artur Davis
Member of Congress



192

BOARD OF GOVERNORS
QF THE

FEDERAL RESERVE SYSTEM -
WASHINGTON, 0. L. 20551

ALAN GREENSPAN
CHAIRMAN

May 20, 2003

The Honorable Artur Davis
House of Representatives
Washington, D.C. 20515

Dear Congressman:

Thank you for your letter of May 2 regarding Basel Il. Your letter focuses
on issues regarding the Basel II treatment of commercial real estate and its implications for
regional banks. My response will focus on these two broad issues, as well as the issues of
competitive equity and credit availability you raised.

In the United States, we currently plan to implement only the most advanced
versions of Basel II. For a small set of large, internationally active banks, this approach
will be mandatory; for other U.S. banks that meet certain stringent risk management
standards it will be voluntary. All other banks will remain under the current (Basel I)
requirements.

I appreciate the concerns that you and others have raised regarding the
Basel Il treatment of commercial real estate lending. The newest Basel proposal, released
on April 29 (the third Basel Consultative Paper or CP3), would allow banks using the
Advanced Internal Ratings Based approach, to estimate their own inputs to the capital
formula for all commercial real estate loans. This is a major new modification that U.S.
regulators, including the Federal Reserve, fought for and won in the most recent round of
negotiations. This means that banks, as you suggest, would be able fully to take into
account such factors as borrower equity when developing these inputs to the capital
formula. Prior to this modification, banks were understandably concerned that capital
requirements for some commercial real estate loans would increase under Basel II, while
none could decline below the current 8 percent standard. Under the new approach, we
anticipate that capital requirements on high-quality commercial real estate loans will
decline below the current level.

The new proposal would allow regulators in each country to differentiate a
subset of commercial real estate loans from commercial and industrial lending by applying
a different capital formula for all Basel II banks making loans in that national jurisdiction.
This reflects the tentative judgment that some types of commercial real estate lending may
be more risky in the sense that whatever defaults occur tend to happen at the same time.
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The U.S. authorities had been considering, based on the empirical information available to
us, using that discretion to impose higher capital requirements on loans for certain in-place
commercial real estate. However, the continued analysis of the empirical data we
developed and received from others has not been fully supportive of that position. We will
soon publish a White Paper that will provide the available data and our analysis for public
comment. But our analysis of the data has now led us to the view that commercial real
estate loans on in-place properties should be treated like commercial and industrial Joans,
and not be subject to the alternate formula and the resulting higher capital requirements.

We do believe, however, that banks will need to employ prudent and
conservative practices in estimating the loss given default (L.GD) inputs for such loans.
And we still believe that loans for acquisition, development, and construction (ADC)
should be subject to the higher capital formula unless the borrowers have themselves
committed substantial equity or have already leased or sold the majority of the assets under
development. We will clearly flag all these issues (loans on in-place properties, LGDs,
and ADC loans) in the upcoming Advanced Notice of Proposed Rulemaking (ANPR). As
demonstrated by our change in position on commercial real estate loans on in-place
properties, in the end, the final framework will be guided by the best available evidence.

Your letter refers to the third Quantitative Impact Study (QIS 3) that was
undertaken by the Basel Committee. In the United States, more than twenty banks
participated, including a number of large regional banks, some of them located in the
Southeast. Despite being based on the more conservative approach to commercial real
estate proposed before CP3, the aggregate QIS 3 results for these bapks were not
materially different from that of the other U.S. banks in the study. With the changes in the
proposal under CP3 noted above, we anticipate that banks’ commercial real estate
portfolios would have lower capital charges than implied by QIS 3. We intend to meet
with each U.S. QIS 3 participant individually to discuss their results and any remaining
concerns.

At present, we do not believe there will be a significant competitive
disadvantage or a reduction in credit availability from the commercial real estate proposals,
but we remain open to any evidence to the contrary. The key objective of Basel I is to
have a more risk-sensitive capital requirement that builds on banks’ own measurement and
management of their risk. That is why the changes in CP3 are so important in giving each
bank subject to Basel II the scope to use its own risk measures to establish its capital on
commercial real estate and other loans. If, as we intend, the regulatory framework is
broadly consistent with strong risk-management practices by banks themselves, there
should be no issue of competitive disadvantage or credit availability simply because capital
requirements better reflect a bank’s risk exposure. Moreover, a large number of factors
other than minimum regulatory capital affect competitive positions and credit availability.
Banks tend to hold buffer capital to receive better funding costs, to retain flexibility under
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duress, and to qualify to become a financial holding company. Moreover, if the regulatory
capital charge on a certain credit does exceed the charge the market would apply, banks
can securitize the credit, as we have seen under Basel I. To the extent that capital charges
are more risk sensitive under Basel II, banks should have less reason to securitize.

Of course, if a truly risk-based capital system and improved risk-
measurement systems are adopted, the result would surely be a higher regulatory capital
requirement for banks whose risk exposures are greater than the norm. Greater risk
requires greater capital to protect the guarantor of that bank’s insured deposits--the Federal
Deposit Insurance Corporation, and ultimately the taxpayer--not to mention, in some cases,
the financial system.

Based on our discussions with rating agencies and other market observers,
we do not believe that a large number of banks, and certainly not the top 80 banks in the
country, will be under severe pressure to adopt Basel II in the near term. We understand
that there are market observers that believe there will be such pressure and we continue to
explore this matter. The regulators, however, will not be pressing additional banks to
adopt Basel II because we believe the benefits for regional banks and for the financial
markets do not outweigh the costs. Over the longer term, independent of the adoption of
Basel II or its scope of application, there will probably be evolving pressures from
counterparties, those that deal with and fund banks, for the adoption of more sophisticated
risk-management techniques by the regional banks.

‘Whatever such pressures may be, it is important now that Basel II,
particularly as it will be implemented in the United States, reflects the input of banks that
might choose to operate under it in the future. We do not want Basel II to include features
that would discourage regional banks from adopting it and we belicve the upcoming ANPR
process will provide a valuable opportunity for feedback from such institutions. In
addition, over the next month the banking agencies have organized a series of roundtable
meetings with regional banks. These discussions are to share information about Basel II
and encourage participation in the ANPR process.

I hope this is responsive to your questions.
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June 25, 2003

The Honorable Carolyn Maloney
House of Representatives
Washington, DC 20510

Dear Congresswoman Maloney.

At the Subcommittee hearing on June 19", you asked for a letter from Vice Chairman
Ferguson confirming his answer to your question about the resolution of any possible
conflicts between the time schedule for Basel II and the need to take whatever time is
necessary to evaluate relevant public comments and also to develop a consensus among
the federal banking agencies. Reflecting the close coordination among the federal
banking agencies on the Basel process, all of us, as indicated by the signatures below,
join in this response.

As background, you should be aware that any Basel Accord is a document that reflects a
consensus position of participating central banks and supervisors. Itis not legally
binding or self-implementing in any country and, as a consensus document, it would be
subject to change as new information and perspectives develop. In addition, each
financial institution’s application of Basel II would be subject to regulatory approval and
continuing oversight by one of us.

We want to make clear the steps that would have to be taken before the federal banking
agencies implement a final Basel Accord. These prerequisites are, first, that the agencies
have sufficient time to analyze all timely U.S. public comments on both the Basel third
consultative paper and the agencies’ upcoming Advance Notice of Proposed Rulemaking;
second, that we have thereafter developed a unified U.S. position; and third, that we have
achieved an agreement in Basel that is acceptable to the agencies as the basis for taking
the next step in our domestic process, namely the issuance of a Notice of Proposed
Rulemaking. We will also continue to make clear to the Basel Committee that the
adoption of a final rule in the United States would be contingent on the results of the
comments received on this Notice of Proposed Rulemaking and a Quantitative Impact
Study (QIS), both of which we anticipate developing in 2004. Even after the subsequent
adoption of a final rule in this country, the agencies would still reserve the right to revise
that final U.S. rule on the basis of the results of additional QIS reviews and any other
information developed in future years.
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We should also note that market realities require that the principles underlying the U.S.
rules on capital must be applied consistently at each of the regulatory agencies for the
depository institutions under their respective jurisdictions. Therefore, consensus and
agreement among the regulatory agencies are required before any change as fundamental
as Basel II could be adopted for depository institutions in this country. That is simply the
practical reality, and we are committed to work together and support each other in the
process.

We hope you find these observations helpful.

Sincerely,
DYk % AR
F6hn D. Hawke, Jr. Rocm1 W. Ferguson, Il
Comptroller Vice Chairman
Office of the €pmptroller of the Currency Board of Governors of the

Federal Reserve System

D“nal‘i E. Powell ames E. Gilleran
Chairman Director

Federal Deposit Insurance Corporation Office of Thrift Supervision
Copies to:

Chairman Oxley
Ranking Member Frank
Chairman Bachus

Chairman Shelby
Ranking Member Sarbanes
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Hearings on Basel Capital Reforms
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Consumer Credit Subcommittee
June 19, 2003
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Testimony of Kevin M. Blakely
Hearings on Basel Capital Reforms
House Financial Institutions and
Consumer Credit Subcommittee
June 19, 2003
Introduction
Iwas invited to testify in person at today’s hearing, but had to decline the

opportunity due to a schedule conflict. However, I appreciate the opportunity to submit

my written testimony for the record on behalf of KeyCorp, the 11t

largest banking
company in the United States. KeyCorp has total assets of approximately $85 billion, and
spans the northern half of the U.S. from Maine to Alaska. While the vast majority of our
business is domestically based, we do have a modest level of international business
activity.

KeyCorp is not one of the institutions included in the definition of “top ten most
internationally active institutions”. Accordingly, under the present regulatory guidance,
we will not be required to comply with Basel I when it becomes effective in 2006.
Nonetheless, it is our intent to gualify as an advanced practice institution. We simply
believe that it is good banking practice to develop the risk management tools that are the
foundation of Basel II: if that qualifies us as an advanced practice company under the
new accord, so much the better.

I believe my testimony today provides a rather unique perspective on the issue of
whether or not Basel II is good for the banking industry. For the first 17 years of my
professional career I was a bank regulator with the Office of the Comptroller of the

Currency (OCC). Much of my time with the OCC was spent dealing with problem and
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failing institutions. During my last several years with the OCC, I was Deputy
Comptroller for Special Supervision. That’s a nice way of saying I was responsible for
the department that dealt with severely troubled and failing financial institutions.

My tenure in the Special Supervision department ran from 1986 through 1990, a
time when a significant number of banks failed in the U.S. I was able to see first hand the
myriad of reasons that caused banks to get into trouble. Not the least of these was the
inability to appropriately identify and manage their risks.

1 left the OCC in 1990 to join the deeply troubled Ameritrust Corp. in Cleveland,
OH. Ameritrust was a $12 billion company that had encountered difficulties arising from
its loan portfolio. [ was part of the new management team focused on turning the
company around. Over an 18-month period, Ameritrust lurched from one crisis to
another, but we eventually were able to stabilize the company. During the interim period
1 lived, first hand, through the effects of a firm that had little in the way of risk
management practices and tools.

My experience with OCC’s failing banks division and the Ameritrust debacle
convinced me that there had to be a better way of managing risk in the banking industry.

In 1992, Ameritrust was acquired by Society Corp., the precursor of today’s
KeyCorp. I was placed in the position Executive Vice President of Credit Policy & Risk
Management. In this capacity, I was given the opportunity to explore and experiment
with new risk management tools that were beginning to bud in the industry. I was
encouraged to do so by our CEO who expressed a desire to have a system whereby he

could understand the totality of risk that our company faced on a daily basis.
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Our CEO envisioned a process that could tell him how much aggregate risk the
company was taking, including the risks that emanated from our credit, market and
operational activities. He wanted a system that could allow us to increase, decrease or
maintain our risk position as circumstances warranted. Neither of us realized it at the
time, but he was describing a process that is today commonly called “enterprise-wide risk
management”.

In 1993 I commenced the first step of his vision by installing a Value-at-Risk
(VAR) system in our company’s trading floor. VAR was a highly complex model
designed to measure risk in the bond, equity and foreign exchange trading we undertook
on a daily basis. Due to the complexity of a VAR model, I had to engage several PhDs to
help us implement it. During the course of their engagement, I happened to mention my
frustration in finding an enterprise wide system that could aggregate the risk of each of
our banking activities. One of the PhDs suggested that I look into the concept of
economic capital allocation, now commonly known as “risk based capital”.

Once 1 investigated the premise of risk-based capital allocation, I concluded I had
discovered a powerful risk management tool. Implementing such a model at KeyCorp
would enable us to allocate capital to our lines of business based on the amount of risk
they took. Each line of business would be charged for the amount of credit risk, market
risk and operational risk they encountered. Using the aggregate of that capital charge as
the denominator, and the revenue they generated as the numerator, we could determine
which lines of business were getting appropriately paid for the risk they took. For the
first time, we would be able to put all our lines of business on an apples-to-apples

comparison basis. Hence: the ability to know our level of risk and whether or not we
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would be paid for the risk being taken. Further, we would be able to aggregate the total
amount of capital being allocated to all our lines of business to understand the totality of
risk our company was taking. It was the enterprise-wide solution we had been looking
for.

KeyCorp commenced building an economic capital allocation program in the mid
1990s because we firmly believed it was the right thing to do. It has taken us a nearly a
decade to build it, and we are still not finished with it. Nonetheless, even after nearly 10
years we remain convinced that it is the best way to run our company. No regulator has
told us that we must do this.

We are pleased to note that this powerful risk management tool, economic capital
allocation, is now the underlying driver of Basel II. Our company was highly critical of
the initial version of Basel II and publicly stated as much. We felt that it failed to address
the sophistication and complexity that our industry routinely operated in. We felt it was
inadequate and little better than the original Basel I Put simply, it did not adequately
address risk sensitivity. However, over the next several years we were pleasantly
surprised to see how Basel Il became a much better document. The regulators working
on the new accord have been genuinely receptive to hearing the concerns that KeyCorp
and others have raised. We haven’t always gotten our way, but at least we have been
heard.

We believe that Basel I is now on the right track. Financial institutions will need
to develop more sophisticated risk management tools to support the risk based capital
premise upon which it is built. This is a good thing. In today’s world of complex

financial markets, tools such as value-at-risk, two-dimensional loan grading systems,
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enterprise data warehouses and operational loss databases are not a luxury; they are a
necessity. In order to understand their risk positions, banks should be calculating risk
based capital and using these tools to do so. While models are no substitute for human
judgment, they certainly create a more informed human with whom to make the decision.

One of the benefits we see in the Basel II proposal is that we will finally be free to
price our products and services commensurate with the risk they entail. As previously
mentioned, Basel I provides very little in the way of risk sensitivity. One of the
perversities of this shortcoming is that it has driven high quality borrowers away from the
banking industry. These clients can access providers of credit not subject to the costly
level of capital that banks are currently required to hold. In essence, banks are forced to
overprice for this business, and they lose it to other cheaper, non-regulated providers.
Conversely, Basel I's simplistic 8% capital requirement has allowed banks to hold less
capital than they should against borrowers that are high risk. This has resulted in banks
underpricing such credit. It should be no surprise, then, that Basel I has chased high
guality credits away from banks, while attracting low quality credits to them.

If banks are allowed to calculate the proper level of capital to be held based on a
realistic stratification of credit risk, this serious problem will largely disappear. This is
one of the tenets that Basel II is based upon: you hold the level of capital necessary to
support the risk, and price for it accordingly.

1 would now like to address some of the criticisms that have been leveled against
Basel 1. These would include its cost, complexity, inflexibility and propensity to foster
pro-cyclicality. [ would also like to provide a few comments on the merits of Basel II's

Pillar 1 versus Pillar 2.
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Cost

Much has been said about the cost of building the models necessary to comply
with Basel II. At KeyCorp, we wonder how anyone can afford not to build them. We,
ourselves, have painfully learned the cost of not having them. In 1996, our risk based
capital process was still in its embryonic stage: in truth it didn’t begin to take hold until
2000. In 96 we were still calculating profitability measures utilizing the primitive 8%
capital standard stipulated by Basel I. On this basis, one of our loan portfolios, leveraged
lending, was producing an eye-popping return on equity close to 30%. As a consequence,
we unfortunately pursued expansion of leveraged lending over the next several years. At
the end of 1998, the quality of this portfolio began to collapse and we have written-off
many millions of dollars since.

We have looked retrospectively on our experience with this portfolio. We believe
if we had had our risk based capital model in place (the kind proposed by Basel II) our
anticipated return would have been in the single digit range. Such knowledge would have
caused us to avoid this particular lending activity and to seek other opportunities that
offered better risk/reward ratios.

Through this experience, we have learned an important lesson from which others
can benefit. The entire cost of the nearly 10-year effort to implement our economic
capital model (the same kind proposed by Basel IT) pales in comparison to the cost of not
having it in place.

We have read that others estimate the cost of compliance with Basel Il to be
staggeringly high. We are not convinced this is the case, and it certainly has not been so

at KeyCorp. Yes, we have spent multiple millions of dollars over the years investing in
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risk management tools and models, but we’ve done so because we believe those tools are
necessary to conduct our business in a safe and sound manner. Frankly, they will also
make us a better competitor. The more we understand our risk, the better we will be at
managing and pricing for it.

Some have criticized the cost of auditing and back-testing the accuracy of the
models that Basel IT is based upon. We view such activities as nothing more than good
common sense. Auditing and back-testing of outputs is critical to ensuring that the model
is producing reasonable numbers. Auditing/back-testing serve as the tuning devices
necessary to modify the models’ calculations. For example, auditing and back-testing of
VAR models is an accepted practice in the industry now: everyone knows their benefit.
We view auditing/back-testing as necessary investments needed to create a better model.
Better models create better understanding of risk and the ability to better manage it.
Better management of risk results in lower losses to banks. We believe the cost of
auditing/back-testing is inconsequential compared to the losses that can occur due to
inferior risk management processes.

Before one accepts the large figures attributed to Basel II compliance, one must
subtract the costs of building the risk management systems that a good financial
institution would invest in, regardless. We do not believe the gap between the two is
significant.

Complexity
We cannot deny that Basel I is a complex document. Itis. Yet, it needs to be.

Banking is a complex business that needs complex solutions to the issues it faces. We
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should not run from complexity but instead be willing to face it and manage our way
through it.

I have previously mentioned that KeyCorp installed a VAR system for its trading
floors in the early 1990s. At that time, many were saying VAR systems were exceedingly
complex, expensive and too mathematically driven. Yet, today VAR systers are widely
recognized as the standard by which to manage risk in their trading books. VAR isa
superior risk management tool that never would have come to be had the financial
services industry been intimidated by its complexity. Ireiterate: when VAR first
surfaced, it was accused of being too complex, costly and mathematically driven, the
same crimes Basel Il stands accused of today. Yet, VAR has become the industry
standard.

Inflexibility

Some fear Basel 11 will trap the industry with year 2000 era risk management tools
and stifle creation of new ones. We believe this concern is overstated. The 1988 Basel
Accord was a woefully inadequate document from the start. Its simplistic approach
mandated a specific capital level and made no provisions to the contrary. Yet, ovér the
past 15 years, the financial services industry has continued to develop new risk
management tools never envisioned by the 88 accord. These would include: VAR
models, two-dimensional loan grading systems, economic capital models and enterprise-
wide data warehouses. The fact that such tools were not contemplated by Basel I did not
interfere with the industry’s pursuit of them. We anticipate a similar situation with Basel
II - banks will continue to pursue a better risk management mousetrap. We will

acknowledge, however, that regulators must be willing to consider the new tools as they
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are developed, and work with the industry to accommodate them as their effectiveness is
demonstrated.
Pro-cyclicality

We have frequently heard that regulators are concerned that Basel Il might allow
substantial capital to escape from the banking system. We believe the whole premise of
pro-cyclicality is evidence that such concerns may be overstated. Basel Il capital levels
represent the minimum level of capital that an institution is to hold. The premise of pro-
cyclicality assumes that banks operate at or near the minimum capital level. We believe it
is highly unlikely that any banking company worth its salt will allow their capital to sink
to the lowest acceptable level.

Some argue that under Basel II, economic downtumns will cause financial
institutions to become more reluctant to lend when liguidity is most needed. Banks
would be placed in a position of making a difficult choice: immediately raise new capital
or stop lending. In truth, there is a third choice that most banks will probably follow:
retain a buffer level of capital to accommodate cyclical changes in risk that everyone
knows will inevitably occur.

We also believe that even in times of economic stress, banks genuinely desire to
make new loans to drive their own revenue streams. Our current economic situation is a
prime example: banks are anxious to lend money. The demand simply isn’t there.

Pillar 1 versus Pillar 2

One of the basic principles of Basel II is to make risk transparent so that it is

comparable from one institution to another. Pillar 1 encourages a formulaic based system

that will enable this to occur. Consistency of methodology is critical to empower

10
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investors, regulators and depositors with the information they need to gauge the risk of
the institution with whom they are dealing. Without Pillar 1’s consistency of approach, a
Tower of Babel syndrome can occur.

Pillar 2 relies more on flexible judgment as to how much capital is warranted at an
institution. We acknowledge and accept that regulators must have the flexibility to
invoke their authority to ignore the results of Pillar 1 when circumstances so dictate.
However, completely abandoning Pillar 1 in favor of Pillar 2 yanks any comparability
benefit away from investors and depositors. The invisible hand of the market will be
impeded in its ability to quickly discipline a wayward institution.

For example, much has been said about the need to place operational risk under a
Pillar 2 approach. In this regard, the individual regulator that happened to be examining a
particular bank would largely determine the adequacy of capital held for its operational
risk. This lends itself to varying assessments, interpretations, methodologies and
enforcements. An investor attempting to compare the level of capital held for operational
risk at multiple banks must assume that different examiners will utilize the exact same
thinking in their operational risk assessments. That simply doesn’t happen. A more
formulaic approach, where all banks are using the same scorecard, lends itself much more
to consistent comparability.

The mere presence of a Base] II draft has caused many in the industry to start
contemplating new ways of tracking operational risk. This would include KeyCorp. We
have commenced building an operational risk database that will give us better
information regarding the source, size and amount of operational losses. This database

will ultimately serve as the system that feeds our operational risk model. We believe it
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can be supplemented by exchanging information on operational risk losses with other
financial institutions. This will help us build the critical mass necessary to create reliable,
predictive loss forecasting models. 1 will readily admit that we have a way to go in this
particular area, but the presence of Basel I over our heads encouraged KeyCorp and
others in the industry to get moving on building the databases sooner.

In conclusion, KeyCorp believes that Basel I is hopelessly broken and that a new
accord needs to be implemented. Basel I is a major step forward and we applaud its
approach. It is not perfect now, nor will it be perfect when implemented, nor perfect 10
years after implementation. Regardless, it is light years ahead of Basel I as well as any
other proposal we have seen to date. It should be supported.

We acknowledge it is complex, but banking is a complex business. A simple
solution to complex issues is probably not the right medicine. As an industry, we should
not shy away from the remedy simply because it is complex. Instead, we should work
collectively with the regulators to find the right solution, not the easy one.

‘We have our doubts as to the high cost figures attributed to Basel Il. Our own
experience to date has proven to the contrary. Further, we believe many Basel II costs are
simply expenditures we should otherwise be making as a matter of sound banking
practice. Good risk management costs money, but it is intended to help avoid even bigger
costs that arise from bad risk management.

We do not believe adoption of Basel Il will trap the financial services industry in a
time warp. Banks will continue to develop better methods of managing risk regardless of
what Basel I requires. However, regulators must be open and responsive as these new

tools are developed.
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We believe there is substantial merit to including as much as we can in Pillar 1
versus Pillar 2. One of the greatest benefits that Basel II promises is that it will utilize the
invisible hand of the market to discipline wayward institutions. In order to do that,
investors must have adequate information to compare the risk of one institution against
another on an apples-to-apples basis. Pillar 1 is the best vehicle for ensuring that banks
report on a consistent basis.

Mr. Chairman, KeyCorp appreciates the opportunity to share our views on Basel
II. We want to make sure our industry operates within a safe and sound environment.

We know this is the goal of the committee as well as our friends in the regulatory world.

While Basel I is far from perfect, it certainly moves us further down the path.

)
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